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storage and retrieval system of docunents subnitted to and issued
by the Commission after Novenmber 16, 1981. Docunents from
Novenber 1995 to the present can be viewed and printed. RIMS is
available in the Public Reference Roomor remotely via |Internet

t hrough FERC s Home page using the RIMS Iink or the Energy
Information Online icon. User assistance is available at 202-
208-2222, or by E-mail to rinmsmaster @erc. fed. us.

Finally, the conplete text on diskette in WrdPerfect fornmat
may be purchased from the Conmi ssion’s copy contractor, RV]
International, Inc. RVJ International, Inc. is located in the
Public Reference Roomat 888 First Street, N E., Washington, D. C

20426.
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l. | NTRODUCTI ON AND SUMVARY

In 1996 the Conmission put in place the foundati on necessary
for conpetitive whol esal e power nmarkets in this country -- open
access transmission. 1/ Since that time, the industry has
under gone sweeping restructuring activity, including a novenent

by nmany states to develop retail conpetition, the grow ng
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divestiture of generation plants by traditional electric
utilities, a significant increase in the nunber of nergers anong
traditional electric utilities and anong electric utilities and
gas pipeline conpanies, |large increases in the nunber of power
marketers and i ndependent generation facility devel opers entering
the nmarketpl ace, and the establishnment of independent system
operators (1SCs) as mamnagers of large parts of the transm ssion
system Trade in bul k power markets has continued to increase
significantly and the Nation’s transm ssion grid is being used
nore heavily and in new ways.

As a result, the traditional means of grid managenment is
showi ng signs of strain and may be inadequate to support the
efficient and reliable operation that is needed for the continued

1/ See Pronoting Whol esal e Conpetition Through Open Access Non-

di scrimnatory Transmni ssion Services by Public Uilities and
Recovery of Stranded Costs by Public UWilities and
Transmtting Uilities, 61 Fed. Reg. 21,540 (1996), FERC

Stats. & Regs. — 31,036 (1996) (Order No. 888), order on

reh'g, Order No. 888-A, 62 Fed. Reg. 12,274 (1997), FERC

Stats. & Regs. — 31,048 (1997), order on reh'g, Order No.

888-B, 62 Fed. Reg. 64,688, 81 FERC - 61,248 (1997), order

on reh'g, Order No. 888-C, 82 FERC - 61,046 (1998), appeal

docketed, Transmission Access Policy Study Group, et al. v.
FERC, Nos. 97-1715 et al. (D.C. Cir.).

Docket No. RM99-2-000 -6-
development of competitive electricity markets. In addition,
there are indications that continued discrimination in the
provision of transmission services by vertically integrated
utilities may also be impeding fully competitive electricity
markets. These problems may be depriving the Nation of the
benefits of lower prices, more reliance on market solutions, and
lighter-handed regulation that competitive markets can bring.

If electricity consumers are to realize the full benefits

that competition can bring to wholesale markets, the Commission

5/24/99 9:47 AM
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nmust address the extent of these problems and appropriate ways of
mtigating them Conpetition in wholesale electricity markets is
the best way to protect the public interest and ensure that
electricity consuners pay the |owest price possible for reliable
service. W believe that further steps may need to be taken to
address grid managenment if we are to achieve fully conpetitive
power markets. W further believe that regional approaches to
the nunerous issues affecting the industry nay be the best neans
to elimnate remaining inpedinents to properly functioning
conpetitive nmarkets.

Qur objective is for all transmi ssion owning entities in the
Nation, including non-public utility entities, to place their
transnmission facilities under the control of appropriate regiona
transmission institutions in a timely manner. W seek to
acconpl i sh our objective by encouraging voluntary participation.
We are therefore proposing in this rul emaki ng mini mum

characteristics and functions for appropriate regiona

Docket No. RM9-2-000 -7 -
transm ssion institutions; a collaborative process by which
public utilities and non-public utilities that own, operate or
control interstate transmission facilities, in consultation with
the state officials as appropriate, will consider and devel op
regional transmssion institutions; a willingness to consider
i ncentive pricing on a case-specific basis and an of fer of non-
nmonetary regul atory benefits, such as deference in dispute
resol ution, reduced or elininated codes of conduct, and
stream ined filing and approval procedures; and a time line for
public utilities to nake appropriate filings with the Commi ssion
and initiate operation of regional transmission institutions. As

a result, we expect jurisdictional utilities to form Regi ona

5/24/99 9:47 AM
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Transm ssion Organi zations (RTGs).

As discussed in detail herein, regional institutions can
address the operational and reliability issues now confronting
the industry, and any residual discrimnation in transm ssion
services that can occur when the operation of the transm ssion
systemrenains in the control of a vertically integrated utility.
Appropriate regional transm ssion institutions could: (1) inprove
efficiencies in transnmi ssion grid managenent 2/; (2) inprove grid

reliability; (3) renove the renmining opportunities for

2/ Appropriate regional institutions could inprove efficiencies
in grid managenent through inproved pricing, congestion
managenent, nore accurate estimates of Available
Transmi ssion Capability, inproved parallel path flow
managenent, nore efficient planning, and increased
coordi nati on between regul atory agenci es.

Docket No. RM9-2-000 - 8 -

di scrimnatory transnission practices; (4) inprove market
performance; and (5) facilitate |lighter handed regul ation

Thus, we believe that appropriate regional transnission
institutions could successfully address the existing inpedi ments
to efficient grid operation and conpetition and coul d
consequently benefit consumers through |ower electricity rates
resulting froma wi der choice of services and service providers.
There are likely to be substantial cost savings brought about by
regional transm ssion institutions.

In light of inmportant questions regarding the conplexity of
grid regionalization raised by state regulators and applicants in
i ndi vi dual cases, we are proposing a flexible approach. W are
not proposing to nandate that utilities participate in a regiona

transmi ssion institution by a date certain. |Instead, we act now

5/24/99 9:47 AM
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to ensure that they consider doing so in good faith. Mreover
t he Conmission is not proposing a "cookie cutter" organi zationa
format for regional transmission institutions or the
establ i shment of fixed or specific regional boundaries under
section 202(a) of the FPA

Rat her, the Conmission is proposing to establish
fundanental characteristics and functions for appropriate
regi onal transmission institutions. W wll designate
institutions that satisfy all of the mininmumcharacteristics and
functions as Regi onal Transm ssion Organizations (RTGs).

Hereinafter, the term Regional Transni ssion Organization, or RTQ

Docket No. RMI9-2-000 -9 -
will refer to an organization that satisfies all of the m ninum
characteristics and functions.

Pursuant to our authority under section 205 of the FPA to
ensure that rates, terns and conditions of transnission and sales
for resale in interstate conmmerce by public utilities are just,
reasonabl e and not unduly discrimnatory or preferential, and our
authority under section 202(a) of the FPA to pronote and
encour age regional districts for the voluntary interconnection
and coordination of transmission facilities by public utilities
and non-public utilities for the purpose of assuring an abundant
supply of electric energy throughout the U S. with the greatest
possi bl e econony, we propose the follow ng. 3/

First, the Comm ssion proposes m ni num characteristics and
functions that an RTO nust satisfy. |Industry participants,
however, retain flexibility in structuring RTGCs that satisfy
t hese characteristics and functions. For exanple, we do not

propose to require or prohibit any one form of organization for

5/24/99 9:47 AM
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RTGs or require or prohibit RTO ownership of transm ssion
facilities. The characteristics and functions could be satisfied
by different organi zational forns, such as |SGCs, transcos,
conbi nati ons of the two, or even new organi zati onal forns not yet
di scussed in the industry or proposed to the Conm ssion.

Second, we propose to adopt an "open architecture" policy
regardi ng RTOs, whereby all RTO proposals nust allow the RTO and

its menbers the flexibility to inprove their organizations in the

3/ The Commission’s |legal authority is discussed in Section |11

Docket No. RMI9-2-000 - 10 -
future in terms of structure, operations, market support and
geographic scope to nmeet market needs. In turn, the Comm ssion
will provide the regulatory flexibility to acconmbdate such
i mprovemnent .

Third, we propose guidance on flexible transm ssion
ratemaki ng that may be proposed by RTGs, including ratemaking
treatments that will address congestion pricing and performance
based regul ation. W also propose to consider on a case-by-case
basis incentive pricing that may be appropriate for transm ssion
facilities under RTO control

Finally, all public utilities (with the exception of those
participating in an approved regi onal transmi ssion entity that
confornms to the Commi ssion’s | SO principles) that own, operate or
control interstate transnmission facilities nust file with the
Commi ssi on by October 15, 2000 a proposal for an RTOw th the
m ni mum characteristics and functions adopted in the Final Rule,
4/ or, alternatively, a description of efforts to participate in

an RTO, any existing obstacles to RTO participation, and any

4/ An RTO proposal includes a basic agreenent filed under

5/24/99 9:47 AM
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section 205 of the FPA setting out the rules, practices and
procedures under which an RTOwi |l be governed and operat ed
and requests by the public utility nenbers of the RTO under
section 203 of the FPA to transfer control of their
jurisdictional transmission facilities fromindividua

public utilities to the RTO. Mst RTO proposals by public
utilities are likely to involve one or nore filings under
FPA sections 203, 205, or 206, but the nunber and types of
filing may vary dependi ng upon the type of RTO proposed, and
the nunber of public utilities involved in the proposal

Under the proposed rule, a utility may file a petition for a
decl aratory order asking whether a proposed transm ssion
entity would qualify as an RTO, to be followed by
appropriate filings under sections 203, 205 and/or 206

Docket No. RMB9-2-000 - 11 -
plans to work toward RTO participation. Each proposed RTO nust
plan to be operational by Decenber 15, 2001. W expect that such
proposal s woul d include the transm ssion facilities of public
utilities as well as transmission facilities of public power and
other non-public utility entities to the extent possible.

A public utility that is a nmenber of an existing
transmi ssion entity that has been approved by the Commi ssion as
in conformance with the el even 1SO principles set forth in O der
No. 888 must make a filing no later than January 15, 2001 that
expl ains the extent to which the transmi ssion entity in which it
participates neets the mni numcharacteristics and functions for
an RTO, or proposes to nodify the existing institution to becone
an RTO. Alternatively, the public utility nust file an
expl anation of efforts, obstacles and plans with respect to
confornmng to these characteristics and functions.

Through the required filings, utilities will make known to
the public any plans for RTO participation so that other
utilities and the conpetitive market can respond accordingly.
This proposal relies primarily on the enlightened self-interest
of stakehol ders in each region. Such public disclosure of plans

for transm ssion facilities will benefit the industry, the

12 of 249 5/24/99 9:47 AM



13 of 249

http://cips.ferc.fed.us Q\CIPS\RULES\RM\RM99-2.00C. TXT

financial conmmunity, and public policy makers as the electric
i ndustry restructuring continues.

To facilitate RTO formation in all regions of the Nation
t he Conmi ssi on proposes to sponsor and support a collaborative

process under section 202(a) to take place in the spring of 2000.

Docket No. RMI9-2-000 - 12 -

Under this process, we expect that public utilities and non-
public utilities, in coordination with state officials,

Conmi ssion staff, and all affected interest groups, will actively
work toward the voluntary devel opnent of specific RTCs.

Prior to undertaking this proposed rul enaking, we held eight
technical conferences in 1998 with all industry stakehol ders as
well as three technical conferences this year with state
regul atory conmi ssions to obtain their views on the need for, and
benefits of, regional organizations. W gained val uabl e insight
fromthe participants, including many state commi ssions that have
undertaken or are considering state retail choice prograns for
the consuners in their states. In light of the comrents
received, we wish to respond to several concerns that were
rai sed

First, we are not proposing to nandate RTOs, nor are we
proposi ng detail ed specifications on a particul ar organi zationa
formfor RTOs. The goal of this rulemaking is to get RTGs in
pl ace through voluntary participation. Wile this Comm ssion has
specific authorities and responsibilities under the FPA to
protect agai nst undue di scrimnination and renove inpedinments to
whol esal e conpetition, we believe it is preferable to neet these
responsibilities in the first instance through an open and
col | aborative process that allows for regional flexibility and

i nduces vol untary behavi or.

5/24/99 9:47 AM
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Second, the devel opment of RTGs is not intended to interfere

with state prerogatives in setting retail conpetition policy.

Docket No. RM9-2-000 - 13 -

The Conmi ssion believes that RTGs can successfully accommpdat e
the transm ssion systens of all states, whether or not a
particul ar state has adopted retail conpetition. However, for
those states that have chosen to adopt retail wheeling, RTGs can
play a critical role in the realization of full conpetition at
the retail level as well as at the wholesale level. In addition
t he Conmi ssion believes that RTGs will not interfere with a
state’'s prerogative to keep the benefits of |ow cost power for
the state’s own retail consuners

Third, we propose to allow RTGCs to prevent transm ssion cost
shifting by continuing our policy of flexibility with respect to
recovery of sunk transm ssion costs, such as the "license plate"
appr oach.

Fourth, the existence of RTGCs has not, and will not in the
future, interfere with traditional state and |ocal regul atory
responsi bilities such as transmission siting, local reliability
matters, and regulation of retail sales of generation and | oca
distribution. In fact, RTOs offer the potential to assist the
states in their regulation of retail nmarkets and in resolving
matters anong states on a regional basis. They also provide a
vehicle for amicably resolving state and Federal jurisdictiona
i ssues.

Finally, we do not propose to establish regi onal boundaries
inthis rulemaking. Qur forenost concern is that a proposed
RTO s regional configuration is sufficient to ensure that the

requi red RTO characteristics and functions are satisfied. To

5/24/99 9:47 AM
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Docket No. RWMB9-2-000 - 14 -
this end, the Comm ssion proposes guidance regardi ng the scope
and regional configuration of RTGCs.

We now turn to the state of the electric utility industry in
the wake of Order No. 888 and how t he devel opment of RTGCs
achieves efficient, reliable and conpetitive power markets.

I'l. BACKGROUND

In April 1996, in Order Nos. 888 and 889, the Conmi ssion
establ i shed the foundation necessary to devel op conpetitive bul k
power markets in the United States: non-discrimnatory open
access transm ssion services by public utilities and stranded
cost recovery rules that would provide a fair transition to
conpetitive markets. Order Nos. 888 and 889 were very successful
in acconplishing nuch of what they set out to do. However, they
were not intended to address all problenms that night arise in the
devel opnent of conpetitive power narkets. Indeed, the nature of
the emerging markets and the remaining inpedinments to ful
conpetition have becone apparent in the three years since the
i ssuance of our orders.

A The Foundation for Conpetitive Markets: Order Nos. 888
and 889

In Order Nos. 888 and 889, the Conmission found that unduly
di scrimnatory and anticonpetitive practices existed in the
electric industry, and that transmi ssion-owning utilities had
di scri m nated agai nst others seeking transnission access. 5/ The

Conmmi ssion stated that its goal was to ensure that custonmers have

5/ Order No. 888, FERC Stats & Regs. at 31, 682
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Docket No. RM9-2-000 - 15 -
the benefits of conpetitively priced generation, and deterni ned
that non-discrimnatory open access transm ssion services
(i ncluding access to transnission information) and stranded cost
recovery were the nost critical conponents of a successfu
transition to conpetitive wholesale electricity nmarkets. 6/

Accordingly, Order No. 888 required all public utilities
that own, control or operate facilities used for transmtting
electric energy in interstate comerce to (1) file open access
non-di scrimnatory transmi ssion tariffs containing, at a mni mum
the non-price terms and conditions set forth in the Order, and
(2) functionally unbundl e whol esal e power services. Under
functional unbundling, the public utility must: (a) take
transmi ssi on services under the sanme tariff of genera
applicability as do others; (b) state separate rates for
whol esal e generation, transmission, and ancillary services; and
(c) rely on the sane electronic information network that its
transm ssion custonmers rely on to obtain information about its
transm ssion system when buying or selling power. 7/ O der No.
889 required that all public utilities establish or participate
in an Open Access Same-Tine |Information System (OASIS) that neets
certain specifications, and conply with standards of conduct
designed to prevent enployees of a public utility (or any

enpl oyees of its affiliates) engaged in whol esal e power marketing

6/ Id. at 31, 652.

7/ Id. at 31, 654-55

Docket No. RM9-2-000 - 16 -
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functions from obtaining preferential access to pertinent
transm ssion system i nformation.

During the course of the Order No. 888 proceeding, the
Conmi ssion received coments urging it to require generation
divestiture or structural institutional arrangenents such as
regi onal independent system operators (1SCs) to better assure
non-di scrimnation. The Commi ssion responded that, while it
believed that 1SCs had the potential to provide significant
benefits, efforts to renedy undue discrimnation should begin by
requiring the less intrusive functional unbundling approach
Order No. 888 set forth eleven principles for assessing | SO
proposal s subnitted to the Commission. 8/ Order No. 888 al so
st at ed:

[We see many benefits in | SOCs, and encourage utilities

to consider |1SOs as a tool to nmeet the demands of the

conpetitive marketpl ace.

As a further precaution against discrimnatory
behavior, we will continue to nonitor electricity
markets to ensure that functional unbundling adequately
protects transm ssion custonmers. At the sane time, we
wi Il analyze all alternative proposals, including
formation of 1SCs, and, if it becones apparent that
functional unbundling is inadequate or unworkable in
assuring non-di scrimnatory open access transni ssion

we will reevaluate our position and deci de whether
ot her mechani snms, such as |1SGs, should be required.

[9/]
In section Il1l.A 2 of this Notice of Proposed Rul emaking, we
di scuss our experiences to date with functional unbundling. It

has becone apparent that several types of regional transm ssion

8/ Id. at 31, 730.
9/ Id. at 31, 655.

Docket No. RM9-2-000 - 17 -
institutions, in addition to the kinds of |SCs approved to date

may al so be able to provide the benefits attributed to ISGs in
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Order No. 888.

B. Devel opnents Since Order Nos. 888 and 889

In the three years since Order Nos. 888 and 889 were issued,
nuner ous significant devel opments have occurred in the electric
utility industry. Some of these reflect changes in governnental
policies; others are strictly industry driven. These activities
have resulted in a considerably different industry |andscape from
the one faced at the time the Conmi ssion was devel opi ng O der No.
888, resulting in new regulatory and industry chall enges.

Order Nos. 888 and 889 required a significant change in the
way many public utilities have done business for nost of this
century, and nost public utilities accepted these changes and
made substantial good faith efforts to conply with the new
requirements. Virtually all public utilities have filed tariffs
stating rates, terns and conditions for third-party use of their
transm ssion systens. In addition, inproved information about
the transm ssion systemis available to all participants in the
market at the same time that it is available to the public
utility as a result of utility conmpliance with the OASIS
regul ati ons.

The availability of tariffs and information about the
transm ssion system has fostered a rapid growmh in dependence on
whol esal e markets for acquisition of generation resources. Areas

t hat have experienced generation shortages have seen rapid

Docket No. RMD9-2-000 - 18 -
devel opment of new generation resources. For exanple, New
Engl and, where there was deep concern about adequacy of
generation supply only three years ago, now has approxi mately
30, 000 MW of generation proposed. That response cones al nost

entirely fromindependent generating plants that are able to sel

5/24/99 9:47 AM
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power into the bul k power market through open access to the
transm ssion system Power resources are now acquired over
increasingly large regional areas, and interregional transfers of
el ectricity have increased

The very success of Order Nos. 888 and 889, and the
initiative of sone utilities that have pursued vol untary
restructuring beyond the m ni mum open access requirenments , have
put new stresses on regional transnission systens -- stresses
that call for regional solutions.

1. I ndustry Restructuring and New Stresses on the
Transmission Gid

Open access transni ssion and the openi ng of whol esal e
conpetition in the electric industry have brought an array of
changes in the past several years: divestiture by nany integrated
utilities of some or all of their generating assets;
significantly increased nerger activity both between electric
utilities and between electric and natural gas utilities;

i ncreases in the nunber of new participants in the industry in
the form of independent power marketers and generators; increases
in the volume of trade in the industry, particularly as marketers
make nultiple sales; state efforts to create retail conpetition;

and new and different uses of the transnission grid.

Docket No. RMD9-2-000 - 19 -

Wth respect to divestiture, since August 1997,
approxi mately 50,000 MWV of generating capacity have been sold (or
are under contract to be sold) by utilities, and an additiona
30,000 MWis currently for sale. 1In total, this represents nore
than 10 percent of U.S. generating capacity. |In all, according
to publicly available data, 27 utilities have sold all or sone of

their generating assets and 7 others have assets for sale.
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Buyers of this generating capacity have included traditiona

utilities with specified service territories as well as

i ndependent power producers with no required service territory.
Since Order No. 888 was issued, there have been nore than 20

applications filed with us to approve proposed nergers invol ving

public utilities. Mst of these nmergers have been approved by

various regulatory authorities, including the Comm ssion

al though a few have been rejected or w thdrawn, and several

nmergers are pending regulatory approval. Mst of these nerger

proposal s have been between electric utilities with contiguous

service areas, while sone of the proposed nergers have been

between utilities with non-contiguous service areas. The

Conmi ssi on has al so been presented with nmerger applications

i nvol ving the conbination of electric and natural gas assets.
There has been significant growh in the volume of trading

in the whol esale electricity market. 1In the first quarter of

1995, according to power nmarketer quarterly filings, nmarketer

sales totaled 1.8 million MM, but by the second quarter of 1998,

Docket No. RMD9-2-000 - 20 -
such sales escalated to 513 nmillion MAh. 10/ Many new
conpetitors have entered the industry. For exanple, in the first
quarter of 1995, there were eight power narketers (either
i ndependent or affiliated with traditional utilities) actively
trading in whol esal e power markets, but by the second quarter of
1998, there were 108 actively tradi ng power marketers. The
Commi ssi on has granted market-based rate authority to well over
500 whol esal e power marketers, of which sone are independent of
traditional investor-owned utilities, sone are affiliated with

traditional utilities, and sone are traditional utilities

5/24/99 9:47 AM
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t hensel ves. 11/
St ate conmi ssions and | egi sl atures have been active in the
past few years studying conpetitive options at the retail |evel
setting up pilot retail access prograns, and, in some states,
implenenting full scale retail access prograns. As of My 1,
1999, 18 states have enacted electric restructuring |egislation,
3 have issued conprehensive regul atory orders, and 28 others have
| egislation or orders pending or investigations underway. 12/
Fifteen states have inplenented full-scale or pilot retai
10/ Power marketer quarterly filings, cited in Staff Report to
the Federal Energy Regul atory Commi ssion on the Causes of
Whol esal e Electric Pricing Abnormalities in the M dwest
During June 1998, (Septenber 22, 1998) (Staff Price Spike
Report) at 3-1 to 3-2. It nust be noted that a significant
portion of the sales represent the retrading of power by a
nunber of different market participants. [In other words,
there may be nultiple resales of the sane generation

11/ Id. at 3-1.

12/ "Status of Electric Utility Deregulation Activity as of My
1, 1999," Energy Information Adm nistration.

Docket No. RM9-2-000 - 21 -
conpetition progranms that offer a choice of suppliers to at |east
sone retail custonmers. Eight states have set in notion prograns
to offer access to retail custonmers by a date certain

Because of the changes in the structure of the electric
i ndustry, the transm ssion grid is now being used nore
intensively and in different ways than in the past. The
Conmi ssion is concerned that the traditional approaches to
operating the grid are showi ng signs of strain. According to the
North Anerican Electric Reliability Council (NERC), "the adequacy
of the bulk transm ssion system has been chall enged to support
t he novenent of power in unprecedented anpbunts and in unexpected

directions." 13/ These changes in the use of the transm ssion
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system "will test the electric industry’'s ability to maintain
system security in operating the transm ssion system under
conditions for which it was not planned or designed." 14/ |t
shoul d be noted that, despite the increased transni ssion system
| oadi ngs, NERC believes that the "procedures and processes to
mtigate potential reliability inpacts appear to be working
reliably for now," and that even though the system was
particularly stressed during the sumrer of 1998, "the system
perforned reliably and firm demand was not interrupted due to

transm ssion transfer limtations." 15/

13/ Reliability Assessnment 1998-2007, North American Electric
Reliability Council (Septenber 1998), at 26

14/ 1d.
15/ 1d.
Docket No. RMB9-2-000 - 22 -

An indication that the increased and different use of the
transm ssion systemis stressing the grid is the increased use of
transm ssion line loading relief (TLR) procedures. 16/ NERC s
TLR procedures were invoked 250 tinmes between January 1 and
Sept ember 1, 1998 to prevent facility or interface overloads on
the Eastern |nterconnection. 17/

It appears that the planning and construction of
transni ssion and transm ssion-related facilities may not be
keeping up with increased requirenments. According to NERC
"Business is increasing on the transm ssion system but very
little is being done to increase the |oad serving and transfer
capability of the bulk transmi ssion system" 18/ The anount of
new transm ssion capacity planned over the next ten years is

significantly lower than the additions that had been planned five
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years ago, and nost of the planned projects are for |ocal system
support. 19/ NERC states that, "The cl ose coordination of
generation and transnission planning is dimnishing as vertically

integrated utilities divest their generation assets and npbst new

16/ The TLR procedures are designed to renedy overl oads that

result when a transnission |line or other transm ssion

equi pment carries or will carry nore power than its rating,

whi ch could result in either power outages or danmamge to
property. The TLR procedures are designed to bring

overl oaded transni ssion equipnent to within NERC s Operating

Security Limts essentially by curtailing transactions

contributing to the overload. See North Anerican Electric

Reliability Council, 85 FERC - 61,353 (1998) (NERC).
17/ Reliability Assessment 1998-2007 at 27.
18/ Id. at 26.

19/ Id. at 7.

Docket No. RM99-2-000 -23-
generation is being proposed and developed by independent power
producers." 20/

The transition to new market structures has resulted in new
challenges and circumstances. For example, during the week of
June 22-26, 1998, the wholesale electric market in the Midwest
experienced numerous events that led to unprecedented high spot
market prices. Spot wholesale market prices for energy briefly
rose as high as $7,500 per MWh, compared to an average price for
the summer of approximately $40 per MWh in the Midwest if the
price spikes are excluded. 21/ This experience led to calls for
price caps, allegations of market power, and a questioning of the
effectiveness of transmission open access and wholesale electric
competition.

The Commission staff undertook an investigation of the price
spike incident. Staff's report concluded that the unusually high

price levels were caused by a combination of factors,
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particul arly above-average generation outages, unseasonably hot
tenperatures, stormrelated transni ssion outages, transm ssion
constraints, poor communication of price signals, |owered
confidence in the market due to a few contract defaults, and
i nexperience in dealing with conpetitive markets. 22/

The Conmission’s staff found that the market institutions

were not adequately prepared to deal with such a dramatic series

20/ 1d.
21/ Staff Price Spike Report at 3-8 to 3-11.

22/ 1d. at v.

Docket No. RM9-2-000 - 24 -
of events. Regarding regional transm ssion entities, the staff
report observed: "The necessity for cooperation in neeting
reliability concerns and the Conmission’s intent to foster
conpetitive market conditions underscores the inportance of
better regional coordination in areas such as mmintenance of
transm ssion and generation systems and transmi ssion planning and
operation." 23/ Support for this view cones from many sources.
For exanple, the Public Uilities Commission of Chio, inits own
report on the price spikes, recommended that policy makers "take
unanbi guous action to require coordinati on of transm ssion system
operations by regi onwi de | ndependent System Operators." 24/

On Septenber 29, 1998, the Secretary of Energy Advisory
Board Task Force on Electric System Reliability published its
final report. 25/ The Task Force was convened in January 1997 to
provi de advice to the Department of Energy on critical
institutional, technical, and policy issues that need to be
addressed in order to maintain bulk power electric system

reliability in a nore conpetitive industry. The Task Force found
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that "the traditional reliability institutions and processes that

23/ 1d. at 5-8.

24/ Ohio’'s Electric Market, June 22-26, 1998, \What Happened and
Wiy, A Report to the Chio CGeneral Assenbly, at iii.

25/ Maintaining Reliability in a Conpetitive U S. Electricity
I ndustry; Final Report of the Task Force on Electric System
Reliability (Sept. 29, 1998)(Task Force Report). The Task
Force was conprised of 24 nenbers representing all major
segnents of the electric industry, including private and

public suppliers, power marketers, regulators,
environnmental i sts, and acadeni cs.

Docket No. RM9-2-000 - 25 -
have served the Nation well in the past need to be nodified to
ensure that reliability is maintained in a conpetitively neutral
fashion;" that "grid reliability depends heavily on system
operators who nonitor and control the grid in real time;" and
that "because bul k power systens are regional in nature, they can
and shoul d be operated nore reliably and efficiently when
coordi nated over | arge geographic areas." 26/

The report noted that many regions of the United States are
developing 1 SCs as a way to nmaintain electric systemreliability
as conpetitive markets devel op. According to the Task Force,
| SCs are significant institutions to assure both electric system
reliability and conpetitive generation markets. The Task Force
concluded that a large 1SO would: (1) be able to identify and
address reliability issues nost effectively; (2) internalize nuch
of the loop flow caused by the growi ng nunber of transactions;

(3) facilitate transm ssion access across a |arger portion of the
net wor k, consequently inproving market efficiencies and pronoting
greater competition; and (4) elimnate "pancaki ng" of

transmi ssion rates, thus allowi ng a greater range of econonic

energy trades across the network. 27/

5/24/99 9:47 AM



26 of 249

http://cips.ferc.fed.us Q\CIPS\RULES\RM\RM99-2.00C. TXT

2. Successes, Failures, and Haphazard Devel oprment of
Regi onal Transmi ssion Entities

Since Order No. 888 was issued, there have been both

successful and unsuccessful efforts to establish |SGs, and ot her

26/ Task Force Report at Xx-xi.

27/ 1d. at 76.

Docket No. RMD9-2-000 - 26 -
efforts to formregional entities to operate the transm ssion
facilities in various parts of the country. Wile we are
encouraged by the success of some of these efforts, it is
apparent that the results have been inconsistent, and nuch of the
country’s transmission facilities remain outside of an
operational regional transnission institution.

Proposals for the establishment of five | SGs have been
subnitted to and approved, or conditionally approved, by the
Conmi ssion. These are the California |1SO 28/ the PIMISO 29/
| SO New Engl and | SO, 30/ the New York ISO 31/ and the M dwest
SO 32/ In addition, the Texas Conmmi ssion has ordered an | SO
for the Electric Reliability Council of Texas (ERCOT). 33/

Mor eover, our international neighbors in Canada and Mexico are

28/ Pacific Gas & Electric Company, et al., 77 FERC - 61,204
(1996), order on reh'g, 81 FERC - 61,122 (1997) (Pacific Gas
& Electric).

29/ Pennsylvania-New Jersey-Maryland Interconnection, et al., 81
FERC - 61,257 (1997), reh'g pending (PJM).

30/ New England Power Pool, 79 FERC - 61,374 (1997), order on
reh'g, 85 FERC - 61,242 (1998) (order conditionally
authorizing ISO New England); New England Power Pool, 83
FERC - 61,045 (1998), reh'g pending (order on NEPOOL tariff
and restructuring)(NEPOOL).

31/ Central Hudson Gas & Electric Corporation, et al., 83 FERC -
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61,352 (1998), order on reh'g, 87 FERC - 61,135 (1999)
(Central Hudson).

32/ Midwest Independent Transmission System Operator, et al., 84
FERC - 61,231, order on reconsideration, 85 FERC - 61,250,
order on reh'g, 85 FERC - 61,372 (1998) (Midwest 1SO).

33/ See 16 Texas Administrative Code 23.67(p).

Docket No. RM99-2-000 -27 -
also pursuing electric restructuring efforts that include various
forms of regional transmission entities. 34/

The PIM, New England and New York ISOs were established on
the platform of existing tight power pools. It appears that the
principal motivation for creating ISOs in these situations was
the Order No. 888 requirement that there be a single system wide
transmission tariff for tight pools. In contrast, the
establishment of the California ISO and the ERCOT ISO was the
direct result of mandates by state governments. The Midwest ISO,
which is not yet operational, is unique. It began through a
consensual process and was not driven by a pre-existing
institution. Two states in the region subsequently required
utilities in their states to participate in either a Commission-
approved ISO (lllinois and Wisconsin), or sell their transmission
assets to an independent transmission company (Wisconsin).

The approved 1SOs have similarities as well as differences.
All five Commission-approved ISOs operate, or propose to operate,
as non-profit organizations. All five ISOs include both public
and non-public utility members. However, among the five, there
is considerable variation in governance, operational
responsibilities, geographic scope and market operations. Four
of the ISOs rely on a two-tier form of governance with a non-

34/ See Policy Proposal for Structural Reform of the Mexican

Electricity Industry, Secretary of Energy, Mexico (February
1999); Third Interim Report of the Ontario Market Design
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Conmittee (Cctober 1998); TransAlta Enterprises Corporation,
75 FERC - 61,268 at 61,875 (1996) (recognition of the
restructuring in the Province of Alberta, Canada to create a
Grid Company of Alberta).

Docket No. RM99-2-000 -28 -
stakeholder governing board on top that is advised, either
formally or informally, by one or more stakeholder groups. In
general, the final decision making authority rests with the
independent non-stakeholder board. One ISO, the California ISO,
uses a board consisting of stakeholders and non-stakeholders.

Four of the five ISOs operate traditional control areas, but
the Midwest ISO does not currently plan to operate a traditional
control area. Three are multi-state ISOs (New England, PJIM and
Midwest), while two ISOs (California and New York) currently
operate within a single state. The current Midwest ISO members
do not encompass one contiguous geographic area and there are
holes in its coverage. The ISO New England administers a
separate NEPOOL tariff, while the other four administer their own
ISO transmission tariffs.

Three ISOs operate or propose to operate centralized power
markets (New England, PIJM and New York), and one ISO (California)
relies on a separate power exchange (PX) to operate such a

market. 35/ The Midwest ISO did not originally envision an ISO-

35/ The California PX offers day-ahead and hour-ahead markets
and the ISO operates a real-time energy market.
Participation in the PX market is voluntary except that the
three traditional investor-owned utilities in California
must bid their generation sales and purchases through the PX
for the first five years. New York will offer day-ahead and
real-time energy markets that will be operated by the 1SO.
PJM and New England offer only real-time energy markets,
although PJM has proposed to operate a day-ahead market.
The ERCOT ISO is the only other ISO that does not currently
operate a PX.
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Docket No. RM9-2-000 - 29 -
related centralized market for its region. 36/ |In addition, at
| east one separate PX has begun to do business in California
apart fromthe PX established through the restructuring
| egi slation. 37/

Not all efforts to create | SCs have been successful. For
exanpl e, after nore than two years of effort, the proponents of
the IndeG 1SOin the Pacific Northwest and Rocky Mountain
regions ended their efforts to create an 1SO. Mre recently,
menbers of MAPP, an existing power pool that covers six U S.
states and two Canadi an provinces, failed to achi eve consensus
for establishing a |ong-planned I SO In the Southwest,
proponents of the Desert Star |SO have not been able to reach
agreenent on a formal proposal after nore than two years of
di scussi on.

Various reasons have been advanced to explain why it is
difficult to forma voluntary, multi-state 1SO  These include
cost shifting in transmission capital costs; disagreements about
sharing of |1SO transni ssion revenues anong transni ssion owners;
difficulties in obtaining the participation of publicly-owed
transm ssion facilities; concerns about the |oss of transm ssion

36/ There are indications, however, that the Mdwest 1SOis

considering the formation of a power exchange. See Joint
Committee for the Devel opnment of a M dwest |ndependent Power
Exchange, "Solicitation of Interest-Creation of an

I ndependent Power Exchange for the U S. Mdwest,"
5, 1999.

February

37/ See Automated Power Exchange, Inc., 82 FERC - 61,287, reh'g
denied, 84 FERC - 61,020 (1998), appeals docketed, No. 98-
1415 (D.C. Cir. Sept. 14, 1998) and No. 98-1419 (D.C. Cir.

Sept. 14, 1998).
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rights and prices enbedded in existing transm ssion agreenents;
the |ikelihood of not being able to maintain or gain a
conpetitive advantage in power markets through the use of
transm ssion facilities; and the preference of certain
transm ssion owners to sell or transfer their transm ssion assets
to a for-profit transnission conpany in |lieu of handing over
control to a non-profit |SO

Apart fromthese efforts to create |1SCs, we have received
proposal s for other types of transnission entities. For exanple,
in Cctober 1998 a group of Arizona entities filed a request with
the Conmission to create an "independent scheduling
adm nistrator” (1SA) in Arizona. 38/ Unlike an 1SO this entity
woul d not adnminister its own transnmission tariff nor would it
have any direct operational responsibilities. Instead, it
appears that its functions would be linmted to nonitoring the
schedul i ng decisions and OASIS site operation of the Arizona
utilities that operate transnission facilities. 39/ |n case of
di sputes, the | SA would provide a type of expedited dispute
resol ution process. The applicants state that the | SA would be a

transitional organization that would ultinmately evolve or be

38/ Arizona | ndependent Schedul ing Admi nistrator Association,
Docket No. ER99-388-000 (filed Cctober 29, 1998).

39/ A proposal for a sinmlar entity has been made in the Pacific
Northwest. This entity, described as an i ndependent grid
schedul er, woul d make actual scheduling decisions rather
than sinply nmonitoring the decisions nmade by current
transmi ssion owners. See Regional |SO Conference
(Portland), transcript at 39-40.

Docket No. RM9-2-000 - 31 -
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merged into a stronger, nulti-state 1SO 40/ |n other

devel opnents, one public utility has recently made a filing with
us to sell its transmission assets to a newy formed affiliate.
41/ Another public utility recently filed a request for

decl aratory order asking us to find that its proposal to transfer
its transmi ssion assets (in the formof ownership or a | ease) to
a "transco" in return for a passive ownership interest in the
transco, would satisfy the Conm ssion’s eleven |1SO principles.
42/

As part of general restructuring initiatives, several states
now require i ndependent grid nmanagenent organizations. For
exanple, an Illinois law requires that its utilities become
menbers of a FERC-approved regional |SO by March 31, 1999, and
W sconsin law gives its utilities the option of joining an | SO or
selling their transm ssion assets to an independent transm ssion
conpany by June 30, 2000. In both states, the backstop is a
single-state organi zation if regi onal organi zations are not
devel oped. Recently, Virginia and Arkansas have al so enacted
legislation requiring their electric utilities to join or
establish regional transm ssion entities.

3. The Conmission’s |1SO and RTO I nquiries;
Conferences with Stakehol ders and State Regul ators

40/ See Applicant’s filing, Docket No. ER99-388-000, at 3.

41/ FirstEnergy, Inc., Docket No. EC99-53-000 (filed March 19,

1999) .

42/ Entergy Services, Inc., Docket No. EL99-57-000 (filed Apri
5, 1999).

Docket No. RM9-2-000 - 32 -

In light of the various restructuring activities occurring

t hroughout the U.S., the Conmission has, within the past year,
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held 11 public conferences in 9 different cities across the
country to hear the views of industry, consumers, and state
regul ators with respect to the need for RTGCs and their
appropriate roles and responsibilities.

The Conmission initiated an inquiry in March 1998 pertai ni ng
toits policies on 1SOs. A notice establishing procedures for a
conference gave the follow ng rational e:

In Order Nos. 888 and 889 and their progeny, the

Conmi ssi on established the fundanmental principles of

non-di scrim natory open access transni ssion services.

Nevert hel ess, nany issues renmain to be addressed if the

Nation is to fully realize the benefits of open access
and nore conpetitive electric markets.

* * *

G ven the dramati c changes taking place in both

whol esal e and retail electric markets and the nmany

proposal s under consideration with respect to the

creation of 1SCs or other transmission entities, such

as transmission-only utilities, it is time for the

Conmi ssion to take stock of its policies in order to

det erm ne whet her they appropriately support our dua

goal s of elimnating undue discrimnation and pronoting

conpetition in electric power markets. [43/]
Accordingly, the Conmission held a series of eight conferences in
1998 to gain insight into participants’ views on the formation
and role of 1SCs in the electric utility industry. The first
conference was held in April 1998 at the Conmission’s offices in

Washi ngton, D.C. Between May 28 and June 8, 1998, the Conmi ssion

43/ I nquiry Concerning the Conm ssion’s Policy on |Independent
System Operators, Notice of Conference, Docket No. PL98-5-
000, at 1-2 (March 13, 1998).

Docket No. RMD9-2-000 - 33 -
hel d seven regional conferences in Phoenix, Kansas City, New
Ol eans, Indianapolis, Portland, R chnmond and Orlando. As a
result of these conferences, the Conmi ssion heard approximately

145 oral presentations and received a | arge nunber of witten
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conments on the appropriate size, scope, organization and
functions of regional transmission institutions. A nunber of
different of viewpoints were expressed. They will be discussed
el sewhere in this NOPR and are sunmmari zed in Appendi x A hereto.

On Cctober 1, 1998, the Secretary of Energy del egated his
aut hority under section 202(a) of the FPA to the Commission. In
doing so the Secretary stated that section 202(a) "provides DOE
with sufficient authority to establish boundaries for |ndependent
System Operators (1S0Os) or other appropriate transnission
entities." 44/ The Secretary al so stated,

FERC is also increasingly faced with reliability-

related issues. Providing FERC with the authority to

establ i sh boundaries for |1SGs or other appropriate

transm ssion entities could aid in the orderly

formati on of properly-sized transm ssion institutions

and in addressing reliability-related issues, thereby

increasing the reliability of the transm ssion system

On Novenber 24, 1998, we gave notice in this docket of our
intent to initiate a consultation process with State conm ssions
pursuant to section 202(a). 45/ The purpose of the consultations

was to afford State conmi ssions a reasonabl e opportunity to

present their views with respect to appropriate boundaries for

44/ 63 Fed. Reg. 53,889 (1998).

45/ Notice of Intent to Consult Under Section 202(a), 63 Fed.
Reg. 66,158 (1998), FERC Stats & Regs. — 35,534 (1998).

Docket No. RM99-2-000 -34-
regional transmission institutions and other issues relating to
RTOs. Conferences with State commissioners were held in St.
Louis, Missouri on February 11, 1999; in Las Vegas, Nevada on
February 12, 1999; and in Washington, D.C. on February 17, 1999.
In all, we heard oral presentations by representatives of 41

state commissions during these consultations, with others
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nmonitoring or providing witten comments. 46/ During these
sessions, we received much val uabl e advice. W have set forth in

Appendi x B a sunmary of the comrents received, and discuss in

Section Il1.B bel ow our response to sone of the major concerns
expressed.
C Statut ory Framework

The Conmission is granted the authority and responsibility
by FPA sections 205 and 206, 16 U.S.C.  824d, 824e, to ensure
that the rates, charges, classifications, and service of public
utilities (and any rule, regulation, practice, or contract
affecting any of these) are just and reasonable and not unduly
discriminatory, and to remedy undue discrimination in the
provision of such services. In fulfilling its responsibilities
under FPA sections 205 and 206, the Commission is required to
address, and has the authority to remedy, undue discrimination
and anticompetitive effects. The Commission has a statutory
mandate under these sections to ensure that transmission in
interstate commerce and rates, contracts, and practices affecting

transmission services, do not reflect an undue preference or

46/ See Appendix B for a list of commenters.

Docket No. RM99-2-000 -35-
advantage (or undue prejudice or disadvantage) and are just,
reasonable, and not unduly discriminatory or preferential. 47/
Additionally, as discussed in Order No. 888, 48/ there is a
substantial body of case law that holds that the Commission's
regulatory authority under the FPA "clearly carries with it the
responsibility to consider, in appropriate circumstances, the
anticompetitive effects of regulated aspects of interstate

utility operations pursuant to [FPA] 202 and 203, and under
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like directives contained in 205, 206, and 207." 49/

The Commission also has the authority and responsibility
under section 203 of the FPA to review mergers and other
transactions involving public utilities, including dispositions
of jurisdictional facilities by public utilities. This includes
public utilities' transfers of control of jurisdictional
transmission facilities to entities such as RTOs. Under section

203, the Commission must approve a proposed disposition of

47/ Once such a finding is made, the Commission is required to
remedy it. See, e.g., Southern California Edison Company,
40 FERC - 61,371 at 62,151-52 (1987), order on reh'g, 50
FERC - 61,275 at 61,873 (1990), modified sub nom., Cities of
Anaheim v. FERC, 941 F.2d 1234 (D.C. Cir. 1991); Delmarva
Power and Light Company, 24 FERC - 61,199 at 61,466, order
on reh'g, 24 FERC - 61,380 (1983).

48/ Order No. 888, FERC Stats. & Regs. at 31,669.

49/ Gulf States Utilities Co. v. FPC, 411 U.S. 747, 758-59,
reh'g denied, 412 U.S. 944 (1973) (Gulf States). See also
City of Huntingburg v. FPC, 498 F.2d 778, 783-84 (D.C. Cir.
1974) (Commission has a duty to consider the potential

anticompetitive effects of a proposed Interconnection
Agreement.)

Docket No. RM99-2-000 -36-
jurisdictional facilities if it is consistent with the public
interest. The Commission may grant an application under section
203 upon such terms and conditions as it finds necessary to
secure the maintenance of adequate service and the coordination
in the public interest of jurisdictional facilities.

Further, section 202(a) of the FPA, whose authority has
recently been delegated to the Commission by the Secretary of
Energy, 50/ authorizes and directs the Commission "to divide the
country into regional districts for the voluntary interconnection

and coordination of facilities for the generation, transmission,
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and sale of electric energy.... The purpose of this division
into regional districts is for "assuring an abundant supply of
el ectric energy throughout the United States with the greatest
possi bl e econony and with regard to the proper utilization and
conservation of natural resources...." Section 202(a) states
that it is "the duty of the Commi ssion to pronote and encourage
such interconnection and coordination within each such district
and between such districts."
I'11. DI SCUSSI ON
A Barriers to Assuring an Abundant Supply of Electric
Ener gy Throughout the United States with the G eatest
Possi bl e Econony
In light of our experiences with 1SGs and other utility
restructuring activity in the aftermath of Order Nos. 888 and

889, and after alnost three years of experience with

i mpl ementati on of Order Nos. 888 and 889, we believe that there

50/ 63 Fed. Reg. 53,889 (1998).

Docket No. RM9-2-000 - 37 -
remain i nportant transmission-related inpedinents to a
conpetitive whol esale electric market. W have grouped these
remai ning i npediments into two broad categories. The first
category of inpediments consists of engineering and econonmnic
i nefficiencies inherent in the current operation and expansion of
the transmission grid -- inefficiencies that, in and of
t hensel ves, are hindering fully conpetitive power nmarkets and
i mposi ng unnecessary costs on electric consuners. The second
category of inpedinments consists of continuing opportunities for
transmi ssion owners to unduly discrimnate in the operation of
their transm ssion systens so as to favor their own or their

affiliates’ power marketing activities. Both sets of inpedinents
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unnecessarily restrict the scope of bul k power narkets and
inhibit the | arge-scale conpetition that we sought in issuing
Order Nos. 888 and 889.
The situation of the electric industry is somewhat anal ogous
to the natural gas industry after the initial step of open access
transportation was taken. [In 1985, the Conmi ssion issued O der
No. 436, 51/ which instituted open-access, nondiscrimnatory
51/ Regul ation of Natural Gas Pipelines After Partial Wellhead
Decontrol, Order No. 436, 50 Fed. Reg. 42408 (Cct. 18,
1985), FERC Stats. & Regs. [Regul ations Preanbl es 1982-1985]
- 30,665 (1985), vacated and remanded, Associated Gas
Distributors v. FERC, 824 F.2d 981 (D.C. Cir. 1987), cert.
denied, 485 U.S. 1006 (1988), readopted on an interim basis,
Order No. 500, 52 Fed. Reg. 30334 (Aug. 14, 1987), FERC
Stats. & Regs. [Regulations Preambles, 1986-1990] - 30,761
(1987), remanded, American Gas Association v. FERC, 888 F.2d
136 (D.C. Cir. 1989), readopted, Order No. 500-H, 54 Fed.
Reg. 52,344 (Dec. 21, 1989), FERC Stats. & Regs.

[Regulations Preambles 1986-1990] - 30,867 (1989), reh'g
(continued...)

Docket No. RM99-2-000 -38-
transportation of natural gas with the goal of increasing
competition and permitting gas users to purchase gas directly
from gas merchants. However, the Commission subsequently found
that open access alone was not sufficient to remove all barriers
to competition. 52/ Because of the different structures of the
electric and gas industries, the specific remaining impediments
to competition may not be the same, but there are similarities in
that open access, without sufficient mechanisms for ensuring that
such access is equal and efficient for all participants, may not
be enough to promote a fully competitive market. 53/
51/ (...continued)
granted in part and denied in part, Order No. 500-I, 55 Fed.
Reg. 6605 (Feb. 26, 1990), FERC Stats. & Regs. [Regulations
Preambles 1986-1990] - 30,880 (1990), aff'd in part and

remanded in part, American Gas Association v. FERC, 912 F.2d
1496 (D.C. Cir. 1990), cert. denied, 111 S. Ct. 957 (1991).
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52/ In the case of natural gas, we found that the principal
remai ning barrier was the continued exi stence of bundl ed
city-gate firmsales service that had a transportation
conponent of higher quality than avail able through open

access. Hence, we issued Order No. 636 to unbundl e services
and equalize the quality of service offered. See Pipeline
Service Onligations and Revisions to Regul ati ons Governing

Sel f-1npl ementing Transportati on and Regul ati on of Natural

Gas Pipelines After Partial Wellhead Decontrol, 57 Fed. Reg.

13,267 (April 16, 1992), Ill FERC Stats. & Regs. — 30,939
(April 8, 1992), reh'g granted and denied in part, Order No.
636-A, 57 Fed. Reg. 36,128 (August 12, 1992), Il FERC
Stats. & Regs. — 30,950 (August 3, 1992), order on reh'g,
Order No. 636-B, 57 Fed. Reg. 57,911 (December 8, 1992), 61
FERC - 61,272 (1992), Notice of Denial of Rehearing (January
8, 1993), 62 FERC - 61,007 (1993), aff'd in part and vacated
and remanded in part, United Dist. Companies v. FERC, 88
F.3d 1105 (D.C. Cir. July 16, 1996), order on remand, Order
No. 636-C, 78 FERC - 61,186 (1997).

53/ For a discussion of the similarities and differences in the
structure and regulation of the natural gas and electric
industries, see generally Santa and Sikora, Open Access And

(continued...)
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Our current understanding of industry conditions, as set
forth below, will be enhanced by future consultations with and
analysis from all industry stakeholders, including state
commissions. The Commission seeks comments in order to achieve a
deeper appreciation of any impediments to competition in the
Nation's electricity markets and how they should be addressed.

1. Engineering and Economic Inefficiencies in the
Operation, Planning and Expansion of Regional
Transmission Grids

The transmission facilities of any one utility in a region
are part of a larger, integrated transmission system. From an
electrical engineering perspective, each of the three
interconnections in the United States (the Eastern, the Western
and ERCOT) operates as a single "machine." 54/ The Eastern
Interconnection also extends into Canada, and the Western

Interconnection includes parts of Canada and Mexico.

Problems have arisen over the last three years, in part,
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because we have nmultiple operators of each of these nachines.

Each separate operator usually nakes independent decisions about

the use, limtations and expansion of its piece of the

i nterconnected grid based on inconplete information. This

approach -- separate operation of each utility’s own transni ssion

53/ (...continued)
Transition Costs: WIIl The Electric Industry Transition
Track The Natural Gas Industry Restructuring?, 15 Energy L.
J. 273 (1994).

54/ North American Electric Reliability Council, Electric

Reliability Panel, "Reliable Power: Renewi ng the North
Anerican Electric Reliability Oversight System" Decenber
1997, at 9.
Docket No. RMD9-2-000 - 40 -
facilities -- would nmake engi neering sense only if each system

operated independently of the others. But the physical reality
is that, within the three interconnected grids, any action taken
by one transmi ssion provider can have najor and instantaneous
effects on the transnission facilities of all other transm ssion
providers. 55/

This is not a new phenomenon. Since the very first
transni ssi on interconnection between two neighboring utilities,
interconnected utilities have had to cope with the fact that
electricity will flow over others’ lines. In the past, these
effects were often small or infrequent and the utility could
general |y pass any costs through to captive custoners. Today,
with the increase in bul k power trade and the large shifts in
power flows, the effects may be |l arge, frequent and not
recoverable by the utility bearing the cost.

Anot her inmportant change is that the structure of the
i ndustry that exists today is very different fromthe industry

that existed three years ago when we issued Order No. 888. The
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i ndustry is no | onger conposed uniformy of vertically-
integrated, self-sufficient public utilities that do not conpete

with each other. Instead, it is an increasingly de-integrated

55/ U.S. Congress, Ofice of Technol ogy Assessnent, "Electric
Power Wheel i ng and Deal i ng, Technol ogi cal Consi derations for
I ncreasi ng Conpetition," My, 1989.

Docket No. RM9-2-000 - 41 -
and decentralized industry with many new and existing
participants that actively conpete agai nst each other. 56/

As a consequence of these changes in trade patterns and
i ndustry structure, certain operational problenms have become nore
significant and nore difficult to resolve. These include:
maintaining reliable grid operations; determning avail able
transm ssion capability (ATC); 57/ managing transm ssion
congestion; and planning and investing in new transm ssion
facilities. |In addition, traditional approaches to the pricing
and provision of transm ssion service may be hindering the
further devel opnent of conpetitive and efficient bul k power
mar kets. These inpedi ments include: pancaki ng of transmni ssion
access charges; non-market approaches to managi ng congestion; the
absence of clear transmission rights; the absence of secondary
markets in transm ssion service; and the possible disincentives
created by the level and structure of transm ssion rates. The
Conmmi ssi on believes that properly structured RTGs can address
both sets of problems and further the devel opnent of conpetitive

bul k power markets.
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56/ For exanple, there are now about 550 Conmi ssi on-approved
power narketers. Decentralization has also increased
because of divestiture of generating plants by traditionally
vertically integrated utilities. Such sales are frequently
required by state governnents as one el enent of the
structural reforns that acconpany the introduction of retai
conpetition. During the last three years, utilities have
sold or have contracts to sell nore than 50,000 MW of
exi sting generating capacity. About 30,000 MV of additional
capacity is currently being offered for sale.

57/ See definition of ATC infra.

Docket No. RM9-2-000 - 42 -
a. Reliable Gid Operations

The United States has one of the nost reliable power systens
in the world. For over thirty years, NERC and the regi ona
reliability councils have devel oped and inpl enented vol untary
standards to maintain the security of the transmi ssion systens.
There is no net public policy benefit to pronoting conpetition if
reliability suffers as a consequence. 58/ The pronotion of
conpetition must therefore go hand-in-hand with the creation of
new institutions to ensure that reliability is maintained or
i mproved in any new industry structure. 59/ W fully agree with
the findings of the DOE Reliability Task Force:

...there is a critical need to be sure that reliability is

not taken for granted as the industry restructures, and thus

does not "fall through the cracks." 60/

The DOE Reliability Task Force al so pointed out that with
the entry of many new participants, dramatic increases in
unbundl ed power sales and shifts in electrical flows, the
nation’s bul k power systemis being stressed in ways that have
never been experienced before. A sinmilar conclusion was reached
by NERC in its 1998 sumer assessment of bul k power reliability:

58/ Unl ess otherw se noted, we use the term"reliability" to

refer to the reliable or secure operation of the bul k power

grid. This is one conponent of the broader NERC definition,
whi ch al so includes "adequacy" (i.e., sufficient generation
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and transni ssion capacity) as a second conponent of overal
reliability. See North American Electric Reliability
Council, "d ossary of Terns," August 1996, at 21

59/ See George C. Loehr, "Ten Myths About El ectric Deregul ation
El ectrons May Seem I maginary, But Reliability Is Real,"
Public Utilities Fortnightly, April 15, 1998, at 28-31

60/ DCE Task Force Report, at xv.

Docket No. RM9-2-000 - 43 -

Throughout the Regions, parallel path flows fromincreased

electricity transfers are stressing the transmni ssion

systens. These flows are at magnitudes and in directions
not anticipated at the tinme the systens were designed...The
transm ssion systemw || be required to operate under
unprecedent ed, and sonetinmes unstudi ed, conditions. 61/
These stresses have al ways existed but not in these nagnitudes.
Mor eover, they could be nore readily accomopdat ed t hrough
voluntary ad hoc agreenents when there were fewer industry
partici pants who generally did not conpete agai nst each other in
any significant way. 62/ But as we have noted, this traditiona
i ndustry structure is rapidly disappearing. Qur concern is that
the reliability fault [ines nmay becone nore prom nent and
danger ous.
It is well accepted that the operation of interconnected
transm ssion networks requires careful coordination and the
exchange of informati on between many individual systems. Any
operational change on one systemin the network instantly affects
ot her systens. For exanple, the shipnent of power from one
| ocation to another will divide anmong all transnission paths from
source to destination based on the |aws of physics. 63/ This is
61/ NERC, "1998 Sunmer Assessnment: Reliability of Bulk
Electricity Supply in North America," My 1998, at 2-3.

62/ I n assessing the continued viability of the current system
NERC s bl ue-ribbon Electric Reliability Panel concl uded
that: "The conpetitive dynani cs anobng a nuch | arger universe

of players is not at all conducive to a system of voluntary
peer conpliance." Electric Reliability Panel Report,
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Decenber 1997, at 28.
63/ The anmount of power flowi ng on any path in an electrica

network is inversely proportional to that path’ s inpedance.
(continued. ..)

Docket No. RM9-2-000 - 44 -
referred to as parallel path or loop flow. Such flows will also
af fect a neighboring systems ability to determ ne ATC
accurately. In addition, if a transmssion facility is already
| oaded close to its operating linmt, the additional flow
resulting froma transaction contracted for on a nei ghboring
system may overload the facility and threaten reliability. In
order to operate the systemin a reliable manner, a single,
i ndependent grid operator nust know all sources and destinations
for each transaction. The Conmi ssion believes that an RTO as
the only transm ssion provider and security coordinator inits
regi on, would have the information needed to identify the effects
of parallel flows and acconmopdate themin its operations.

At present, the industry’ s ability to maintain reliable grid

operation is hindered by the existence of many separate

organi zations that directly or indirectly affect the operation

and expansion of the grid. There are nore than 100 owners of the

Nation's grid who operate about 140 separate control areas. 64/

In addition, there are 10 regional reliability councils, 23

63/ (...continued)
I mpedance will depend on the actual length of the |line and
its voltage. See U.S. Congress, O fice of Technol ogy
Assessnent, Electric Power Weeling and Deal i ng:
Technol ogi cal Considerations for |Increasing Conpetition,
OTA- E- 409, May 1989, at 110-11.

64/ A control area is an electrical system bounded by
interconnection (tie-line) netering and telenetry. Wthin a
control area, resources are bal anced agai nst |oad, and
generation is regulated to maintain interchange schedul es
with other control areas and to achieve the target frequency

(60 hz) for the entire Interconnection. See NERC Operating
Pol i ces Manual (available on the NERC website at
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WWW. her c. conj .

Docket No. RM9-2-000 - 45 -
security coordinators, 5 regional transnission groups (RTGs) and
5 independent systemoperators. Wth so many entities, the lines
of authority and communication are not always as clear as they
shoul d be. 65/ An additional conplication is that nany of these
entities al so own generation or have a deci sion nmaki ng process
that continues to be dominated by traditional vertically
integrated utilities. 66/ Therefore, their independence and
conmercial neutrality as grid operators is subject to question.

It appears that information that is critical for
maintaining reliability is not being shared as readily now as was
generally the case in the past. NERC recently observed that
there is a growing "reluctance on the part of the market
participants to share operational real-tine and operational
pl anning data with TPs [transmi ssion providers]." 67/ This is
not surprising because, as we have noted before, information that
is needed for reliability purposes may al so have a conmmerci al
value. 68/ |If market participants believe that the entity that
recei ves operational information for reliability reasons may use
it for comercial advantage, they will understandably be
reluctant to supply the information. After spending nore than 18
nmont hs reviewing the current reliability system the DCE

65/ See, e.g., Western Systens Coordi nating Council, EL99-23-
000, comments of Enron Power Marketing, Inc. at 4-5.

66/ See, e.g., New England Power Pool, 86 FERC - 61,262 at
61,965 (1999).

67/ NERC, Reliability Assessment 1998-2007 at 39 (1998).

68/ Midwest ISO, 84 FERC at 62,158-159.
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Reliability Task Force concluded that this inherited system wth
its patchwork of organizations, inadequate information sharing
and overl appi ng and sonetines unclear responsibilities, is
"clearly unsustainable" and that until new policies and
institutions are in place, "substantial parts of North Anerica

wi |l be exposed to unacceptable risk." 69/

This is not just a theoretical concern. During |last year’s
regional |SO conferences, several industry participants described
three "reliability near msses" in the Mdwest. The three
incidents on July 22, 1993, August 7, 1996 and July 11, 1997 cane
very close to produci ng maj or outages throughout the M dwest. 70/
Wil e there has been some inprovenent in coordination anong
different systems, we believe that there are linmts to the anount
of coordination that can be achi eved between separate
organi zations, especially if they are conpeting for the right to
use the sane linited transm ssion capacity and sonetinmes
conpeting for the same custonmers. \While conpetition requires
decentralization, we think that reliable and efficient grid
operation requires nore coordination. The Conm ssion believes
that a beneficial platformfor both conpetition and reliability
is a single independent grid operator that sees the "big picture"

by having access to real-time information on conditions and

69/ DOE Task Force Report at vii and Xi

70/ Regional |1SO Conference (Indianapolis), transcript at 24-29
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schedul es for the entire regional grid. 71/ Such an entity does
not exist in several regions of the country. As a consequence
there is, at present, a disconnect between electrical flows and
information flows that could have major reliability consequences.

b. Determining Available Transm ssion
Capability (ATC

Any transportation service provider should know how nuch
commodity it can carry. For electric transm ssion service
providers, the calculations of total transmi ssion capability
(TTC) and ATC are needed to nmake this determ nation. TTC and ATC
are key elenents of the OASIS infornation system 72/ Order No.
889 requires each transmi ssion provider to cal culate and post TTC
and ATC nunbers to give its transm ssion customers a reasonable
estimate of how nuch power can be carried between any two
| ocations on the grid and how nmuch capacity is available to
support additional trade at any given tine.

W have received many conpl ai nts about the accuracy and
usef ul ness of posted ATC nunbers. There are several reasons why
it is difficult to deternmine available transm ssion capability

accurately.

71/ The inportance of a single operator for reliability was
stressed in coments of AMEREN and Conmonweal th Edi son. See
Regi onal | SO Conference (Indianapolis), transcript at 19-29

72/ ATC is a measure of transfer capability remaining in the
physi cal transm ssion network for further comerci al
activity over and above already committed uses. TTCis the
amount of electric power that can be transferred over the
i nterconnected transm ssion network in a reliable manner
based on certain specified conditions, North American
Reliability Council, d ossary of Ternms (1996).

Docket No. RM9-2-000 - 48 -

First, ATC nunbers are still cal culated on an indivi dua
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conpany basis in many areas of the country. Separate

cal cul ati ons of ATC by individual conpanies are fundamentally

i nconsistent with the physical reality of an interconnected
transmi ssion system An individual transmni ssion provider may
post ATC nunbers in good faith, and attenpt to provide
transmi ssi on service based on these nunbers, only to learn later
that the transfer capability that it thought was avail able no

| onger exists because of decisions made by other transm ssion
providers that it did not know about at the time it made its

cal cul ations. Accurate ATC nunbers would require reliable and
timely information about |oad, generation, facility outages and
transactions on nei ghboring systens. |ndividual transm ssion
operators will generally not have this information. They also
may apply differing assunptions and criteria to ATC cal cul ati ons,
whi ch may produce wi de variations in posted ATC val ues for the
sane transm ssion path. 73/ Al'l these considerations nake it
virtually inpossible for an individual transmi ssion provider that
operates one part of a large interconnected grid to cal culate ATC
accurately. 74/

73/ This, in turn, creates other problems. According to NERC
the "inconsistent cal culation [of ATC] can increase the use
of TLR and other operational conplexities, which has the
potential to cause reliability problens." NERC, Reliability
Assessment, 1998-2007, Septenber, 1998, at 40. (See
definition of TLR in section I1.)

74/ In addition, it has been frequently alleged that individua
transmi ssion may intentionally post inaccurate ATC nunbers

to favor their own power marketing efforts. These
(continued...)
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Second, requests for transm ssion service are usually based
on "contract path" scheduling. This is the practice of finding a

contiguous chain of utilities fromthe power supplier to the
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power consuner and contracting with those utilities to transnit
the power. The inplicit assunption is that all the power flows
through the utilities along this "contract path." |In fact, the
power divides up and flows along all paths fromthe supplier to
the buyer. Al utilities in the region are affected. Contract
path scheduling provides little or no information about actua
flows on the grid. 75/ In its October 1997 report to the
Conmi ssi on, the Commercial Practices Wrking G oup conmrented
that: "Reserving and scheduling transm ssion on a contract path
basi s does not even closely resenbl e the physical inpact on the
system" 76/ W note that NERC is encouraging initiatives that
woul d nove the industry toward recogni zing actual flows in
schedul ing. 77/
c. Managi ng Congestion
Congesti on occurs when requests for transm ssion service
exceed the capability of the grid. When transm ssion constraints
limt the anpbunt of power that can be transnitted, the |oads on
the system may not be able to be served by the | east-cost mnix of
74/  (...continued)
al l egations are discussed in section Ill.A 2

75/ See Allegheny Power Service Corporation et al., 78 FERC -
61,314 at 62,339.

76/ October 31, 1997 report, at 39.

77/ See NERC, 85 FERC at 62,363.

Docket No. RM99-2-000 -50-
available generators. The constraints may reflect voltage,
temperature and dynamic limits. Relieving congestion leads to a
more costly pattern of generation dispatch. The cost of
congestion is the additional energy cost associated with the new

pattern of dispatch.
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We recogni ze that even optinally designed systens wl |
nornal | y experience at |east occasional congestion that at tinmes
can be significant and costly. |n general, congestion can be
manhaged in two ways: the construction of new transni ssion
facilities that increase grid capacity; or the redispatch of
exi sting or new generators to reduce flows or create counterflows
on the constrained facility. The conplete elimnination of
congestion would typically require the construction of new
transm ssion facilities. Wiile this may be a physically
effective solution, it may not always be cost effective. Because
of this, we believe that an efficiently operated transm ssion
system shoul d have in place mechanisns for pricing congestion and
t hen managi ng congestion through changes in the pattern of
di spatch. Wthout mechani sms for deternining the cost of
congestion, it will be virtually inpossible to nake rational
cost effective decisions to expand the grid.

The Conmi ssion believes that efficient congestion managemnent
is best performed at the regional level. At present, outside of
the operational |1SCs, transaction curtail nent through
transm ssion | oading relief (TLR) procedures is the dom nant

approach for dealing with congestion in the Eastern

Docket No. RMI9-2-000 - 51 -
I nterconnection. NERC has reported that its TLR procedures were
i nvoked 329 tines between July 1997 and Cctober 1998 on the
Eastern Interconnection. 78/ Current TLR procedures are
cunbersone, inefficient and disruptive to bul k power markets
because they rely exclusively on physical measures of flows with
no attenpt to assess the relative costs of different congestion
managenent options. Moreover, TLR actions are typically taken

by one utility w thout assessing the costs inposed on other grid
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users. This inevitably raises the suspicion that the TLR request
could be notivated by conpetitive rather than reliability

concerns. For these reasons, the Conmi ssion has encouraged NERC
to devel op regi onal market approaches to managi ng congestion. 79/

The Conmi ssion recogni zes, however, that NERC may not be
able to conply fully with this policy in the absence of regional
organi zations that have the authority and ability to pronote
regi onal congestion nmarkets. There are three considerations that
support this concl usion.

First, a regional organization would have accurate and
reliable information about existing and possible future
conditions on the grid. Such infornation is generally not
avail able to individual transm ssion providers. RTGs would have
this informati on because they would function as both regiona
security coordinators and regional transm ssion providers.

78/ North Anerican Electricity Reliability Council, Interim

Mar ket Interface Conmittee, Mnutes of Jan. 12 and 13, 1999
nmeeting, Exhibit D.

79/ See NERC, 85 FERC at 62, 364.

Docket No. RM9-2-000 - b2 -

Second, congestion nmanagenent is best perforned at a
regional level. This is show in the largely unsuccessfu
efforts of Commonweal th Edi son to create congestion markets that
woul d al l ow transmi ssion custonmers to "buy-through" (i.e., firm
up) transmission rights on congested flow gates. After six
nmont hs of its one year experinment, we note that Comonweal th
concluded that it is "difficult for one transmni ssion owner to
identify and inplenment redi spatch" when the physical limtations
and cost effective options for relief exist on other transni ssion

systens that are beyond their reach. 80/
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Third, RTOCs will be able to establish and define rights to
the use of the grid. At present, with nmultiple and i ndependent
operators of the grid, individual users and owners have uncl ear
and conflicting rights to the grid. This nmakes it difficult to
establ i sh congestion markets. A congestion market, |ike any
ot her market, cannot develop in the absence of clear rights. 81/
Such rights, whether held by transmi ssion users or owners, are a
necessary prerequisite for establishing congestion narkets.

Wt hout establishing such rights, the industry will continue to
grapple with the problemof inconplete markets. Thus, it is

difficult to achieve efficient and conpetitive regional bulk

80/ Commonweal th Edi son, Interim Report on Non-Firm Redi spatch,
Docket No. ER98-2279, December 17, 1998, at 4, 10.

81/ Robert Cooter and Thomas U en, Law and Economics, Scott,

Foresman and Conpany, 1988, at 91 ("From a | egal viewpoint,
property is a bundle of rights").

Docket No. RM9-2-000 - 53 -
power markets if congestion on the transmi ssion grid is not
accurately priced.

d. Pl anni ng and Expandi ng Transmni ssion
Facilities

Transm ssion planni ng and expansion are nore difficult today
than three years ago. Wile uncertainty has al ways been a fact
of life for any transmni ssion planni ng exercise, the |level of
uncertainty has increased with the increasing nunber and di stance
of unbundl ed transactions and the wider variation in generation
di spatch patterns. Uncertainty has also increased because

Generation devel opers are reluctant to disclose their plans

for future capacity additions. Sinilarly, utilities

intending to purchase fromothers are reluctant to specul ate
on whom or where their suppliers mght be, making nodeling
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of such transactions for transm ssion analysis virtually
i mpossi bl e. 82/

One troubling consequence of this uncertainty has been a
noticeabl e decline in planned transm ssion investnents. NERC
recently reported that the |evel of planned transm ssion
additions is significantly lower than five years ago despite an
overall increase in |oad growth and unbundl ed transm ssion
service. 83/ Wiile this could sinply reflect better utilization
of the existing grid, the Commission is concerned that it nmay
also reflect an inconpatibility of existing planning institutions

with the new narket realities.

82/ NERC "Reliability Assessnent, 1998-2007," Septenber 1998, at
39.

83/ 1d. at 7.

Docket No. RM9-2-000 - 54 -

We are al so concerned that the existing approach to
transm ssion pricing may not sufficiently encourage the
investnents in transmission facilities that are needed to inprove
the reliability and efficiency of the grid. |nadequate
i nvestnent could be a major inpedinent to the devel opnent of
regi onal bul k power markets and a possible source of future
reliability problems. There are at |east three concerns about
the way transni ssion prices are set.

First, although there are varying degrees of investnent
coordi nation around the country, utilities ultimtely nake
transmi ssi on i nvestnent decisions individually rather than
t hrough joint decisions that internalize comrercial and
reliability effects of the investment. It may be uncl ear which

utility should have the responsibility for expanding capacity to
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relieve a transnission constraint. For exanple, power flows
schedul ed by one utility with anple transm ssion capacity on its
own lines may overload a neighbor s lines. The first utility may
be unwilling to expand transni ssion capacity because it needs no
extra transm ssion capacity itself, and the second utility may be
unwi | ling to expand transm ssion capacity because it collects no
revenues fromthe power flows scheduled by others. In a nulti-
utility region, decisions about where to site new facilities and
who shoul d pay for capacity expansions can be even nore conpl ex
unl ess a regional body provides a forumfor discussions and a

net hod for resolving disputes.

Docket No. RMI9-2-000 - 55 -

Second, the notivation for constructing new facilities is
changi ng as the industry changes. Formerly, a utility built
transm ssion primarily to deliver power fromits generating
plants to its custoners. |nadequate transm ssion would have hurt
power sales, the principal source of utility revenue. Today,
facility expansion may be needed to transmit power sold by
others. As generation and transmni ssion ownership becone
i ncreasingly separate and as nmany states inplenment or even nerely
consider retail access, the transmi ssion owner s traditiona
i ncentive for making new transm ssion investnent to support its
power sales erodes. Incentives for transm ssion investnent need
to be related nore to the power needs of the region than the
generation stock of the transmi ssion owners.

Third, the transmi ssion owner that does invest in
transmni ssion to overcone a constraint may be concerned about
recovering its investnment. Under traditional ratenaking

practices, it must recover its investnent over a |ong period of
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tinme, typically thirty years. But subsequent generation
construction on the power-poor side of the constraint may obviate
the need for the line and threaten recovery of its capital cost.
In addition, where there is higher risk, a higher return
comensurate with the higher risk may be appropriate. To support
this, custoners and regul ators woul d want assurance that the
decision to invest in transmission is made in the best interests
of the region, considering not only all the transm ssion options

but al so the generation and demand managenent alternatives to

Docket No. RM9-2-000 - 56 -
transm ssion construction. Therefore, as discussed bel ow, we
wi || consider concrete proposals fromregional transm ssion
organi zations for transmission pricing reforms and the explicit
use of pricing incentives to encourage RTOs to nmake efficient
i nvestnents in new transmission facilities.

e. Pancaked Transni ssion Rates

Wth the exception of power pools, open access under O der
No. 888 focuses on individual, existing transm ssion providers.
Order No. 888 does not require transm ssion pricing reforms that
are needed to support efficient and conpetitive bul k power
markets. The "nissing" reforns include, anobng others, the
elimnation of pancaked transm ssion access charges, the use of
reservati on-based (as opposed to | oad-based) transmi ssion tariffs
and the availability of secondary markets in transmission rights.
84/ In this section, we will focus on the problens created by
t he wi despread pancaki ng of transm ssion access charges. 85/

In nost of the United States, a transmnission customer pays
separate, additive access charges every tinme its contract path
crosses the boundary of a transmi ssion owner. By raising the

cost of transmi ssion, pancaking reduces the size of geographic
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84/ See, e.g. Capacity Reservation Open Access Transni ssion
Tariffs, Notice of Proposed Rul emaking, FERC Stats. and
Regs. — 32,519 (1996) and Inquiry Concerning the
Commission's Pricing Policy for Transmission Services
Provided by Public Utilities Under the Federal Power Act:
Policy Statement, 69 FERC - 61,086 (1994).
85/ We did, however, require non-pancaked rates for power pools
that offer non-pancaked rates to their own members in Order
No. 888. Order No. 888, FERC Stats. and Regs. at 31,727-28.

Docket No. RM99-2-000 -57 -
power markets. This, in turn, can result in concentrated
electricity markets. Balkanization of electricity markets hurts
electricity consumers, in general, by forcing them to pay higher
prices than they would in a larger, more competitive, bulk power
market. 86/

The Commission has heard from many states about the negative
effects of pancaked rates in their efforts to introduce retail
competition. At this time, about 21 states have introduced or
are planning to introduce competition for retail loads under
their jurisdiction. 87/ Because the Commission has jurisdiction
over transmission service and rates for unbundled retail
customers, we have an obligation to address these concerns. 88/
A retail choice initiative, no matter how well designed at the
state level, may fail if the pool of potential competitors is
effectively limited to a few nearby supply sources because of
pancaked transmission charges.

This concern of pancaked rates was highlighted to us in the
recent consultations with our state commission colleagues.

Several state commissioners emphasized that the success of their

86/ While it is difficult to estimate the exact impact on
consumers, we note that there have been studies of the
deregulated British power markets that have found excessive

55 of 249 5/24/99 9:47 AM



56 of 249

http://cips.ferc.fed.us Q\CIPS\RULES\RM\RM99-2.00C. TXT

concentration in generation has produced prices 20 to 40
percent above conpetitive levels at certain tinmes. Richard
G een and David Newbery, Conpetition in the British

El ectricity Spot Market, 100 J. Pol. Econ., 929, 1992

87/ "Status of Electric Uility Deregulation as of May 1, 1999,"
Energy Informati on Administration.

88/ Order No. 888, FERC Stats. and Regs. at 31,651-52

Docket No. RMI9-2-000 - 58 -
retail conpetition initiatives is related to the adopti on of non-
pancaked transmission tariffs and other 1SO policies . 89/ W
believe that the Iikelihood of success for existing and pl anned
retail choice initiatives is significantly enhanced if the
Conmi ssion can ensure fair and efficient access to a regiona
mar ket wi thout pancaked transm ssion access charges, and that we
need to take steps beyond Order No. 888 to acconplish this.
f. Concl usion
W believe that the preferred solution to the engineering
and econonic problenms discussed in this section is a regiona
solution. Notw thstanding it success, Order No. 888 has not been
able to produce a fully efficient and conpetitive outcome because
it does not address ATC cal cul ati ons, congestion managenent,
reliability, pancaking of transni ssion access charges, and grid
pl anni ng and expansi on. These are regional problens. Therefore,
we are proposing a rule to encourage the devel opnent of
i ndependent regi onal transm ssion operators that can prompte both
electric systemreliability and conpetitive generation nmarkets.
2. Actual and Perceived Discrimnmnatory Conduct by
Transni ssion Oamers to Favor Their Oan or
Affiliated Merchant Operations
In addition to operational inefficiencies inpeding full
conpetition, there also exist questions about residua
discrimnation in the provision of transm ssion services by

public utilities. As discussed below, many in the industry have
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89/ See, e.g., Comments of Cerald Thorpe (Maryland) and
Presi dent Herbert Tate (New Jersey), RTO Conference
(Washington, DC), transcript at 37-39; 49-51.

Docket No. RM9-2-000 - 59 -
expressed a fundamental mistrust of transm ssion owners. In
addition, there are allegations, and in sonme circunstances
findings, of actual discrimnation by transm ssion owners. W
di scuss bel ow i ndications of discrimnatory conduct by vertically
integrated utilities and seek further comrent on utility
practices subsequent to Order No. 888

Utilities that control nonopoly transmission facilities and
al so have power narketing interests 90/ have poor incentives to
provi de equal quality transm ssion service to their power
mar keting conpetitors. It is, in fact, in the econonic self-
interest of transmission-owning utilities to favor their own
power marketing interests and frustrate their conpetitors. As
the Conmission stated in Oder No. 888:

It is in the economic self-interest of transm ssion

nonopol i sts, particularly those w th high-cost

generation assets, to deny transmi ssion or to offer

transmi ssion on a basis that is inferior to that which

they provide thenmsel ves. The inherent characteristics

of nonopolists make it inevitable that they will act in

their own self-interest to the detrinent of others by

refusing transm ssion and/or providing inferior

transm ssion to conpetitors in the bul k power markets

to favor their own generation, and it is our duty to

eradi cate unduly discrimnatory practices. [91/]
The exercise of transnission market power allows transm ssion

providers with power marketing interests to benefit in the short-

run by making nmore power sales at higher prices, and benefit in

90/ The term power marketing interests is used as shorthand
herein to include the utility' s own whol esal e nmerchant
function as well as any affiliates with whol esal e nerchant
functions.
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91/ Order No. 888, FERC Stats. & Regs. at 31, 682

Docket No. RM9-2-000 - 60 -
the long-run by deterring entry by other market participants. As
aresult, prices to the Nation's electricity consunmers will be
hi gher than need be.

It was to elinmnate this inherent tendency of a vertically-
integrated utility to favor its own power sales that O der Nos.
888 and 889 required utilities to functionally unbundle their
transm ssion and power merchant services. Generally, functiona
unbundling requires a public utility to: separate its
transm ssion system functions and staff from whol esal e generation
marketing functions and staff; abide by a standard of conduct to
define inpermnissible contact between generation and transm ssion
personnel ; take transmi ssion services under the sanme open access
tariff of general applicability as do others; state separate
rates for whol esal e generation, transm ssion, and ancillary
services; and rely on the sane Open Access Sane-Time | nformation
System (OASIS) that its transmi ssion customers rely on to obtain
informati on about its transm ssion system when buying or selling
power. 92/ The Conm ssion inposed these requirements to
establish a foundation for open grid access and conpetitive
electricity markets.

Functional unbundling did not change the incentives of
vertically-integrated utilities to use their transn ssion assets
to favor their own generation, but instead attenpted to reduce
the ability of utilities to act on those incentives. |In Oder

No. 888, the Conm ssion received and consi dered nunerous comments

92/ 1d. at 31, 654-55
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Docket No. RM9-2-000 - 61 -
that functional unbundling was unlikely to work, and that nore
drastic restructuring, such as corporate unbundling, was needed
93/ However, the Conmission decided at the time to adopt what it
considered to be the less intrusive and | ess costly renedy.

Clearly, Oder No. 888 has resulted in whol esal e power
mar ket s becomi ng nore conpetitive, nobre transm ssion services
bei ng nade available to nore potential users than ever before
and generally | ower transaction costs.

However, market participants increasingly have alleged that
numer ous transm ssion service problens related to discrinmnatory
conduct renmin, and that these problens are inpeding conpetitive
whol esal e power markets. 94/ Qur information about alleged
continued discrinmnatory practices cones from several sources.
These include formal conplaints filed with the Conmi ssion
i nformal conplaints nade to the Comm ssion’s enforcenent hotline,
oral and witten coments nmade in conjunction with public
conferences held by the Conmmission, and pleadings filed with the
Conmi ssion in various dockets.

Conpared to the situation before Order No. 888,
transm ssion-owning utilities must now resort to nmore subtle
neans to frustrate their marketing conpetitors and favor their

own marketing interests. Continued discrimnation may be

93/ 1d. at 31, 653-54.

94/ See, e.g., Comments of Roger Fontes on behal f of the
Northern California Power Agency, Regional |SO Conference
(Phoeni x), Transcript at 136 ("In general, orders 888 and
889 have not fully renedi ed undue discrinination in
providing transmission service in this country.")
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conscious and deliberate, but it nay also result fromthe failure
to make sufficient efforts to change the way integrated utilities
have done business for nany years. |n either case, the tendency
of transm ssion owners to confer advantages, however subtle, upon
their own nmarketing interests is discrinmnatory as agai nst other
mar ket ers.

In the sections that follow, we will outline the information
derived fromfilings and other sources about remaining
i npedi nents to conpetition caused by continued discrimnatory
conduct by transnmission owners. W note, and we are well aware,
that many allegations that have been made in various forums are
unproved, and perceived discrimnation may in fact turn out to
have justifiable explanations. It is often hard to deternine, on
an after-the-fact basis, whether an action was notivated by an
intent to favor affiliates or sinply resulted fromthe need to
serve native |load custoners or the inpartial application of
operating or technical requirenents. G ven our considerable
difficulty in determ ning whether there has been conpliance with
our regul ations, the question arises whether functiona
unbundling is an appropriate |long-termregul atory sol ution.

We consider allegations of discrimnation, even if not
reduced to formal findings, to be a serious concern for two
reasons. First, we nay be seeing only the "tip of the iceberg."
W are aware that instances of actual discrimninatory conduct nay
be undetectable in a non-transparent nmarket. |n addition, there

are significant disincentives to filing and pursuing form

Docket No. RMD9-2-000 - 63 -
conplaints that would result in definitive findings.

Transm ssion custoners often tell the Comm ssion s enforcenent

60 of 249 5/24/99 9:47 AM



http://cips.ferc.fed.us Q\CIPS\RULES\RM\RM99-2.00C. TXT

staff that they are reluctant to make even informal conplaints
because of concerns that the Conmission will not take strong
action, and fear, perhaps nost inportantly, of retribution by
their transm ssion supplier. 95/ W also have been told that the
conpl aint process is costly and tine-consuning, 96/ and that the
Conmi ssion’s renedies for transm ssion violations do not inpose
sufficient financial harnms on the transnission provider to act as
a significant deterrent. 97/

Perhaps the npbst problenmatic aspect of relying on after-the-
fact enforcenment in the fast-paced business of power narketing,
however, is that there nay be no adequate renedy for |ost short-
termsal e opportunities. For exanple, the Electric Power Supply
Associ ation has told us:

Furthernore, even if the exercise of such

di scrim nation could be adequately docurmented and

packaged in the formof a conplaint under Section 206

of the Federal Power Act under a nore streanlined

conpl ai nt process contenpl ated by the Conm ssion, it

woul d still be extrenely costly and inefficient to deal
with such conplaints on a case-by-case basis. Mre

95/ See Conments of Dan Jones on behalf of the Public Utilities
Conmi ssi on of Texas, Regional |SO Conference (Kansas City),
Transcript at 185 ("And we've al so heard that these entities
are hesitant to bring those conplaints forward because they
have to deal with both sides of that utility").

96/ W note that we have recently issued a Final Rule regarding
conpl ai nt procedures designed to make them nore efficient.
See Conpl ai nt Procedures, Final Rule, Docket No. RWB8-13-
000, 86 FERC - 61,324 (issued March 31, 1999).

97/ Comments of National Energy Marketers Association, Docket
No. RM98-5-000 (filed January 22, 1999).

Docket No. RM99-2-000 -64 -

than likely, the potential power transactions for which

transmission principally was sought would disappear by

the time a Commission ruling was obtained. 98/
Accordingly, actual problems with functional unbundling may be

more pervasive than formally adjudicated complaints would
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suggest, and the informal allegations we hear provide val uable
i nsi ght.

Second, we consider the allegations of discrimnation to be
serious because, if nothing else, they represent a perception by
mar ket participants that the market is not working fairly because
such participants know that integrated utilities have the
i ncentive and opportunity to discrimnate. Mstrust in the
market can itself be a serious inpedinent to conpetition. |If
mar ket partici pants perceive that other participants have an
unfair advantage through the affiliation with the transm ssion
provider, it can inhibit their willingness to participate in the
market, including, for exanple, building new generating units,
thus thwarting the devel opment of robust conpetition. Such
m strust can also harmreliability. As stated by NERC, there is
a reluctance on the part of narket participants to share
operational real-time and planning data with transm ssion
provi ders because of the suspicion that they could be providing

an advantage to their affiliated nmarketing groups. 99/

98/ Mdtion to Intervene and Comments of Electric Power Supply
Associ ation in Support of Petition for Rul emaking, Docket
No. RMB8-5-000 (filed Sept. 21, 1998), at 3

99/ NERC Reliability Assessnent 1998-2007, at 39.

Docket No. RM9-2-000 - 65 -

The functional unbundling policy underlying O der No. 888
was an attenpt to regulate the behavior of transni ssion owners.
There are grow ng indications, however, that the conflicting
incentives that vertically integrated utilities have regarding
transmi ssion access may be too difficult to police. Many have

asserted that it is not realistic even to expect functional
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unbundling to elimnate attenpts by transni ssion owners to gain
econom ¢ advantage. Conpanies have an obligation to maxi m ze
val ue for sharehol ders, and it should be no surprise that they
will be aggressive in doing so. For exanple, in comrents to the
Commi ssion in the Order No. 888 proceedi ng, the Federal Trade
Conmi ssi on advi sed the Conmi ssion that a functional unbundling
approach "...would leave in place the incentive and opportunity
for some utilities to exercise market power in the regul ated
system Preventing them from doing so by enforcing regul ati ons
to control their behavior may prove difficult." A representative
of Lafayette Uilities told us at the New Ol eans | SO Conf erence:

Not wi t hst andi ng functional separation and the

requirement not to discrimnate, transm ssion personne

are well aware of the interests of their conpany’s

generation function, and can find a way to give

preferential treatnent.... 100/

A representative of a Wsconsin public utility told us:

Admi ni stration of the tariff entails a nyriad of
deci sions that require discretion, as well as

"technical" judgnents (like [available transm ssion
capability] and [capacity benefit margin]) that have
significant conpetitive ranifications. It is

100/ Comments of Frank Ledoux on behal f of Lafayette Utilities
System Regi onal |1SO Conference (New Orl eans), Transcript at
180.

Docket No. RMI9-2-000 - 66 -

i nevitable that these decisions and judgments will be
made with conpetitive concerns in mnd. Functional
separation does not solve this problem 101/

Simlarly, at our regional |1SO conference in Indianapolis, we
were told:

In a capital intensive industry where a high percentage
of the investnment is in generation assets, it is

i nconceivable that a utility, which in sone cases has
very hi gh generation cost, would sonehow manage its
transmi ssion systemso as not to give its generation a
conpetitive advantage. | think this is self-evident.
[102/]
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Wiile it should not be assuned that such problens exist in every
circunstance, clearly many market participants do not believe the
market can yet be trusted with respect to their commerci al
interests, at least in sone areas. W now turn to some of the
areas that have produced the npst conplaints about continuing
di scrimnation
a. Cal cul ation and Posting of Avail able
Transmi ssion Capability in a Manner Favorable
to the Transm ssion Provider
Per haps the nost significant conplaint with respect to

al | eged discrimnatory conduct under functional unbundling
concerns the inportant function of cal culating and posting the
anmount of transmission capability that is available on a

transm ssion provider’s system The transni ssion provider is

required to calculate and post on its OASIS the TTC and ATC for

101/ Statenment of Roy Thilly on behalf of Wsconsin Public Power,
Inc. at 2, Docket No. PL98-5-000 (filed April 15, 1998).

102/ Comments of Kenneth Hegemann on behal f of American Muini ci pal

Power, Chio, Regional |SO Conference (Indianapolis),
Transcript at 174.

Docket No. RM9-2-000 - 67 -
each posted transm ssion path. 103/ ATCis the capacity that is
stated to be available for transm ssion service requests. As we
di scussed above in Section IIl.A 1, it is not possible to
cal cul ate accurately the transnission capability of one system
wi t hout knowi ng the flows schedul ed by all other interconnected
transmi ssion providers in the region. Gven this technical
problem it may be inpossible to distinguish an inaccurate ATC
presented in good faith froman inaccurate ATC presented for the
pur pose of favoring the transnission provider’s nmarketing

i nterests.
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Transm ssion providers with power nmarketing interests have
i ncentives to understate ATC on those paths valuable to its
mar keting conpetitors, or to divert transnission capacity so that
it is available for use by its own marketing interests. |If there
is insufficient ATC, conpetitors may be forced to forego power
sal e transactions or use a less desirable alternative path if one
i s avail able.

The Conmi ssion has found viol ati ons of ATC postings in three
cases. | n Washington Water Power Conpany, 104/ the transm ssion
owning utility showed that it had no firm ATC, which woul d have
di scouraged any potential nmarketers who needed firmtransm ssion
service to nake a sale. However, the utility then offered its

power marketing affiliate, Avista Energy, an "interruptible firnf

103/ See 18 C.F.R. 37.6(b) (1998).

104/ 83 FERC - 61,097 (1998), further order, 83 FERC - 61,282
(1998).

Docket No. RM99-2-000 -68 -
transmission service that was not available to competitors. As
the Commission explained in finding a violation of Order No. 888:

Avista received a preference from Washington Water

Power that was not available to any of its competitors.

Simply stated, Avista's customer was deprived of the

benefit of choosing among all potential power

suppliers.

The case of Wisconsin Public Power Inc. SYSTEM v. Wisconsin
Public Service Corporation, et al. (Wisconsin Public) 105/
demonstrates both the difficulties and suspicions of
discrimination resulting from when a transmission customer
requests transmission service from an integrated utility. WPPI

was seeking additional network transmission service from both

Wisconsin Public Service Corporation (WPSC) and Wisconsin Power &
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Li ght Conpany (WP&L). In both cases, the requests were denied
because of clainms that the transm ssion owners were using al

avail abl e capacity. |In the case of WPSC, the Comnmi ssion
initially found that the utility had not properly reserved
capacity for its merchant function and directed that it reconpute
its ATC without that reservation. After WPSC submtted

addi tional docunentation, the Comm ssion accepted sone of WPSC s
merchant priority, but still found that it had violated its
obligations under its tariff, and that its actions raised serious
concerns about the functional separation of its staff. Wth
respect to WP&L, the Commission found that it provided unduly

preferential treatnent to its nerchant function, had been

105/ 83 FERC - 61,198 (1998), order on reh'g, 84 FERC - 61,120
(1998).

Docket No. RM99-2-000 - 69 -
changing its ATC without posting those changes on OASIS, and had
been computing ATC where none exists. 106/

The Wisconsin Public cases demonstrate, if nothing else, the
difficulty of achieving, and enforcing, functional separation of
a utility's transmission and merchant functions. These types of
cases require substantial Commission investigative and
adjudicative resources, not to mention the resources of the
parties involved. The Commission recognized in Wisconsin Public
how RTOs could help eliminate these problems. The Commission
stated:

As we recently explained in Louisville Gas & Electric

Company, et al., 82 FERC - 61,308 at 62,222 & n.39

(1998), a properly structured 1SO, or other

transmission entity can eliminate the potential for the

strategic use of a transmission owner's priority to use

internal system capacity for native load. The ISO or
other transmission entity can also eliminate the
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incentive to engage in strategic curtail ments of

generation that a transm ssion operator’s generation

service conpetitors own and can renove any incentive to

game OASI S operations. This will pronpte generation

entry and conpetition, since a properly structured |SO

or other transmission entity would have no economni c

stake in favoring certain market participants over

others and potential entrants would likely see the

transm ssion market as fair. An ISO therefore, could

help to solve the problens established in the instant

conpl aints. [107/]

The case of Morgan Stanley Capital Goup v. Illinois Power
Conpany 108/ al so denonstrated probl ens associated with ATC and a

transmi ssion provider’s use of its systemfor its own purposes.

106/ 83 FERC at 61, 860.
107/ 1d. at 61, 859.

108/ 83 FERC - 61,204, order granting clarification and
dismissing reh'g, 83 FERC - 61,299 (1998).

Docket No. RM99-2-000 -70 -
Morgan Stanley complained that lllinois Power failed to
accurately post ATC, failed to award transmission capacity in a
non-discriminatory manner, and allocated transmission in favor of
its own bulk power marketing arm. lllinois Power admitted the
ATC posting error, and the Commission found other violations of
its tariff in responding to Morgan Stanley's request for service.
Although the Commission initially also found that lllinois Power
did not designate its own network resources in the same manner as
network customers are required to designate them, lllinois Power
disputed this, and after showing that its network resource was
legitimate, the Commission dismissed its rehearing as moot.
Nevertheless, this case demonstrates that a combination of ATC
errors and unclear procedures feeds the mistrust in the
marketplace with respect to a transmission owner's ability to use
its system to favor itself.

We also have currently pending before us several formal
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conpl aints alleging that a transm ssion provider is inmproperly
keeping its transm ssion capability for its nerchant function.

In one case, a power narketer asserts that a transm ssion

provi der has refused service over an interconnection on the basis
that the transm ssion provider needs all the ATC for native | oad.
The marketer has alleged that the transmi ssion provider’s clains
of reliability concerns are a nmask to bl ock conpetitors from

i mporting power into the transmission provider’s system when the

Docket No. RM9-2-000 - 71 -
transm ssion provi der has higher cost generation avail able. 109/
In another recent fornmal conplaint filing, it is alleged that a
transm ssion provi der denied transni ssion service and then
i mproperly provided it to its merchant group. 110/

Aside fromthese cases involving formal conplaints, there
have been a number of other conplaints with respect to ATC
calcul ation. For exanple, our enforcenment staff receives hotline
conpl ai nts concerni ng ATC posting problems. The enforcenent
staf f has confirned a nunber of such ATC errors. |In nost cases,
these errors were corrected within several nonths of having them
pointed out, and the utilities often offered expl anati ons based
on hardware or software problens. W make no judgnent whet her
such identified errors were an intentional attenpt to thwart
conpetition; however, they had the potential to have that effect.

In July 1997, the Commi ssion held a technical conference
concerning how well the OASIS system was working. Severa
conment ers suggested that erroneous ATC cal cul ati on and posting
was hurting conpetition. A representative fromEl ectric
Cl earinghouse told us that there is a pervasive probl em of

incorrect or stale information on the OASIS sites, and that
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"conmpetition is blocked when this occurs." That sane

representative stated that very little firmATC is offered due to

109/ Aquila Power Corporation v. Entergy Services, Inc., Docket
No. EL98-36-000, Amended and Restated Conplaint at 6 (filed
June 23, 1998).

110/ Arizona Public Service Conpany v. |daho Power Conpany,
Docket No. EL99-44-000 (filed March 3, 1999).

Docket No. RM9-2-000 - 72 -
the utility' s caution or strategy, and that sonme providers will
not offer firm ATC because they do not want to curtail their own
transactions. 111/ At the sanme conference, a representative from
the American Public Power Association told us:

ATC is often understated and inconsistently posted on

adj acent OASI S nodes. Inter-regional coordination is

lacking. This fact limts the useful ness of the system

for commercial purposes. 112/

In March 1998, a group referring to thenselves as power
i ndustry stakehol ders 113/ filed a petition for rul enaking on
el ectric power industry structure. 114/ Although we are not
addressing here the specific relief they are requesting in that
Petition, the Petition does contain a nunber of fairly specific
all egations indicating problens in the market. For exanple, the
Petition asserts:

Concepts such as ATC and the OASI S have becone vehicles

for obstructing and curtailing, rather than

accommodating, transactions. Incunbents are able to

deny new entrants access to critical, accurate

informati on across control areas. This can take the

formof out-of-date or incorrect postings of ATC or, in

some instances, intentional wthholding of actual ATC
Regardl ess of the cause, nore transm ssion capability

111/ Open Access Sane Time Infornmation Technical Conference,
Docket No. RWB5-9-003 (July 18, 1997), transcript at 23.

112/ 1d. at 28.

113/ The group consists of a number of power narketers and users,
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i ncluding, for exanple, Coalition for a Conpetitive Electric
Mar ket, ELCON, Electric d earinghouse, Inc., and Enron Power
Mar keting, Inc.

114/ Petition for a Rul emaking on Electric Power |ndustry
Structure and Commercial Practices and Motion to Clarify or

Reconsi der Certain Qpen-Access Commercial Practices, Docket
No. RMB8-5-000.

Docket No. RMI9-2-000 - 73 -

is physically available than is being rel eased for
sale. [115/]

The Petition alleges the existence of "ATC excl usions,

i naccuraci es and misuses that deny new entrants the ability to
eval uate market opportunities, and therefore, prevent reasonable
access to the grid." 116/ The Petition cited specific instances
of inconsistent ATC cal culations for the sane interconnection by
the systens on either side; an OASI S showi ng ATC that was not in
fact made avail able for scheduling; and an OASI'S showi ng no ATC
but the utility then using that path for a sale. 117/

EPSA, the trade association representing certain power
suppliers, filed coments in support of the Petition and echoed
many of the same experiences:

EPSA agrees that this discrimnatory conduct persists

principally because of the continuing incentives and

opportunity for transnission owning public utilities
covertly to discrimnate agai nst other transm ssion
custoners, by, for exanple, minimzing reported

avail abl e transmi ssion capability (ATC), del aying or

i naccurately posting ATC on the QASIS, or otherw se

mani pul ati ng nmarket operations. 118/

EPSA further stated that, "The nanipul ati on of ATC -- whet her

with the intent to deceive or as the result of poor QASIS

115/ Petition at 7-8.

116/ I1d. at 15.
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117/ 1d. at Appendix D

118/ EPSA Comments, Docket No. RWB8-5-000, at 2 (filed Septenber

21, 1998).
Docket No. RM9-2-000 - 74 -
managenent -- is a serious entrance barrier for conpetitive power

suppliers." 119/

At our regional 1SO conference in New Ol eans, we were told
by a representative fromthe Public Service Commi ssion of Yazoo
City, Mssissippi, of a specific instance of what it considered
to be discrimnatory treatnent:

Yazoo City, as a participant, has experienced first

hand an individual [transm ssion] owner’s continued

ability to use its ownership and control [of]

transmi ssion to di sadvant age conpetitors,

notw t hstandi ng Order 888’ s mandate of

non-di scrininatory transni ssion access.

The representative then went on to describe an instance where a
mar ket er could not conplete a 10 MV power sal e because of

transmi ssion restrictions, but then the transni ssion provider
offered to supply the capacity itself. 120/ The representative
concl uded that Orders Nos. 888 and 889 have not fully elim nated
undue discrimnation and this will not be achieved "as | ong as
transni ssion owners are allowed to fence in

transm ssion-dependent utilities and others |ocated on their

transm ssion systemto enhance the value of their generation

assets at increased cost to conpetitors.”

119/ 1d. at 8.

120/ Comments of Robert D. Priest on behalf of the Public Service
Conmmi ssi on of Yazoo City, Regional |SO Conference (New
Ol eans), Transcript at 201-03. After hearing this
assertion, Entergy Services, Inc. filed a letter in which it
stated that it was unable to identify any Entergy-inposed
restrictions that woul d have prevented the power purchase.
See Letter in Docket No. PL98-5-000 (filed July 2, 1998).
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Docket No. RM9-2-000 - 75 -

One specific area where there have been allegations that
transmi ssi on owners are using ATC to favor their own nerchant
operations concerns the calculation and use of Capacity Benefit
Margin (CBM. Although there is no single accepted definition
CBMis generally used to nmean an anount of transmnission transfer
capability reserved by load serving entities to ensure access to
generation frominterconnected systens to neet their generation
reliability requirenents. 121/ Sone utilities subtract CBM from
their total transm ssion capability to arrive at ATC. There is
no uni formnethod for calculating CBM The ability to w thhold
CBMto ensure reliability not only confers a reliability
advant age for the transm ssion provider, but may give the
transm ssion provider the opportunity to selectively withhold ATC
over paths and interconnections useful to its generation
conpetitors.

The use of CBMis an issue that is currently being
considered in several cases pending before the Conmi ssion. 122/
For exanple, with respect to the formation of the PIMISO the
Conmi ssion noted that it was not denonstrated that the PIJM Pool’s
hi storical practice of withholding firmtransnission interface

capacity as a substitute for installed generating reserves is

121/ NERC, Available Transfer Capability Definitions and
Det ermi nati ons (June 1996), at 14.

122/ The Conmission recently noticed a technical conference, to
be held May 20 and 21, 1999, on the issue of CBM See
Capacity Benefit Margin in Conputing Avail abl e Transm ssion
Capacity, Notice of Technical Conference, Docket No. EL99-
46- 000.
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Docket No. RM9-2-000 - 76 -
consistent with our open access policies. The Conmi ssion
observed that the |oad serving entities that own generating
capacity within the PIJMcontrol area appeared to benefit from
this practice as suppliers in addition to benefitting as | oad
serving entities. 123/ The Conm ssion set the issue for further
briefing and it renmains pending. |n another pending proceedi ng
concerning WPSC' s CBM cal cul ation, two of the parties assert that
CBM "renpves firmtransm ssion capacity from open access
of ferings, thereby raising an unnecessary and unjustifiable
barrier to conpetition," and "fosters discrimnation by giving
mer chant functions gat ekeeping control over CBMrel ated
transni ssi on access and by giving individual interface
transm ssion owners broad discretion over where and how nuch CBM
is withdrawn fromATC. " 124/ In the sane proceeding, Electric
Cl earinghouse, Inc. asserts that "the CBM set-aside enbodi es
undue discrimnation in access to the nonopoly owned transmi ssion
Wi res because it ensures certain users a priority over the
reserved transm ssion interface capacity to the exclusion of
other firmtransm ssion users." 125/

As we stated above, we fully recognize that these are

assertions nmade in pending cases in which we have not yet nade

123/ PIJM 81 FERC at 62, 277

124/ Protest of Madison Gas & El ectric Conpany and W sconsin
Public Power Inc., Docket No. EL98-2-003, at 3 (filed August
21, 1998).

125/ Protest of Electric O earinghouse, Inc., Docket No. EL98-2-
003, at 3 (filed August 21, 1998).

Docket No. RM9-2-000 - 77 -
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findings. They are referenced here as illustrative of the
suspicions in the industry of continuing opportunities for
discrimnatory treatnment that nmay di sadvantage certain
conpetitors where generation owners continue to operate
transm ssi on.
b. St andards of Conduct Viol ations

To ensure the functional separation of a transm ssion
provider’s transm ssion and nerchant functions, the Conmi ssion
adopt ed standards of conduct that prohibit the transm ssion
provider’s narketing interest enployees from having any nore
access to transm ssion systeminformation than is avail able on
OASI'S, and requires the transmi ssion provider’s transmn ssion
enpl oyees to provide inpartial service to all transm ssion
custoners. 126/ If a transmission provider’s marketing interests
have favorabl e access to transm ssion systeminfornation or
receive nore favorable treatment of their transm ssion requests,
this obviously creates a disadvantage for marketing conpetitors.

In spite of the standards of conduct, there continues to be
a perception by nmany market participants that the transm ssion
provider’s nmarketing and transmi ssion interests are not fully
functionally separated. |In cases in which the Conmm ssion has
i ssued formal orders, we have found serious concerns with

functional separation and inproper information sharing with

126/ See 18 C.F.R Part 37 (1998).

Docket No. RMD9-2-000 - 78 -
respect to at least four public utilities. 127/ In addition, our

enforcenment staff receives nunerous tel ephone calls about
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standards of conduct issues; sone of these are sinply questions
about what is perm ssible conduct, but others are conplaints of a
violation. |In a nunber of cases, our staff has verified non-
conpliance with the standards of conduct. 128/

The petitioners for rul emaking in Docket No. RM8-5-000
all ege that there are conmon instances of "unauthorized exchanges
of conpetitively valuable information on reservations and
schedul es between transni ssion systemoperators and their own or
affiliated merchant operation enployees." 129/ They also cite
OASI S data showi ng an instance where a transmni ssion provider
qui ckly confirmed requests for firmtransnission service by an
affiliate, while service requests fromindependent marketers took

much | onger to approve.

127/ See W sconsin Public, 83 FERC at 61, 855, 61,860 (WPSC s
actions raised "serious concerns" as to functional
separation; WP&L's actions denonstrated that it provided
unduly preferential treatnment to its nerchant function);
Washi ngton Water Power, 83 FERC at 61,463 (utility found to
have viol ated standards in connection with its marketing
affiliate); Uah Associated Minicipal Power Systens v.

PacifiCorp, 87 FERC — 61,044 (1999) (finding that PacifiCorp
had failed to maintain functional separation between
merchant and transmission functions).

128/ See, e.g., Communications of Market Information Between
Affiliates, Docket No. IN99-2-000, 87 FERC - 61,012 (1999)
(Commission issued declaratory order based on hotline
complaint clarifying that it is an undue preference in
violation of section 205 for a public utility to tell an
affiliate to look for a marketing offer prior to posting the
offer publicly).

129/ Petition at 15.

Docket No. RM99-2-000 -79 -
We believe that some of the identified standards of conduct
violations are transitional issues resulting from a new way of

doing business, and we acknowledge that many utilities are making
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good-faith efforts to properly inplenent standards of conduct.
However, we al so believe that there is great potential for
standards of conduct violations that will never even be reported
or detected. The use of standards of conduct is not the optinal
procedure for ensuring a fair marketplace, and may be unnecessary
in a properly structured and operated narket.

We are increasingly concerned about the extensive regulatory
oversight and adnministrative burdens that have resulted from
policing conpliance with standards of conduct. W have discussed
above sonme of the cases in which the Conmi ssion had to address
potential violations of the standards of conduct. In addition
transm ssion providers were required to file their standards of
conduct for Conmission review. |n response, the Conmi ssion
initially issued 8 orders concerning 126 public utilities
standards of conduct. 130/ Generally, these orders required the
utilities to revise their standards of conduct and post, on the
QASI S, organizational charts and job descriptions for
transm ssion/reliability and whol esal e nerchant function
enpl oyees. The Commi ssion subsequently issued 13 nore orders

requiring the public utilities to further revise their standards

130/ The citations for these orders are: 81 FERC - 61,332 (1997),
81 FERC - 61,338 (1997), 81 FERC - 61,339 (1997), 82 FERC -
61,028 (1998), 82 FERC - 61,073 (1998), 82 FERC - 61,132
(1998), 82 FERC - 61,193 (1998) and 82 FERC - 61,246 (1998).

Docket No. RM99-2-000 -80-
of conduct and/or organizational charts and job descriptions.
131/ The Commission has also issued three orders on rehearing of
the standards of conduct orders. 132/

As of April 1, 1999, 51 utilities' standards of conduct and

organizational charts and job descriptions have been accepted and
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75 utilities’ standards of conduct and/or organizational charts
and job descriptions have not been accepted and are pending
review. This is an indication of the significant regulatory
effort required by both public utilities and the Conmission to
nmake the standards of conduct approach workable -- a regulatory
effort that could be greatly reduced through nore distinct
organi zati onal separation
C. Li ne Loadi ng Relief and Congesti on Management

A nunber of conpl aints have been nade all eging that
transm ssion providers are acting in a discrimnatory manner in
implenenting line loading relief, which is required when a
transnmssion line is in danger of being overloaded. Such
conplaints allege that the transm ssion providers are not
provi di ng redi spatch service, are favoring their own

transactions, and are failing to follow curtailnent priorities

131/ The citations for these orders are: 84 FERC - 61,131 (1998),
84 FERC - 61,255 (1998), 84 FERC - 61,320 (1998), 84 FERC -
61,327 (1998), 85 FERC - 61,068 (1998), 85 FERC - 61,145
(1998), 85 FERC - 61,227 (1998), 85 FERC - 61,390 (1998),
86 FERC - 61,044 (1999), 86 FERC - 61,079 (1999), 86 FERC -
61,146 (1999), 86 FERC - 61,185 (1999) and 86 FERC - 61,246
(1999).

132/ The citations for these orders are: 82 FERC - 61,131 (1998),
83 FERC - 61,357 (1998) and 85 FERC - 61,382 (1998).

Docket No. RM99-2-000 -81-

established in Order No. 888. 133/ All of these actions by
transmission providers may provide subtle competitive advantages
in wholesale markets. For example, for those purchasers for whom
service reliability is particularly important, purchasing power

from a transmission provider may be viewed as offering enhanced

reliability.

Like the issue of calculating ATC, the fact that curtailment
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of service in tines of congestion is in the control of the

transm ssion provider, who al so has power transactions on the

affected transmission lines, |eads to suspicions of

di scrimnatory behavior that are difficult to verify. For

exanpl e, a representative of Blue R dge Power Agency told us at

one of our |SO conferences:
There sinply is no shaking the notion that integrated
generation and transmni ssion-owning utilities have
strategic and conpetitive interests to consider when
addressing transni ssion constraints. Functiona
unbundl i ng and enforcenment of [standard of] conduct
standards require hercul ean policing efforts, and they
are not practical. [134/]

Li kewi se, we were told at another |SO conference that operators

with reliability responsibility possess actual controlling

133/ W set for evidentiary hearing a formal conplaint by
W sconsin El ectric Power Conpany making these types of
al l egations. Wsconsin Electric Power Conpany v. Northern
St at es Power Conpany (M nnesota) and Northern States Power
Company (Wisconsin), 86 FERC — 61,121 (1999). The parties
subsequently filed a settlement agreement.

134/ Regional ISO Conference (Richmond), Transcript at 20.

Docket No. RM99-2-000 -82-
authority over transactions, "thereby giving them a tremendous
advantage over competitors." 135/

d. OASIS Sites That are Difficult to Use

Aside from the problems alleged with respect to posting
inaccurate ATC calculations on OASIS sites, there have been
complaints that some transmission providers have implemented
their OASIS sites as a tool to impede competition rather than as
it was intended -- as a tool to foster competition. It has been

alleged that transmission providers have no incentive to make the
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sites easier to use, because it is primarily the transm ssion
provi ders’ marketing conpetitors who would benefit from better
OASI S sites. 136/ The petitioners in Docket No. RWMD8-5-000
asserted:
Indeed, to gain a conpetitive advantage over those who
are dependent on the tineliness and accuracy of QASIS,
vertically integrated transni ssion owners have an
incentive to make OASI S as sl ow and uninfornative as
possible. [137/]
Simlarly, EPSA has told us that "the present transm ssion regine

gives existing transnission-distribution utilities an inherent

advantage to reserve capacity for their own native |oad use, and

135/ Comments of Marvin Carraway on behal f of C arksdale Public
Utilities Conmi ssion, Regional |SO Conference (Kansas City),
Transcript at 107.

136/ See, e.g., Comments of representative from Enron Power
Mar keti ng speaki ng at Commission’s July 1997 QOASI S Techni cal
Conference, transcript at 43-44.

137/ Petition at 37.

Docket No. RM9-2-000 - 83 -
provides themwith no incentive to maintain a properly
functioning OASIS." 138/

As we stated above with respect to ATC cal cul ati on, we are
not in a position to make a judgnment that transm ssion providers
are deliberately making their OASIS sites difficult to use in
order to di sadvantage marketing conmpetitors. |In fact, we are
aware that sonme OASIS sites are well run and engender few
conplaints fromusers, and that there may be legitimate technica
and transitional difficulties responsible for some of the
probl ens conpl ai ned of. However, this is another exanple of the

situation where narket participants perceive discrimnatory
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i ntent, whether or not one exists, because of the apparent
opportunity and incentive to discrimnate.
e. O her |ssues Related to Functional Unbundling
and Dealing with Remaining Undue
Di scrim nation
Whil e the Commi ssion here has not attenpted to provide an
exhaustive conpilation of the remaining opportunities for
di scrimnatory practices by transm ssion operators who are al so
in the power business, 139/ it believes that the potential for
such problens increases in a conpetitive environnent unless the
mar ket can be made structurally efficient and transparent with
respect to information, and equitable in its treatnent of
conpeting participants. W invite public conments on the extent
138/ EESAlgggyents, Docket No. RMP8-5-000, at 8 (filed Septenber

139/ There have been other violations alleged. For exanple, many
relate to pricing and di scounti ng.

Docket No. RM9-2-000 - 84 -
to which there remains undue discrimnation in transm ssion
services, and if it renmins, in what forms. Those coments
shoul d address both the areas of alleged discrinmination we have
di scussed above, as well as any other areas that comenters nay
have experienced. |In addition, we are asking for comments about
what renmedi es we should inpose in an effort to elininate any
remai ning di scrimnatory conduct. For exanple, should we require
mandat ory participation in an RTO or are there other possible
renedi es? Could a performance-based rate system be designed to
realign econonmic interests to remove the notive for
di scri m nation?

One thing that seens apparent is that a systemthat attenpts

to control behavior that is notivated by economic self-interest
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t hrough the use of standards of conduct will require constant and
extensive policing. This kind of regulation goes beyond
traditional price regulation and forces us to regulate very
detai |l ed aspects of internal conpany policy and comunication.
For functional unbundling to be successful, we have to be
concerned, in sone sense, about "who spoke to whon' in the
conpany cafeteria. Functional unbundling does not necessarily
pronmote |ight-handed regulation. |t also undoubtedly inposes a
cost on those entities that have to comply with the standards of
conduct who face additional training and rules that create
rigidities in their internal managenment activities.

It appears, based upon our experience thus far, that no

matter how detail ed the standards of conduct and how i ntensive

Docket No. RMI9-2-000 - 85 -
our enforcenent, conpetitors will continue to be suspicious that
the wall between transm ssion operations and power sales is being
breached in subtle and hard to detect ways. The perception that
many entities that operate the transm ssion system cannot be
trusted is not a good foundation on which to build a conpetitive
power market. It creates needl ess uncertainty and risk for new
i nvestnents in generation

In section IIl.B below, we will address how t he use of
i ndependent RTGCs can help elininate the opportunity for unduly
discrimnatory practices by transmi ssion providers, restore the
trust anmong conpetitors that all are playing by the sanme rul es,
and reduce the need for overly intrusive regul atory oversight.

B. Benefits That Regional Transni ssion O ganizations Can
Ofer

In the preceding sections, we have set forth what we

consider to be at |east sone of the remaining transm ssion
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related inpediments to full conpetition in the electricity

mar kets. These inpedi nents include engi neering and econonic
inefficiencies in the operation and structure of the existing
transm ssion grid that inhibit the devel opnment of broad-based
markets for electric power, and remai ning opportunities for

di scrimnatory practices by transm ssion owners with power
marketing interests.

W now believe that the establishnent of properly structured

RTGs throughout the U S. can effectively renmove the remaining

i mpedi nents to conpetition in the power markets. As discussed

Docket No. RM9-2-000 - 86 -
el sewhere in this NOPR, a properly structured RTOw Il be an
entity that is independent fromall generation and power
marketing interests, and has the exclusive responsibility for
grid operations, short-termreliability, and transm ssion service
within a region. Such an entity would not only confer benefits
related to renoving i npedi ments to conpetition, but would al so
enhance reliability and allow for |ess intrusive governnent
regul ati on of transm ssion providers.

W note that the Conmission’s recognition of the benefits of
regional transm ssion organizations is not new. The Conm ssion
has encouraged the industry to create such institutions for nore
than six years. |In 1993, the Conmi ssion issued a policy
statenent encouraging the formation of RTGs, which were defined
as a voluntary organi zati ons of transni ssion owners, users, and
other entities interested in coordinating transni ssion planning
(and expansion), operation and use on a regional and inter-
regional basis. 140/ The Commi ssion summarized the benefits of
such entities as enabling the narket for electric power to

operate in a nore conpetitive, and thus nore efficient manner;
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provi di ng coordi nated regional planning of the transm ssion
systemto assure that systemcapabilities are adequate to neet
syst em denands; decreasing the delays that are inherent in the
regul atory process, resulting in a nore market-responsive

140/ Policy Statenent Regarding Regional Transm ssion G oups,

FERC Stats. & Regs. - 30,976 at 30,870 and n.4 (1993) (RTG
Policy Statement).

Docket No. RM99-2-000 - 87 -
industry; and resolving technical transmission issues (e.g., loop
flow). 141/

One year later, the Commission issued a transmission pricing
policy statement which encouraged RTGs to address transmission
pricing and offered to provide more latitude to RTGs than to
individual utilities for innovative pricing proposals,
recognizing that issues such as loop flow required a regional
approach. 142/ Then, two years after that in Order No. 888, the
Commission encouraged the industry to consider ISOs, and gave
specific guidance on characteristics and functions in the form of
11 principles.

The Commission has not been alone in recognizing the
benefits of RTOs. In fact, there is surprising unanimity about
the benefits of regional transmission solutions to grid
management. For example, the Edison Electric Institute adopted a
resolution that "recognizes the potential benefits of voluntary
grid regionalization in addressing pancaked transmission rates,
congestion management and reliability, transmission planning, and

market power..." and supported "flexible, voluntary, market-based
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141/ RTG Policy Statenent, FERC Stats. & Regs. at 30, 871.

142/ Inquiry Concerning the Commission's Pricing Policy for
Transm ssion Services Provided by Public Wilities Under the
Federal Power Act, 59 Fed. Reg. 55,031 (Novenber 3, 1994),

FERC Stats. & Regs., Regulations Preambles — 31,005, at
31,140, 31,145 (Transmission Pricing Policy Statement).

Docket No. RM99-2-000 -88-
approaches" toward grid regionalization. 143/ The American
Public Power Association has stated that "mandating RTOs will
prevent further inequities in the provision of wholesale
transmission service, provide guidance to the states, advance
regional solutions to reliability issues to head off future
crisis situations such as the 1998 Midwest Price Spikes, and
partially mitigate serious market power concerns that have arisen
due to the high number of recent mergers in the electric utility
industry." 144/ The National Energy Marketers Association urges
the Commission to "take bold steps necessary to create larger
regional transmission organizations (RTOs) and to force maximum
participation into (sic) these organizations." 145/ Other
industry groups representing very different interests have

reached similar conclusions. 146/

143/ Edison Electric Institute, Resolution Regarding Grid
Regionalization, adopted by the Board of Directors, January
7,1999.

144/ Motion of American Public Power Association For Leave To
Lodge, Docket No. RM99-2-000, filed March 17, 1999, at 2.

145/ NEA, "National Guidelines For Restructuring The Electric
Generation, Transmission and Distribution Industries,"
January 1999, at 6.

146/ The Electric Power Supply Association recommends that "ISOs
Must be Regional in Scope." (EPSA Position Statement on
Independent System Operators, January 1997, at 1.) The
Electricity Consumers Resource Council (ELCON) states that
"a competitive electricity marketplace requires the
formation of large, regional independent system operators."
(ELCON, "Independent System Operators," Profiles On
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Electricity |Issues, No. 18, March 1997, at 2.

Docket No. RM9-2-000 - 89 -
States are al so recogni zing the need for regional approaches
to grid operation. At |least five states have passed |aws or
i ssued regul ations requiring transm ssion owning utilities in
their states to participate in regional transm ssion entities.
147/ O her state regul ators have highly praised the new regi onal
transm ssion entities that are functioning in their regions. 148/
Whi l e these industry groups and state regul ators nmay not
agree on the formof such regional organizations and how
aggressive the Conmi ssion should be in encouraging their
devel opnment, they do generally agree that such entities would
provi de substantial benefits.
W note, additionally, that this same concl usion has al so
been reached in other countries. |In alnobst every country that
has chosen to introduce conpetition in its power sector, a single
regi onal or national grid managenent organization has or will be
created as the necessary platformfor achieving fair and
efficient bul k power conpetition. 149/
147/ Laws to encourage participation in regional |SGs or transcos
have been passed in Wsconsin, Illinois, Virginia, and
Arkansas. Regulations to encourage this outcone have been
i ssued by the Nevada conmi ssion
148/ See, e.g., Comments of Conmi ssioner Marlene Johnson, RTO
Conference (District of Colunbia), transcript at 23-24;
Conmi ssi oner Gerald Thorpe (Maryland), transcript at 39-40;
President Herbert Tate (New Jersey), transcript at 47-50;
and Conmi ssioner Nora Mead Brownell (Pennsylvania),
transcript at 54.
149/ Governnent of Mexico, Secretaria de Energia, Policy proposal

for structural reformof the Mexican electricity sector
(continued. . .)

85 of 249 5/24/99 9:47 AM



http://cips.ferc.fed.us Q\CIPS\RULES\RM\RM99-2.00C. TXT

Docket No. RMD9-2-000 - 90 -
In the followi ng discussion, we address the significant
benefits of establishing RTGCs.

1. An RTO Woul d I nprove Efficiencies in the
Managenent of the Transmission Gid

As discussed in section Ill.A above, numerous inefficiencies
in the current operation and structure of the transm ssion grid
may be inpeding full conpetition. Establishing RTGs could help
remove nost, if not all, of those inefficiencies in a nunber of
ways.

First, an RTO woul d i nprove efficiency through regional
transm ssion pricing. The Conm ssion has |ong recognized that
transm ssion pricing reformis nost effectively acconplished on a

regional basis. 150/ An RTO woul d have the geographic scope

149/ (...continued)
1999; World Bank, Refornms and Private Participation in the
Power Sector of Selected Latin Anerican and Cari bbean and
Industrialized Countries, 1994; National Regul atory Research
Institute, Electric Power industry Restructuring in
Australia: Lessons From Down Under, QOccasional Paper #20,
Chio State University, January 1997; Wrld Bank (Industry
and Energy Departnent), Central and Eastern Europe: Power
Sector Reformin Selected Countries 1997; Ontario (Canada)
Mar ket Design Conmittee, The Fourth and Final Report,
January, 1999; Al berta (Canada) Department of Energy, Moving
To Conpetition, A Guide to Alberta’s New Electricity
Structure, 1994; Jan Men, A Common Electricity Market in
Norway and Sweden: Prerequisites, Devel opnent and Results So
Far, Norwegi an Water Resources and Energy Adm nistration,
May, 1996; National Gid Conpany, Gid System Managenent,
Coventry, England; and J. Culy, E. Read and B. Wight, "The
Evol uti on of New Zeal and’s Electricity Supply Structure,” in
I nternational Conparisons of Electricity Regulation, G Ibert
and Kahn, editors, Canbridge University Press, 1996.

150/ Transmission Pricing Policy Statenent, FERC Stats. & Regs.
at 31, 145.

Docket No. RMB9-2-000 - 91 -

needed to elimninate pancaked transmi ssion rates within its

86 of 249 5/24/99 9:47 AM



87 of 249

http://cips.ferc.fed.us Q\CIPS\RULES\RM\RM99-2.00C. TXT

region. This would broaden the generation nmarket and could
result in nore potential suppliers and | ess concentrated
generation nmarkets, thereby fostering nore conpetitive narkets
and | ower prices to consuners.

Second, regional scope would inprove congestion nanagenent
on the grid. An RTO would inprove the way congestion is nanaged
over a large area, thus expanding the nunber of potentia
transactions over existing facilities while reducing the nunmber
of curtail nents.

The schedul ing of power by nultiple utilities over a
regional grid can |ead to unexpected overl oads on constrained
facilities. This can be a serious barrier to conpetitive power
tradi ng because sone power sale transactions may have to be
curtailed. Wth a regional scope, an RTO woul d be better able to
manage congestion. An RTO would be in a better position to
prevent congestion or control it through application of
appropriate regi onwi de congestion pricing to ration use of the
grid if necessary. An RTO would also nore readily identify
schedul es that could |l ead to congestion, and relieve congestion
t hrough regi onal redispatch authority. A pricing approach to
capacity allocation would inprove efficiency by ensuring that the
nost highly val ued transactions remain on the grid and possibly

result in less curtail ment than under the present approach.

Docket No. RMD9-2-000 - 92 -

Third, an RTO would inprove efficiency by providing nore
accurate estimtes of ATC than those currently provided by
i ndi vidual systens. Conditions on all parts of the regional grid
affect ATC on individual utility systems. Factors such as |oad
estimates, generation and transm ssion outages, generation

di spatch orders and transactions on individual systems can affect
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the determ nation of ATC. An individual utility may not have
conplete or tinmely information regarding such factors and nay
apply assunptions and criteria in its ATC estimates that are
different fromthose of neighboring transm ssion operators,

| eading to wide variations in ATC values for the sane

transm ssion path. The informati on needed may be consi dered
confidential, and market participants would be nore willing to
share it with an independent body.

An RTO woul d produce better ATC estimates because it would
have access to conpl ete regional usage information, would have
current information because the RTOw Il be the security
coordinator as well as the OASIS site administrator, and woul d
cal cul ate ATC val ues on a consistent region-w de basis using a
regional flow nmodel. An RTO woul d al so resol ve npst, and perhaps
all, of the conplaints of inaccurate ATC postings. Problens are
likely to remain only to the extent that scheduling reservations
across several RTGCs continue to be nade on a contract path basis.

Fourth, an RTO al so would nore effectively manage paralle

path flows. Wth an RTO in place, the geographic scope for

Docket No. RMI9-2-000 - 93 -
schedul ing and pricing transnission would be w dened and parall el
path flows would be internalized within the RTO  This should
result in nore accurate ATC cal cul ations, inprove reliability,
and, with appropriate transnission pricing, elinmnate or reduce
di sputes anong transmni ssi on owners regardi ng unconpensat ed uses
of facilities.

Fifth, an RTO would pronote nore efficient planning for
transmi ssion or generation investnments needed to increase

transmi ssion capacity. One advantage of an RTO that is hel pfu
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in planning is that it will be able to see the "big picture."

Pl anni ng and expansion of grid facilities will no | onger be done
on a piecenmeal basis. An RTO would help identify the best place
on the grid to | ocate new generation. 151/ An RTO also will have
nore options available to it because of its size and
configuration. It has the potential to select and inplenment the
nost efficient investment or operating option within the region
for relieving a bottleneck. This is in marked contrast to the
current situation in many regions where individual transm ssion
owners are generally limted to investnment options in their
particul ar service areas even though better (i.e., less costly)

options may be avail able el sewhere in the region

151/ One of the benefits of the ERCOT (Texas) |SO has been, due
to the SO s conprehensive view of the grid, the ability to
identify the nost effective spots on the grid to | ocate new
generation facilities. See Chairnman Patrick Wod (Texas),
transcript at 205-06

Docket No. RM9-2-000 - 94 -

Si xth, an RTO woul d increase coordination between separate
state regul atory agencies by providing a single point of focus
for transm ssion expansion review, possibly even encouraging
mul ti-state agreements to review and approve new transm ssion
facilities. 152/ As RTGCs devel op vi abl e regi onal planning
processes, there nay be a growing willingness on the part of
i ndi vidual states to accommodate regi onal regul atory review on
either a formal or informal basis. 153/

Sevent h, transactions costs would al so be reduced with an
RTO in place. For exanple, the consolidation of transm ssion
control operations would cut general and administrative costs

over the long term |In addition, an RTO would adnini ster a
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single regional transmission tariff, thereby permtting "one stop
shoppi ng" for regional transmission service and resulting in
sinpler and nmore efficient procedures for transnission users to
transnmit power over greater distances.
Ei ghth, through regional standardization of transm ssion
services and the ternms and conditions under which they are
152/ The Conmi ssion recogni zes that there nay be | egal
i mpedi nents to such a shift. For exanple, npbst state siting
laws typically require that the proposed facility nust be
assessed in terms of its benefits for the state rather than
the region. See |leana Elsa Garcia, "State Electric Facility
Siting Practices," background paper prepared for the Harvard
El ectric Policy Goup, April 10, 1997.
153/ To encourage this novenent, we propose requiring that the
RTO s pl anni ng and expansi on process nust "acconmodate
efforts by state regulatory conmissions to create nulti-

state agreenents to review and approve new transni ssion
facilities." See section IIl.E

Docket No. RMD9-2-000 - 95 -
transacted, an RTO woul d facilitate establishing transm ssion
rights and the "tradeability" of transm ssion rights. The early
experience suggests that independent regional transm ssion
organi zations are in the best position to establish well-defined
rights to the use of the grid. 154/ Such rights are essential to
establ i shing congestion markets. Cear rights are al so needed
for the ability to trade transm ssion rights between customers
that place different values on capacity. Such trade hel ps ensure
an efficient allocation of current capacity and hel ps ensure that
new capacity is built only when and where necessary. 155/

Ninth, an RTO would facilitate the success of state retai
access progranms by providing greater confidence in the narkets
and a larger regional nmarket with access to nore potenti al
suppliers.

2. An RTO Wuld Inprove Gid Reliability

5/24/99 9:47 AM



91 of 249

http://cips.ferc.fed.us Q\CIPS\RULES\RM\RM99-2.00C. TXT

Wth the inproved transmi ssion access that has resulted from
i ndustry conpliance with Order No. 888, the volume of whol esal e
electricity transactions has significantly increased along with
t he nunber of market participants. This has led to industry
concerns that traditional reliability rules may not guarantee

that the bul k power systemremains secure. Many transm ssion

154/ See Central Hudson Gas & Electric Corporation, et al., 86
FERC - 61,062 at 61,228-33 (1999); PJM, 81 FERC at 62,240.

155/ Capacity Reservation Open-Access Transmission Tariffs,

Notice of Proposed Rulemaking, 61 Fed. Reg. 21847 (May 10,
1996), FERC Stats. & Regs. — 32,519 (CRT NOPR).

Docket No. RM99-2-000 -96 -
owners in a region make independent decisions about use of a
common regional transmission grid. A reliability problem on one
utility's transmission system may threaten the reliability of its
neighbor's system. A regional body that operates the regional
grid and enforces reliability rules for the entire region could
prove helpful to current efforts and should be considered. An
RTO would enhance reliability by (1) operating the system for a
large region, (2) ensuring coordination during system emergencies
and restorations, (3) conducting comprehensive and objective
reliability studies, (4) coordinating generation and transmission
outage schedules, and (5) sharing of ancillary services
responsibilities.

3. An RTO Would Remove Opportunities for
Discriminatory Transmission Practices

In an RTO, the control of transmission operation is cleanly
separated from power market participants. An RTO would have no
financial interests in any power market participant, and no power
market participant would be able to control an RTO. This

separation will eliminate the economic incentive and ability for
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the transm ssion provider to act in a way that favors or
di sfavors any market participant in the provision of transn ssion
service. 156/ Accordingly, ATC calculations can be made in an

unquesti onably objective manner, QASIS sites can be equally

156/ Appropriate price regulation of RTOs would still be needed.

Docket No. RMD9-2-000 - 97 -
relied upon by all transm ssion users, and line |oading reli ef
shoul d be free frompreferences for certain market participants.

In addition, the separation of transnission operation from
power nmarketing activities also would reduce opportunities for
intentional or inadvertent conmunication of comrercially val uable
information fromthe transm ssion provider to any narket
participant, and should elimnate any advantage that market
participants may now have with respect to arranging transm ssion
service with an affiliated transm ssion provider.

Finally, renoving the opportunity for discrimnatory
transm ssion practices will help ensure the openness and
integrity of the comercial process. W have been told
repeatedly of the inmportance of transparency and fairness in the
rel ati onshi p between transm ssion users and transm ssion
providers. This was a prominent topic at our |SO conferences
| ast year. Fairness, inpartiality and market confidence are al so
important to reliability. |If the operator orders certain actions
to be taken for systemreliability purposes that m ght harmthe
interests of some users, those users nust know that the action
bei ng ordered has been nade fairly and with only technica

factors in mnd.
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One inportant benefit of an RTOis that it could help
elimnate the suspicions about, or remaining actual
discrimnatory practices by, grid operators. The DOE Reliability

Task Force concluded that regional reliability entities such as

Docket No. RM9-2-000 - 98 -

RTGs nmust be "truly independent of commercial interests so that
their reliability actions are -- and are seen to be -- unbiased
and untainted..." [enphasis added] 157/ The sane concl usi on was
reached by the blue-ribbon Electric Reliability Panel convened by
NERC to recommend refornms in the current U S. reliability system
The panel concluded that: "(t)o dispel suspicions that the system
operator favors one participant over another..., the operator
nmust be independent from market participants." 158/

4. An RTO Whul d Result in Inproved Market Performance

By inproving efficiencies in the managenent of the grid,
improving grid reliability, and renoving any remai ning
opportunities for discrimnatory transm ssion practices, the
wi despread devel opment of RTOs woul d al so i nprove the perfornmance
of electricity markets in several ways and consequently | ower
prices to the Nation's electricity consumers.

The RTO benefits discussed so far in this section would
result in inmproving the conpetitiveness of whol esale electricity
markets. To the extent that RTGs foster fully conpetitive
whol esal e markets, the incentives to operate generating plants

efficiently are bolstered. Suppliers will continuously seek to

157/ See Secretary of Energy Advisory Board, U S. Departnent of
Energy, "Maintaining Reliability in a Conpetitive U S
Electricity Industry," Septenber 29, 1998 at xv.

158/ Electric Reliability Panel of the North Anerican Reliability

Council, "Reliable Power: Renewi ng the North American
Electric Reliability Oversight System" Decenber 1997, at
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17.

Docket No. RM9-2-000 - 99 -
avoi d bei ng made unconpetitive by rivals. W have now had cl ose
to two decades of experience with generating plants being
operated in at |east partially conpetitive markets. Non-
traditional generators have had the opportunity to realize
i ncreased profits through reduced costs and i nproved operating
performance. For years, the grow ng presence of independent
power generators has led to highly efficient new capacity coning
on line. The evidence is clear that market incentives can |ead
to highly efficient plant operations.

The incentives for nore efficient plant operation can also
affect existing generation facilities. Especially noteworthy is
the recent experience that indicates inprovements in the
generation sector in regions with RTGs. Regions which have | SCs
in place are undergoing dramatic shifts in the ownership of
generating facilities. Large-scale divestiture and high |evels
of new entry in California and the Northeast are changing the
ownership structure of these regions’ generators. Availability
of custoners, and the presence of conpeting suppliers, are
creating the incentives for better-perfornming plants. All plants
are comi ng under pressure to inprove their availabilities and
operating efficiencies. Individual firnms have nade strategic
deci sions to seek to beconme nore conpetitive, or to prepare
t hemsel ves for future conpetition. 159/

159/ Exanpl es include: Virginia Power, which has nade nore than

$1 billion in capital inprovements and other investments
(continued. . .)
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By inproving conpetition, RTGCs will also reduce the

potenti al

for market power abuse. As discussed earlier,

el im nating pancaked transm ssion prices will expand the scope of

mar kets and bring nore players into the markets. 160/ By

159/ (...continued)

160/

(without raising rates) between 1992 and 1998, incl uding
$921 nillion in generating plant and approxi mately $125
mllion in transm ssion |ine upgrades. See Virginia Power,
Virginia Power Statenment On SCC Report, May 24, 1998. This
docunent is available on Virginia Power’s website at
http://ww. vapower . conl news/ ar chive/ rel eases980324. htmi ;
Entergy, which has achi eved hi gh performance at its nucl ear
units in terns of capacity factors, outage times and
refueling periods, See Entergy Operation Services, Inc.
Entergy Nucl ear Units Have Qutstanding Year as Entergy
Forges Ahead with National Nuclear Conpany, January 26
1999, press release. This docunent is avail able on
Entergy’s website at http://ww. entergy. com news/

1999/ nr012699. ht m; New York Power Authority, which has

| owered operating and mai ntenance budgets, refinanced debt,
and invested $181 nmillion in capital inmprovements. See New
Yor k Power Authority, NYPA Exceeds Performance Goals in
1998, February 12, 1999, press release. This docunent is
avail abl e on NYPA's website at
http://ww. nypa. gov/ press/0212a. ht m; G een Muntain Power,
whi ch reduced operations and nai nt enance expenditures by 50%
bet ween 1988 and 1995. See Green Muntain Power
Corporation, Sales and Expenditures, 1995 Annual Report.
Thi s docunent is avail able on Green Muuntain Power
Corporation’s website at http://ww. gnpvt.

com annr pt 95/ sal esex2. ht m; and the Tennessee Val |l ey

Aut hority, which realized cost savings of 22%on fossil-
fuel ed and hydroel ectric plant outage projects which were
subj ect to a continuous inprovenent process. See Hans E
Picard and C. Robert Seay, Jr., Conpetitive Advantage
Through Continuous Qutage | nprovenment, Electric Power
Research Institute Fossil Plant M ntenance Conference, July
29, 1996. This document is available at website
http://ww.iac.net/ ~pconsult/epri.htn..

Evi dence fromthe UK and strategi c behavior studies,
however, indicates that such market power can lead to
ongoi ng cost inpacts as well as outright efficiency |osses.
See Richard G een and David Newbery, Conmpetition in the
(conti nued. ..)
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elimnating the mstrust in the current grid nmanagenent, entry by
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new generation into the narket will become nore likely as new
entrants will perceive the market as nore fair and attractive for
investnent. And with nore players, the market becones deeper and
nmore fluid, allowing for nore sophisticated forms of transacting
and snoot her matchi ng of buyers and sellers.

The full value of the benefits of RTGs to inprove market
performance cannot be known w th precision before their
devel opnent, and we do not yet have a | ong enough track record
with existing institutions with which to neasure. The Conmi ssion
will estimate the potential cost savings fromRTGs as part of its
Nati onal Environmental Protection Act analysis. At this tinme, we
foresee several billion dollars annually in efficiency gains to
t he econony. 161/

The Conmi ssi on seeks comment on the effect of RTGCs on
electricity market performance, including any data or other
information that could shed light on quantifying the extent of
those benefits.

5. An RTO Whul d Facilitate Lighter-Handed
Gover nnent al Regul ati on

160/ (...continued)
British Electricity Spot Market, 100 J. POL. ECON., 929,
1992.
161/ The benefits are likely to cone substantially from | ower
generation operation and mai ntenance costs that result from

new plants, inproved performance of existing plants, and
i mproved congesti on managenent.

Docket No. RMD9-2-000 - 102 -

There are several ways that the existence of a properly
structured RTO woul d reduce the need for Commi ssion oversight and
scrutiny, which would benefit both the Commi ssion and the

i ndustry.
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A nunber of regulatory benefits depend critically on the RTO
being truly independent of power marketing interests. For
exanple, to the extent an RTO is independent of power narketing
interests, there would be no need for this Conm ssion to nonitor
and attenpt to enforce conpliance with the standards of conduct
designed to unbundle a utility's transm ssion and generation
functi ons.

An i ndependent RTO with an inpartial dispute resolution
mechani sm woul d resol ve di sputes without resort to the Commi ssion
conpl ai nt process. The Conm ssion has denonstrated its
willingness to defer to such nmechanisnms. 162/ It is generally
nore efficient for these organizations to resolve nany di sputes
internally rather than bringing every dispute to the Commi ssion.
W seek coment on what types of disputes or other matters woul d
be appropriate for the Commission to defer to the decisions of
the RTO? 1In granting deference to decisions that result froman
acceptabl e ADR process, would there be a need to distinguish
between RTGs that are | SOs and RTGs that are transcos?

The Conmi ssion could al so consi der adopting streamnined

filing and approval procedures. The Conm ssion coul d consider

162/ See PJM 81 FERC at 62, 269.

Docket No. RMD9-2-000 - 1038 -
different filing requirenments for established RTOS. For exanple,
should we | ower the threshold for the types of changes to
operations or practices that would not require a filing with the
Commi ssi on? Should such a policy be applied equally for non-
profit and for-profit RTGCs?

Anot her regul atory benefit is that an RTO could result in

nmore streanlined transmi ssion rate proceedi ngs. The Conmi ssion
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has indicated its willingness to grant nore latitude to
transm ssion pricing proposals fromappropriately constituted
regi onal groups, and RTOs woul d be such groups. 163/

To the extent that RTOs increase market size and decrease
mar ket concentration, the conpetitive consequences of proposed
nergers woul d becone | ess problematic and thereby hel p further
stream ine the Commission’s utility merger decision making
process.

6. Concl usi on
The Conmi ssion believes that the wi despread formation of RTGs can
provi de substantial benefits. The Conmission invites comrent on
the benefits of RTOs and the nagnitude of these benefits.

C. Concerns Expressed by the State Conm ssions

Qur Notice of Intent to Consult with State Conmi ssions in
this proceeding initiated our commitment to take into account the
advi ce and concerns of the states in formulating an RTO policy.

Through witten and oral comments nade during the consultations

163/ See Transmi ssion Pricing Policy Statenment, FERC Stats. &
Regs. at 31, 145, 31, 148.

Docket No. RMI9-2-000 - 104 -
in February 1999, and in response to a series of followup
guestions, state conm ssioners raised a nunber of concerns
regarding RTO policy. The Conmi ssion appreciates the state
commi ssi oners’ serious consideration and their coments have
hel ped shape our proposal. W take the opportunity to sumarize
the principal concerns and how our proposal addresses those
concer ns.

1. Federal Mandate

Most states oppose a FERC mandate to form RTGs. 164/ The
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proposed rule would not generically require public utilities to
transfer control of their transnmission facilities to an RTQ
however, we do seek comment on the issue. W are proposing to
provi de the inpetus needed to help form RTGs by engagi ng the

i ndustry and the states in a national dialogue regardi ng RTO
characteristics, setting mninumcharacteristics and functions
for RTGs, providing flexibility for innovative transm ssion rate
proposal s, including a willingness to consider incentive pricing
proposal s, and establishing regional processes with Comi ssion
staff participation after a Final Rule is issued for fostering
RTO formation. Thus, the proposed rule stops short of
generically ordering utilities into RTCs but instead, as WJTC

expresses it, we are at this time adopting: "...a policy of

164/ See, e.g., Comments in Docket No. RWR9-2-000 of North
Carolina Uilities Conmission (NCUC) at 1; Washington
Uilities and Transportation Commission at (WJTC) at 4
Georgia Public Service Conmission (GPSC) at 10; M ssissipp
Publ i c Service Conmission (MPSC) at 3; and South Carolina
Public Service Conmission (SCPSC) at 1.

Docket No. RM9-2-000 - 105 -
encour agi ng voluntary RTO participation and filings..." 165/ The
Conmi ssion is, however, concerned that the current transm ssion
grid managenent framework may be preventing electricity nmarkets
fromreaching their full conpetitive potential. W wll evaluate
the comments received in response to our proposals to determ ne
if additional action is needed.

2. Regional Flexibility

At all three consultations with the state conmissions and in
witten corments, we were urged by al nbst every state comm ssion
not to inpose a "one size fits all" approach to RTO design. 166/

The vast majority of the respondents to the Commission's foll ow
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up questions were unwilling to designate a particular type of RTO
organi zation as superior in all cases. The Conmi ssion agrees and
does not propose to establish a mandatory national tenplate for
RTGs. Such a policy would be ill advised at this tine. Neither
this Commi ssion, nor, we suspect, anyone else in the industry
knows now what is the best conbination of ownership and control
to achieve an optimal RTO G ven the |ack of experience to date,
t he Conmi ssion believes that the best policy is to encourage

regi onal experinentation. Thus, as discussed bel ow, the proposed
rule woul d establish only mninmum characteristics and functions
needed for Conm ssion approval as an appropriate RTO W al so

propose to initiate collaborative regional processes in which

165/ WJTC at 4-5.

166/ See, e.g., comments of Florida Public Service Conm ssion
(FPSC) at 3.

Docket No. RM9-2-000 - 106 -
each region would be encouraged to design an RTO that best neets
its needs. This collaborative process is discussed bel ow

Qur proposed policy of regional flexibility should also help
some states’ concerns with the cost of an RTO As discussed
above, we believe RTO devel opnent will result in substantial
benefits for the Nation. However, sone states are concerned that
the costs of an RTOwill exceed its benefits. The cost of
nmeeting the mni mum RTO characteristics need not be large, but it
is not always easy to nmeasure the | ong-term RTO benefits that
woul d of fset these costs. By pernmitting regional flexibility,
subj ect to our mninumcharacteristics and functions, the
proposed rule allows each region to design an RTO that has costs

conmensurate with the regional benefits expected.
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3. Retail Markets

States that have not adopted a retail access policy are
concerned that an RTOin their state might interfere with their
prerogatives regardi ng adopting, or not adopting, retail access.
The comments and responses of sone state conmissions reiterate
the concern that RTO formation will lead to retail access where
it does not yet exist. 167/ The proposed rule does not require
retail access. The Conmission agrees with FPSC that, "FERC
shoul d not pursue any policy that would interfere with or

contravene a state's authority to adopt or refrain from adopting

167/ See, e.g. response of Kentucky Public Service Conm ssion
(KPSC) at 1.

Docket No. RM9-2-000 - 107 -
direct retail access." 168/ Having an RTOin a state does
nothing to interfere with the state’'s authority to decide retail
access policy. Sone states whose utilities are in RTGs can have
retail access while others can choose not to have retail access.
This is denonstrated today by the presence of ISCs in the Mddle
Atlantic and New Engl and regions, but not all of the states in
t hose regi ons have yet adopted retail conpetition. Some states
with retail access believe that an RTO is needed to support their
custoner choice plan because the RTO al |l ows custoners,
aggregators and narketers to reach supplies over a |arger area.
Those states that do not have retail access can neverthel ess
benefit froman RTO as their utilities enjoy the benefits of the
RTO to | ower native | oad generation rates by buying and selling
power over a |arger narket area.

Sone states are al so concerned that having a Comm ssi on-
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regul ated RTO provide transm ssion service for retail customers
would lead to sone | oss of control over retail nmarket services,
such as the ability to assure reliability. A primary purpose of
an RTOis to ensure transmission reliability. Wether there is
any decrease in state control over any aspects of retail market
services woul d depend on the design of the particular RTO  Under
any RTO design, the states would retain full control over the
generati on adequacy of franchi sed power suppliers, transm ssion
siting and local distribution reliability. Further, the proposed

rul e woul d encourage state involvenment both in RTO design and

168/ FPSC comments at 4.

Docket No. RM9-2-000 - 108 -
ongoi ng oversight, providing states a vehicle to protect all
aspects of transmission reliability on behalf of retail
cust oners.

4. Effect on States with Low Cost Generation

States with relatively | ow cost power are concerned that an
RTO woul d result in local utilities selling their |ow cost power
to other states. However, the vast majority of the respondents
to a followup question on this issue stated that this is not a
likely problem 169/ Sinilarly, we do not believe RTGs will
cause such a result. The presence or absence of retail access is
the principal factor affecting potential out-of-state sales of
| ow-cost power, and this is in the hands of state policy makers.
Arguably, retail access could lead to | ow cost power being sold
out of state if incunmbent utilities no | onger have an obligation
to serve retail custoners. However, this could happen with or
wi thout an RTO. Where there is no retail access, state

authorities can continue to ensure that a utility with a nonopoly
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franchise sells its | owest cost power to | ocal native |oad, even
if the utility's transmission is operated by an RTO Indeed, an
RTO coul d actually |lower retail rates by expandi ng the market
region for the utility to sell the higher cost power not sold to
native | oad and sharing in the benefits of regi onwi de resource
169/ See, e.g., responses of Virginia State Corporation
Conmmi ssion (VSCC) at 1; WUTC conments at 2; Wsconsin Public
Servi ce Conmi ssion (WPSC) comments at 1; and Florida Public
Servi ce Conmi ssion (FPSC) comrents at 1. But see, e.g.,
response of Al abana Public Service Conmi ssion (APSC) at 1,

and response of District of Colunmbia Public Service
Conmi ssi on (DCPSC) at 1.

Docket No. RMD9-2-000 - 109 -
pl anni ng and congestion nanagenent. 170/ And finally, utilities
that now have | ow cost generation will help assure access to
future | ow cost generation plants by participating in an RTO
New | ow cost generation plants are nore likely to be attracted to
regions with a well-functioning regional market governed by an
RTO. 171/ In other words, a state that is | owcost today may not
be | owcost tonmorrow wi thout an RTOin its area.

We seek comment from state conm ssions regardi ng how an RTO
intheir state woul d affect power costs.

5. Need for |ndependent Transm ssion Operation

Many states believe that transm ssion operators should be
structural ly i ndependent of other market participants. Responses
to foll owup questions indicated that independence of the
transmni ssi on operator is a basic assunption for an effective RTO
172/ As the Pennsylvania Public Utility Conm ssion (PaPUC)
states, "It is therefore the case that RTGs must have sufficient

i ndependence fromdirect control by any single entity or interest
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170/ See response of Indiana Uility Regulatory Conmmi ssion (1 URC)
at 1.

171/ According to data in a recent survey, about 64% of announced
mer chant power plants will be located in California, Texas,
New York, New England, and the nmiddle Atlantic area, while
such states account for only about 30% of total electricity
load in the U S. See Announced Merchant Plants, survey
prepared by the Electric Power Supply Association, April 13,
1999.

172/ See, e.g., responses of KPSC at 2 and M ssouri Public
Servi ce Commi ssion (MPSC) at 1.

Docket No. RM9-2-000 - 110 -
group to performthese functions well and honestly." 173/ As
di scussed bel ow, our proposed rule would require strict
i ndependence of transm ssion operation from market participants
for approval of an RTO application.

6. Transmi ssion Cost Shifting

There is a concern by sonme states with utilities with
relatively |low cost transmission facilities that, by joining an
RTO, their utilities’ transm ssion costs will be averaged with
the higher cost facilities of utilities in other states in
determ ning RTO transmission rates. 174/ As a result, these
states are concerned that joining an RTOw |l increase |ocal
transm ssion rates. This is known as transm ssion cost shifting.
It has been an issue in every | SO the Conm ssion has approved to
date. That is why, in each of those |SO cases, we have allowed a
transition period in which access fees are based on some form of
"l'icense plate" pricing: access fees are paid by |oad serving
entities based on the fixed transmni ssion costs of the |ocal
utility. As discussed bel ow, we propose to continue and perhaps
expand such flexibility in allowing the |icense plate approach or
ot her approaches to recover current sunk transm ssion costs

during a transition period.
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173/ Suppl enental coments at 7.

174/ See, e.g., coments of WJTC at 6.

Docket No. RMI9-2-000 - 111 -
7. Boundary Drawi ng

Many states expressed opposition to the Conm ssion draw ng
regional or RTO boundaries in a rul emaki ng. 175/ The proposed
rul e does not set boundaries. Instead, we propose factors for
assessi ng whether a proposed RTO s geographic configuration wll
ensure that the required RTO functions, such as assuring
reliability, internalizing |loop flow, mnanagi ng congestion, and
elimnating pancaked rates, are satisfied. |In other words, we
are proposing that the boundaries and other factors affecting
scope and regional configuration will depend on the functions
that an RTO perfornms. W note, however, that some RTO functions
are likely to be carried out nore effectively in a large region.

8. Regi onal Approach to Reliability

Many states believe that regional operation of transm ssion
is needed to assure the continued reliability of the transm ssion
system 176/ The proposed rule would require regional operation
of transmi ssion by an RTOw th primary responsibility for short-
termreliability as a condition for approval of an RTO
application. This is discussed bel ow.

9. Pricing Reform

Many states want regional approaches to transmi ssion pricing
reform In particular, they would Iike to decrease the incidence

of pancaked transm ssion rates. Qur proposal is ained at
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devel opi ng RTCs that woul d provide the forum and have the

175/ See, e.g. comments of NCUC at 1 and WJUTC at 3.

176/ See, e.g., comments of NCUC at 3.

Docket No. RM9-2-000 - 112 -
geogr aphi c scope for a regional approach to transm ssion pricing
reform The proposed rule would also permt flexibility for
experimenting with innovative fornms of congesti on nmanagenent,
whi ch woul d nmean fewer TLR curtail nents and nore assurance that
native |load is served

10. Participation of Public Power

In some regions of the Nation, substantial portions of the
transmission grid are owned by pubic agencies. The states in
t hese regi ons have expressed a concern that our RTOinitiative
nmust address how to assure that such public agencies join the
RTO.  Sone of the responses to followup questions reiterated the
need to include public power agencies in any RTO formation. 177/

The proposed rule would not require RTO formati on and so
does not address how to require public agency transm ssion owners
to join RTGCs. As suggested by KPSC, 178/ we will allow
flexibility in RTO formation in order to neet, where possible,
the requirenents of public agencies. Nevertheless, the
Conmmi ssion’'s objective is to encourage the placenent of all
transm ssion facilities under the control of an RTO In section
I1l-G of this notice, we have requested conments on ways the
Commi ssion can facilitate public power participation in RTGs. W
are al so proposing regional processes to help facilitate RTO

formati on under section 202(a) of the Federal Power Act. Because

177/ See, e.g., responses of lowa Uilities Board (1UB) at 1 and
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New Mexico Public Regul ati on Commi ssion (NWPRC) at 1.

178/ Response at 1.

Docket No. RM9-2-000 - 113 -
section 202(a) applies to public power as well as public
utilities, the regional processes will include publicly owned
transm ssion entities.

11. State Role in RTO Governance

States want a role in the governance of any RTGs for their
states, and the Comm ssion proposes to be as flexible as possible
in accommodating their needs. The state conm ssion responses to
foll owup questions show that some states want to be closely
i nvol ved in RTO operation 179/ while others believe it better to
remai n i ndependent of the RTOin order to engage in better
oversight. 180/ Practically all respondents see siting authority
remai ning with the states.

As di scussed bel ow, the proposed rul e encourages RTO design
to accompdat e appropriate state oversight, especially with
regard to planning and siting new nulti-state transm ssion
facilities. We request comments on the appropriate state role in
RTO governance. For exanple, should state governnent officials
participate as voting nmenbers of an RTO?

12. Existing Regional Transnission Entities

During our consultations, many of the state conmi ssioners
fromthe northeastern region and a representative from
California, where transmission facilities are already, or soon
will be, under the control of Conm ssion-approved |SGs, asked

179/ See, e.g., responses of WUTC at 4 and Arizona Corporation

Conmi ssi on (ACC) at 2.

180/ See, e.g., response of Wsconsin Public Service Comm ssion
(WPSC) at 3.
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Docket No. RM9-2-000 - 114 -
that the Commission not require nmajor changes to these | SGs
during their inplenmentation periods. 181/ The conmi ssioners
observed that their states’ |1SCs were still undergoing an
i mpl enentation and | earning period and, in sone instances, are
important to retail choice programinplenmentation

The Conmi ssion respects the investnent of time and ot her
resources made in the existing 1SCs. W understand the
i mportance of avoiding change during the critical inplenentation
periods. Due to these considerations, and our proposed policy of
regional flexibility, the proposed rule does not require nmajor
changes to the existing transmission entities that the Conmi ssion
has found in conformance with the I SO principles of Order No. 888
at this time, absent conpelling circunstances. However, any
entity nmust meet our mini mum RTO characteristics and functions to
receive any of the benefits to be accorded RTGs. CQur objective
is to have all of the Nation's transmission grid under the
control of RTGs that have the m ni num characteristics and
functions adopted in the Final Rule. That is why we propose to
require the public utility menmbers of existing transm ssion
entities that have been found in conformance with the
Conmmi ssion’s 1SO principles to nake a filing, individually or
jointly, with the Conmmi ssion no |ater than Cctober 15, 2000, that

expl ains the extent to which the entity in which it or they

181/ See, e.g., Comments at the Washington D.C. conference of New
Engl and Conference of Public Wilities Conmi ssioners, |nc.
(NECPUC) at 4 and renmarks of California Senator Peace, RTO
Conference (Las Vegas), transcript at 3-4.
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Docket No. RMD9-2-000 - 115 -
participate nmeets the mini mum RTO characteristics and functions.
The Conmission is also concerned about inpedinments to
transactions between existing 1SCs (as well as any future RTGCs).
We therefore encourage existing | SOs to consider ways to reduce
any inpedinments to transactions anong them

The Conmission invites further comments fromthe state
conmi ssions on all aspects of the proposed rule.

D. M ni mum Characteristics and Functions for a Regi onal
Transmi ssion Organi zation

In this section, we propose mni num characteristics and
functions for a transmission entity to qualify as an RTO  These
characteristics and functions are designed to ensure that any RTO
wi || be independent and able to provide reliable, non-
discrimnatory and efficiently priced transm ssion service to
support competitive regional bul k power narkets. There are four
m ni mum characteristics for an RTO

(1) independence from market participants;

(2) appropriate scope and regional configuration;

(3) possession of operational authority for all

transmi ssion facilities under the RTO s control; and

(4) exclusive authority to maintain short-termreliability.
In addition, there are seven mininum functions that an RTO nust
perform An RTO nust:

(1) administer its own tariff and enploy a transm ssion

pricing systemthat will pronote efficient use and

expansi on of transm ssion and generation facilities;

Docket No. RM9-2-000 - 116 -

(2) create market mechani sns to manage transni ssion
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congesti on;

(3) develop and inplenment procedures to address parall el
path flow issues;

(4) serve as a supplier of last resort for all ancillary
services required in Order No. 888 and subsequent
orders;

(5) operate a single OASIS site for all transm ssion
facilities under its control with responsibility for
i ndependently cal cul ating TTC and ATC,

(6) monitor nmarkets to identify design flaws and narket
power; and

(7) plan and coordi nate necessary transm ssion additions
and upgr ades.

The Conmi ssi on seeks comment on the followi ng questions: (1)

whet her the Commi ssion’s enuneration of mnimumcriteria onits a
necessary nini mum characteristic or function, or includes an
unnecessary characteristic or function; (2) whether there is a
need to distinguish between m ni mum characteristics and m ni nrum
functions (i.e., adopt separate categories for the mi nimum
requirements); and (3) if so, whether any of the mnimnmm
characteristics should be re-characterized as m ni num functi ons,
and vice versa. Coments on these questions should take into
account the Conmission’s objective in this rul enaki ng of

encouragi ng the formati on of RTGCs that pronote conpetitive

Docket No. RM9-2-000 - 117 -
mar ket s and non-di scriminatory access to, and reliable operation
of, the electric grid.

Under this proposal, all RTGs nust satisfy the four mninum
characteristics on their first day of operation as approved RTGCs.

The Conmi ssion al so proposes that all RTGs be prepared to perform
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at least four of the seven mninmumfunctions on their first day
of operation as approved RTGs. Recognizing that nore tine may be
needed to performcertain functions, we are proposing that for
the other three of the functions -- establishing procedures for
addressing parallel path flows w th nei ghboring systens, managi ng
congestion, and planning transm ssion expansion -- additiona

tinme ranging fromone to three years after initial operation wll
be al | owed.

The Conmi ssi on seeks comments on whether we should grant RTO
status to entities that are not able to performimedi ately these
three functions. The Conmi ssion al so seeks coments on whet her
we should grant RTO status to entities that may not be able to
performon the first day of operation certain other (i.e., any of
the remaining four) of the mninmmfunctions. Should we
differentiate, for purposes of initial inplementation, between
any of the seven m nimum functions? |f so, has the Conm ssion
appropriately identified those mininumfunctions that are nost
likely to require additional tine to perforn?

W propose to give transmission entities flexibility in
deci ding how to neet these seven mininmum functions. For five of

the functions (tariff adm nistration, congesti on managenent,

Docket No. RMI9-2-000 - 118 -
ancillary services, market nonitoring and pl anni ng and
expansi on), we propose to establish standards for how the
function is perforned, but an RTOw Il have the option of
denpnstrating that an alternative proposal is consistent with or
superior to the standards in the proposed rule. 182/ The
Commi ssi on seeks coment on whether this flexibility -- i.e.,the

option of denonstrating that an alternative proposal is
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consistent with or superior to the proposed rul emaki ng standards
-- should apply to any or all of the minimmcharacteristics.
183/

W al so propose that the RTGs would have flexibility in
designing their organizational structures. W are receptive to
all types of RTO proposals as long as they satisfy the specified
m ni mum characteristics and functions. For exanple, we wll
consi der proposals for non-profit or for-profit organizations.

An RTO can be an operator of the grid that it controls, an
operator and owner of the grid that it controls, or a conbination
of the two. 184/ The mininum characteristics and functions
provide a wide range of inplenmentation flexibility and

182/ W use the term"standard" to refer to the required sub-
el enents under each characteristic and function.

183/ Alternative proposals may include requests for appropriate
transition periods. W will consider such proposals on a
case- by-case basis, based on an assessnment of their effect
on regi onal power markets.

184/ One exanple of an arrangenment that conbi nes these two
approaches woul d be a transmi ssion entity that owns and
operates sone transmnission facilities and operates other

facilities under long-term|eases or other agreenents with
exi sting or new transm ssion owners.

Docket No. RMB9-2-000 - 119 -
discretion. They represent a floor, not a ceiling. To encourage
further evolution, the Conmission is proposing an "open
architecture" requirement. Under this requirenment, the RTO nust
pernmit further inprovenents that will enhance the efficient
operation of regional bulk power narkets.

M ni mrum Characteristics

1. Characteristic 1: |ndependence. The RTO nust be
independent of market participants. (Proposed

35.34(i)(1))

Market participants must be assured that the RTO wiill
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provide transmi ssion access to all market participants on a fair
and non-discrimnatory basis. The Conm ssion believes that it is
a prerequisite for achieving fair, open and conpetitive power

mar kets. An RTO needs to be independent in both reality and
perception. 185/ As we have said before in the context of |SGCs,
we think that "the principle of independence is the bedrock upon

which the 1SO nust be built..." 186/ It is the Conm ssion’'s view

185/ This is also the conclusion of alnpbst every one of the state
conmi ssi on representatives who attended our recent
consultations with the state regulatory comunity. See,
e.g., Coments of Commi ssioners Marl ene Johnson and Herbert
Tate, Regional |SO Conference (Washington, D.C.), transcript
at 66-67, 95; Comments of Judy Shel drew, RTO Conference (Las
Vegas), transcript at 58.

186/ Atlantic City Electric Company, et al., 77 FERC — 61,148 at
61,574 (1996). The same conclusion was reached by the DOE
Reliability Task Force and the NERC Reliability Panel. The
DOE Task Force concluded that regional reliability entities
must be "truly independent of commercial interests so that
their reliability actions are--and are seen to be--unbiased
and untainted..." Task Force Report at xv. The Electric
Reliability Panel concluded that "(t)o dispel suspicions
that the system operator favors one participant over
another... the operator must be independent from market

(continued...)

Docket No. RM99-2-000 -120 -
that independence can be achieved if the RTO satisfies three
conditions. First, the RTO, its non-stakeholder governing board
members and its employees must have no financial interests in
market participants. 187/ Second, the RTO s decision making must
not be controlled by any market participants. Third, the RTO
must have independent authority to file changes to its
transmission tariff. We now discuss these conditions.

a. The RTO, its employees and any non-
stakeholder directors must not have financial
interests in any electricity market
participants. (Proposed  35.34(i)(2)(i))

We propose that the RTO, the non-stakeholder members of its

governing board and all employees be prohibited from having
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financial interests in any nmarket participants. The prohibition
clearly applies to current financial interests. It does not
preclude past financial ties with market participants. Nor does
it require a total or permanent prohibition on all future
financial ties with market participants in the region. Such a
prohibition would nake it difficult for the RTOto hire

experi enced and know edgeabl e enpl oyees. Therefore, we wll

enploy a rule of reason standard in deciding what financial ties

186/ (...continued)
participants.” North Anerican Electric Reliability Council
Electric Reliability Panel, Reliability Power: Renew ng the
North Anmerican Electric Reliability Oversight System
Decenber 22, 1997, at 17

187/ W use the terns "stakehol der" and "market participant"”

i nterchangeably. They nmean any entity that buys or sells
electric energy in the RTOs region or in any neighboring
region that m ght be affected by the RTO s actions, or any
affiliate of such entity.

Docket No. RM9-2-000 - 121 -
with market participants woul d be acceptable after an individua
| eaves the RTO As has been the case in our review of conflict
of interest standards for |1SOs, the Conmi ssion would establish
t hese standards on a case-by-case basis. 188/

The Conmi ssion requests comenters to address sone or all of
the followi ng issues related to the proposed requirements. Do we
need to define the financial independence requirenment in nore
specific terms or is it sufficient to enunciate the genera
principle and then apply it on a case-by-case basis? Should the
definition of stakeholders or nmarket participants be expanded to
include entities that operate distribution-only facilities (i.e.
entities that performthe "wires" function at |ower voltages) and

transnission entities in neighboring regions? Should this
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definition be broadened to include sellers and buyers of
ancillary services? Are there any circunmstances in which the
definition should be expanded to include entities that do not
participate in power markets in the region but that provide
transni ssion services to the RTO or buy transm ssion service from
the RTO? Do we need to add nore specificity to the requirenent
that RTGs have conflict of interest standards? Are there |essons
to be learned fromthe experience of 1SOs with conflict of

i nterest standards that can now be applied nore generally to

RTGCs?

188/ See, e.g. Mdwest |1SO 84 FERC at 62, 152-53, order on reh’g,
85 FERC at 62,036; NEPOOL, 79 FERC at 62, 586-87.

Docket No. RMI9-2-000 - 122 -

b. An RTO nust have a deci si onmaki ng process
that is independent of control by any market
participant or class of participants.

(Proposed  35.34(i)(1)(ii))

This requirement would be satisfied, for example, by an RTO

with (a) a non-stakeholder governing board and (b) a prohibition

on market participants having more than a de minimis (one

percent) ownership interest in the RTO. 189/ The Commission
seeks comments on whether this kind of RTO should be deemed to
satisfy automatically this element of the independence

requirement. We also request comments on whether there should be
a single standard for independent decision making for all RTOs
regardless of whether they are for-profit or non-profit entities.

The Commission recognizes that there may be other ways to satisfy
the independent decision making requirement. Therefore, we
propose to consider other governance and ownership proposals,

which will be judged on a case-by-case basis against the general
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requi rement of independent deci sionmaking.
Wth regard to the RTO governing board, we propose to define
a non- st akehol der governi ng board as a governi ng board of

i ndividual s without any financial ties to market participants or

189/ It is our understanding that a simlar standard was
established by the British government when it created the
National Gid Conpany (NGC), the largest, for profit
transni ssion conpany in the world. The conmpany’s basic
corporate docunments prohibit market participants from
serving on NGC s board and from owni ng nore than one percent
of the shares in its voting equity. A simlar prohibition
appears to exist in the Wsconsin state | aw that nmandat es
Wsconsin utilities to join either an | SO or an independent
transmi ssi on conpany by a specific date. See 1997 W sconsin
Act 204, Section 30.

Docket No. RM9-2-000 - 123 -
their affiliates. Individuals on such a board are independent,
rather than representative, of market participants. Board
menbers usual |y have experience in a variety of fields related to
the RTO s operations. These could include, anpong others,
transm ssion operations and planning, |law, electricity
regul ati on, busi ness managenent, market analysis, and risk
managenent. The non-stakehol der board woul d be the ultimate
deci sion nmeki ng authority, though it could choose to del egate
decisions to its staff or conmmittees of stakeholders. 190/ The
board woul d be advised by the RTO staff and perhaps by a
committee of stakeholders. |In recent proceedings, we have
accepted this two tier approach because it represents a niddle
ground in that it attenpts to bal ance i ndependence with
experti se.

In the case of a non-stakehol der board, how can we ensure
that the concerns of market participants are communi cated

effectively to the board? W request comments on what, if any,
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addi tional requirements should apply to a governing board that is

not a stakehol der board or to a governing board with both

st akehol ders and non-st akehol ders. For either stakehol der or

190/ An |1 SO governing board s del egati on of decisions to a

st akehol der committee woul d be contingent on this conmittee

not being dom nated by one segnent of the industry. We

recently found that the existing tiered governance

arrangenments of the New York and New England | SCs failed to
meet this standard and we ordered both |1 SGs to reduce the

voting power of dominant utilities in the |ower tier of

st akehol ders charged with advi sing the non-stakehol der
governi ng boards. See Central Hudson, 87 FERC at __ |,
op. at 12-13; New England Power Pool, 86 FERC - 61,262 at
61,965.

Docket No. RM99-2-000 -124 -
non-stakeholder boards, should we impose an upper limit on the
size of the board? How should the Commission consider proposals
for state regulatory or other governmental officials to select
board members for either stakeholders or non-stakeholder boards?
How should the Commission view proposals for state government
officials to serve as voting members of RTO boards?

With regard to market participants having no more than a de
minimis interest in the ownership of the RTO, we propose to
consider a de minimis interest as having no more than a one
percent interest in the ownership of an RTO. We seek comment on
whether one percent is an appropriate de minimis ownership
interest and, if not, what would constitute appropriate de
minimis ownership for purposes of establishing independence. We
also request comment on whether there are conditions under which
market participants should be allowed to have more than a de
minimis ownership interest in an RTO. Should the Commission have
a different standard for passive interests? How should the
Commission treat preferred equity shares?

There are several reasons why we are proposing that the

slip.
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i ndependent deci si on nmaki ng standard can be satisfied by an RTO
with (a) a non-stakehol der governing board and (b) a prohibition
on narket participants having nore than a de ninins (one
percent) ownership interest in the RTO First, affiliated
transni ssi on conpanies (i.e., transm ssion conpanies in which one
or nore market participants have nore than a de mninms ownership

interest) may not be trusted by nmarket participants even with

Docket No. RMD9-2-000 - 125 -
el aborate protections (e.g., voting trusts, independent trustees
and corporate boards not chosen by the owners). W believe that
market participants are likely to suspect that the safeguards
will be gamed. This, in turn, could affect investnment behavior.
In particular, market participants may be reluctant to nmake
needed i nvestnents in generation or marketing of electricity if
they believe that the RTOis likely to give favored treatnment to
its affiliates.

Second, affiliated transmission entities that are not
i ndependent of market participants would continue the regul atory
need for detailed and hard to enforce codes of conduct. If we
pernmit RTOs to be affiliated with one or nore market
participants, we believe that the Comm ssion may have to devote
consi derabl e regul atory resources to "chasing after conduct™
(i.e., allegations of favoritism. |If our experience with
functional unbundling as well as with affiliated natural gas
pi pel i nes provides any | essons, we will probably find it
necessary to issue detailed rules that deal with interna
corporate matters relating to organi zational responsibilities,
corporate communi cations, etc. 191/ For this reason, the

191/ Natural gas pipelines that transport gas for others and are
affiliated with gas marketers or brokers must conformto the
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standards of conduct outlined in Section 161.3 of the

Conmi ssion’s regul ations. Further, such pipelines, pursuant

to Section 250.16 of the Conm ssion’s regul ati ons nust

maintain: (a) provisions in their effective tariffs that

di vul ge operating enpl oyees and facilities shared by the

pipeline and its affiliate(s) and the procedures used to

address conplaints; (b) a data | og showi ng, by custoner

(affiliate and non-affiliate), how capacity on the pipeline
(conti nued. ..)

Docket No. RMD9-2-000 - 126 -
exi stence of affiliated transm ssion entities also could nmake it
difficult to pursue |ight-handed regul ation
Commenters are asked to address whether these are reasonable
assessments of the effects of allowi ng market participants to
have nore than a de mininms ownership interest in RTCs. 1|s there
rel evant experience fromother regul ated i ndustries? If we were
to all ow market participants to have nore than a de minims
ownership interest for a transition period, how | ong should the
transition period be? Wuld any additional safeguards be
required during such a transition period? In general, which type
of institution would better serve the goal of independence: a
transco with de mnins ownership and a non-stakehol der board or
an | SO with a non-stakehol der board?
C. The RTO nust have excl usive and i ndependent
authority to file changes to its transni ssion
tariff with the Commi ssion under Section 205
of the Federal Power Act. (Proposed
35.34(i)(2)(iii)
We believe that independence requires that the RTO provide
service under its own open access transmission tariff and that it
has the right to file changes to its tariff with the Commission
on its own authority. In other words, the RTO should not be
required to get the prior approval of transmission customers,
transmission owners or any other entities to make Section 205

191/ (...continued)
was allocated; and (c) information concerning shippers

119 of 249 5/24/99 9:47 AM



120 of 249

http://cips.ferc.fed.us Q\CIPS\RULES\RM\RM99-2.00C. TXT

recei ving discounted rates. Wthin the natural gas pipeline
i ndustry, these requirenents are sonetines viewed as overly
intrusive regulation. See "FERC Clarifies Affiliate

Eti quette For Gas Pipelines," The Energy Daily, Novenber 17,
1998, at 1.

Docket No. RM9-2-000 - 127 -
filings with the Commission. The rationale is that if the RTOis
taki ng over the open access transmni ssion service obligation from
current transnission providers, the RTO nust be able to
i ndependently and unilaterally propose changes in its tariff.
192/ Wiile this is not likely to be a concern for transcos, our
recent experience suggests that it is an inmportant issue for |SGCs
that seek to become RTGCs. W have approved | SOs that appear not
to nmeet this standard. For exanple, the New Engl and | SO provi des
transm ssion service under the tariff of the NEPOOL RTG rat her
than its own tariff. 193/ In our order approving the M dwest
| SO we stated that: "We believe that any problens that may arise
can be addressed by the Mdwest 1SO s authority to file changes
unilaterally to the congestion nmanagenent procedures." 194/
However, our order al so accepted a requirenent that the | SO get
the prior approval of existing transm ssion owners before filing
certain types of changes in its tariff with us. 195/ Separately,
we have a pending request for clarification on this issue from
the PIM1SO 196/ Can an RTO be truly independent if it does not
192/ The Conmi ssion has previously stated that the "[a]Juthority
to act unilaterally...is a crucial element of a truly

independent ISO." 79 FERC -61,374 at 62,585 (1997).
193/ This has been protested by the New England Conference of

Public Utility Commissioners. See "Motion For Leave To

Submit Answer....," Docket Nos. OA97-237 and ER97-1079,

April 8, 1997.
194/ See Midwest ISO, 84 FERC at 62,163.
195/ 1d. at 62,151.

196/ "PJM Interconnection, LLC's Request For Clarification, Or In
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(continued. ..)

Docket No. RM9-2-000 - 128 -
have the authority to file changes in its tariff w thout the
approval of other entities such as transm ssion owners? Should
the 1SOs unilateral filing authority be limted to transm ssion
rate design and terns and conditions that directly affect access
but not to changes that would affect transmi ssion owners’ ability
to collect their overall revenue requirements? |n practice, is
this a viable distinction? |If an RTOs filed rate schedul e al so
i ncludes market design rules, should the RTO have Section 205
filing authority to nake changes in these rul es?
2. Characteristic 2: Scope and Regi onal
Configuration. The RTO nust serve an appropriate
region. The region nust be of sufficient scope
and configuration to pernit the RTOto effectively
performits required functions and to support
efficient and nondiscrinminatory power markets.
(Proposed  35.34(i)(2))

We propose that all RTO proposals filed with us identify a

region of appropriate scope and configuration. The scope and
configuration of the regions in which RTOs are to operate, and
the extent to which RTOs control the transmission facilities
within a region, will significantly affect how well they will be
able to achieve the desired regulatory, reliability, operational,
and competitive benefits. Accordingly, we set forth below what
we consider to be relevant factors that may affect the

appropriate scope and configuration for a region that an RTO will

196/ (...continued)

The Alternative, Rehearing," Docket No. OA97-261, December
27, 1997.
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serve. 197/ If the formation of RTGs is undertaken without
considering the goals that |arge regions can best achieve, it is
unlikely that RTOs will be configured to provide maxi mum
benefits. Transmi ssion owners could seek to gain strategic
advantage by the way an RTOis formed. For exanple, an RTO could
be placed to act as a toll collector on a critical corridor. 198/
Al ternatively, an RTO could propose configurations that interfere
with the formation of a larger, nore appropriately configured
RTO.
The Conmission is aware that there is likely no one "right"
configuration of regions. One particular boundary nay satisfy
one desirable RTO objective and conflict with another. The
i ndustry will continue to evolve, and the appropriate regional
configurations will likely change over time with technol ogi cal
and mar ket devel opnents. The Commission is also mindful of the
interests of individual states regarding RTO boundaries. @G ven
197/ W note that a number of parties have asked the Conmi ssion
to take the initiative to make the RTO fornati on process
nore orderly. For exanple, 11 state conmissions filed a
petition with FERC in February 1998 (which was noticed in
both the M dwest |SO proceeding and in the generic | SO
i nquiry) asking FERC to take action on the geographic
configuration of 1SCs, arguing that inappropriate borders
for 1SCs could result in reduced customer benefits, econonic
i nefficiencies, unnecessary conplication of coordinated
operations, and detrinmental inpacts on planning. However,
in our three RTO conferences, representatives of severa
ot her state conmissions expressed concern about the
Conmi ssion playing too strong a role in RTO formati on,
arguing, for exanple, that we should not define RTO
geogr aphi ¢ boundaries but should | eave this to the parties

in each area of the country to determ ne

198/ See Statenent of Ohio Conmi ssion Chairman Craig d azer, RTO
Conference (St. Louis), transcript at 85-87
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all these considerations, the Conmi ssion believes that the public
interest will best be served if we establish at the time of the
Final Rule a set of factors that encourage appropriate regi ona
configuration, without actually prescribing boundaries.
In the discussion that follows, the Conmission sets forth,
and solicits coments on, the factors that it believes are
i mportant for an appropriately configured region in which an RTO
woul d operate
a. Factors Affecting The Appropriate Scope And
Regi onal Configuration O An Acceptable
Regi on
The Conmi ssion has grouped the factors that it believes are
significant to devel oping appropriate regions into regional
configuration factors and factors for eval uati ng boundari es.
i Regi onal Configuration Factors
The Conmi ssion believes that the nost inportant
consideration in evaluating the geographic configuration of an
RTO is that such configuration pernit the RTOto performits
functions effectively. W believe that nany of the
characteristics and functions for an RTO proposed in this section
suggest that the regional configuration of a proposed RTO should
be large in scope. 199/ For exanple:
Maki ng accurate and reliable ATC deterninations: An
RTO of sufficient regional scope can make nore accurate
199/ This reiterates the conclusion we reached in the el even | SO
principles in Order No. 888, where we stated that "[t] he
portion of the transm ssion grid operated by a single I SO

shoul d be as large as possible." Oder No. 888, FERC Stats.
& Regs. at 31,731

Docket No. RM9-2-000 - 131 -

determ nati ons of ATC across a larger portion of the
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grid using consistent assunptions and criteria.
Resol ving | oop flow issues: An RTO of sufficient
regi onal scope would internalize |oop flow and address
| oop flow problems over a larger region
Managi ng transm ssion congestion: A single
transni ssion operator over a |large area can nore
effectively prevent and nmanage transm ssion congestion
O fering transm ssion service at non-pancaked rates:
Conpetitive benefits result fromelinnating pancaked
transmi ssion rates within the broadest possible energy
tradi ng area.
Operations: A single OASIS operator over an area of
sufficient regional scope will better allocate scarcity
as regional transm ssion demand is assessed; pronote
sinplicity and "one-stop shopping" by reserving and
schedul i ng transmi ssion use over a |larger area; and
| ower costs by reducing the nunber of OASIS sites.
Pl anni ng and coordi nating transni ssion expansion:
Necessary transm ssion expansi on woul d be nore
efficient when planned and coordi nated over a | arger
region.
The Conmi ssion recogni zes, however, that there nay be other
factors that linmt how large a region may be, for exanple, the
requi rement that an RTO be the grid operator. There may be a

limtation on how many facilities or transactions can be reliably

Docket No. RMD9-2-000 - 132 -
overseen by a single operator, inposed either by hardware design
or costs, or inmposed by human limtations to process the required
anmount of information.

The Conmission is not proposing that the RTO nust be a
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control area operator, although four of the five | SCs approved so
far by the Conmission are each a single control area. 200/ |If
those form ng an RTO decide that the RTO should be a control area
operator, this too may limt the RTOs size. However, contro
area functions might be perforned over a |arge area by a master-
satellite (or other hierarchical) structure. The Conmi ssion
solicits conments on the technical limtations or cost
limtations on how large an RTO can be if it is to have contro
area responsibilities.

The difficulty and cost of transferring operational control
over many transm ssion systens to one RTO may al so affect
regi onal configuration. The |larger the number of transm ssion
systens, the nore conplex the task may be and the |onger it nay
take to acconplish. The Conmi ssion solicits comments on how the
nunber of transnission systens to be combined woul d affect the
cost and time required to forman RTO

Athird factor that may linmit size is rate treatnment. As
regi ons get larger and involve nore existing owners of
transm ssion, reaching consensus on an appropriate transm ssion

rate design for the region may prove challenging. Al so, a

200/ The M dwest ISO is the only Conmi ssion-approved | SO that has
not proposed a single control area.

Docket No. RM9-2-000 - 133 -
uni formtransm ssion rate treatnment which averages the costs of
existing transm ssion assets across the region could subject sone
RTO participants to higher transm ssion rates. Mreover, sharing
the costs of future transmi ssion inprovenents may raise issues
regardi ng whether the transm ssion inprovenents provide benefits

to the entire region and who should pay those costs. These
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i ssues are discussed further below with respect to cost shifting
concer ns.

Are there other factors that nay limt the geographic scope
of an RTO? The Conmi ssion solicits coments on this issue.

ii. Factors for Evaluating Boundaries

In addition to the factors affecting the size of a region,
other factors may affect the |ocation of regional boundaries.
The Conmi ssion believes that RTO boundaries should be drawn so as
to facilitate and optinize the conpetitive, reliability,
efficiency, and other benefits that RTCs are intended to achieve,
as well as to avoid unnecessary disruption to existing
institutions. The Conmi ssion proposes below a list of factors it
woul d consider in evaluating the configuration for a proposed
RTO.  Various factors may indicate different configurations, and
assessing the appropriateness of a region’'s configuration wll
require a bal ancing of factors.

Gven this qualification, the Comm ssion proposes that the
followi ng factors should be considered in evaluating an RTO s

boundari es:

Docket No. RMI9-2-000 - 134 -

Facilitate perform ng essential RTO functions and achi evi ng
RTO goal s, as discussed el sewhere in this proposed rule: The
regi ons should be configured so that an RTO operating therein can
ensure non-di scrimnation and enhance efficiency in the provision
of transm ssion and ancillary services, naintain and enhance
reliability, encourage conpetitive energy markets, pronote
overall operating efficiency, and facilitate efficient expansion
of the transmission grid. For exanple, we understand that there

have been instances where transm ssion systemreliability was
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j eopardi zed due to the |ack of adequate real-tinme conmunication
bet ween separate transm ssion operators in tinmes of system
enmergencies. To the extent possible, RTO boundaries should
enconpass areas for which real-tine communication is critical
and unified operation is preferred

Recogni ze trading patterns: Gven that a goal of this
initiative is to promote conpetition in electricity markets,
regi ons should be configured so as to recognize tradi ng patterns,
and be capabl e of supporting trade over a |large area, and not
per petuate unnecessary barriers between energy buyers and
sellers. There nay exi st today sonme infrastructure or
institutional barriers inhibiting trade between regions that
could be mtigated economcally. It would be desirable that RTO
boundari es not perpetuate these barriers.

Not facilitate the exercise of market power. VWhile the
i ndustry should work toward a goal of virtually seam ess trade

between RTGs, it may be that initially a significant amount of

Docket No. RM9-2-000 - 135 -
trade may be contained within RTGs. Thus, it is inportant to
avoid creating an RTO region that is dominated by a only a few
buyers or sellers of energy, or a region where an RTO of
i nappropriate scope and configuration can exercise transm ssion
mar ket power by acting as an unnecessary toll collector on a
critical corridor

Enconpass existing control areas: Existing control areas
have established systens for |oad balancing within their area
Most existing control areas are relatively small. For the sake
of efficiency, it may be advisable not to divide them However,
the affected parties would not be precluded from proposing to

divide control areas if they found it otherw se advant ageous.
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Enconpass existing regional transm ssion entities: Because
existing | SCs, and any other regional transm ssion entities we
may hereafter approve, already integrate transm ssion systens, it
may not be efficient to divide theminto different regions. This
is not to say, however, that RTO boundaries nmust coincide with
exi sting regional transmission entities. An appropriate region
may well be larger, and there may be circunstances that support
conmbi ni ng or reconfiguring existing entities.

Enconpass one contiguous geographic area: The conpetitive,
efficiency, reliability, and other benefits of RTOs can be best
achieved if there is one transm ssion operator in a region. To
be npst effective, that operator should have control over al
transm ssion facilities within a | arge geographic area, including

the transm ssion facilities of non-public utility entities. This

Docket No. RMB9-2-000 - 136 -
consi deration could preclude a noncontiguous region, or a region
with "holes."

Enconpass a highly interconnected portion of the grid: To
pronmote reliability and efficiency, portions of the transm ssion
grid that are highly integrated and interdependent should not be
divided into separate RTCs. One RTO operating the integrated
facilities can better nanage the grid. This is not to say,
however, that every weak interconnection bel ongs on a regional
boundary. Where a weak interface is frequently constrained and
acts as a barrier to trade, it may be appropriate to place that
interface within an RTOregion. It may be nore difficult to
expand a weak interface on the boundary between two regions; this
may act as a barrier to trade between the two regions. The

Conmm ssi on wel cones comments on the relative nerits of
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internalizing constraints within a region versus having
constraints act as natural boundaries between regions.

Take into account existing regional boundaries (e.g. North
Anmerican Electric Reliability Council (NERC) regions) to the
extent consistent with the Conm ssion’'s goals for RTGs: An RTO s
configuration should, to the extent possible, not disrupt
exi sting useful institutions. The Conmi ssion recognizes that
utilities have been working together regionally in different
contexts for some tinme. There is value in keeping together
parties that have been working together.

Take into account international boundaries: The Conmi ssion

recogni zes that natural transm ssion boundaries do not

Docket No. RMD9-2-000 - 137 -
necessarily coincide with international boundaries. |ndeed, a
| arge part of Canada’s transm ssion system and a snall part of
Mexi co’s, is interconnected on a synchronous basis with that of
the U.S. Accordingly, an appropriate region need not stop at the
i nternational boundary. However, this Conmi ssion does not have
and does not seek, jurisdiction over the facilities in a foreign
country. We will ask our international neighbors to participate
i n di scussion of these issues. Perhaps what may be thought of as
a "dotted line" boundary at the international border could be
used to indicate that a natural transm ssion region does not
necessarily stop at the border, while this Conm ssion's
jurisdiction does.

The Conmi ssion seeks comrents on the appropriateness of
these factors to determ ne an appropriate configuration for the
regions in which RTGs woul d operate, and al so asks if any
addi tional factors nay be appropriate.

b. Pot enti al Geographi c Configurations
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Any nunber of RTO configurations could be appropriate
regions. One approach to establishing RTOregions is to use
exi sting configurations. These include the three electric
i nterconnections within the continental United States, the ten
NERC reliability councils, and the twenty-three NERC security
coordi nator areas. (See Appendix Cto this NOPR for depictions
of these configurations 201/). These configurations are offered
201/ WWhile the maps in Appendix C accurately depict the existing

configurations extending into Canada, this is not intended
(continued. ..)

Docket No. RM9-2-000 - 138 -
only for the purposes of having three exanples for assessing how
wel | sel ected regions can satisfy the mnimum RTO characteristics
and functions and for focusing comenters on the trade-offs
i nvol ved in determining an RTO configuration. The Conmi ssion has
not concluded that the exanple sets of boundaries are acceptable
configurations. The Conm ssion seeks coments on how well the
regi ons served by existing institutions would satisfy the factors
enunci at ed above, and specifically how well they would be able to
satisfy the mini num RTO characteristics and functions outlined in
this section, and the advantages and di sadvantages of these three
exanpl es. The Commi ssion al so wel cones presentation and
eval uation of other methods to define appropriate regions.

C. Control of Facilities within a Region

In addition to the scope and configuration of the region,
effective perfornmance also requires that nost or all of the
transnmission facilities in a region be included in the RTO  Any
RTO proposal filed with us should plan to operate al
transnmission facilities within its proposed region. W

recogni ze, however, that there nay be cases where the proponents
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of an RTO may not be able to obtain agreement by all transn ssion
owners within a region of appropriate scope and configuration to
transfer operating control of their facilities to the RTO This
may occur, for exanple, because certain facilities nmay be owned
by governnental entities that have restrictions on transfer of
201/ (...continued)

to suggest that our jurisdiction under this proposed rule
reaches there.

Docket No. RM9-2-000 - 139 -
control that may require tine to resolve. W do not believe that
it would be desirable to deny RTO status or delay RTO start-up
where the transm ssion owners representing a significant portion
of the facilities within a region are ready to nove forward,
while a few others are not. On the other hand, we do not believe
it would be desirable to approve an RTO proposal for a proposed
region if the proponents represent only a small portion of the
facilities in that region

W therefore propose to accept as RTGCs only those proposals
for which a region of appropriate scope and configuration is
identified and the proponents represent a sufficient portion of
the transmssion facilities within the identified region. \Were
the proponents do not represent all the facilities within a
region, they should identify the reasons why all facilities are
not represented, any efforts that will be made to eventually
include all facilities, and any interimarrangenents that could
be nmade with the non-represented facility owners to nmaxim ze
coordination within the region

W solicit comments on how best to bal ance our goal of
having RTGs in place that operate all transmission facilities

within an appropriately sized and configured regi on agai nst the
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reality that there may be difficulties in obtaining 100 percent
participation in all regions in the near term Should we deny
RTO status for any proposal that does not include all

transm ssion facilities within an appropriate region? If we do

not deny RTO status for less than 100 percent participation, is

Docket No. RM9-2-000 - 140 -
there sone guideline that we should use for determnining when the
proponents represent an appropriate "critical mass" for the
region? Should we require that the RTO at | east negotiate
certain agreements with any non-participants within its region to
ensure maxi mum coordi nation? |f so, what should be the terms of
such agreements?

Finally, we seek comment on the question of how nuch
deference, if any, we should give to the proposed scope and
regional configuration of a proposed RTO How readily, if at
all, after balancing all appropriate factors, should the
Conmi ssion be willing to substitute its vision of an appropriate
RTO configuration for that of its proponents? To what extent
shoul d the Conmi ssion take into account the degree of support in
assessing a proposed RTO configuration? Should approval or
di sapproval by affected state comm ssions of the scope or
configuration of a proposed RTO affect the | evel of deference the
Commi ssi on should afford such a proposal ?

3. Characteristic 3: Operational Authority. The RTO
must have operational responsibility for al

transm ssion facilities under its control. 202/
(Proposed  35.34(i)(3))

a. The Regional Transmission Organization may
choose to directly operate facilities (direct
control), delegate certain tasks to other
entities (functional control) or use a
combination of the two approaches.
(Proposed  35.34(i)(3)(i))
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202/ Transnission facilities will be distinguished fromlocal
distribution facilities using the criteria that were

established in Order No. 888. Oder
and Regs. - 31,036 at 31,770-71.

Docket No. RM99-2-000 -141 -

Operational control raises two basic questions: What
functions should be performed by an RTO? How should an RTO
perform the functions that it has reserved for itself? With
respect to the first question, there is a concern that some
splits of functions between an RTO that is an ISO and existing
control area operators could compromise reliability and allow the
control area operators to continue to favor their own power
marketing efforts. 203/

One solution would be for all RTOs to operate a single
control area. We have decided not to propose this as a
requirement or two reasons. First, the recent experience with

the California ISO suggests that the cost of investing in new

No. 888, FERC Stats.

control centers and telecommunications systems and developing new

operating systems can be very high. 204/ Second, there is some
uncertainty as to whether it is technically feasible to establish
a single traditional control area over a large geographic area.

In light of these considerations, we do not propose to require

that an RTO must operate a single control area. However, the RTO

203/ Midwest ISO, 84 FERC at 62,156-60, 62,181.

204/ A recent report commissioned by the California 1SO found
that the higher costs of the California 1ISO relative to
other ISOs could be explained, in part, by the decisions "to

build a privately dedicated communications network, to have

a hot standby backup center half a state away, to not rely
on existing infrastructure more than necessary, to attempt
full functionality on day one, to accomplish the job in

about one year..." See "A Comparative Analysis Of Operating
Independent System Operators In The United States," prepared
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by James H Caldwell Jr. (TGAL, Inc.) For the California
| SO, Cctober 15, 1998, at 13.

Docket No. RM9-2-000 - 142 -
nmust have ultimate responsibility for providing non-
di scrimnatory transnission service for all market participants
and for ensuring the short-termreliability of the grid. 205/ W
propose to give an RTO considerable flexibility in deciding on
the particular division of operational responsibilities with
existing control areas that will allowit to achieve this
out cone.
W will also grant an RTO considerable flexibility in
deci di ng how best to performthe functions that it has reserved
for itself. The RTO may choose to operate the grid through
direct physical operation by RTO enpl oyees, contractual
agreenents with other entities (e.g., transm ssion owners and
control area operators) or conbinations of the twd. For exanple,
an RTO coul d | ease sonme control equi pnent fromthe owners of
existing control centers or convert some enployees at these
control centers into RTO enpl oyees. O alternatively, the RTO
coul d establish a system of hierarchical control in which it
operates a master control center and existing control centers
become satellites of the RTO control center for certain specified
functions. 206/ Under this arrangenent, the personnel of the
205/ In our order approving the Mdwest | SO we stated that our
approval of the |1SO was based on the applicants’ commitnment
that the 1SO woul d be able to "take all actions necessary to
provi de nondi scrim natory transm ssion service, pronote and
maintain reliability." Mdwest |1SO 84 FERC at 62, 159
206/ See, e.g., Marija Ilic and Shell Liu, Hierarchical Power
System Control: Its Value in a Changing Industry, Springer-
Verlag, 1996. It appears that certain types of hierarchica

arrangenments have operated successfully in the PIJM and
(continued. . .)
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Docket No. RMD9-2-000 - 143 -
exi sting control centers mght becone enpl oyees of the RTO or
remai n as enpl oyees of the control center owner but supervised by
RTO personnel. We will leave it to the discretion of the RTOto
deci de on the conbination of direct and functional control that
wor ks best for its circumstances. 207/ CQur only requirement is
that the system of operational control chosen by the RTO nust
ensure reliable operation of the grid and non-discrim natory
access to the grid by all market participants. 1In addition, to
ensure that the RTO does not becone | ocked into an operationa
systemthat is unsatisfactory, the Conmission will require an RTO
to prepare a public report that assesses the efficacy of its
operational arrangements no later than two years after it begins
oper ati ons.

The Conmi ssion requests comenters to address the foll ow ng
guestions. What has been the experience of existing tight power
pools with master-satellite and hierarchical forns of control?
Was there a need to nodify these operational arrangenents when
the pool was replaced by an | SO? Qutside of tight power pools,
has the functional unbundling requirenent in Order No. 888 led to
any divisions of previously integrated internal operational
systenms? |f so, have these new divisions of operationa

responsibilities created any reliability problens?

206/ (...continued)
NEPOOL pool s for nany years.

207/ This topic is also addressed in our discussion of the RTOs

role as a provider of ancillary services. See the discussion
of Function 4.
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Docket No. RM9-2-000 - 144 -
b. The RTO nust be the security coordinator for
the transnmission facilities that it controls.
(Proposed  35.34(i)(3)(ii))
The Commission will also require that any qualifying RTO be
the NERC approved security coordinator for its region. A
security coordinator is a new type of grid entity that typically
coordinates reliability between multiple control areas across a
region. It has been promoted by NERC since 1995 to improve
coordination and communication across control areas. At present,
there are more than 20 security coordinators. 208/
Up to now, the job of a security coordinator has been to
anticipate reliability problems and to take actions to correct
these problems if they arise. Among the key functions of a
security coordinator are to: (1) perform load-flow and stability
studies of the transmission system to identify and address
security problems; (2) exchange necessary security information
with control area operators, ISOs and regional reliability
councils; (3) monitor real-time operating characteristics (e.g.,
availability of operating reserves, interchange schedules, system
frequency, actual flows versus limits, generation capacity

deficiencies) that could affect reliability; (4) take appropriate

208/ See NERC, Operating Policy 9--Security Coordinator
Procedures. The current version of this document is
available on the NERC website at
http://www.nerc.com/~oc/opermanl.html. See also, NERC TLR
Order, 85 FERC - 61,353 at 62,360-62.

Docket No. RM99-2-000 - 145 -

action including, if necessary, the shedding of load in the event
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of areliability problem 209/

In our Mdwest |1SO order, we required that the proposed | SO
nmust be the security coordinator for its region. Cur
justification for this requirenent was that:

This role [the role of a security coordinator] is central to
maintaining grid reliability and non-discrinmnatory access.
Under proposed NERC policies, security coordinators woul d be
required to anticipate problens that could jeopardize the
reliability of the interconnected grid. |In the course of
perform ng these reliability functions, the Security
Coor di nator woul d recei ve considerable information which is
comercially sensitive. Therefore, it is inportant that the
proposed M dwest |SO Security Coordi nator be perforned by an
entity that is independent of nmarket participants.

The sanme logic applies to any RTO proposal. Therefore, we wll
require that a qualifying RTO nust be the security coordinator
for its region. 210/

4. Characteristic 4: Short-termReliability. The
RTO nust have exclusive authority for naintaining
the short-termreliability of the grid that it
operates. (Proposed 35.34(i)(4))

a. The RTO must have exclusive authority for
receiving, confirming and implementing all
interchange schedules. (Proposed
35.34(i)(4)(i))

209/ Midwest ISO, 84 FERC at 62,155-56.

210/ We note that this was also the conclusion of the blue-ribbon
Electric Reliability Panel of NERC. In its final report,
the panel concluded that "it is essential that the security
coordinators perform their functions independent of any
market influences." The panel recommended that security
coordinators should be "structured as independent entities,
or their role subsumed into independent system operator-type
organizations." NERC, Electric Reliability Panel, "Reliable
Power: Renewing the North American Electric Reliability
Oversight System," December 1997, at 35.

Docket No. RM99-2-000 - 146 -
Historically, interchange schedules have referred to the
scheduling actions between adjacent control areas. These

schedules could be triggered by the sale or exchange of
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electricity or the wheeling of electricity between the two
control areas. The first type of action, the sale or exchange of
electricity between control areas, usually has not been
acconpani ed by a separate transm ssion transaction. |Instead, the
transm ssion service was inplicit in the overall transaction and,
therefore, its cost was not quoted separately. Wth the growth
of unbundl ed transm ssion service, triggered in part by our Order
No. 888 requirenments, bundled interchange transactions wl |
beconme rarer. This means that in the future, interchange
schedul es will generally be acconpani ed by, and coincide with,
transm ssi on schedul es.

We are proposing that an RTO "must receive and eval uate al
requests for transm ssion service under its own FERC approved
tariff." 211/ |1f the RTO operates a control area, this inplies
that the RTOw Il also be receiving, confirmng and inplenmenting
i nt erchange schedules. Therefore, the three actions should go
hand-i n-hand for an RTO that operates a control area. However,
this may not be the case for RTGs that do not operate contro
areas. As we stated in our Mdwest |SO order, our basic concern
is that non-RTO control area operators who are al so conpetitors

in power markets nay be "able to know their conpetitors

211/ See the discussion of Function 1 (Tariff Administration and
Design), infra.

Docket No. RM9-2-000 - 147 -
schedul es or transactions..." 212/ |If this is true, such
knowl edge woul d give the control area operators an unfair
conpetitive advantage. The Conmi ssion directed the 1SOto
monitor for this potential problemand report to us immediately

if the problemarises. W recognize, however, that it nmay be
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difficult to detect this discrimnation. In addition to our
current code of conduct standards, are there any actions that the
Commi ssi on should require to reduce the likelihood of this
probl emthat do not require the consolidation of all existing
control areas within the region? Is it feasible for a non-RTO
control area operator, operating within an RTO region, to perform
its functions w thout having access to commercially sensitive
information involving its conpetitors? For exanple, could an RTO
provi de control area operators with information about schedul ed
net interchanges between control areas w thout disclosing the
i ndi vidual transactions naking up the new interchanges? 213/
b. The RTO nust have the right to order

redi spatch of any generator connected to

transmssion facilities it operates if

necessary for the reliable operation of these

facilities. (Proposed 35.34(i)(4)(ii))

As we have stated before, the dividing line "between

transmission control and generation control is not always clear

because both sets of functions are ultimately required for

212/ See Midwest ISO, 84 FERC at 62,154-55.

213/ See Id. at 62,160.

Docket No. RM99-2-000 - 148 -
reliable operation of the overall system." 214/ The entity that
controls the transmission system must have some degree of control
over some generation. 215/ In general, we do not think that this
authority should extend to initial unit commitment and dispatch
decisions of generators. However, the Commission believes that
it is necessary and appropriate that the RTO have authority to

order redispatch of any generating unit when necessary for the
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reliability of the grid.

C. When the RTO operates transmission facilities
owned by other entities, the RTO nust have
authority to approve and di sapprove all
requests for schedul ed out ages of
transm ssion facilities to ensure that the
out ages can be accommpdated within
established reliability standards. (Proposed

35.34(i)(4)(iii))

Control over transmission maintenance is a necessary RTO
function because planned and unplanned outages of individual
transmission facilities affect the overall transfer capability of
the grid. If a facility is removed from service for any reason,
the power flows on all regional facilities are affected. These
shifting power flows may cause other facilities to become
overloaded, and so adversely affect system reliability. The

availability or unavailability of specific transmission

214/ 1d. at 62,151.

215/ This seems to be generally recognized in the industry. For
example, the participants in the Midwest ISO proposed that
the ISO "will possess authority over generation to the

extent that generation affects transmission." See ER98-
1438-000, Applicants' Response at 3.

Docket No. RM99-2-000 - 149 -
facilities can also have major effects on electricity market
prices. 216/

Under this proposed requirement, the RTO would determine
whether the proposed maintenance of transmission facilities could
be accommodated within established state, regional and national
reliability standards. The RTO's regional perspective will allow
it to coordinate individual maintenance schedules with each other
as well as with expected seasonal system demand variations.

Since the RTO will have access to extensive information, it will
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see the "big picture" and be able to nake nore accurate
assessments of the reliability effect of proposed mai ntenance
schedul es than individual, sub-regional transm ssion owners.

If the RTOis a transm ssion conpany that owns and operates
transm ssion facilities, these assessments would be an interna
conpany matter. |If the RTOis an I1SO, it would need to review
transni ssi on requests nade by various transm ssion owners (TOs)
of its region. 217/ In this latter case, we would expect the RTO
to: receive requests for authorization of preferred maintenance
out age schedul es; review and test these schedul es agai nst

reliability criteria;, approve specific requests for schedul ed

216/ See "Staff Report to the FERC on the Causes of Whol esal e
El ectric Pricing Abnormalities in the Mdwest During June
1998, " Septenber 22, 1998, at 4-3.

217/ Since sone of these transm ssion owners nay al so own
generation, they may have an incentive to schedul e
transmi ssion maintenance at tinmes that woul d increase the
prices received fromtheir power sales. A transm ssion
conpany, not affiliated with any generators, would not have
t hese sane incentives.

Docket No. RM9-2-000 - 150 -
out ages; require changes to mai ntenance schedul es when they fai
to neet reliability standards; and update and publish nmaintenance
schedul es on a regul ar basis.

The Conmi ssion requests comenters to address a nunber of
questions related to this proposed requirenent. Does it cede too
much or too little authority to the RTO? |If the RTOrequires a
transni ssi on owner to reschedule its planned maintenance, shoul d
the transm ssion owner be conpensated for any costs created by
the required rescheduling? Wuld it be feasible to create a
mar ket mechani smto induce transmi ssion owners to plan their

mai nt enance so as to mnimze reliability effects? Should an RTO
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that is an | SO have any authority to require rescheduling of
mai ntenance if it anticipates that the planned naintenance
schedul e will adversely affect power nmarkets? |If the RTOis a
transco, can it manipulate its transm ssion maintenance schedul es
in a manner that harms conpetition?

The proposed requirement does not give the RTO any
authority over proposed generation numintenance schedul es.
However, in our order approving the Mdwest | SO we observed that
"the dividing |line between transm ssion control and generation
control is not always clear because both sets of functions are
ultimately required for reliable operation of the overal
system" 218/ Should the RTO have sone authority over generation

mai nt enance schedul es? |f so, how nuch authority should it have?

218/ M dwest |SO 84 FERC at 62, 180

Docket No. RM9-2-000 - 151 -

W al so anticipate that the RTOw Il need to establish
performance standards for transmission facilities under its
direct or contractual control. Such standards coul d take the
formof targets for planned and unpl anned outages. The rationale
for this requirement is that two transmi ssion owners shoul d not
recei ve equal conpensation if one owner operates a reliable
transnmission facility while the other operates an unreliable
facility. For RTGs that are transcos, we would anticipate that
such quality standards would be inplicit or explicit in any
performance based regul atory proposal. 219/ 1Is it possible for a
non-profit 1SOto establish simlar incentive schenes for the
transni ssi on owners whose facilities it operates?

Facility ratings. It is widely recognized that reliable
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operation of the transmi ssion systemin the short-termrequires
both continuous nonitoring of equi pment availability and | oadi ng,
and actions to maintain loading |levels within the established
operating ranges and equi pnent ratings. |If a transmi ssion |ine
or other facility becomes overl oaded or experiences a forced
outage, the short-termreliability of the power system may be
threatened. Therefore, we anticipate that the RTOw ||l need to

noni tor equi pnent availability and | oading so that it can

219/ W note that the National Gid Conpany in England and \Wal es
reports annually on quality of service in certain dinensions
(systemavailability, interconnector availability, system
security and quality of supply) to the Director General of
Electricity Supply. See National Gid Conpany "Report to
the Director Ceneral of Electricity Supply, Financial Year
1997-98." A copy of this report will be placed in the
public record.

Docket No. RMB9-2-000 - 152 -
determ ne which control actions or redispatch options are
necessary. The options open to the RTO for ensuring short-term
reliability, such as direct control of transmission facilities,
initiating transm ssion |oading relief procedures or pursuing
redi spatch options and bids, are discussed in other sections.

To deterni ne whether existing or schedul ed power flows wll
threaten short-termsystemreliability, flow |evels nust be
conpared to ratings established in power flowreliability
studies. The entity that establishes these ratings and operating
ranges will have a major influence on the reliable operation of
the power system Its determinations will not only affect system
reliability but also ATC. The Commi ssion believes that RTGs are
best situated to establish ratings and operating ranges for two
reasons. First, they will have the nost conplete information

about expected and real -tine operating conditions. Second, RTGCs
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will be trusted since they will be independent in two ways: they
will not have any economic interests in electricity narket
outcones and they will not be owned or controlled by any market
partici pants.

The Conmi ssion recognizes that an RTO that is an | SO nay
initially need to rely upon existing values for equipnment ratings
and operating ranges so as not to disrupt reliable system
operation. The RTOw |l then have the ongoing task of validating
and updating these existing values, focusing initially on those
identified as critical to the devel opnent of a conpetitive

electricity market.

Docket No. RM9-2-000 - 153 -

The Conmi ssi on understands that transmni ssion owners may be
concerned that changes in existing equi pment ratings may lead to
probl ens of equi pment safety and possi bl e danage. These concerns
coul d trigger disputes over the val ues established by the RTO
We propose that if there is a dispute over values established for
equi pnent ratings, the RTO values will prevail until the outcone
of the dispute resolution process. It is the intent of the
Commi ssion to pronbte RTGs that have the expertise and personne

capabl e of determ ning both equi pnent ratings and operating

ranges necessary to maintain systemreliability. |In addition,
since RTGs will be independent of all stakeholders in the
electricity market, they will not have an incentive to distort

the operation of electricity nmarkets by mani pul ati ng equi prent
ratings and reliability assunptions. And nost significantly,
since the RTOis ultimately responsible for systemreliability,
it will be careful not to harm system equi pment. Therefore, to

avoi d an inpasse over equi pnent ratings that are determ ned by
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one market participant and contested by a second, we believe that
the RTO s val ues should prevail when there is disagreenent, until
resolution is reached through an ADR process approved by the
Conmi ssi on. 220/

The Conmi ssion asks conmenters to address the foll ow ng
issues. Gven that an RTO has responsibility for system

reliability, what should be the extent of its liability for its

220/ This is the same policy that we adopted in approving the
M dwest 1SO.  See Mdwest |1SO 84 FERC at 62, 165- 66.

Docket No. RM9-2-000 - 154 -
actions? Wuld this differ depending on whether the RTO owns the
facilities?

d. If the RTO operates under reliability
standards established by another entity
(e.g., aregional reliability council), the
RTO must report to the Commi ssion if these
standards hinder it from providing reliable,
non-di scrimnatory and efficiently priced
transmission service. (Proposed
35.30(i)(4)(iv))

RTOs may be new organizations. However, they will be

sharing some of their responsibilities with existing

organizations. For example, the New England ISO shares its
responsibilities with the NEPOOL RTG. 221/ The New York ISO
shares its reliability responsibilities with the New York State
Reliability Council. We anticipate that, in the near future,

RTOs will be implementing reliability standards that are
established by a separate regional reliability council. 222/ We
believe this is necessary to maintain the reliable operation of
the grid, but it also raises concerns because almost every
reliability standard will have a commercial consequence, and

regional or sub-regional reliability groups may not be as
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221/ Commi ssi oner Mal achowski, representing the New Engl and
Conference of Public Uility Conm ssions (NECPUC), stated
that the current sharing of power between the New Engl and
| SO and NEPOCL is unsatisfactory. He said that the New
Engl and conmi ssi ons believe that nore decision making
authority nust be transferred to the 1SO As a specific
exanpl e, he mentioned the need for the SO to have nore
direct authority over narket design. RTO Conference
(Washington, D.C.), transcript at 123.

222/ In Order 888, we required that any |SO should "conply with
the applicabl e standards set by NERC and the regional
reliability council." (1SO Principle No. 4)

Docket No. RM9-2-000 - 155 -
i ndependent of market participants as RTGCs. 223/ As a
consequence, an RTO could be required to inplement a reliability
standard that may favor the commercial interests of certain types
of market participants when an equally effective, but nore
comercially neutral, variant of the standard might be feasible.
Therefore, it is inportant that the RTO notify us imediately if
i mpl enentation of externally established reliability standards
will prevent it fromneeting its obligation to provide reliable,
non-di scrim natory transni ssion service.
M ni mrum Functi ons
1. Function 1: Tariff Administration and Design. The
RTO nust administer its own transmission tariff
and enploy a transm ssion pricing systemthat wll
pronote efficient use and expansi on of
transm ssion and generation facilities. (Proposed
35.30())(2))
The pro forma open access transmission tariff that
accompanied Order No. 888's functional unbundling is based on a
traditional approach to transmission service: it relies on
embedded cost ratemaking, contract path scheduling and physical
rights to service. We recognized that it did not break new

ground on transmission pricing because it was based "on the

practices and procedures"” that were traditionally used by public
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223/ See Central Hudson, 83 FERC at 62,411 for a discussion of
our concerns about the relationship between the New York | SO
and the New York State Reliability Council. |In this
instance, we were willing to accept the fact that the NYSRC
will establish rules that the |1 SO woul d i npl erent because
any new rule or revisions to existing rules would be
"subj ect to i medi ate suspension by the NYSRC if requested
to do so by the New York ISO" Id

Docket No. RMD9-2-000 - 156 -
utilities that owned transnission facilities. |Instead, the focus
of the pro forma tariff is on the non-price terms and conditions
of transm ssion service needed to get non-discrinminatory
transmi ssion service. Qur intent was to "initiate open access"
for individual transmission providers. W stated that our

i ssuance of the pro forna tariff was not intended to signal
a preference for contract path/enbedded cost pricing for the
future." 224/ In the Capacity Reservation Tariff (CRT) NOPR that
was i ssued at the same tinme, we enphasized that: "...the

Commi ssion is not conmitted to traditional tariff design." 225/
Since the issuance of Order No. 888, the Conmi ssion has

encour aged transni ssion providers to come forward with other open
access transmission tariffs that they believe have pricing

provi sions that are equal or superior to the nandated tariff that
was part of the Order No. 888 initiative.

To date, the nost significant innovations in transn ssion
access and pricing have been brought to us by ISCs. This is not
surprising. Gven the interconnectedness of the grid, it is
necessary to introduce regional pricing innovations through sone
ki nd of regional organization. This cannot be done by individua
transni ssion providers acting alone. W anticipated that
regi onal organi zati ons would be the likely innovators in our

Transni ssion Pricing Policy Statenent. Anong the innovations
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that have been proposed since the issuance of Order No. 888 are:

224/ Order No. 888, FERC Stats. & Regs. at 31, 666-67.
225/ CRT NOPR, FERC Statutes and Regul ations at 33,228 (1996).

Docket No. RM9-2-000 - 157 -
| ocational pricing; fixed transnmission rights (FTRs) and
transni ssi on congestion contracts (TCCs) that give defined
financial rights to grid users (i.e., financial rather than
physical rights to the grid); and explicit narket-based pricing
of congestion and ancillary services. 226/ |In al nost every
i nstance, we have approved these proposals because they offer the
promi se of promoting overall operating efficiency and encouragi ng
fair, open and conpetitive energy narkets.

Therefore, we take this opportunity to reaffirmthe
i mportance of such reformby establishing it as an explicit
obligation for qualifying RTGs. The wording of this requirenent
is general and this is intentional. The Conmi ssion believes that
RTGs are in the best position at this tinme to devel op i nnovative
transm ssion access and pricing reginmes that will pronote
conpetition and neet the needs of their region. The Comm ssion
invites conmenters to address whether nore specific guidance is
required.

In carrying out Function 1, the RTO nust satisfy each
standard di scussed bel ow, or denonstrate that an alternative
proposal is consistent with or superior to satisfying the

st andar d.

226/ See, e.g., Pacific Gas & Electric, 81 FERC - 61,122 (1997),
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Central Hudson, 83 FERC - 61,352 (1998), NEPOOL, 85 FERC -

61,242 (1998); PIM, 81 FERC - 61,257 (1997).

Docket No. RM99-2-000 - 158 -

a. The Regional Transmission Organization must
be the only provider of transmission service
over the facilities under its control, and
must be the sole administrator of its own
Commission-approved open access transmission
tariff. The Regional Transmission
Organization must have the sole authority to
receive, evaluate, and approve or deny all
requests for transmission service. The
Regional Transmission Organization must have
the authority to review and approve requests
for new interconnections. 227/ (Proposed

35.30()(1)())

The rationale for this standard is straightforward. The RTO
cannot ensure nondiscriminatory transmission service to all
market participants unless it is the sole provider of
transmission service over facilities that it owns or controls.

If it is to be an effective "provider", it must be the only

entity that receives, evaluates and approves or denies requests
for transmission service. However, it cannot make informed
decisions unless it has accurate and unbiased information about
pending transmission requests and current system conditions.
This, in turn, implies that in addition to being the transmission
service provider, the RTO must be the operator of the OASIS site
as well as the regional security coordinator (see the discussion
of function 5 and characteristic 3).

An organization like an independent scheduling administrator
that simply monitors the scheduling decisions of current
transmission owners and offers dispute resolution services in
case of a dispute would not qualify as an RTO. Similarly, a

227/ The Commission, of course, retains ultimate authority to

order transmission services and interconnections pursuant to
the FPA.

http://cips.ferc.fed.us Q\CIPS\RULES\RM\RM99-2.00C. TXT

5/24/99 9:47 AM



http://cips.ferc.fed.us Q\CIPS\RULES\RM\RM99-2.00C. TXT

Docket No. RM9-2-000 - 159 -
transm ssion organi zation that offers service under another
entity's tariff would not neet this standard.

An RTO s obligation to provide nondiscrimnatory
transm ssion service is not limted just to existing users. It
is inportant that the RTO ensures nondiscrimnatory access to
transm ssion service for new entrants such as new generators.
This requires that the RTO rather than existing transm ssion
owners, have the authority to review and approve requests for
i nterconnections. The Conmi ssion believes that the RTO cannot be
an effective provider of transm ssion service if it |lacks the
authority to ensure that new custonmers are interconnected to the
grid. This standard should be relatively easy to inplenent for
an RTO that owns transmission facilities. However, it may be
nore difficult for an RTO that does not own transm ssion
facilities because actual physical construction of the
i nterconnection facilities will usually be nmade by an existing
transm ssi on owner who may al so be a conpetitor of the new
generator. Therefore, the Conm ssion invites comments on how
this standard can be nade effective for RTGCs that are 1SCs. Are
there |l essons to be |l earned fromthe experience of qualifying
facilities (QFs) under PURPA in getting interconnections to the
grid that would be applicable to | SOs? Should this standard be
expanded to give the RTO the authority to review and approve al
new i nterconnections (e.g., to connect new generators, to inprove

reliability, to increase trading opportunities with neighboring

Docket No. RM9-2-000 - 160 -
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regions) or all transm ssion investnments above some threshold
dol | ar amount ?
b. The RTO tariff nmust not result in
transm ssion custonmers paying nultiple access
charges to recover capital costs over
facilities that it controls (i.e., no
pancaki ng of transni ssion access charges).
(Proposed  35.34(j)(2)(ii))
The elimination of transmission rate pancaking for large
regions is a central goal of the Commission's RTO policy.
Therefore, the offering of non-pancaked transmission access
charges is a requirement for a conforming RTO. In the existing
world of many individual transmission service providers,
transmission customers have generally been required to pay an
access charge to each transmission provider along the contract
path (and pay nothing to providers off the contract path). This
is a form of distance-based transmission pricing, but the charge
is a function of corporate boundaries crossed on the contract
path rather than distance traveled on actual flow paths. Such
pancaked transmission charges have led to multiple transmission
charges across several transmission systems and make it difficult
to create region-wide power markets. Competition is clearly
enhanced when customers are able to access larger numbers of
generators over a wide geographic region when they pay a single
transmission access charge. In Order No. 888, we required tight

power pools and holding companies to offer a system-wide tariff

with non-pancaked rates. 228/ To date, non-pancaked transmission

228/ Order No. 888, FERC Stats. & Regs. at 31,727-29, 31,731.

Docket No. RM99-2-000 -161 -
access charges have been a feature of all five ISOs that we have

approved. In this NOPR, we are proposing to extend that
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requi renent to RTCs.

Wul d the requirement for a tariff w th non-pancaked rates
nmake the voluntary formation of RTCs nore difficult because it
m ght result in the potential for sudden and unacceptabl e
transmi ssion rate charges? |I|s the severity of any such problem
related to the scope and regi onal configuration of the proposed
RTO? Does the use of so-called |license plate design allow the
RTO to neet this requirement w thout cost shifting? Wuld the
provision for a reasonable transition period hel p?

Wi vi ng of access charges. VWhile the Conm ssion wi shes to
encourage nore efficient intra-regional trade, it also would like
to encourage inter-regional trade. Boundaries are always a
potential inpedinment to trade, whether between states, RTGCs or
countries. Therefore, we encourage RTCs to negotiate the mnutual
wai vi ng of transmi ssion access charges to increase the size of
effective trading areas. In the Mdwest |SO proceedi ng, we were
told that this was difficult to inplement. 229/ Therefore,
conmenters are requested to recomend actions that the Conmi ssion
could take to facilitate reciprocal waiving of access charges.
Even if there is nutual waiving of access charges, are there

other pricing inpedinments to inter-regional trade (e.g.,

229/ See Response of M dwest |SO Participants, May 1, 1998, at
11-13.

Docket No. RMD9-2-000 - 162 -
di fferences in scheduling and curtail nent conventions between
regions) that are likely to inpede trade?
2. Function 2: Congestion Management. The RTO nust
ensure the devel opnment and operation of narket

nmechani sms t o nanage transm ssion congestion.
(Proposed  35.34(j)(2)).
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In carrying out Function 2, the RTO nust satisfy each

standard di scussed bel ow, or denobnstrate that an alternative

proposal is consistent with or superior to satisfying the

st andar d.

a. The market mechani snms nust accommodat e broad
participation by all market participants,
must provide all transm ssion customers with

efficient price signals regarding the

consequences of their transm ssion usage
deci sions. The RTO nust either operate such
markets itself or ensure that the task is
perfornmed by another entity that is not

affiliated with any market participant.
(Proposed  35.34(j))(2)(i)

As we stated in our recent order addressing NERC's
transmission loading relief (TLR) procedures, the traditional
approaches to congestion management may no longer be acceptable
in a competitive, vertically de-integrated industry. 230/ For
example, the use of administrative curtailment procedures has
important economic consequences for market participants, yet such
procedures are usually invoked without regard to the relative
value of transactions that are curtailed. This can lead to a
considerable disruption of power markets and can be financially
damaging for market participants. The Commission has concluded

that efficient congestion management requires a greater reliance

230/ See NERC, 85 FERC at 62,364.

Docket No. RM99-2-000 - 163 -
on market mechanisms. 231/ Recent experience suggests that only
a large regional organization like an RTO will be able to create
a workable and effective congestion management market. 232/
As we noted in our order approving the PIJM ISO, markets
that are based on locational marginal pricing and financial

rights for firm transmission service provide a sound framework
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for efficient congestion nanagenment. 233/ However, just as we do
not intend to mandate a single corporate formfor RTGCs, we wl|
not require one specific market approach to congestion
managenent. It is our intent to give RTGCs considerable
flexibility in experinenting with different market approaches to
managi ng congestion. However, we believe that a workabl e narket
approach to congestion nanagenent shoul d generally establish
clear and tradeable rights for transmi ssion usage, pronote
efficient regional dispatch, support the emergence of secondary

markets for transmission rights, and provide nmarket participants

231/ 1d.

232/ The recent experience of Conmonweal t h Edi son suggests that
redi spatch markets operated by individual utilities will not
be able to elicit an adequate response by generators. After
six nonths of an experinental program Commonwealth
concluded that it is "difficult for one transm ssion owner
to identify and inplenent redispatch" when the physica
limtations and cost effective options for relief are on
ot her transnission systenms. According to Commonweal th, the
only viable solution would be for the redispatch market to
be operated by a regional transm ssion systemoperator. See
Conmonweal t h Edi son, |nterim Report on Non-Firm Redi spatch,
Docket No. ER98-2279, Decenber 17, 1998, at 4 and 10.

233/ See, e.g., PJM 81 FERC 62, 252-53.

Docket No. RMB9-2-000 - 164 -
with the opportunity to hedge | ocational differences in energy
prices.

A mar ket approach to congestion managenent should lead to
nore efficient transmission prices. As we explained in our
Transni ssion Pricing Policy Statenent, an efficient pricing
policy must neet certain objectives. 234/ O the four objectives
set forth in the Policy Statenent, two are particularly rel evant

for congestion nanagenent. First, the generators that are
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di spatched in the presence of transm ssion constraints should be
those that can serve system | oads at |east cost, given the
constraints. Second, given that the demand for transni ssion
services during periods of congestion exceeds the systenis
ability to supply them the limted transnission capacity should
be used by market participants that val ue that use nost highly.

I n designing narket nechani sms for congestion nanagenent,
t he Conmi ssion recognizes that it is inmportant to consider the
tinme frane in which decisions nmust be made and actions mnust be
taken. It is the nature of electric systens that operating
conditions, including those that lead to the presence or absence
of congestion, are constantly changing. Thus, to nanage
congestion efficiently while ensuring safety and reliability,
system operators nust be able to take decisive action quickly.

One possible inplication of this need for quick, decisive

action is that markets that directly support congestion

234/ Transnission Pricing Policy Statement, FERC Stats. & Regs.
at 31, 140- 44.

Docket No. RM9-2-000 - 165 -
managenent nay have to be subject to some coordination by the
RTO. For exanple, a congestion market that is not coordinated by
the RTO might require transmi ssion custonmers to negotiate
individually with generators to pre-arrange an alternative
di spatch that would allow the transmi ssion custoner’s transaction
to proceed (or to be efficiently altered) if and when congestion
ari ses. However, because congestion can occur suddenly and
unexpectedly, tinme may not permit the operator to 1) identify
i mpendi ng transni ssion constraints, 2) informcustoners whose

transactions are affected, 3) allow custonmers to contact
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generators, and 4) receive instructions fromcustoners as to what
actions they wish the operator to take with respect to their
pendi ng transactions. W have expressed concerns that such a
process may be unwi el dy and even unworkable in the linmted tine
in which operators must act. 235/ Al though the process could be
sinplified by conpleting some of these activities in advance,
such sinplifications may conme at the cost of elimnating sonme
potentially efficient options.
The Conmi ssion invites conments on our requirenment that RTGs
nmust be responsible for nanagi ng congestion with a nmarket
nmechani sm Can decentralized markets for congesti on managenent
be made to work effectively and quickly? Can the RTO s role be
limted to that of a facilitator that sinply brings together
235/ W expressed simlar concerns in our order authorizing the
formati on of the Mdwest |SO See Mdwest | SO 84 FERC at
62, 165-66. Nevertheless, we opted to allow the M dwest | SO

to go forward with its proposal in order to gain actua
oper ati ng experience.

Docket No. RM9-2-000 - 166 -
mar ket participants for the purpose of engaging in bilateral
transactions to relieve congestion? |f not, will these markets
require centralized operation by the RTO or some ot her
i ndependent entity? How can an RTO ensure that enough generators
will participate in the congesti on nmanagenent narket to make
possible a | east-cost dispatch? Are there any special
considerations in evaluating narket power in a congestion narket
operated or facilitated by an RTO?

W propose that the congesti on managenment function need not
necessarily be in place on the first day of RTO operation, and
propose to allow up to one year after start-up for this function

to be inplenented. W recognize that the new approaches to
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congesti on managenment called for by newWy conpetitive nmarkets may
take additional tinme to work out. W seek coment on whet her
such an additional inplenentation tine period is warranted, and
whet her one year is an appropriate additional tine period.

3. Function 3: Parallel Path Flow. The RTO nust
devel op and i npl enent procedures to address
paral l el path flow issues within its region and
with other regions. The RTO nust satisfy this
requi renent with respect to coordination with
other regions no later than three years after it

commences initial operation. (Proposed
35.34())(3))

Many power sales and transmission service contracts are
written under the assumption that the power delivered will flow
on a particular contract path. This relatively straightforward
and easy to administer "contract path" approach assumes that it
is possible to determine and fix the path through the

transmission network along which power will flow from source to

Docket No. RM99-2-000 - 167 -
sink. However, this assumption often does not accurately reflect
what actually occurs because the scheduled power transfer will
flow across the interconnected electrical path between source and
destination according to laws of physics, which means that some
power may flow over the lines of adjoining transmission systems.
This power flow effect is commonly referred to as "parallel path
flow" or "loop flow."

Parallel path flows have the potential to create, and have
in the past created, disputes among transmission system owners.
There are efficiency and economic equity issues involved when a
scheduled transaction in fact causes power flows over the
facilities of an entity that is not compensated, or when the
costs of mitigating parallel flows are allocated to various

transmission owners. 236/ There are also reliability issues
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i nvol ved when parallel path flows overload a transnission |ine,
and decisions nust be nade as to what actions to take, and who
shoul d bear responsibility for taking necessary steps to unl oad
that line. 237/ The interdependent nature of electricity flow
inmplies that one party's ability to transnit energy will depend

upon the actions of others, and, for scheduling and pricing

236/ See |ndiana M chigan Power Conpany and Chi o Power Conpany,

64 FERC - 61,184 (1993) (Indiana Michigan) (complaint that
95% of a power sale flowed over transmission system that was
not compensated); Southern California Edison Company, et
al., 73 FERC - 61, 219 (1995) (Southern California)
(Commission approved plan for mitigating loop flows within

the WSSC).

237/ See NERC, 85 FERC - 61,353 (1998).

Docket No. RM99-2-000 - 168 -
purposes, the capacity of the entire network and not just
individual systems is the most important factor. 238/

The Commission has previously expressed its view that the
issues surrounding parallel path flow are best resolved by mutual
arrangements between the utilities that have chosen to
interconnect. 239/ More recently, the Commission directed alll
public utilities in the Eastern Interconnection to file an
interim redispatch plan if they are not currently participating
in a regional congestion management program through a power pool.
240/

The Commission believes that the formation of RTOs, with
their widened geographic scope of transmission scheduling and
expanded coverage of uniform transmission pricing structures
provides an opportunity to "internalize" most, if not all, of the
effect of parallel path/loop flow in their scheduling and pricing

processes within a region. In particular, we believe that RTO
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access to region-wi de information on network conditions and power
transactions, coupled with efficient congesti on managenent and
wel | specified physical and financial transm ssion usage rights,
could help RTGCs, as regional grid managers, in taking preenptive
action against curtailnment incidents that woul d ot herw se be

i nduced by parallel path/loop flow |oading of critical

238/ The Order No. 888 pro forma open access tariff does not
explicitly recognize the effect of parallel path/loop flow

239/ See Indiana M chigan, 64 FERC at 62, 554.

240/ NERC, 85 FERC at 62, 363-64.

Docket No. RM9-2-000 - 169 -
transnmssion facilities. W anticipate that parallel path/loop
flowrelated disputes will dimnish to the extent that RTGs are
relatively large and able to inplenment nore realistic scheduling
and pricing procedures that subsunme the effect of parallel
path/loop flow within their regions.

We propose that neasures to address parallel path flow may
not necessarily be in place on the first day of RTO operati on,
and propose to allow up to three years after start-up for this
function to be inplenmented. W seek comment on whether such an
addi tional inplenentation time period is warranted, and whet her
three years is an appropriate additional tine period.

4. Function 4: Ancillary Services. An RTO nust
serve as the supplier of last resort of all
ancillary services required by Order No. 888, FERC

Stats. & Regs. — 31,038 (Final Rule on Open Access

and Stranded Costs), and subsequent orders.

(Proposed  35.34(j)(4))

In carrying out Function 4, the RTO must satisfy each
standard discussed below, or demonstrate that an alternative

proposal is consistent with or superior to satisfying the

standard.
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a. Al'l market participants nust have the
option of self-supplying or acquiring
ancillary services fromthird parties
subj ect to any general restrictions
i nposed by the Conm ssions’s ancillary
services regulations in Oder No. 888,

FERC Stats. & Regs. — 31,038 (Final Rule
on Open Access and Stranded Costs), and
subsequent orders. (Proposed

35.34(j)(4)(i))
An RTO is a transmission provider and therefore is subject

to the general requirements established by the Commission for the

Docket No. RM99-2-000 -170 -
provision of ancillary services under Order Nos. 888 and 889 and
succeeding orders. Specifically, these require that the
transmission provider must provide or cause to be provided six
ancillary services on an unbundled basis. 241/ Of the six
ancillary services, a transmission customer is obligated to
purchase two of the services from the transmission provider (the
RTO)--scheduling, system control and dispatch service and
reactive supply and voltage control from generation. For the
remaining four services, a transmission customer has the option
of self-providing these services, either by acquiring them from a
third party or providing them from the customer's own resources.

Our rationale for imposing the ultimate supply obligation on

the RTO is that not all transmission customers may be equally

able to self-supply (some own generation, others do not) and that
in many circumstances it may be more efficient (i.e., less

costly) for the RTO to provide the service for all transmission
users on an aggregated basis. Our rationale for allowing self-
supply is that it provides a possible competitive check on the
RTO to ensure that it acquires the services at lowest cost. In

addition, the Commission believes, as a matter of policy, that
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| egal nonopolies should not be granted (i.e., serving as the sole

241/ The six ancillary services are: (1) Scheduling, System
Control and Di spatching Service; (2) Reactive Supply and
Vol tage Control from Generation Sources Service; (3)
Regul ati on and Frequency Response Service; (4) Energy
I mhal ance Service; (5) Operating Reserve-Spinning Reserve
Service; and (6) Operating Reserve-Suppl enental Reserve
Service. Order No. 888, FERC Stats. & Regs. at 31, 706-17
Order No. 888-A, FERC Stats. & Regs. at 30,227-34.

Docket No. RMI9-2-000 - 171 -
provider of ancillary services) unless they are natural
nonopol i es.

The ancillary services policies in Order Nos. 888 and 889
were devel oped for transm ssion providers that were generally
vertically integrated utilities. There was an expectation that
they would be able to provide many of the generation based
ancillary services fromtheir own generating resources. An RTO
by definition will not own any generating resources. Does this
difference necessitate a different set of ancillary service
requirements for RTOs? Are there other ancillary services, in
addition to scheduling, systemcontrol and dispatch, and reactive
supply and vol tage control from generation sources, for which the
sel f-supply option should be elimnated? Under what
circunstances can the RTO s obligation as the ancillary services
supplier of last resort be elimnated?

b. The RTO nust have the authority to decide the
m ni mum requi red amounts of each ancillary
service and, if necessary, the locations at
whi ch these services nust be provided. Al
ancillary service providers nmust be subject
to direct or indirect operational control by
the RTO The RTO nust pronote the devel opnent

of conpetitive markets for ancillary services
whenever feasible. (Proposed

35.34()(4)(ii))
This policy would, in effect, grant RTOs the exclusive

right, subject to national and regional reliability norms, to
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deternmine the quantities and, in sone instances, the |ocations at
which certain ancillary services nmust be provided. It would also

require that the RTO be able to exercise conplete operationa

Docket No. RM9-2-000 - 172 -
control, either directly or indirectly, over any supplier of
ancil l ary servi ces.

Direct control (sonetimes referred to as hands-on control or
actual physical operation) would require, for exanple, that RTO
enpl oyees "push the button" or that RTO conputers send
instructions directly to generating units or other facilities to
take certain physical actions. Autonmatic generation control
(AGC) m ght be one exanple of direct control. If the RTO has
direct control, it would have authority, by contract or other
neans, to send direct electronic signals to those generators who
have offered, in return for a payment, to increase or decrease
the output of their units in response to the RTO s signals.
Indirect control (sonetimes referred to as functional control
directed control or contractual control) requires that the RTO
send instructions to the owner of the facility who then, in turn
perforns the actual physical actions to inplenent these
instructions. Indirect control usually requires that there be a
contractual agreement between the RTO and the owner of the
facilities that has agreed to provide ancillary services.

The Conmi ssion requests commenters to address whet her these
are mni mum requirenents needed to ensure that the RTO can
satisfy its obligation to maintain targeted | evel s of
reliability. Wuld it be feasible for the RTO to maintain
reliability with I ess authority?

In our Mdwest | SO order, we stated that the 1SO "...should
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use conpetitive procurenent for all services needed to operate

Docket No. RMD9-2-000 - 173 -
the system" 242/ This general requirenent would apply to
ancillary services since they are clearly needed to operate a
reliable bulk power system One prerequisite for conpetitive
procurement is a conpetitive market. 243/ The Commi ssi on woul d
anticipate that nany of the generation-based ancillary services
(e.g., balancing and reserves) could be acquired in short-term
markets that woul d operate in parallel to basic energy markets.
244/ This has been the approach taken by nost of the |SGs that
we have approved and we see no reason why this would be different
for transcos or other types of RTO entities. Qher services such
as black start capability and voltage support are probably best
acquired in long-term markets where potential suppliers would
conpete for the right to enter into a long-termcontract with the
RTO  Apart from establishing the general requirement to use
conpetitive markets, the Commission believes that it is best to

| eave many of the detailed market design questions to the

242/ See Midwest ISO, 84 FERC - 61,231 at 62,164 (1998).

243/ However, we recognize that the existence of a competitive
supply market for ancillary services is no guarantee that
the RTO will automatically buy efficiently. Therefore,
since the RTO may be the de facto buyer of many of these
services, the Commission is receptive to performance-based
regulatory proposals that would give RTOs explicit
incentives to be efficient buyers of ancillary services.
See Section III.F.

244/ See Eric Hirst and Brendan Kirby, Unbundling Generation and
Transmission Services for Competitive Electricity Markets, a
report prepared for the National Regulatory Research
Institute(NRRI 98-05), January 1998.
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Docket No. RM9-2-000 - 174 -

i ndividual RTOs with case-by-case review by us. 245/ As we noted
earlier, we intend to permt regional flexibility and encourage
experimentation. Such experinentation would be discouraged if we
i ssued regul ations that are too detail ed.

The Conmi ssion believes that, whenever it is economically
feasible, it is inmportant for the RTOto provide accurate price
signals that reflect the costs of supplying ancillary services to
particul ar customers. Accurate price signals are especially
i mportant because some of the RTO s custoners may be conpeting
agai nst each other in other power sales markets. It is inportant
that the RTO s actions not distort regional power narket
conpetition by charging potential conpetitors inaccurate prices
for ancillary services that they purchase fromthe RTO

C. The RTO nust ensure that its transm ssion
custoners have access to a real-tinme
bal anci ng market. The RTO nust either
devel op and operate such nmarkets itself or
ensure that this task is perfornmed by anot her
entity that is not affiliated with any market
participant. (Proposed 35.34(j)(4)(iii))

Real-time balancing refers to the moment-to-moment matching

of loads and generation on a system-wide basis. It is a function

245/ These would include design issues such as: Are ancillary
service bids received before, after or at the same time as
energy market bids? Do ancillary service markets clear
simultaneously or sequentially? Must the RTO publicly
announce the amount of each ancillary service that it needs
prior to bidding? What do generators bid (capacity, energy
or both)? If there are multiple bid components, are they
evaluated together or separately? Should the RTO acquire
ancillary services from outside its region? These are some
of the design issues that have arisen in the operation of
ancillary markets by the California ISO. We expect that
there will be other design issues as other ancillary market
proposals are presented to us.
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Docket No. RM9-2-000 - 175 -
that control area operators nust performto maintain frequency at
60 hz. Real-tinme balancing is usually achieved through the
direct control of select generators (and, in sone cases, |oads)
who increase or decrease their output (or consunption in the case
of loads) in response to instructions fromthe system operator
Over the last two years, the Conmi ssion has seen an increasing
use by system operators of narket nechanisnms that rely on bids
fromgenerators to achieve overall, real-time bal ancing. 246/
Since systemw de balancing is a critical elenent of reliable
short-termgrid operation, we will require that it be a
responsibility of the RTO The Conm ssion woul d expect that an
RTO wi || performthe overall system bal ancing function directly
if it operates a control area or indirectly if it supervises the
operation of sub-regional control areas.

A separate, but related, issue is balancing by individua
grid users. The fact that the overall system nust be in bal ance
to maintain frequency does not necessarily require that there be
a nonent -t o- monent bal ance between the individual |oads and
resources of bilateral traders and | oad-serving entities and the
schedul es and actual production of individual generators.
| hal ances are inevitable since generators do not exactly neet

their schedul es and | oads al ways vary from nonent -t o- nonment.

246/ See Pacific Gas & Electric, 81 FERC - 61,122 (1997), Central
Hudson, 83 FERC - 61,352 (1998), NEPOOL, 85 FERC - 61,242
(1998); PJM, 81 FERC - 61,257 (1997).

Docket No. RM99-2-000 - 176 -

As we noted in the Midwest ISO order, unequal access to

balancing options for individual customers can lead to unequal
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access in the quality of transm ssion service available to
different customers. This could be a significant problemfor
RTGs that serve sone custoners who operate control areas and

ot her custoners who do not. Under current NERC regul ations,
control area operators have access to inadvertent energy accounts
so they can pay back inbalances in kind and thereby avoid any
penal ties. 247/ In contrast, non-control area transm ssion
custoners do not have access to such accounts. |Instead, under
the pro forma tariff, load serving entities are subject to a
deadband and then penalties if the nagnitude of their inbal ances
fall outside the deadband. Qur concern, as we stated in our

M dwest |1SO order, is that "nondiscrimnatory access would
suffer" under such a system 248/ Therefore, the Conm ssion
proposes to require that RTOs operate a real -tine bal ancing
market that woul d be available to all transmission custoners, or
ensure that this task is performed by another entity not

affiliated with narket participants. 249/

247/ NERC Qperating Manual, at P1-9.

248/ M dwest 1SO 84 FERC at 62, 155.

249/ W have al ready approved such markets for four |1SCs. See,
e.g., PIMInterconnection, L.L.C., Oder Accepting In Part
and Rejecting In Part Proposed Revisions To Rate Schedul es,
Sept ember 16, 1998 and New Engl and Power Pool, "Order
Condi tionally Accepting Market Rules and Conditionally

Approving Market Based Rates, 85 FERC - 61,379 (1998).
These markets generally allow all transmission customers to

settle their imbalances at real time energy market prices.
(continued...)

Docket No. RM99-2-000 -177 -

The Commission believes that it is important to give RTOs
considerable discretion in how such a market would be operated.
An RTO may choose to operate the market itself or assign the

task to another entity (e.g., a for-profit exchange) that would
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operate the market under the RTO s supervision. In addition, the
Conmi ssi on woul d expect that the design of such a market will
necessarily vary between RTOs that operate control areas and
those that do not. However, in those instances where RTO does
not operate a control area, the RTO nust be especially vigilant
that transnission customers who continue to operate control areas
cannot use that functional responsibility to the di sadvantage of
non-control area custoners. 250/

The Conmi ssion invites coments on the use of narket
nmechani sms to support overall system bal ancing and i nbal ances of
i ndi vidual transmission users. |Is it feasible to rely on narkets
to support a function that is so tinme-sensitive? Can such
markets be nade to function efficiently if the RTOis not a
control area operator? For the inbalances of individua
transm ssion custoners, should a distinction be nade between

| oads and generators? Should customers have the option of paying

249/ (...continued)
W note that participants in the Mdwest |SO have issued a
request for proposals that could lead to the establishment
of such a market in their region. See Solicitation of
Interest, Creation of an Independent Power Exchange for the
US Mdwest, Joint Comrmittee for the Devel opnent of a
M dwest | ndependent Power Exchange (Feb. 5, 1999).

250/ See M dwest | SO 84 FERC at 62, 159-160.

Docket No. RMD9-2-000 - 178 -
for all inbalances in such a market or only inmbalances within a
speci fi ed band?

5. Function 5: OASIS and TTC and ATC. The RTO nust
be the single OASIS site adm nistrator for al
transmission facilities under its control and

independently calculate TTC and ATC. (Proposed
35.34(j)(5))

The operation of an OASIS site has many dimensions. For
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exanmple, it includes specific practices and term nology. In
response to a consensus request fromthe industry, we recently

i ssued a NOPR that proposes to standardi ze various practices and
terms. The focus of that NOPR is on standardi zati on of protocols
for posting, nam ng and responding to posted infornmation. 251/
Apart fromthese practices, the central and probably nost
controversial aspect of OASIS operation is the cal cul ati on and
posting of ATC nunbers. The cal cul ation of ATC depends, in turn,
on the cal culation of TTC. 252/ These cal cul ations are
different from business practices in that the focus is on content
rather than procedures and practices. There is w despread

di ssatisfaction with the reliability of posted ATC nunbers. The
Conmi ssion has received formal and informal conplaints from
transmi ssion custoners stating that they cannot rely on posted
ATC nunbers. Criticisns of posted ATC nunbers have al so been the

subj ect of a widely publicized report issued by a major industry

251/ Open Access Same-Tine Information System Notice of Proposed
Rulemaking, FERC Statutes and Regulations — 32,531 (1998).

252/ See section I1l.A.1 for definitions of these terms.

Docket No. RM99-2-000 -179 -
group. 253/ It is been alleged that transmission providers who
also compete in power markets against their competitors have both
the incentive and ability to post unreliable ATC numbers. 254/

We recognize that an individual transmission provider may
post ATC numbers on OASIS in good faith only to find that the
projected capability does not exist because of scheduling
decisions taken by other transmission providers elsewhere on the

grid. In such circumstances, transmission providers are not
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acting unscrupul ously. Instead, the problemis sinply a msmatch
between information flows and electrical flows. Regiona
transm ssion organi zations that perform ATC cal cul ati ons based on
conplete and tinely information would tend to elinmnate this
problem This seens to be supported by fact that the Commi ssion
has received very few conpl ai nts about ATC cal cul ati ons nmade by
| SCs.
The essential feature of our proposed requirenent is that
the RTO becone the adninistrator of a single OASIS site for al
transm ssion facilities over which it is the transm ssion
provider. This is consistent with earlier orders. 255/
Moreover, every | SO that we have approved so far has becone the
OASI S site adnministrator for the customers that it serves.
253/ Commercial Practices Wrking Goup and the QASI S How Wor ki ng
G oup, "lIndustry Report to the Federal Energy Regul atory
Conmi ssion on the Future of QASIS, Cctober 31, 1997
254/ This is discussed nore fully in Section Il1l.A
255/ In the Prinmergy nerger order, we required that the proposed

I SO shoul d be "responsible for cal culating ATC." See
Primergy, 79 FERC - 61,158, May 14, 1997.

Docket No. RM99-2-000 -180 -
However, we recognize that this generally stated requirement
inevitably raises questions as to the level of RTO involvement in
ATC calculations. An RTO could be involved in ATC calculations
at three general levels. At Level 1, the RTO's role would be
limited to receiving and posting ATC numbers received from
transmission owners. At Level 2, the RTO would receive raw data
from transmission owners and centrally calculate ATC values. At
Level 3, the RTO would centrally calculate ATC values on data
partially or totally developed by the RTO. The proposed

requirement that the RTO be the OASIS site administrator is based
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on the expectation that the RTOw || operate at Level 3.

The RTO nust eventually operate at Level 3 to ensure that
ATC val ues are based on accurate information that is based on
consi stent assunptions and to mnimize the opportunities for
consci ous mani pulation. In general, the RTO nust performall the
cal cul ati ons and studi es necessary to devel op the underlying
data. Wien data are supplied by others, the RTO nust create a
systemfor regularly validating the data for accuracy and
assunptions. |If there is a dispute over ATC values, the RTO s
val ues shoul d be used pending the outcone of the dispute
resol ution process. 256/ The RTO nust al so establish the
operating standards (subject to regional and national reliability

requi rements) underlying the ATC cal cul ati ons.

256/ This is the sanme requirement that the Conmi ssion inposed on
the Mdwest |SO See Mdwest | SO 84 FERC at 62, 154.

Docket No. RM9-2-000 - 181 -

6. Function 6: Market Mnitoring. The RTO nust
nonitor markets for transmi ssion services,
ancillary services and bul k power to identify
design flaws and nmarket power and propose

appropriate remedial actions. (Proposed
35.34(j)(6))

In carrying out Function No. 6, the RTO must satisfy each
standard discussed below, or demonstrate that an alternative
proposal is consistent with or superior to satisfying the
standard.

a. The RTO must monitor markets for transmission
service and the behavior of transmission
owners, if any, to determine if their actions
hinder the RTO in providing reliable,

efficient and nondiscriminatory transmission
service. (Proposed  35.34(j)(6)(i))
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b. The RTO nust nonitor markets for ancillary
services and bul k power. This obligation is
limted to markets that the RTO operates.

(Proposed  35.34(j)(6)(ii))

c. The RTO must periodically assess how behavior
in markets operated by others (e.g.,
bilateral power sales markets and power
markets operated by unaffiliated power
exchanges) affects RTO operations and
conversely how RTO operations affect the
performance of power markets operated by
others. (Proposed  35.34(j)(6)(iii))

The RTO's role as market monitor. To date, the Commission
has found monitoring to be essential in helping to ensure non-
discrimination and efficiency in the provision of transmission
and ancillary services; encourage fair, open, and competitive

energy markets; and promote overall operating efficiency. 257/

257/ Pacific Gas & Electric, 81 FERC at 61,552; PJM, 81 FERC at

62,282; NEPOOL, 85 FERC at 62,479-480; Midwest ISO, 84 FERC

(continued...)

Docket No. RM99-2-000 -182 -

As we stated in the New England I1SO order, "markets are likely to
evolve in ways that may not be totally anticipated. To ensure

that the markets operate competitively and efficiently, it is

important that any problems involving market power or market
design are quickly identified so that appropriate solutions can

be crafted." 258/ To date, we have been willing to use ISOs, or
their independent monitoring organizations, as a "first line of
defense" in detecting both market power abuses and market design
flaws.

The proposed requirements are arguably based on the
presumption that an RTO will be a non-profit, system operator
that does not own any facilities. The requirements may not be
appropriate for a for-profit transco that owns the facilities

that it operates. 259/ Therefore, a threshold question is: what
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shoul d be the market monitoring role, if any, of an independent,

for-profit transco? |Is it reasonable to expect that such an RTO

could be objective in its assessments? |If the RTOis an |SO do

its nonitoring activities need to be further insulated to ensure

i ndependence and objectivity? For exanple, should nonitoring be

perforned by one or nore individuals or organizations that are

257/ (...continued)
at 62,180-181.

258/ New England I1SO, 85 FERC - 62,379 at 62,479-480 (1998).

259/ We note that at least one entity that is contemplating the
creation of a for-profit transmission company has proposed
that this company would perform a market monitoring
function. See Statement of Mr. Frank Gallaher on behalf of

Entergy Corporation, Regional ISO Conference (New Orleans),
transcript at 18.

Docket No. RM99-2-000 -183 -
funded by the RTO but that have the right to issue reports
without the RTO's approval?

The Commission believes that RTOs that are ISOs have a
significant comparative advantage over other entities in
monitoring markets. 260/ First, RTOs have access to considerable
information about market conduct and performance. For example,
we would expect that an RTO, in the normal course of business,
will develop or receive information on quantities of bulk power
and transmission services bought and sold by different market
participants, expected and real time transmission system
conditions, planned maintenance of both generation and
transmission facilities and anticipated and real time patterns of
load and generation. Second, RTOs will be completely independent
of all market participants. For these reasons, the Commission
believes that we and our colleagues in state commissions can have

great confidence in the RTO market assessments. 261/ Our early
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experience with narket assessnents perforned by the New Engl and
and California | SCs has been encouragi ng. The assessnments have
been conprehensive and objective even to the point of criticizing

past actions by the I SCs thensel ves. 262/

260/ See M dwest |SO 84 FERC at 62, 181.

261/ The early experience with narket assessnents in California

and New Engl and seens to support this conclusion. See AES

Redondo Beach, et al., 85 FERC - 61,123 at 61,462 (1998).
262/ See Peter Cramton and Robert Wilson, A Review of ISO New
England's Proposed Market Rules, Docket No. ER97-1079,

September 9, 1998, and the California ISO Market

Surveillance Committee's Preliminary Report On the Operation
(continued...)

Docket No. RM99-2-000 -184 -

Despite the advantages of better information and incentives,
the Commission believes that it is neither fair nor feasible to
impose a monitoring obligation on RTOs for markets that they do
not operate. Our preliminary assessment is that it would be
difficult for an RTO to monitor a market in which it does not
have information on prices, bidding patterns and marginal costs.
However, our experience with ISOs has shown that markets for
power, ancillary services and transmission service are
inextricably intertwined regardless of how they are organized or
who operates them. 263/ Therefore, we are proposing a middle
ground for monitoring regional markets not operated by the RTO.
The RTO's monitoring of markets operated by others will be
limited to assessing how behavior in these markets affects RTO
markets and operations and conversely how RTO markets and
operations affect these other markets.

The Commission also recognizes that any markets, whether
operated by the RTO or others, will inevitably be affected by

basic structural characteristics such as the existing pattern of
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ownership and control of generation and transmission facilities.
Such characteristics are often beyond the control
Si nce our overarching goal in promoting RTGCs is to pronmote fair,

open and conpetitive electricity nmarkets, we and our

262/ (...continued)

of the Ancillary Services Markets, Docket No. ER98-2843,

August 19, 1998 Markets.

263/ See AES Redondo Beach, et al., 85 FERC — 61,123 at 61,453

and 61,459-460 (1998).

Docket No. RM99-2-000 -185 -
commission colleagues need to understand how these structural
features affect the potential for competition. Therefore, we
propose to require RTOs to provide periodic assessments as to the
effect of existing structural conditions on the competitiveness
of their region's electricity markets. Of all the industry
organizations that may exist in a region, we think that an RTO is
best suited to make this assessment because of its first hand
knowledge of day-to-day grid and generation operations and its
independence.

The Commission requests comments on several threshold issues
related to these proposed market monitoring requirements. Some
argue that RTOs should not be charged with any monitoring
responsibilities particularly with respect to market power
abuses. 264/ They argue that the antitrust laws and the
Commission offer sufficient protection against competitive
abuses. Others have argued that RTOS are somewhat akin to
organized stock exchanges and that the Commission should follow
the SEC precedent of requiring extensive and sophisticated market
monitoring by all of the organized exchanges. Are there features

of electricity and transmission markets that argue for imposing

of the RTO.
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simlar market nmonitoring responsibilities on RTGs?
If the Commission decides to require RTGCs to provide sone
formof narket nonitoring, there are several other questions that

arise. Should the Commission rely on RTGs as the "first |ine of

264/ See, e.g., David B. Raskin, 1SCs; The New Antitrust
Regul ators? The Electricity Journal (April 1998).

Docket No. RM9-2-000 - 186 -
def ense" for detecting both design flaws and narket power abuses?
If this were our approach, what would be an appropriate role for
t he Conmi ssion in market nonitoring? If the RTOis operating
one or nore markets (e.g., ancillary services), is it reasonable
to expect that it can perform an objective self-assessnent? |Is
there a difference in the market nonitoring that the Conm ssion
can expect from RTGCs? For exanple, if the RTO proposes to take a
mar ket position in secondary transnission rights, is it plausible
to expect that the RTO can perform an objective assessnent of
this market? Since the success of retail competition will often
depend critically on the actions of RTGCs, what should be the role
of state conmissions in market monitoring?

Scope of nonitoring activities: design flaws. |n observing
t he experience of |1SCs over the |ast year, we have | earned that
new mar ket desi gns al nost inevitably include design flaws that
become apparent only after the nmarkets begin operation. 265/
Oten these problens arise because of unexpected interactions
between different related markets and unantici pated incentives
for buyers and sellers. FElectricity market restructuring in
other countries has al so experienced the need to make nany

revisions to market designs and rules. 266/ These experiences
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265/ For exanple, the ancillary services markets in the sumer of
1998 in California behaved at odds with what one would
expect in an efficient market. The California |ISO market
surveillance comittee produced an extensive eval uati on of
this problemwhich | ed to discussions of possible solutions.

266/ See, e.g., Janes Barker, Jr., Bernard Tenenbaum and Fi ona
(continued. ..)

Docket No. RMI9-2-000 - 187 -
indicate that nmonitoring is essential to ensure that the markets
and structures evolve to ensure just and reasonable rates to
consuners. The Conmi ssion recogni zes that market nonitoring can
be expensive. W would wel come estinmates of the anpunt of noney
spent by 1SGs to nmonitor markets and their assessnments as to
whet her they will need to spend nore or | ess nmoney in the future.

Scope of nonitoring activities: market power abuses. As we
have noted before, it is often difficult to predict whether
certain entities will have market power in the future. This is
especially true in new nmarkets which operate with new
participants and new transm ssion flow patterns. |n situations
like this, the past is often not a very good predictor of the
future. As a consequence, the Conmi ssion has found that in
certain situations the better approach is to institute an
effective nmonitoring plan rather than to debate nunerous
assunptions and projections that inevitably underlie conpeting
mar ket power anal yses. 267/ For abuses that arise from narket
power, should the RTOs role be linmted to detecting and
descri bing the abuses? |In the case of |ocalized market power
(e.g., generating units that rmust run for reliability reasons),
shoul d the RTO have the authority to take corrective actions? |f
t he market power has structural causes, what role should the RTO

266/ (...continued)
Wl f e, "Governance and Regul ati on of Power Pools and System
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Operators: An International Conparison,"

Vol une 18, 1997, at 308-309.

267/ Pacific Gas & Electric, 77 FERC - 61,265 (1996). NEPOOL, 85

FERC - 61,379 (1998).

Docket No. RM99-2-000 -188 -

have in developing structural solutions? Should RTOs that are

ISOs be required to make regular assessments as to whether they

have sufficient operational authority?

Sanctions and penalties. The Commission seeks comment on

whether RTOs should be allowed to impose penalties and sanctions.

Should the penalties be limited to violations of RTO rules and

procedures? Should the RTO be allowed to impose penalties for

the exercise of market power? How much discretion should the RTO

have in setting penalties? For example, should the RTO's penalty
authority be limited to collecting liquidated damages?
d. The RTO must provide reports on market power
abuses and market design flaws to the
Commission and affected regulatory
authorities. The reports must contain
specific recommendations about how observed
market power abuses and market flaws can be
corrected. (Proposed  35.34(j)(6)(iv))

In order for regulatory agencies, interested parties and the
general public to benefit from monitoring activities, regular
reporting of findings is critical. Other than this general
requirement, we do not propose at this time to establish detailed
standards on the format, length and content of monitoring
reports. We think that these decisions are best left to the RTO.

Should this reporting requirement be limited to producing
reports only when a specific problem is encountered? Or should
RTOs be required to make periodic reports that assess the state

of competition and transmission access even in the absence of

specific problems? We note that the California and New England

ISOs have committed to producing annual public reports. Arguably
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Energy Law Journal,
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such reports give market participants and others a regul ar

opportunity to say whether they agree or disagree with the RTO

assessnent. Also, it is conceivable that such reports would be

hel pful to any market nonitoring activities that this Conm ssion

and state conmmi ssions may wish to pursue in the future.

7. Function 7: Pl anning and Expansion. The RTO nust
be responsible for planning necessary transni ssion

additions and upgrades that will enable it to

provide efficient, reliable and non-discrimnatory

transm ssion service and coordi nate such efforts

with the appropriate state authorities. (Proposed

35.34()(7))

In carrying out Function 7, the RTO must satisfy each
standard discussed below, or demonstrate that an alternative
proposal is consistent with or superior to satisfying the
standard.

a. The RTO planning and expansion process must
encourage market-driven operating and

investment actions for preventing and
relieving congestion. (Proposed

35.34())(7)(i))

RTOs should be designed to promote efficient usage and
efficient expansion of their regional grids. The former requires
efficient price signals, such as congestion pricing; the latter
requires control over planning and expansion. Our specific
proposal is that the RTO should have ultimate responsibility for
both transmission planning and expansion within its region. 268/

268/ Investments in new transmission facilities might be needed

for a variety of reasons such as interconnecting new
generation or load, protecting or enhancing system
reliability, improving system operating efficiency and
flexibility, reducing or eliminating congestion and

minimizing the need for "must-run" contracts with one or
(continued...)
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Docket No. RM9-2-000 - 190 -

This requirenment is notivated by the fact that investnents in new
transm ssion facilities nmust be coordinated to ensure a | east
cost outcone that maintains or inproves existing reliability
levels. In the absence of a single entity with overal
responsibility, there would be danger that transni ssion

i nvestnents woul d work at cross-purposes and possibly even hurt
reliability. W recognize that the RTO s inplenmentation of this
general requirenent will require addressing nmany specific design
i ssues. 269/ Once again, we propose to give RTGs considerabl e
flexibility in designing a planning and expansi on process that
works best for its region. W recognize that the specific
features of this process nust take account of and accommodate
existing institutions and physical characteristics of the region.

Wthin these constraints, the Conmi ssion has a clear

preference for market-driven operating and investnent actions for
preventing and relieving congestion. 270/ However, we understand
268/ (...continued)

nor e generators.

269/ CQur experience with regional transnission groups suggests
that the followi ng issues, anong others, will need to be
addressed: Who establishes the planning criteria? Wo sets
the design criteria? Should they be uniform across the
systemor vary with location? Wo can initiate studies for
transm ssion investnents? Wo eval uates and publishes
di fferent options? W recommends which projects should be
built and how the costs and benefits of the project should
be al | ocat ed?

270/ This is a topic that has been discussed widely within the
i ndustry. See, e.g, the papers of Steven L. Walton, |ndego
Transmi ssi on Expansion Strategy, Steven Stoft, Five Things
You Shoul d Know About Gid | nvestnment and Ray Coxe, New

Paradi gns for Siting Transmission in Conpetitive Electric
(continued...)

Docket No. RM9-2-000 - 191 -
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that the feasibility of obtaining market driven solutions
requires satisfying other prerequisites. For exanple,

transm ssion prices nust accurately reflect existing patterns of
congestion. Accurate congestion prices are the |ink between
current usage and future expansion. Therefore, we place

consi derabl e enphasis on the need for RTGs to establish a system

of congestion managenent that establishes clear rights for

exi sting and new transmission facilities and price signals that
reflect congestion. (See section Ill.F) |ndependent governance
is also a necessary condition for efficient expansion. Wile
accurate price signals can signal the need for expansion, such
expansi on may never be achieved if the RTO operates under a

faul ty governance system (e.g., a governance systemthat allows
mar ket participants to bl ock expansions that will hurt their
comercial interests).

b. The RTO s pl anni ng and expansi on process mnust
accommpdate efforts by state regulatory
conmi ssions to create nulti-state agreements
to review and approve new transm ssion
facilities. The RTO s planning and expansion
process must be coordinated with prograns of
exi sting Regional Transm ssion G oups (RTGs)

where necessary. (Proposed  35.34(j)(7)(ii))
At present, certification and siting of new transmission

facilities is almost always performed by a state agency,

typically the public utilities commission, in the state in which

270/ (...continued)
Markets. These papers are available through the Harvard
Electric Policy Group website
http://ksgwww.harvard.edu/hepg.

Docket No. RM99-2-000 -192 -

the facility will be located. 271/ While there have been
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di scussi ons about the need for regional certification and siting
since nost new transnission lines are integral elenents of a
regional grid system such proposals have nmet with little
success. 272/ Wth the gromh of RTGs, this could conceivably
change. The energence of a single regional transm ssion
organi zation on the industry side may encourage the devel opnent
of regional organizations or agreenents that deal with
transm ssion siting and certification on the regulatory side.
The Conmi ssion believes that this would be a positive devel opment
if it is a voluntary decision of the affected states and repl aces
existing state-by-state deterninations that often | ack a regional
perspective. To facilitate any voluntary actions taken by our
state col |l eagues, we will require that the RTO pl anning and
coordi nation system nust be able to accommopdate the possible
future energence of a regional regulatory system

The Conmi ssion recogni zes that regional transm ssion

planning in some areas is being perforned to varying degrees by

271/ See l|leana Elsa Garcia, State Electric Facility Siting
Practices, prepared for the Harvard Electric Policy G oup
(HEPG, April 10, 1997. Available through the HEPG website
at http://ksgww. harvard. edu/ hepg.

272/ See NARUC, "Options for Jurisdiction over Transm ssion
Facility Siting," a resource docunent for the NARUC
Conmittee on Electricity, 1991 and Charles D. G ay, NARUC
Assi stant General Counsel, Menorandum January 1995.

Avai | abl e through the HEPG website at
http://ksgww. har var d. edu/ hepg.

Docket No. RMI9-2-000 - 193 -
RTGs. 273/ It would be inefficient for RTGs initially to
replicate the efforts of RTGs. Therefore, we require that RTGs

di scuss their planning and expansion w th existing RTGs.
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However, over time, we would expect that the RTG s pl anning
process woul d becone an RTO function and the need for such
coordi nati on woul d be reduced or elim nated.

C. If the Regional Transm ssion Organization is
unabl e to satisfy this requirenent when it
conmmences operation, it nust file a plan with
the Conmission with specified nilestones that
will ensure that it meets this requirenent no
later than three years after initial

operation. (Proposed  35.34(j)(7)(iii))

We recognize that establishing an efficient procedure for
transmission planning and expansion may require coordination and
agreements among multiple parties and regulatory jurisdictions,
and that this may take some time to accomplish. Accordingly, we
do not propose that an RTO be capable of performing this function
on its first day of operation. We do expect, however, that RTO
proposals contain at least a plan explaining how the RTO intends
to work toward implementing this function. Such a plan should
set forth milestones that will result in this function being
performed within three years after initial operation. We seek
comment on whether three years is an appropriate amount of time
for implementation of this function.

273/ The Commission has approved RTGs for the New England Power
Pool, et al., 83 FERC - 61,045 (1998), Mid-Continent Area
Power Pool, 76 FERC - 61,261 (1996), Northwest Regional
Transmission Association, 71 FERC - 61,397 (1995), Western
Regional Transmission Association, 71 FERC - 61,158 (1995),

and Southwest Regional Transmission Association, 69 FERC -
61,100 (1994).

Docket No. RM99-2-000 -194 -

E. Open Architecture

The Commission believes that RTOs hold great promise in
accomplishing our goal of promoting competition in regional
wholesale electricity markets. That is why we want to accelerate

their development. We understand that there are many difficult
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organi zational, technical, and policy issues that nust be
addressed in realizing proposals, and that narkets are evol ving
qui ckly and possibly in ways that cannot be foreseen at the tine
of RTO organi zation. Further, the nature of the institutions
supporting the nmarkets nmay change over time as well.

For these reasons, the Commission will require that RTO
design have the ability to evolve over time. The Conmission is
committed to a policy of "open architecture."” Sinply put, open
architecture requires that there be no provision in any RTO
proposal that precludes the RTO and its menbers from i nproving
their organi zations to nmeet market needs. The Commi ssion wll
provide the regulatory flexibility to allow such evol ution.

Under open architecture, an RTO should be able to evolve in
several ways, as long as it continues to satisfy the minimum RTO
characteristics and functions. For exanple, open architecture
woul d al | ow basic changes in the organi zational formof the RTO
An RTO that initially does not own any transmnission facilities
m ght acquire ownership of some or all of those facilities. The
RTO s enabl i ng agreenments should at best anticipate and
facilitate such a change, but at mnimum should not prevent it or

make it nmore difficult than necessary.

Docket No. RMD9-2-000 - 195 -

Mar ket tradi ng patterns, technol ogi cal change, and changes
in corporate strategies will make changes in RTO nenbership
i nevitabl e and desirable. Accommpdating change will require
flexibility and adaptability in the RTO organization and open
architecture will pernmit this

Mar ket support and operations is another RTO di nmension that
coul d benefit from open architecture. For exanple, an RTO may

not initially operate a PX to support a regional spot market, but
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if RTO menbers later find that a PX would help the region, the
RTO coul d propose to add the PX function as well as a PX market
nmonitoring function. It is inmportant that the basic RTO
agreenent not close off such devel opnent. Qur proposed open
architecture policy will ensure that such future devel oprment is
not forecl osed.

The Conmission is interested in receiving conments regarding
an open architecture policy to ensure that initial RTGs can
devel op. What flexibility needs to be built into RTO contracts?
What regulatory flexibility is needed fromthe Conmmi ssion as part
of an open architecture policy? In which areas of RTO
organi zation or operations is it especially inportant for the
Conmi ssi on to expect inprovement?

F. Rat emaki ng for Transm ssion Facilities under RTO
Cont r ol

The Conmi ssion expects RTGs to reformtransm ssion pricing,
and in return we propose to allow RTOs greater flexibility in
desi gning pricing proposals. 1In 1994, the Commi ssion issued its

Transm ssion Pricing Policy Statenent encouraging transm ssion

Docket No. RM9-2-000 - 196 -
pricing reformand setting out standards to be used to eval uate
i nnovative transmi ssion pricing proposals. 274/ In the
Transni ssion Pricing Policy Statement the Conmm ssion all owed
"substantial flexibility" to be given to RTGs in justifying non-
conform ng proposals. The Conmmission allowed this because RTGs
represent the conbined interests of transm ssion owners, users
and state authorities and because pricing proposals for treating
| oop flow problens work better if all utilities in the region use
t he same nethod.

In this section, we discuss a nunber of areas in which we
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expect RTGs to provide innovative pricing and in which the
Commi ssion may be expected to allow flexibility. W seek
coments on the issues discussed and other RTO pricing issues.

1. Singl e Transm ssion Access Rate for Capital Cost
Recovery

One issue in | SO proposal s that have cone before the
Conmi ssion is the recovery of transm ssion capital costs through
a single access rate. Under such a rate, the capital costs of
all RTO menbers woul d be averaged, resulting in a rate that is

hi gher than the individual systemrate for relatively | ow cost

274/ The Policy Statement sets out five principles that
transmni ssion pricing proposals should conformto: nmeet the
traditional revenue requirenent; reflect conparability (open
access tariff); pronote econonic efficiency; pronote
fairness; and be practical. The Policy Statenent requires
non- conform ng proposals to satisfy additional factors:
pronote conpetitive markets and produce greater overal
consumer benefits. Overall consumer benefits are measured
principally by greater access and custoner choice, projected
price decreases to power custoners, and service flexibility
and products to neet custoner needs.

Docket No. RMI9-2-000 - 197 -
transni ssion systens and | ower than the rate for high-cost
transm ssion systens. This can cause two kinds of "cost-
shifting" concerns: high-cost transm ssion providers are
concerned about cost recovery, and custoners of the | ow cost
provi ders are concerned about increased rates.

Transmi ssion cost shifting has been an issue in every |SO
t he Conmi ssion has approved to date, and we have all owed a
fl exi bl e approach to resolving the issue. 1In each of those
cases, we have allowed a transition period of between five and
ten years during which access fees are based on sone form of
"l'icense plate" pricing: access fees are paid by |oad serving

entities based on the fixed transm ssion costs of the | oca

5/24/99 9:47 AM



186 of 249

http://cips.ferc.fed.us Q\CIPS\RULES\RM\RM99-2.00C. TXT

utility. 275/

We propose to continue our flexibility in allow ng the
recovery of current sunk transm ssion costs as transition
nmechani sms to single rates if proposed by RTGs, including the
Iicense plate approach as well as others. W request comment
regardi ng whether the license plate approach to fixed cost
recovery is an appropriate |ong-term neasure.

2. Congestion Pricing

As discussed in prior sections, managi ng regi onal congestion
is one of the problems that an RTO can help solve. W believe
that efficient congestion managenment requires a greater reliance

275/ See, e.g., Order Directing Arendnents to Proposals to

Restructure the Pennsyl vani a- New Jer sey- Maryl and
Interconnection and Providing Guidance, 77 FERC - 61,148 at

61,577 (addressing concerns about cost-shifting between
high- and low-cost transmission providers).

Docket No. RM99-2-000 -198 -

on market mechanisms 276/ and this can be effectively
accomplished with price signals. We propose to allow RTOs
considerable flexibility in experimenting with different market
approaches to managing congestion through pricing. 277/
Proposals should, however, ensure that the generators that are
dispatched in the presence of transmission constraints must be
those that can serve system loads at least cost, and limited
transmission capacity should be used by market participants that

value that use most highly. 278/

The Commission intends to be flexible in reviewing pricing

innovations, and we ask for comments as to what specific

requirements, if any, may best suit our RTO goals.

3. Performance Based Rate Regulation

Once RTOs are formed, the Commission is interested in

5/24/99 9:47 AM



187 of 249

http://cips.ferc.fed.us Q\CIPS\RULES\RM\RM99-2.00C. TXT

finding ways to ensure their satisfactory performance. One way
to induce good grid operation by an RTO is through performance-

based regul ation, or PBR PBR nay consist of price/revenue caps,

276/ See NERC, 85 FERC at 62, 364.

277/ This is consistent with our Transmi ssion Pricing Policy
Statenent’s all owance of substantial flexibility to pricing
proposal s from RTGs because RTGs are conprised of broad
menbership to facilitate transm ssion access, devel op a
conprehensi ve regi onal plan for transnission expansion
share transm ssion informati on and provide for dispute
resolution. 64 FERC 61, 138 (1993). RTGs possess these sane
characteristics.

278/ Transnission Pricing Policy Statenment, FERC Stats. & Regs.
at 31, 140- 44.

Docket No. RM9-2-000 - 199 -
price incentives, or performance standards. 279/ Performance-
based regul ation identifies factors of good perfornance such as
efficient congestion managenent, |owering operator costs, and
nmeeting reliability targets. Geat care nust be taken in
selecting the performance factors. RTGs should have a reasonable
chance of meeting or exceeding the performance targets, but the
targets nust not be too easy to neet. W would reward only
performance that is truly superior to that which individua
transm ssion owners coul d achi eve outside an RTO

The Conmi ssion seeks comrents on applying PBR to RTGCs.
Shoul d PBR be voluntary or applied to all RTGs? Wat degree of
regul atory scrutiny would a PBR reginme require? 1In addition, the
Commi ssi on seeks coment on the specifics of how PBR woul d be
applied effectively to an RTO. For productivity incentives, what
productivity objectives shoul d be adopted and how shoul d

productivity be neasured? How would a revenue cap or a price cap
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be set? What internmediate adjustnments to the cap should be
al l owned? How often shoul d base costs be exam ned?
4. Consi deration of Incentive Pricing Proposals
RTGs woul d bring extensive benefits to North American
electricity markets and woul d further the objectives of sections
202(a), 205 and 206 of the FPA. W would be willing to consider,
on a case by case basis, allowi ng the transm ssion owners that
279/ See Incentive Ratemaking for Interstate Natural Gas
Pi pelines, Ol Pipelines, and Electric Utilities, Policy
Statement on Incentive Regulation, 61 FERC — 61,168 at

61,590-92 (1992), and L. Brown, Michael Einhorn, and Ingo
Vogelsang, Incentive Regulation: A Research Report (1989).

Docket No. RM99-2-000 - 200 -

bring about those benefits to share in them through incentive
pricing for public utility transmission owners that turn over
control of their transmission facilities to an RTO. 280/ RTOs
would be expected to propose and justify specific proposals on a

case-by-case basis.

One potential treatment that could be considered is allowing

transmission owners that participate in RTOs to receive a higher
return on equity (ROE) on transmission plant than under current
policy because a transmission owner participating in an RTO puts
its grid to a higher valued use than one operating individually.
This relates the incentive to the benefit produced by the RTO.
The simplest way to create a higher ROE is to share the benefits
of an RTO between transmission owners and customers.
Alternatively, a higher ROE could be implemented by either
allowing an ROE at the high end of the zone of reasonable returns
for RTO participants and an ROE in the current range for non-
participants. Is it appropriate to allow a higher ROE as a means

of sharing the benefits created by RTOs or should higher ROEs be
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limted only to increases in risk? |Is the risk of transm ssion
capital recovery increased or decreased by transferring

transnmission facilities to an RTOfroma vertically integrated

firne
280/ As di scussed above in section Il1-B, there are al so a nunber
of non-pricing regulatory benefits that could be offered to
RTO nenmbers, such as deference in dispute resolution
reduced or elimnated codes of conduct, and streanlined
filing and approval procedures.
Docket No. RMB9-2-000 - 201 -

Wth inproved grid operation and investnent in new
facilities to relieve constraints, RTCs nmay |ower grid operating
costs. Another incentive that could be considered would be to
keep transmission rates at current |evels and allow participating
RTO transmi ssion owners to keep the benefits fromcost savings
over time or to lower transm ssion rates partly while owners keep
part of the benefits. Wuld such treatnent encourage better
per f or mance?

The Conmi ssion could also consider flexibility in cost
recovery for RTO participation. The capital cost of transm ssion
plant is normally recovered over a relatively long tinme period.
RTO participants could be all owed accel erated recovery for the
costs of transmi ssion expansion. Sinilarly, the recovery of
capital start-up costs of RTO participation could be accel erated
as well. Is it appropriate to allow such accel erated recovery as
an incentive to transfer transm ssion facilities to an RTO or
shoul d capital recovery periods continue to be based on the
useful life of transmi ssion facilities? |Is industry
restructuring and the potential introduction of distributed

generation technology likely to affect the risk associated with
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transmi ssi on i nvestnment recovery periods?

The Conmi ssion may also be willing to consider non-
traditional nmethods for valuing transm ssion assets that are
under the control of a RTO The Conmission’s traditiona
rat emaki ng policy val ues assets at original cost, |ess

depreciation. One alternative may be for rate base to reflect a

Docket No. RM9-2-000 - 202 -
hi gher val uation through some neasure of replacement cost. Were
an RTO or other independent owner purchases transm ssion assets
and pay a price that reflects such an enhanced val uati on of
assets, the Conmission may want to consider allowing the RTOto
include inits rates an acquisition premumthat reflects the
enhanced val ue.

The Conmi ssion might also consider flexibility in allow ng
| evel i zed or non-levelized rate nethods. Both nethods can
produce reasonable results in particular circunstances,
especi ally when one nethod is used consistently throughout the
life of autility's facilities. The Conm ssion has, however,
been reluctant to allow switching froma non-levelized to a
| evelized rate design during the life of a facility. The
Commi ssion’s current policy is that a utility must prove that
switching nmethods is reasonable in light of its past recovery of
capital. 281/ The Conmi ssion could consider granting sone
latitude for RTO pricing proposals for levelized rate cost
recovery.

The Conmi ssi on seeks comments on whether to entertain case-
by-case proposals of rate incentive treatnents for RTO
participants. WII transm ssion owners respond to incentives,

and will incentives be sufficient to achieve our objective of RTO
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formati on? Which incentives are nost likely to be successful in
so doing? Are there specific forms of incentive pricing that are
281/ See Consumers Energy Company, 85 FERC - 61,100, at 61,366-

367, (1998); Kentucky Utilities Company, 85 FERC - 61,274,
at 62,103-105 (1998).

Docket No. RM99-2-000 - 203 -
inappropriate and problematic? Are safeguards needed if the
Commission decides to allow incentive treatments? In justifying
a proposed rate treatment, should an RTO be required to
demonstrate that its benefits are likely to outweigh the
pecuniary "costs" of the proposal? Would certain incentive
pricing encourage RTOs to favor capital-based resource decisions
(at the expense of more efficient alternatives) or to favor
transmission solutions over alternative ways of relieving
particular transmission constraints? We also seek comment on
whether and how public power transmission owners that participate
in RTOs could benefit from flexible ratemaking and incentive
pricing treatments.

Finally, our willingness to consider incentive pricing
proposals is conditioned on an RTO meeting all of the proposed
minimum characteristics and functions. Allowing any incentive
pricing to RTO participants is based on a sharing of the
extensive benefits that an RTO brings to electricity markets.
Only an RTO that meets the minimum characteristics and functions
can produce such extensive benefits, and it would be
inappropriate for the Commission to consider incentive pricing to
members of an RTO that falls short. We would, however, be open
to considering other innovative transmission rate treatments,
such as providing service at non-pancaked rates and regional

congestion management proposals, for an organization that does
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not neet all of the m ni mum RTO characteristics and functions.

Docket No. RM9-2-000 - 204 -

G Public Power Participation in RTOs

The Conmi ssion’s objective of encouraging all transmn ssion
owning entities in the Nation to place their transm ssion
facilities under the control of an RTO includes transnission
owned or controlled by public power entities [e.g., nunicipals,
cooperatives, Federal Power Marketing Agencies (PMAs), Tennessee
Valley Authority (TVA), and other state and |local entities]. W
are aware that some public power entities have filed open access
tariffs with the Conmi ssion and others are participating in | SGs
and other regional institutions. W also are aware, however,
that many public power entities may face several difficult issues
regarding RTO participation. The Commission is concerned about
any obstacle to public power participation in the formation and
successful operation of any formof RTO Accordingly, we request
coments that identify issues that public power entities and
others face regardi ng RTO participation and that suggest ways the
Conmi ssion might facilitate their resolution. W expect public
power entities to fully participate in the proposed col | aborative
process for fornming RTGs after our Final Rule is issued, as
di scussed in section IIl-1 bel ow

One issue is the Internal Revenue Service (IRS) Code
"private use" restrictions on the transmission facilities of
public power entities financed by tax-exenpt bonds. |IRS
temporary regulations nay allow facilities financed by
out st andi ng t ax- exenpt bonds to be used to wheel power in

accordance with Order No. 888, but they may not allow the
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i ssuance of additional tax-exenpt bonds for expanded transm ssion
or permt transfer of operational control of existing
transnmission facilities financed by tax-exenpt bonds to a for-
profit transco. 282/ |In addition, there is uncertainty regarding
what may happen after the tenporary regul ati ons expire on January
22, 2001.

We solicit coments on the extent to which I RS Code
restrictions may limt the transfer of operational control or
other forns of control, or ownership, of public power
transnmssion facilities to a for-profit transco. Wat inpact
woul d | RS Code restrictions have on public power participation in
other forms of an RTO? Wile IRS Code restrictions night prevent
i ssue of additional tax-exenpt bonds for transm ssion expansions
made in accordance with RTO participation, are non-tax exenpt
fornms of financing a viable option for public power participation
in selected transm ssion additions?

In addition to private use restrictions, are there other
restrictions on public power institutions that may limt their
participation in RTGs? For exanple, to what extent would state
or local charter limtations, prohibitions on participating in
stock-owning entities, or the current policies of various |oca
regul atory entities affect or inpede full public power
participation in RTGs? Are there sone fornms of associate
menbership or participation in RTGs, or other specia

282/ See Uncrossing the Wres, Transmission in a Restructured

Market, a report by The Large Public Power Council, Decenber
1998, at 10

Docket No. RM9-2-000 - 206 -
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accommodat i ons, that the Conmission should consider to nake it
nore feasible for public power entities to overconme obstacles to
participation in RTGCs?

The Conmi ssion seeks commrent on |egal restrictions or other
consi derations regarding the PMAs that prevent their
participation in RTGs. For exanple, Bonneville Power
Administration and other entities in the Pacific Northwest may
face uni que circunmstances that nmay affect RTO formation in that
area. These include the design of the power and transm ssion
system for the production of hydroelectric energy involving the
1961 Col umbia River Treaty, the Bonneville Project Act, the
Federal Col unbia R ver Transmi ssion System Act, the Pacific
Nort hwest El ectric Power Planning and Conservation Act of 1980,
and the Northwest Preference Act. There may al so be obstacles to
TVA participation in an RTO How can the Conmi ssion help
overcome any such limting factors to full RTO formation?

H. O her |ssues

The Conmi ssi on seeks comment on a nunber of other issues
regarding RTO participation. These issues are presented in this
section.

1. Pre-existing Transmission Contracts

What is the appropriate treatnent of existing transmn ssion
agreenents when an RTOis forned? In Oder Nos. 888 and 888- A,
we specifically chose not to abrogate existing requirenents and

transmi ssion contracts when the utility filed an open access

Docket No. RMD9-2-000 - 207 -
tariff. 283/ However, an RTO represents an entirely different
context. W nust bal ance the need for a uniform approach for

transmi ssion pricing and the elimnation of pancaked rates -- one
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of the principal benefits of an RTO-- with the need to recognize
the equities inherent in existing transm ssion contracts. The
potential financial inpact of giving up an advant ageous

transm ssion arrangement may act as a disincentive to joining an
RTO.

In the 1SOfilings that we have acted on to date, we have
eval uated various "transition plans" regarding existing contracts
on a case-by-case basis. 284/ At this juncture, we do not intend
to resolve this issue generically but instead propose to confine
our policy to addressing this issue on an RTO by-RTO basis. W
solicit comrents on this approach. How critical is this concern
to transmi ssion owners’ and others’ decisions on whether to
support RTO formation? |Is the financial inpact of giving up an
advant ageous transni ssion arrangenent significant enough to act

as a disincentive to RTO nmenber shi p?

283/ See Order No. 888 at 31, 664-65; Order No. 888-A at 30, 181,
30,199; clarified, 76 FERC at 61,027; Order No. 888-B, 81
FERC at 62,072, 62,090, 62, 100.

284/ See PJM 81 FERC at 62, 280-81; Mdwest |SO 84 FERC at
62, 169-70, and order on reh’'g, 85 FERC at 62,418-20 (1998);
Pacific Gas & Electric, 77 FERC at 61, 821, 81 FERC at
61, 470-71; NEPOOL, 83 FERC at 61, 241-42; Central Hudson Gas
& Electric Co. et al., 86 FERC at 61, 218-19.

Docket No. RM9-2-000 - 208 -
2. Treat nent of Existing Regional Transm ssion
Entities

We propose to adopt in the Final Rule certain
characteristics and functions to be required of RTGs. It could
turn out that the I1SGs and any other regional transm ssion

entities that conformto the Commission’s | SO principles that we
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have approved to date do not neet all of these characteristics
and functions. It is our expectation that, to the extent this is
the case, the existing regional transmission entities will over
tinme evolve to be consistent with the characteristics and
functions adopted in the Final Rule. The Conmi ssion recognizes
that a nunber of operational, financial and political issues wll
need to be addressed in the course of such an evolution and that
it cannot be acconplished overnight. W also respect the

i nvestnent of time and other resources made in the existing
transm ssion entities, and understand the inportance of avoiding
change during the critical inplementation period these
institutions are now undergoing. G ven these considerations, and
our policy of regional flexibility, the proposed rule does not
require major changes to the existing transm ssion entities.
However, our objective is to encourage all of the Nation's
transmission grid to be under the control of RTGs that have the
m ni mum characteristics and functions adopted in the Final Rule.
W therefore propose to require each public utility that is a
nmenber of an existing regional transmission entity that has been
approved by the Conmi ssion as in conformance with the el even | SO

principles set forth in Order No. 888 to nmake a filing no |later

Docket No. RMI9-2-000 - 209 -
than January 15, 2001 that explains the extent to which the
transmission entity in which it participates nmeets the mi ni mum
characteristics and functions for an RTO, or proposes to nodify
the existing institution to becone an RTO Alternatively, the
public utility may file an explanation of efforts, obstacles and
plans with respect to confornmng to these characteristics and

functions. 285/ The Commi ssion is al so concerned about
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i mpedi nents to transactions between existing transm ssion
entities, as well as any future RTGs. W therefore encourage
existing transmi ssion entities to consider ways to reduce any
i mpedi nents to transactions among them and direct themto provide
the Conmission with a progress report by January 15, 2001

The Conmmi ssi on seeks comment on this issue

3. Participation by Canadi an and Mexican Entities

Canadi an and Mexi can invol verrent in RTO formati on woul d be
beneficial to both, as well as to the United States. |In certain
areas, "natural" electricity trading regions already cross
nati onal borders. Expansion of electricity trade in the North
American bul k power market requires that regional institutions
include all market participants so that they nay enjoy direct
access to nmarket information and the benefits of non-pancaked
transnmission rates. In addition, any reliability standards

i mpl enented by RTOs nmust be acceptable to the affected nations

285/ O course, there is nothing to prevent an existing
transmi ssion entity frommaking an RTOfiling prior to this
date if it so chooses.

Docket No. RM9-2-000 - 210 -
and consider all resources to avoid wasteful duplication of grid
facilities. 286/

W encourage electric utilities in Canada and Mexico, and
their regulatory authorities, to participate in the discussions
of the rul emaki ng. Perhaps what nay be thought of as a "dotted
I ine" RTO boundary could be used at international borders to
indicate an unwillingness to artificially limt an RTO s scope
whil e recogni zing jurisdictional limts. The Comm ssion

enphasi zes that Canadi an and Mexi can authorities would be
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responsi bl e for approving prices and other terns and conditions
of transm ssion service provided over any RTO transm ssion
facilities located in their countries. W invite the coments of
Canadi an and Mexi can authorities on these and other issues.

4. Provi ding Service to Transm ssion-owning UWilities
that do not Participate in an RTO

The transm ssion owners that turn control of transm ssion
facilities over to an RTOw || help bring significant operationa
and comercial benefits to a region. To what extent should
transm ssi on owners who do not participate in their region's RTO
share in those benefits? Wuld it be appropriate to allow RTO
nmenbers to provide transm ssion service at individual system

rates to non-participating transm ssion owners |ocated in the RTO

286/ Historically, Canada and Mexico have participated in North
Anerican utility organi zations such as NERC and Western
Systens Coordi nating Council (WSCC). Maintaining
Reliability in a Conpetitive U.S. Electricity Industry,

Fi nal Report of the Task Force on Electric System
Reliability, Secretary of Energy Advisory Board, DOE
Sept ember 29, 1998 at 9, 58.

Docket No. RM9-2-000 - 211 -
regi on, thereby denying non-participants the benefits of non-
pancaked transm ssion rates? The Commi ssion seeks conmmrent on the
treatment by an RTO of non-participating transn ssion owners in
the RTO region

5. RTO Filing Requirenents

Any transfer of control of jurisdictional transm ssion
facilities owned, operated, or controlled by public utilities
requi red by RTO formati on rmust be approved by the Conmi ssion
pursuant to its Section 203 authority under the FPA. The RTO
transm ssion rates, terms, and conditions of service nust al so be

approved pursuant to Section 205 of the FPA. W request comrents
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on whet her the Commi ssion should provide for expedited or
stream i ned processing procedures for Section 203 transfers of
jurisdictional facilities to RTOs that neet the characteristics
and functions of the Final Rule, and for the related Section 205
transm ssion rates, terms, and conditions. W also welcone
speci fi c suggestions regardi ng how we can further expedite or
stream i ne our procedures.
6. Power Exchanges (PXs)

Anot her inportant issue is the relationship between RTGCs and
power exchanges. O the five |SCs approved to date, only the
M dwest |SO chose not to include a power exchange in the design
subnmitted to us. 287/ However, after the Conmi ssion approved

this proposal, several |1SO participants joined with other

287/ In California, PXs are operated by separate organi zations
that coordinate with the I SO

Docket No. RMD9-2-000 - 212 -
M dwestern power entities in issuing a public request for
proposal s that would create an independent power exchange that
woul d operate in conjunction with the | SO 288/ This recent
M dwest initiative appears to have been notivated, at |east in
part, by the large price spikes that were experienced | ast
sunmer. Qur staff’s report concluded that one of probabl e causes
of the price spikes was the lack of price transparency and that
"centralized trading institutions such as power exchanges could
have provi ded better price signals in the market and hel ped to
reduce price volatility." 289/

Regi ons may want to consider establishing a PX that is
operated by an RTO However, sonme oppose RTO operated PXs,

contending that the two principal functions of PXs, market making
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288/ See Joint Committee for the Devel opment of a M dwest
| ndependent Power Exchange,"Solicitation of Interest-
Creation of an |ndependent Power Exchange for the U. S
M dwest," February 5, 1999.

289/ Staff Report to the Federal Energy Regul atory Conmi ssion on
the Causes of \Wolesale Electric Pricing Abnormalities in
the M dwest During June 1998, Septenber 1998, at 4-4.
Central i zed power exchanges appear to have other benefits.
Si nce nost power exchanges establish credit and security
standards as a condition for participation and reserve funds
to cover defaults, they create a type of insurance by
spreadi ng counterparty risks anong all participants and
t hereby reducing the likelihood of cascadi ng transaction
defaults such as those that occurred in the Mdwest. In
addition, it is generally accepted that an organi zed and
transparent spot market is a prerequisite for a viable
futures market which would all ow narket participants to
hedge the risk of future price fluctuations. Finally, we
note that during our recent consultations with state
commi ssi ons, several state conm ssioners informed us that
organi zed and open spot markets were critical to the success
of their efforts to introduce retail conpetition in their
respective states.

Docket No. RMD9-2-000 - 213 -
and price discovery, are not natural nonopoly functions. 290/
They al so contend that power exchanges force market participants
to buy and sell electricity using standardized contracts that may
not nmeet their particular needs. They argue that the ful
benefits of electricity conpetition can be achieved only if there
is conpetition for the market as well as in the market. Finally,
they assert that if power exchanges are introduced, an RTO shoul d
be specifically prohibited fromoperating the exchange because
this would conpronise the RTO s independence in fulfilling its
princi pal responsibilities as a transmi ssion service provider and
system operator. 291/

In contrast, those who recomend that an RTO shoul d operate
a PX contend that the two functions of short-termforward or spot
mar ket operations and system operations are difficult to

separate. 292/ It is their viewthat there will be significant
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i nefficiencies unless the two functions are perforned

si mul taneously by a single entity. 293/ 1In addition, they

290/ See, e.g., comments of Enron in PL98-5, Washington, D.C.,

transcript at 211.

291/ See, e.g., comments of Automated Power Exchange, Inc.,
PL98-5 at 3.

292/ See Professor WIlliam W Hogan, "Enabling The Power O
Markets," presentation at the EEl Chief Executive
Conference, Scottsdale, Arizona, January 7, 1999, at 8.

copy of this presentation is available on Professor Hogan's

websi te( www. ksg. harvar d. edu/ peopl e/ whogan) .

293/ See Dr. Larry Ruff, "Conpetition in Electricity: Were Do W

Go From Here?", lecture at the Institute of Econom c

Affairs, London Busi ness School, COctober 13, 1998. Avail able

through the website of the Harvard El ectric Policy
(continued. ..)

Docket No. RMI9-2-000 - 214 -
contend that there is no inherent conflict between the RTO as a
transni ssion service provider and a spot market operator as |ong
as the RTO has no conmmercial interest in whether prices are high
or lowin the markets that it operates.

W leave it to each region to decide whether there is a need
for a PX and whet her the RTO should operate the PX  The
Conmi ssion will accept an RTO proposal that includes a PXin its
design as long as its operation of the PX does not conpromise its
i ndependence as a transmi ssion service provider. W request
coments on the follow ng questions. Gven that a power exchange
is useful, should it be part of an RTO or otherw se associ at ed
with an RTO? |If an area has nore than one PX, should the PXs
have equal standing before the RTO? Is an organi zed PX necessary
for successful retail conmpetition? |f an RTO operates congestion
mar ket s and bal anci ng markets, are there efficiencies to be
gai ned by allowi ng or encouraging the RTOto operate day ahead or

hour ahead energy markets? 1Is it feasible for an RTO to operate
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a spot energy market w thout conpromising its ability to provide
non-di scrimnatory transm ssion service to all narket

participants? |If a PXis operated by a non-RTO entity, is there
a need to require certain specified forms of coordination between

the two organizations?

293/ (...continued)
G oup(http://ksgww. harvard. edu/ hepg/ FPpapers. htm ).

Docket No. RM9-2-000 - 215 -

l. I npl ementation of the Rule

The Conmi ssion seeks to support tinmely RTO formation in
every region of the country. To that end, the Conmi ssion
envi sions regional coll aborations soon after issuance of the
Final Rule, building on progress nade to that date. Further,
pursuant to our expectation that utilities and other participants
inthe electric industry form RTGs, the Conmi ssion proposes to
require that certain filings be nmade by October 15, 2000
concerning RTO formati on. The col | aborative process and filing
requi rements are discussed in nore detail bel ow.

1. Col | abor ati ve Process

During our consultations with the state conm ssions, nany
said that Conmission | eadership is needed to facilitate RTO
formati on and that only we could facilitate broad regi ona
participation. To facilitate RTO formation in all regions of the
Nation, the Conmi ssion proposes a collaborative process under
section 202(a) to take place in the spring of 2000, after
adoption of a Final Rule. The Conmi ssion expects public

utilities and non-public utilities, in coordination with
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appropriate state officials, and affected interest groups in a
region to fully participate in working to devel op an RTO

To assist in structuring the regional collaborations and to
further informthe Comm ssion on activities in each region, we
propose that regional workshops be held throughout the Nation
after the Final Rule is issued. The goal of these workshops

woul d be to share informati on about the status of RTGs or RTO

Docket No. RMD9-2-000 - 216 -
proposals in the region, to identify any inpediments to RTO
formation in the area, to explore what process could nost
expedi tiously advance agreements on RTO formation, and to
determine what role, if any, Conmi ssion staff should play in
advanci ng di scussions in the region. These regional workshops
woul d be convened by Conmi ssion staff in cooperation with the
affected state officials. The Conmi ssion would specifically
invite each entity in the Nation that owns or operates
transm ssion facilities, and representatives from Canada and
Mexi co as appropriate, to the public workshops. The Conmi ssion
proposes to nake staff resources, including settlenent judges,
avai |l abl e through our Dispute Resolution Service to assist in
desi gning and possibly facilitating regional collaborations
foll owi ng the workshops. Comnission technical staff will be nmade
avail able for participation in the regional collaborations.

Woul d regi onal workshops advance RTO formation? Under whose
auspi ces shoul d regi onal workshops be held? Wuld it be
beneficial to have the Commi ssion’s Dispute Resolution Service
staff facilitate discussions regarding RTO formati on? Should the
Commi ssi on staff convene the regi onal workshops or shoul d
Commi ssion staff be nade available to attend neetings convened by

others? |f the Comm ssion staff convenes wor kshops, in how many
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cities should nmeetings be convened and how should the cities be
chosen? Wuld the three U S. interconnections be appropriate
starting points? Wuld participation of Conmission staff aid or

stifle negotiations on RTO devel opnent ?

Docket No. RM9-2-000 - 217 -
2. Fi ling Requirenent

The Conmission is hopeful that the direction provided by
this rul emaki ng, the regional collaborations described above, and
the possibility of incentive rate treatnents will lead to the
pronpt devel opment of RTO proposals. Thus, we propose that all
public utilities that own, operate or control interstate
transm ssion facilities (except those already participating in a
regi onal transm ssion entity in conformance with our el even |SO
principles) nust file with the Conmm ssion by Cctober 15, 2000,
either (1) a proposal to participate in an RTOthat will be
operational no |ater than Decenber 15, 2001, or (2) an
alternative filing describing efforts to participate in an RTQ,

obstacles to RTO participation, and any plans and tinmetables for

future efforts (see proposed 35.34(c)). 294/ To the extent
possible, RTO proposals should include the transmission

facilities of public power and other non-public utility entities.

The number and type of filings necessary to effectuate an

RTO proposal necessarily will vary depending upon the type of RTO

being proposed and the circumstances of each individual public

utility participant. At a minimum, an RTO proposal must include

294/ A proposal to form a transmission institution that does not
meet all of the minimum RTO characteristics and functions
will not be approved as an RTO. This does not necessarily
mean that the proposal will not otherwise be approved as
consistent with the FPA. However, the proposal will not
gualify as an RTO. For transmission organizations that do
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not nmeet all of the m nimum RTO characteristics and
functions, however, we would still be open to considering,
and i ndeed encourage, regional filings for providing service
at non-pancaked rates and regi onal congesti on managenent
proposal s.

Docket No. RWMB9-2-000 - 218 -
a basic agreement filed under section 205 of the FPA setting out
the rules, practices and procedures under which an RTOw || be
governed and operated, and requests by the public utility nenbers
of the RTO for approval under section 203 of the FPA to transfer
control of their jurisdictional transnission facilities.
However, dependi ng upon the circunstances, there may need to be
addi tional section 205 or 206 amendnents to existing public

utility contracts or rate schedules in order to effectuate an RTO

pr oposal .

For those public utilities that file an RTO proposal on or

before Cctober 15, 2000, we will permit themto file a petition

for declaratory order asking whether a proposed transnission
entity would qualify as an RTO, with a description of the
organi zational and operational structure and the intended

participants of the institution, an explanation of how the

institution would satisfy each of the RTO mi ni mum characteristics

and functions, and a conmitment to submit necessary section 203,

205 and 206 filing pronptly after receiving the Conm ssion’s
determination on the declaratory order petition (see proposed
35.34(d)(3)). This declaratory order petition option thus is to
be used only in conjunction with the filing of a proposal for an
RTO that is to begin operation no later than December 15, 2001.
If a public utility is not able to file an RTO proposal on
or before October 15, 2000, it must alternatively file by that
date a description of any efforts made by the public utility to

participate in an RTO, the reasons it has not participated in an
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RTO, including identifying specific obstacles to RTO
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participation, and any plans and tinetables the public utility

has for further work toward RTO participation (see proposed

35.34(f)). If a public utility makes such an alternative
filing, the Commission at that time will determine what steps, if
any, need to be taken.

The above requirements, however, do not apply to a public
utility that is a member of an existing transmission entity that
the Commission has found to be in conformance with the Order No.
888 I1SO principles. Rather, each such public utility must make a
filing no later than January 15, 2001 that (1) explains the
extent to which the transmission entity in which it participates
meets the minimum characteristics and functions for an RTO, (2)
proposes to modify the existing institution to become an RTO, or
(3) explains efforts, obstacles and plans with respect to
conforming to these characteristics and functions (see proposed

35.34(g)). 295/

The Commission does not propose to mandate RTO participation
by rule, and instead proposes to induce voluntary participation
through a combination of guidance on the minimum characteristics
and functions of an RTO, possible rate incentives, a
collaborative process for structuring regional dialogues, and
filing requirements. The Commission seeks comment on whether the
filing requirements discussed above are inconsistent with or

295/ Of course, there is nothing to prevent an existing entity

from making an RTO filing prior to this date if it so
chooses.
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Docket No. RM9-2-000 - 220 -
otherwi se would inhibit voluntary participation in RTGs. The
Conmi ssi on al so seeks comment on whether it needs to generically
mandat e RTO participation by all public utilities to renedy undue
di scrim nation under sections 205 and 206 of the FPA. W also
seek comment on whether a performance based system coul d be
designed to realign economic interests to renpve the notive for
di scri m nation.

In considering what actions m ght be appropriate if a
utility fails to voluntarily join an RTO the Commi ssion seeks
conment on whet her narket-based rates for generation services
could continue to be justified for a public utility that does not
participate in an RTO whether a merger involving a public
utility that is not a menber of an RTO woul d be consistent with
the public interest, whether non-participants that own
transmission facilities should be allowed to use the non-pancaked
transni ssion rates of the RTO participants in that region,
whet her transm ssion services provided by a transnmitting utility
need to be under RTO control to satisfy the discrimnation
standards of sections 211 and 212 of the FPA, and whether a
public utility' s lack of participation would otherwi se be in
violation of the FPA. Does the possibility of any of these

renedi al actions for RTO non-participati on underm ne or otherw se

i nhibit voluntary participation in RTGs? How should the
Commi ssi on consider the efficiency, reliability, and

di scrimnation inplications of RTO non-participation? How should

Docket No. RM9-2-000 - 221 -

t he Conmi ssi on consider non-participation by utilities that
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constitute "holes" in an RTO regi on?
The Conmi ssion anticipates that public utilities will file
proposals for |1SCs, transcos, or other types of regional
transm ssion institutions prior to the effective date of the
Final Rule. W clarify that the Conmission will continue to
apply to these proposals the SO principles contained in O der
No. 888 and the case precedent established for 1SOs. However, a
public utility that files such a proposal prior to the effective
date of the Final Rule would still be subject to the Cctober 15,
2000 or January 15, 2001 filing requirement, as appropriate, in
the Final Rule.
I'V. ENVI RONVENTAL STATEMENT
In furtherance of the National Environmental Policy Act of
1969, the staff of the Federal Energy Regul atory Conmi ssion wll
prepare an environnental assessnent (EA) that will consider the
environmental inpacts of the proposed rule. A notice of intent
to prepare the EA, request conments on the scope of the EA, and
notice of a public scoping neeting will be issued shortly.
V. REGULATORY FLEXI BI LI TY ACT
The Regulatory Flexibility Act (RFA), 5 U.S.C.  601-612,
requires rulemakings to contain either a description and analysis
of the effect that the proposed rule will have on small entities
or a certification that the rule will not have a significant
economic impact on a substantial number of small entities. If

this proposed rule goes into effect, it will establish minimum

Docket No. RM99-2-000 -222 -
characteristics and functions for RTOs, none of which is likely
to meet the SBA's definition of a small electric utility, i.e.,

one that disposes of 4,000,000 MWh per year or less. 13 C.F.R.
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121.201. Furthermore, the rule will not have the requisite
impact upon transmission owners.

In Mid-Tex Elec. Coop. v. FERC, 773 F.2d 327 (D.C. Cir.
1985), the court found that Congress, in passing the RFA,
intended agencies to limit their consideration "to small entities
that would be directly regulated” by proposed rules. Id. at 342.
The court further concluded that "the relevant ‘economic impact'
was the impact of compliance with the proposed rule on regulated
small entities." Id. at 342.

The proposed rule will not regulate any small entities, nor
will it impose upon them any significant costs of compliance.
Small entities will be free to determine for themselves whether
to participate in an RTO and whether any costs associated with
joining an RTO will be adequately offset by attendant benefits.
The only requirement the rule would impose upon a small entity
would be the need to file a statement explaining its efforts to
join an RTO, any barriers it encountered, and any future plans to
seek to join an RTO. The Commission believes that the costs
associated with preparing and filing such a statement will be
minimal. Consequently, the Commission certifies that this
proposed rule will not have a significant economic impact upon a

substantial number of small entities.

Docket No. RM99-2-000 - 223 -

VI. PUBLIC REPORTING BURDEN AND INFORMATION COLLECTION

STATEMENT

The following collections of information contained in this

proposed rule are being submitted to the Office of Management and

Budget (OMB) for review under Section 3507(d) of the Paperwork
Reduction Act of 1995. FERC identifies the information provided

under Part 35 as FERC-516 and under Part 33 as FERC-519.

http://cips.ferc.fed.us Q\CIPS\RULES\RM\RM99-2.00C. TXT
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Comments are solicited on the Conmission’s need for this
informati on, whether the infornation will have practical utility,
the accuracy of the provided burden estimtes, ways to enhance
the quality, utility, and clarity of the information to be
coll ected, and any suggested nethods for mnimzing respondents’
burden, including the use of automated information techniques.
The burden estinmates for conplying with this proposed rule are as
foll ows:

Public Reporting Burden: Estimated Annual Burden:
Data Col | ection Number of Number of Hour s Tot al
Respondents Responses Per Annual

Response Hours

FERC- 516 12 1 300 3, 600
FERC- 519 50 296/ 1 80 4,000
Total s 7, 600

Total Annual Hours for Collection (reporting + record keeping,

(if appropriate))= 7,600.

296/ Includes respondents who nake application to forman RTO and
the responses of utilities who choose not to participate.

Docket No. RMD9-2-000 - 224 -

I nformation Collection Costs:

The Conmi ssion seeks comrents on the costs to conply with these

requi rements. It has projected the average annualized cost for

all respondents to be:

Annual i zed Capital/Startup Costs-

Annual i zed Costs(Operations & Mi ntenance)-%$401, 518 (7, 600 hours
0 2080 hours per year x $109,889 =$401,518). The cost per
respondent is equal to $8,030 (participants and non-

participants).
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The OMB regul ations require OVB to approve certain information
collection requirenents inposed by agency rule. (Footnote 5 CFR
1320.11) Accordingly, pursuant to OMB regul ations, the

Conmi ssion is providing notice of its proposed information
collections to OVB

Title: FERC-516, Electric Rate Schedule Filings; FERC-519
Application for Sale, Lease, or Other Disposition, Merger or
Consol idation of Facilities or for the Purchase or Acquisition of
Securities of a Public Utility.

Action: Proposed Data Coll ecti ons.

OMB Control No.: 1902-0096 and 1902- 0082.

The applicant shall not be penalized for failure to respond to
this collection of information unless the collection of
information displays a valid OVB control nunber.

Respondents: Business or other for profit, including small

busi nesses.

Frequency of Responses: One tine.

Docket No. RM9-2-000 - 225 -
Necessity of Information: The proposed rule revises the
requi rements contained in 18 CFR part 35. The Conmission is
seeking to establish RTGCs nationwi de by Decenmber 2001. In
particular, the Commission will establish in this proposed rule
characteristics and functions which applicants nust nmeet to
become Commi ssi on approved RTGs. The Commission will engage in a
col | aborative process with state officials and others to
facilitate RTO devel opnent. The proposed rule will require that
each public utility that owns, operates or controls transm ssion
facilities participate in one-tine filings proposing an RTO or

make a filing explaining why they are not participating in an RTO
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pr oposal .
Internal Review The Commi ssion has assured itself, by neans of
internal review, that there is specific, objective support for
the burden estinmates associated with the information
requi rements. The Commission's Ofices of Electric Power
Regul ation and Economic Policy will use the data included in
filings under Section 203 and 205 of the Federal Power Act to
eval uate efforts for the interconnection and coordination of the
U S. electric transnission systemand to ensure the orderly
formati on of RTOs as well as for general industry oversight.
These information requirements conformto the Conmi ssion’s plan
for efficient information collection, comunication, and
managenent within the electric power industry.

Interested persons nay obtain information on the reporting

requi rements by contacting the followi ng: Federal Energy

Docket No. RMD9-2-000 - 226 -
Regul atory Conm ssion, 888 First Street, NE, Washington, DC 20426
[Attention: Mchael MIler, Capital Planning and Policy G oup,
Phone: (202) 208-1415, fax: (202)208-2425, E-nuil:
mke.mller@erc.fed. us].

For submitting coments concerning the collection of
i nfformati on(s) and the associ ated burden estinmate(s), please send
your coments to the contact |isted above and to the Ofice of
Managerment and Budget, O fice of Information and Regul atory
Affairs, Washington, DC 20503, [Attention: Desk Oficer for the
Federal Energy Regul atory Conmi ssion, phone: (202)395-3087, fax:
(202) 395- 7285] .
Vil. PUBLI C COMVENT PROCEDURES

The Conmission invites interested persons to subnmit witten

conments on the nmatters and i ssues proposed in this notice to be
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adopted, including any related matters or alternative proposals
that commenters may wi sh to discuss. |Initial comments should not
exceed 100 doubl e- spaced pages and should include an executive
sunmary. The original and 14 copies of such conments nust be
recei ved by the Conm ssion before 5:00 p.m on August 16, 1999.

The Conmission will also permt interested persons to submit
reply comments in response to the initial coments filed in this
proceedi ng. Reply comrents should not exceed 50 doubl e-spaced
pages and shoul d include an executive summary. The original and
14 copies of the reply comments nust be received by the

Commi ssi on before 5:00 p.m on Septenber 15, 1999.

Docket No. RMI9-2-000 - 227 -

Comment s shoul d be subrmitted to the Office of the Secretary,
Federal Energy Regul atory Commi ssion, 888 First Street, NE.,
Washi ngton D. C. 20426 and should refer to Docket No. RM9-2-000

In addition to filing paper copies, the Conmi ssion
encourages the filing of commrents either on conputer diskette or
via Internet E-Mail. Coments may be filed in the foll ow ng
formats: WordPerfect 8.0 or |ower version, M5 Wrd Ofice 97 or
| ower version, or ASCI| format.

For diskette filing, include the follow ng information on
the diskette |abel: Docket No. RWMP9-2-000; the nane of the filing
entity; the software and version used to create the file; and the
nane and tel ephone nunmber of a contact person.

For Internet E-Mil subnittal, conments should be subnitted
to "coment.rmd@derc.fed.us" in the following format. On the
subj ect line, specify Docket No. RWP9-2-000. |In the body of the
E- Mai | nessage, include the name of the filing entity; the

software and version used to create the file, and the nane and
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t el ephone nunber of the contact person. Attach the comments to
the E-Mail in one of the formats specified above. The Conmi ssion
will send an automatic acknow edgnment to the sender’s E-Mil
address upon receipt. Questions on electronic filing should be
directed to Brooks Carter at 202-501-8145, E-Miil address
brooks.carter@erc. fed. us.

Commenters should take note that, until the Commi ssion
amends its rules and regul ations, the paper copy of the filing

remains the official copy of the docunent subnitted. Therefore,

Docket No. RMD9-2-000 - 228 -
any di screpanci es between the paper filing and the el ectronic
filing or the diskette will be resolved by reference to the paper
filing.

Al witten comments will be placed in the Commission s
public files and will be available for inspection in the
Conmi ssion s Public Reference roomat 888 First Street, N E.,
Washi ngton D. C. 20426, during regul ar business hours.
Additionally, conments may be viewed, printed or downl oaded
renotely via the Internet through FERC s Honepage using the RI M5
or CIPS link. RIM contains all comments but only those coments
subnmitted in electronic format are available on CIPS. User
assi stance is avail able at 202-208-2222, or by E-Mail to

rimsmaster @erc. f ed. us.

Li st of Subjects in 18 C.F. R Part 35

El ectric power rates, Electric utilities, Electricity,
Reporting and recordkeepi ng requirenents.
By direction of the Commi ssion.

( SEAL)
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David P. Boergers,
Secretary.

Docket No. RM9-2-000 - 229 -

I n considering of the foregoing, the Conmi ssion proposes to

amend Part 35, Chapter |, Title 18 of the Code of Federal

Regul ations, as set forth bel ow

PART 35 - FILING OF RATE SCHEDULES

1. The authority citation for part 35 continues to read as

foll ows:

Authority: 16 U S.C 791a-825r, 2601-2645; 31 U S.C. 9701,

42 U. S. C. 7101-7352.
2. Part 35 is amended by adding a new Subpart F and a new

35.34 to read as follows:

Subpart F - Procedures and Requirements Regarding Regional
Transmission Organizations

35.34 - Regional Transmission Organizations
(a) Purpose. This section establishes required

characteristics and functions for Regional Transmission
Organizations for the purpose of promoting efficiency and
reliability in the operation and planning of the electric
transmission grid and ensuring nondiscrimination in the provision
of electric transmission services. This section further directs
each public utility that owns, operates, or controls facilities
used for the transmission of electric energy in interstate
commerce to make certain filings with respect to forming and
participating in a Regional Transmission Organization.

(b) Definitions.
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Docket No. RM9-2-000 - 230 -

(1) Regional Transm ssion Organization neans an entity that
satisfies the mninmum characteristics set forth in paragraph (i)
of this section, perforns the functions set forth in paragraph
(j) of this section, and accommopdates the open architecture
conditions set forth in paragraph (k) of this section.

(2) Market participant neans any entity that buys or sells
electric energy in the Regional Transm ssion O ganization's
region or in any neighboring region that mght be affected by the
Regi onal Transm ssion Organization's actions, or any affiliate of
such an entity.

(c) GCeneral rule. Except for those public utilities
subject to the requirements of paragraph (g) of this section
every public utility that owns, operates or controls facilities
used for the transmi ssion of electric energy in interstate
comerce as of [insert effective date of regulation] nust file
wi th the Commission, no later than October 15, 2000, one of the
fol | owi ng:

(1) A proposal to participate in a Regional Transm ssion
Organi zation consisting of one of the types of subnmittals set
forth in paragraph (d); or

(2) A subnmittal consistent with paragraph (f).

(d) Proposal to participate in a Regional Transm ssion
Organi zation. For purposes of this section, a proposal to
participate in a Regional Transm ssion O ganization neans:

(1) Necessary filings, nmade individually or jointly with

other entities, pursuant to sections 203, 205 and/or 206 of the
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Docket No. RMD9-2-000 - 231 -

Federal Power Act, as appropriate, to create a new Regi onal
Transm ssion Organi zation;

(2) Necessary filings, nade individually or jointly with
other entities, pursuant to sections 203, 205 and/or 206 of the
Federal Power Act, as appropriate, to join a Regional
Transm ssion Organi zation approved by the Conmi ssion on or before
the date of the filing; or

(3) Apetition for declaratory order, filed individually or
jointly with other entities, asking whether a proposed
transm ssion entity would qualify as a Regional Transnission
Organi zation and containing at |east the follow ng:

(i) A detailed description of the proposed transni ssion
entity, including a description of the organizational and
operational structure and the intended participants;

(ii) A discussion of how the transmi ssion entity would
satisfy each of the characteristics and functions of a Regi onal
Transni ssi on Organi zation specified in paragraphs (i), (j)and
(k);

(iii) A detailed description of the section 205 rates that
will be filed for the transmission entity; and

(iv) A commitment to make necessary filings pursuant to
sections 203, 205 and/or 206 of the Federal Power Act, as
appropriate, pronptly after the Conmi ssion issues an order in
response to the petition.

Note: Under this paragraph, the Conm ssion would consider a

request for incentive rate treatnment or another form of

Docket No. RMD9-2-000 - 232 -
i nnovative transm ssion pricing, such as performance based rates.

Such a filing must include a detail ed explanation of how the
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proposed rate treatnment would hel p achi eve each of the nininmm
characteristics and functions and would result in benefits to
consuners.

(e) Transfer of operational control. Any public utility’'s
proposal to participate in a Regional Transm ssion O ganization
filed pursuant to paragraph (c)(1) nust propose that operational
control of that public utility's transmission facilities will be
transferred to the Regional Transnission O ganization on a
schedul e that will allow the Regional Transm ssion O ganization
to commence operating the facilities no later than Decenmber 15,
2001.

Note: This requirenent may be satisfied by proposing to
transfer to the Regional Transm ssion Organization ownership of
the facilities in addition to operational control

(f) Alternative filing. The submittal referred to in
paragraph (c)(2) nust contain a description of
any efforts made by that public utility to participate in a
Regi onal Transm ssion Organi zation; the reasons it has not, to
date, participated in a Regional Transm ssion Organization,
including identification of any existing obstacles to
participation in a Regional Transm ssion O gani zation; and any
plans the public utility has for further work toward

participation in a Regional Transm ssion O ganization.

Docket No. RMD9-2-000 - 233 -

(g) Public utilities participating in approved transmn ssion
entities. Every public utility that owns, operates or controls
facilities used for the transm ssion of electric energy in
interstate commerce as of [insert effective date of this

regul ation], and that has filed with the Conmi ssion to transfer
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operational control of its facilities to a transmi ssion entity
that has been approved or conditionally approved by the

Conmi ssion as being in conformance with the el even |1SO principles
set forth in Order No. 888 on or before [insert effective date of
this regulation], nust, individually or jointly with other
entities, file with the Conmm ssion, no |later than January 15,
2001:

(1) A statenent that it is participating in a transm ssion
entity that has been so approved;

(2) A detailed explanation of the extent to which the
transm ssion entity in which it participates has the
characteristics and performs the functions of a Regional
Transni ssi on Organi zation specified in paragraphs (i) and (j) and
accommodat es the open architecture conditions in paragraph (k);
and

(3) To the extent the transm ssion entity in which the
public utility participates does not neet all the requirenents of
a Regional Transnission O ganization specified in paragraphs (i),
(j), and (k), the public utility must file either a proposal to
participate in a Regional Transm ssion O ganization that neets

such requirements in accordance with paragraph (d), a proposal to

Docket No. RMI9-2-000 - 234 -
nodi fy the existing transm ssion entity so that it confornms to
the requirenents of a Regional Transm ssion Organization, or a
filing containing the information specified in paragraphs (f)
addressing any efforts, obstacles, and plans with respect to
conformance with those requirenents.

(h) Entities that beconme public utilities with transm ssion
facilities. An entity that is not a public utility that owns,

operates or controls facilities used for the transmi ssion of
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electric energy in interstate commerce as of [insert effective
date of this regulation], but later becones such a public
utility, nmust file a proposal to participate in a Regiona
Transni ssi on Organi zation in accordance w th paragraph (d), or an
alternative filing in accordance with paragraph (f), by Cctober
15, 2000 or 60 days prior to the date on which the public utility
engages in any transm ssion of electric energy in interstate
commer ce, whichever conmes later. |f a proposal to participate in
accordance with paragraph (d) is filed, it nust propose that
operational control of the applicant’s transmni ssion systemw ||
be transferred to the Regional Transnission Organization within 6
nonths of filing the proposal

(i) Required Characteristics for a Regional Transm ssion
Organi zation. A Regional Transm ssion O gani zation nust satisfy
the followi ng characteristics when it comences operation

(1) Independence. The Regional Transm ssion Organization

nmust be independent of market participants.

Docket No. RM9-2-000 - 235 -

(i) The Regional Transmission Organization, its enployees,
and any non-stakehol der directors nust not have financi al
interests in any nmarket participants.

(ii) A Regional Transm ssion Organization nust have a
deci si on naking process that is independent of control by any
mar ket participant or class of participants.

(iii) The Regional Transmi ssion Organi zati on nust have
excl usive and i ndependent authority to file changes to its
transm ssion tariff with the Conmi ssion under Section 205 of the
Federal Power Act.

(2) Scope and Regi onal Configuration. The Regional
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Transm ssion Organi zation nmust serve an appropriate region. The
regi on must be of sufficient scope and configuration to permit
t he Regi onal Transni ssion Organization to effectively performits
requi red functions and to support efficient and non-
di scrim natory power markets.

(3) Operational authority. The Regional Transmi ssion
Organi zati on nmust have operational responsibility for al
transm ssion facilities under its control

(i) The Regional Transnission O ganization may choose to
directly operate facilities (direct control), delegate certain
tasks to other entities (functional control) or use a conbination
of the two approaches. |f certain operational functions are
del egated to, or shared with, entities other than the Regional
Transni ssi on Organi zation, the Regional Transm ssion O ganization

must ensure that this sharing of operational responsibility wll

Docket No. RMI9-2-000 - 236 -
not adversely affect reliability or provide some narket
participants with an unfair conpetitive advantage. Wthin two
years after initial operation as a Regional Transm ssion
Organi zation, the Regional Transm ssion O ganization must prepare
a public report that assesses whether any division of operational
responsi bilities hinders the Regional Transm ssion O ganization
in providing reliable, non-discrimnatory and efficiently priced
transm ssion service.

(ii) The Regional Transm ssion Organization nust be the
security coordinator for the facilities that it controls.

Note: This provision requires that the Regiona
Transni ssi on Organi zation undertake the functions in its region
currently assigned to security coordinators by NERC in "NERC

Qperating Policy 9 - Security Coordinator Procedures.” It is
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recogni zed that NERC "security coordinators" are relatively new
and that they may not necessarily be permanent institutions.
However, the functions NERC currently assigns to security
coordinators are critical ones that should be perfornmed by the
entity with operational authority for transm ssion facilities
within the region.

(4) Short-termReliability. The Regional Transni ssion
Organi zati on nmust have exclusive authority for maintaining the
short-termreliability of the grid that it operates.

(i) The Regional Transm ssion Organization nust have
exclusive authority for receiving, confirmng and inplenenting

al | interchange schedul es.

Docket No. RMD9-2-000 - 237 -

(ii) The Regional Transm ssion O ganization nmust have the
right to order redispatch of any generator connected to
transm ssion facilities it operates if necessary for the reliable
operation of these facilities.

(iii) Wen the Regional Transnission O ganization operates
transm ssion facilities owed by other entities, the Regional
Transni ssi on Organi zation nust have authority to approve or
di sapprove all requests for schedul ed outages of transm ssion
facilities to ensure that the outages can be accomopdated within
established reliability standards.

(iv) If the Regional Transm ssion Organization operates
under reliability standards established by another entity (e.g.,
a regional reliability council), the Regional Transm ssion
Organi zation nust report to the Conmission if these standards
hinder it fromproviding reliable, non-discrininatory and

efficiently priced transm ssion service.
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(j) Required Functions of a Regional Transm ssion
Organi zation. The Regional Transm ssion O ganization nust
performthe follow ng functions. Unless otherw se noted, the
Regi onal Transm ssion Organi zati on nmust satisfy these obligations
when it comences operations.

(1) Tariff admnistration and design. The Regi ona
Transni ssi on Organi zation nust adnminister its own transni ssion
tariff and enploy a transmnission pricing systemthat will pronote
efficient use and expansion of transm ssion and generation

facilities. The Regional Transnission Organization nust carry

Docket No. RM9-2-000 - 238 -
out this function by satisfying the standards listed in
subparagraphs (j)(21)(i) and (ii) below, or by dempbnstrating that
an alternative proposal is consistent with or superior to
sati sfying such standards.

(i) The Regional Transnission O ganization nust be the only
provi der of transmission service over the facilities under its
control, and nust be the sole adm nistrator of its own
Conmi ssi on- approved open access transmission tariff. The
Regi onal Transm ssion Organi zati on nust have the sole authority
to receive, evaluate, and approve or deny all requests for
transmi ssion service. The Regional Transnission O ganization
must have the authority to review and approve requests for new
i nt erconnecti ons.

(ii) The Regional Transnission Organization tariff nust not
result in transmnission customers paying multiple access charges
to recover capital costs for transnission service over facilities
that the Regi onal Transm ssion Organi zation controls (i.e, no
pancaki ng of transni ssion access charges).

(2) Congestion managenent. The Regi onal Transmi ssion
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Organi zation nust ensure the devel opnent and operation of market
nmechani sms to manage transni ssion congestion. The Regi onal
Transm ssion Organi zation nust carry out this function by
satisfying the standards |isted in subparagraph (j)(2)(i) bel ow,
or by denonstrating that an alternative proposal is consistent

with or superior to satisfying such standards.

Docket No. RM9-2-000 - 239 -

(i) The market mechani sms nust acconmodat e broad
participation by all market participants, and nust provide all
transmi ssion custoners with efficient price signals that show the
consequences of their transm ssion usage decisions. The Regional
Transm ssion Organi zation nust either operate such markets itself
or ensure that the task is performed by another entity that is
not affiliated with any narket participant.

(ii) The Regional Transnission O ganization nmust satisfy
this requirenment no |ater than one year after it comences
initial operation.

(3) Parallel path flow. The Regional Transm ssion
Organi zation nmust devel op and inpl ement procedures to address
parallel path flowissues within its region and with other
regions. The Regional Transmni ssion Organization nust satisfy
this requirement with respect to coordination with other regions
no later than three years after it comences initial operation.

(4) Ancillary services. The Regional Transm ssion
Organi zation nmust serve as a supplier of last resort of all
ancillary services required by Order No. 888, FERC Stats. & Regs.

- 31,036 (Final Rule on Open Access and Stranded Costs), and
subsequent orders. The Regional Transmission Organization must

carry out this function by satisfying the standards listed in
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subparagraphs (j)(4)(i)-(iii) below, or by denonstrating that an
alternative proposal is consistent with or superior to satisfying

such st andards.

Docket No. RM9-2-000 - 240 -

(i) Al market participants must have the option of self-
supplying or acquiring ancillary services fromthird parties
subject to any restrictions inposed by the Comm ssion in Order

No. 888, FERC Stats. & Regs. — 31,036 (Final Rule on Open Access
and Stranded Costs), and subsequent orders.

(i) The Regional Transmission Organization must have the
authority to decide the minimum required amounts of each
ancillary service and, if necessary, the locations at which these
services must be provided. All ancillary service providers must
be subject to direct or indirect operational control by the
Regional Transmission Organization. The Regional Transmission
Organization must promote the development of competitive markets
for ancillary services whenever feasible.

(iii) The Regional Transmission Organization must ensure
that its transmission customers have access to a real-time
balancing market. The Regional Transmission Organization must
either develop and operate such markets itself or ensure that
this task is performed by another entity that is not affiliated
with any market participant.

(5) OASIS and Total Transmission Capability (TTC) and
Available Transmission Capability (ATC). The Regional
Transmission Organization must be the single OASIS site
administrator for all transmission facilities under its control
and independently calculate TTC and ATC.

(6) Market monitoring. The Regional Transmission

Organization must monitor markets for transmission services,
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Docket No. RM9-2-000 - 241 -
ancillary services and bul k power to identify design flaws and
mar ket power and propose appropriate remedial actions. The
Regi onal Transm ssion Organi zation nust carry out this function
by satisfying the standards listed in subparagraphs (j)(6)(i)-
(iv) below, or by dempbnstrating that an alternative proposal is
consistent with or superior to satisfying such standards.

(i) The Regional Transmi ssion O ganization nust nonitor
markets for transmission service and the behavior of transm ssion
owners, if any, to deternmine if their actions hinder the Regiona
Transm ssion Organi zation in providing reliable, efficient and
nondi scrim natory transni ssion service.

(ii) The Regional Transmi ssion O ganization nust nonitor
markets for ancillary services and bul k power. This obligation
islimted to markets that the Regional Transmi ssion O ganization
oper at es.

(iii) The Regional Transm ssion O ganization nust
periodically assess how behavior in markets operated by others
(e.g., bilateral power sales markets and power markets operated
by unaffiliated power exchanges) affects Regional Transm ssion
Organi zati on operations and conversely how Regi onal Transm ssion
Organi zati on operations affect the performance of power narkets
oper ated by ot hers.

(iv) The Regional Transni ssion O ganization nust provide
reports on market power abuses and market design flaws to the

Commi ssion and affected regulatory authorities. The reports nust
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Docket No. RM9-2-000 - 242 -
contain specific recomendati ons about how observed market power
abuses and market flaws can be corrected.

(7) Planning and expansion. The Regional Transm ssion
Organi zation nmust be responsible for planning necessary
transm ssion additions and upgrades that will enable it to
provide efficient, reliable and non-discrimnatory transni ssion
service and coordinate such efforts with the appropriate state
authorities. The Regional Transm ssion Organi zation nmust carry
out this function by satisfying the standards listed in
subparagraphs (j)(7)(i) and (ii) below, or by dempnstrating that
an alternative proposal is consistent with or superior to
sati sfying such standards.

(i) The Regional Transmi ssion O ganization planning and
expansi on process must encourage narket-driven operating and
i nvestnent actions for preventing and relieving congestion.

(ii) The Regional Transm ssion O ganization s planning and
expansi on process nust acconmodate efforts by state regul atory
commi ssions to create nulti-state agreenents to review and
approve new transm ssion facilities. The Regional Transm ssion
Organi zation' s planni ng and expansi on process nust be coordi nated
with programs of existing RTGs where necessary.

(iii) If the Regional Transm ssion Organization is unable
to satisfy this requirement when it comences operation, it nust
file a plan with the Commission with specified nilestones that
will ensure that it nmeets this requirement no later than three

years after initial operation.

Docket No. RMD9-2-000 - 243 -
(k) Open architecture.

(i) Any proposal to participate in a Regional Transm ssion
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Organi zation nmust not contain any provision that would linit the
capability of the Regional Transm ssion Organization to evolve in
ways that would inprove its efficiency, consistent with the
requi rements in paragraphs (i) and (j) of this section

(ii) Nothing in this regul ation precludes an approved
Regi onal Transm ssion Organi zation fromseeking to evolve with
respect to its organi zational design, market design, geographic
scope, ownership arrangenents, nethods of operational control and
ot her appropriate ways if the changes are consistent with the
requirements of this section. Any future filing seeking approva
of such changes nust denonstrate that the proposed changes wi| |
neet the requirements of paragraphs (i), (j) and (k) of this

section.

Docket No. RMB9-2-000 -1 -

APPENDI X A
STAFF SUMMARY OF FERC- | NDUSTRY | SO CONFERENCES
(Docket No. PL98-5-000)

During 1998, the Conm ssion conducted a series of eight
public conferences with the electric power industry for the
purpose of examning its 1SO policies. The Conmmission wanted to
| earn whet her any changes to its policies that affect the
devel oprment of |SCs and other forns of regional grid managenent
structures are appropriate to further pronmote conpetition and
reliability in bulk power markets. The Conmi ssion also wanted to
| earn whether it should also be nore prescriptive in this area.
The Conmi ssion al so focused on the future of 1SOs in
adm nistering the electric transmssion grid on a regional basis.

297/
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| SO Trust, Flexibility and Mandate
Participants |argely agreed on the need for inproved
regi onal organi zations to operate the grid and inpl enent
reliability rules. They enphasized the need for transm ssion
operations to be structurally independent, trustworthy, and fair
in order for conpetitive generation markets to flourish. There
seened to be a consensus that any Conmission | SO policy should be

flexible to meet the needs and characteristics of each region and

297/ See Inquiry Concerning the Conmission’s Policy on
I ndependent System Operators, Notice of Conference (dated
March 13, 1998), and Notice OF Panels For Conference (dated
April 7, 1998). See also, Inquiry Concerning the
Conmi ssion’s Policy on Independent System Cperators, Notice
O Regional Conferences (dated April 27, 1998).

Docket No. RM9-2-000 -2 -
Appendi x A

its state comm ssions, and that the Conmi ssion should avoid any
one-size-fits-all approach to 1SO structure and functions that
m ght stifle innovation. Participants differed, however, on
whet her the Comm ssion should require or nmerely encourage | SCs.
Reasons offered as to why the voluntary approach to | SO
formati on has not worked uniformy across the Nation included:
(1) sone states that have not yet decided on retail access
believe that an SO inevitably will lead to retail access; (2)
some | ow cost states are concerned that | SOs and retail access
will increase their electric rates because utilities will be able
to use 1SCs to sell their |owcost power el sewhere; (3) some see
| SOs as overly expensive, burdensome, and bureaucratic; and (4)
sone see transmi ssion access as having i nproved enough through
the on-going inplenentation of Order Nos. 888 and 889
Reconmendat i ons on what the Commi ssion shoul d do next ranged

fromwait and see, to act decisively now Sonme in the first canp
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claimed that the Conmission |acks the authority to nandate
participation in 1SGs. Some counsel ed that the Conm ssion shoul d
continue to just nurture the formation of 1SCs and al | ow

devel opnment of organizations that best fit the |ocal needs of a
particul ar region and avoid stifling innovation by continuing the
case- by-case approval of voluntary |ISO subrmittals. Sone
suggested that the Commission nerely define its basic objective
as the availability of efficient and reliable transm ssion
service on a non-discrimnatory basis, and to encourage hol d-outs

to join.

Docket No. RM9-2-000 - 3 -
Appendi x A

Those conference participants favoring stronger action
contended that functional unbundling has not worked well enough
and that it is unrealistic to expect it to do so. Many clained
that some vertically integrated utilities are enploying
preferential reliability practices or nmanipul ating postings of
ATC and capacity benefit nmargin values to favor their own
whol esal e merchant functions. They further clainmed that there is
a reluctance to | odge conplaints out of concern that the
Conmi ssion nay not take strong action or there might be reprisals
by the utilities. QOhers contended that sonme utilities are
i npeding | SO formation by refusing to participate, and that, as
I ong as | SO boundaries are drawn by the voluntary deci sions of
the transm ssion owners to pick and choose the | SO which npst
advances their individual corporate and conpetitive objectives,
the result is likely to be | SOs whose shape and conposition
inpede its ability to create a true conpetitive narket. Strong
action advocates al so seenmed to be | ooking for clear guidance on

transmi ssion pricing, operation of energy nmarkets, and the phase-
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in of certain I SO responsibilities.

Many of those concerned about a patchwork of 1SO grid
coverage suggested that nowis the tine for the Conmission to
mandate | SCs (possibly tenpered with incentives), or at |east
mandat e participation in negotiations on | SO fornmation. Severa
suggested that the Conmission work with the states to devel op
specific directives and guidelines as a way to assure that enough

nmomentum on |1 SO formation is achieved. One guideline that was

Docket No. RM9-2-000 - 4 -
Appendi x A

suggested woul d incorporate a standardized ISO tariff and a
standar di zed set of rules governing reciprocity anong |SGCs. It
woul d be coupled with a flexible I SO design that could
accommodat e varyi ng regional needs. Ohers variously reconmended
(1) specification of mninmum SO functions as a basic nodel and
letting the regions justify any departure therefrom (2) ordering
the formation of 1SCs and al |l owi ng enough tinme for each region to
devel op a proposal that best suits its |ocal needs; and (3)
exercising all Conmi ssion authority to nonitor and manage
conpr ehensi ve | SO formati on
| SO Purposes and Functions

The many notions about what the proper functions of an | SO
shoul d be seenmed to reflect what each participant saw as the
critical regional objectives (e.g., pronotion of retail access;
nmore efficient grid operation, planning and expansi on; enhanced
systemreliability; elinmnation of |loop flow issues; solution of
"seans" problens between control areas; elimnation of rate
pancaki ng; inmproved congestion nanagenent; enhanced reserve
sharing; establishnment of one-stop shopping through creation of a

regional QASIS; enhanced market monitoring, and inproved real -
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time comuni cation anmong all transmission entities).

Accordi ngly, suggested |1SO functions included: control area
responsi bilities; numerous security coordinator and reliability
duties; inpartial operation of a regional OASIS to i nprove ATC

postings; administration of an 1SO-w de tariff; generation

Docket No. RM9-2-000 - 5 -
Appendi x A

redi spatch duties to relieve congestion; and ancillary services
markets coordination responsibilities.

Sone participants argued, however, that certain functions
shoul d not be foisted upon 1 SOs. Sone contended that it would be
detrinmental to the markets and the administration of I1SCs if |SGCs
beconme involved with functions that are not natural mnonopolies
such as power exchange activities because this would conprom se
the 1SO s independence in fulfilling its primary transm ssion
responsibilities. Many cautioned that an | SO should not be
i nvol ved in market nonitoring beyond data gathering tasks, due to
the attendant administrative burden and cost, and because
enforcenment should be the sole prerogative of regulatory
aut horities.

I SO Si ze

Most participants agreed that, as a general proposition
bi gger 1SCs can be nore effective than smaller |SGCs, given the
grow h in unbundl ed power sales and the | essening of traditiona
cooperation anong utilities that have now beconme conpetitors.

For exanple, with regard to the connection between size and
effective reliability managenent, it was pointed out that an
excessive nunber of control areas in the Mdwest has inhibited
conmuni cati on and coordination, and contributed to several of the

Mdwest’'s recent reliability "near m sses."
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Basical ly, participants saw the "proper" size as dependi ng
upon a nunber of factors: (1) the purposes and functions of the

| SO (such as enhancing reliability or accommpdati ng regi ona

Docket No. RM9-2-000 - 6 -
Appendi x A

power markets); (2) the operating characteristics and make-up of
the local regional transm ssion system (3) being |arge enough to
capture scale economes yet not too big to operate w thout
difficulty and handl e | arge vol umes of next-hour transactions;
(4) recognizing historic coordination arrangenents, trading
patterns, and |l oad patterns; and (5) remaining responsive to
| ocal transmission concerns and conventions on such matters as
how wi de an area over which costs associated with transm ssion
construction and generation redi spatch should be spread.
Alternatives to | SCs

A nunber of participants counsel ed that the Conm ssion
shoul d seriously consider alternatives to | SCs such as investor-
owned transcos, and independent grid adninistrators or schedulers
(I1GA or |ISA.

| G/ | SA supporters were concerned about what could be
qui ckly inplemented that would avoid the high costs that seemto
be associated with conprehensive SO initiatives, yet would
provi de i medi ate control over the nmore egregious actions of some
transm ssion providers. |GA/ISA structures were described to
i nclude any of the followi ng: (1) one-stop shopping through an
QASI S that uniformy cal cul ates ATC val ues; (2) independent
coordi nation of reservations and power flow scheduling; and (3)
fast-track dispute resolution. It was clained that such
structures woul d avoi d cost-shifting controversies and congestion

managenent conplications because the | GA | SA nenbers woul d
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continue to operate their own transm ssion and set their own

Docket No. RM9-2-000 -7 -
Appendi x A

i ndividual rates. While there was sone support for |GA | SA
structures as an interimstep toward full |SO formation, many
partici pants expressed concern about the Commi ssion approving
"wat er ed- down" versions of an 1SO that fail to address pressing
needs for grid expansion and pricing reform

Transco supporters argued that a transco can offer
everything that a full 1SO can provide, plus the additiona
efficiency that is inherent in conbining operation and ownership
of transm ssion assets driven by the sane corporate and narket
incentives. Transcos were also said to provide nore opportunity
for shareholders to benefit fromthe strong performance of any
facilities placed under an SO As such, transcos were touted as
the natural end-state of transmi ssion restructuring. 1SO
supporters countered that the 1SO structure need not foreclose
passing incentive-rate revenues on to transnission owners. They
also claimed that, unlike a transco, an | SO is not dependent upon
the successful transfer of all of the transm ssion assets within
aregion and, if an 1SOis sized wong, it can be nore readily
corrected than a transco for the sanme reason

Finally, sone participants suggested that | SOs and transcos
are actually conplenentary forns. QOhers clainmed that who owns
the transmission is irrelevant as long as the regional grid
operator is independent; it is big enough to internalize |oop
flows; it directs region-wi de transm ssion planning; and it
allows for conpetitive bidding on the installation of new

facilities to expand the grid.
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| SO Pricing and Cost-shifting Concerns

Sone participants supported differing forns of ISOrate
structures: flow based rates, distance-based pricing, average-
cost based rates, and |ocational marginal cost-based pricing.
Many cautioned that a Conmi ssion nmandate on the use of any
particular tariff structure would be a major obstacle to the
voluntary formation of |1SCs; therefore, they recommended that the
Conmi ssi on provide great deference to the needs of each region as
to what locally is seen to be fair and reasonabl e pricing.

In particular, many participants rai sed concerns about cost-
shifting within an 1 SO that might result from menbership with
significantly disparate enbedded transmi ssion costs and
i mposition of an | SO-w de access tariff that reflects sone
conposite of such costs. These participants counseled that the
Commi ssi on should allow "license plate" access rates that reflect
only the cost of the transmi ssion zone within the SO in which
the load to be served is located. One participant suggested,
however, that even license plate rates can raise cost-shifting
concerns, if the cost of an upgrade that is used primarily for
the benefit of external loads is included in the cost basis for
the affected zone.

Non-j urisdictional Transm ssion Participation

Most partici pants expressed the view that governnent-owned
and ot her regional non-jurisdictional transm ssion owners need to
fully participate in an 1SOin order for it to be conpletely

successful. It was suggested that this is especially true for
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the West, where | arge amounts of non-jurisdictional transm ssion
is controlled by Bonneville Power Adninistration, Western Area
Power Admi ni stration, Southwestern Power Adninistration, |arge
muni ci pal s, cooperatives, public power districts, British
Col unbi a Hydro, and the Alberta grid. Sone participants wanted
t he Conmi ssion to provide gui dance on how to bring public power
and other non-jurisdictional transm ssion owners into an SO In
this regard, sone suggested that the Department of Energy needs
to issue guidance to the federal power narketing agenci es on
their active support of any 1SOinitiatives. Public power
participants, who strongly supported | SCs, expressed concern that
any | SO participation on their part could adversely affect the
financing of their facilities due to Internal Revenue Code
"private-use" restrictions.
Exi sting Transmni ssion Contracts

Sone participants enphasi zed the need for 1SCs to honor
(grandfather) existing transm ssion contract arrangenents to
mai ntain any benefits that were bargained. hers enphasized the
need for 1SOs to abrogate any existing transm ssion contracts to
elimnate any preferential transmi ssion treatnment. Those
favoring grandfathering, however, acknow edged that it could
become a very conplicated adninistrative matter in the event that

there is insufficient transmi ssion capacity to serve everyone

Docket No. RM9-2-000 - 10 -
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PANELI STS

The Conmi ssion held conferences in Washington, D.C. and in
seven cities in different regions of the country.

Washi ngton, D.C
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In the | ead-of f two-day conference held on April 15-16,
1998, in Washington, D.C., approximtely 400 individuals attended
each day. Panelists represented:

Anerican El ectric Power Conpany

American Public Power Association

California | ndependent System Operat or

California I ndependent System Operator, Market Surveillance
Committee (by Stanford University)

California Public Uilities Conm ssion

Caneron McKenna LLP

Cinergy Energy Services, Inc.

Commonweal t h Edi son Conpany

Coal ition For A Conpetitive Electric Market (by Enron
Cor por at i on)

Economi ¢ Anal ysis G oup

Edi son Electric Institute

Edi son Electric Institute (by NERA)

El ectric Power Supply Association.

Entergy Services, Inc.

Harvard University (John F. Kennedy School of Governnent)

I ndustrial Consumers (by Electricity Consumers Resource Council)
| SO New Engl and

Menbers Systens of the New York Power Pool (by Putnam Hayes &
Bartlette, Inc.)

M d- Conti nent Area Power Pool (by Mrgan, Lewi s & Bocki us)

Mont ana Power Conpany

Nati onal Association of Regulatory Utility Conmi ssioners (by |owa
Uilities Board)

National Rural Electric Cooperative Association

NGC Cor poration

Pennsyl vania Public Utility Comi ssion

PIM | nterconnection, L.L.C

Public Utilities Comm ssion of Chio

Public Service Conmission of the State of New York

Rhode Island Public Utilities Conm ssion

Secretary of Energy’'s Task Force on Electric System
Reliability

Sithe Energies, Inc. (By Econonm cs Resource G oup)

Transmi ssi on Access Study Group (by Wsconsin Public Power, Inc.)

Transni ssion Alliance(by Merrill Lynch)

Transni ssi on Dependent Wility Systens (by Arkansas El ectric
Cor poration

U S. Departnent of Justice

U S. Generating Conpany and PJM Supporting Conpanies (by Steptoe

Docket No. RMI9-2-000 - 11 -
Appendi x A

& Johnson LLP)
Wabash Val | ey Power Association, Inc.
W sconsin El ectric Power Conpany
Phoeni x

Al mrost 90 peopl e attended the May 28, 1998, Phoeni x
conference. Panelists represented
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Arizona Corporation Conmi ssion

Ari zona Public Service Conpany

Aut onmat ed Power Exchange, Inc.

California | SO

Desert STAR

K. R Saline & Associ ates

Col orado Springs Utilities

Cyprus Cinmax Metals, BHP Copper, Phel ps Dodge, ASARCO and
Motorola (by Energy Strategies, Inc.)

Gol dman Sachs & Co.

Northern California Power Agency.

Salt River Project Agricultural |nmprovement and Power District

Sout hwest Power Tradi ng Council (by Enron Corp.)

Tri-State CGeneration and Transm ssi on Cooperative, Inc.

Kansas City

About 90 people attended the May 29, 1998, Kansas City
conference. Panelists represented:

City Uilities of Springfield, Mssouri

Clarksdale Public Wilities Comn ssion

Cooperative Power Association

lowa UWilities Board

Kansas Cor porati on Conm ssion

M d- Anmeri ca Regul atory Conference (by Kansas Corporation
Conmi ssi on)

M dwest Coalition for Effective Conpetition (by MCES and
Envi ronnental Law and Policy Center)

M dwest |1SO Participants (by Wsconsin Electric Power Conpany and
Ameren Services)

M nnesot a Department of Public Service

M ssouri O fice of Public Counsel

M ssouri Public Service Comm ssion

Nebraska Public Power District

Northern States Power Conpany

Public Utility Comm ssion of Texas

Shook, Hardy, Bacon, LLP

Sout hwest Power Pool

New Ol eans

Docket No. RMP9-2-000 - 12 -
Appendi x A

The June 1, 1998, New Ol eans conference panelists
represented:

Arkansas El ectric Cooperative

Ent ergy Corporation

Gul f Coast Power Marketers Coalition

Houst on | ndustries Power Corporation, Inc.

Lafayette Utilities System

Loui si ana Energy Users G oup

Publ i c Service Commi ssion of Yazoo City, M ssissippi
Sout hern Conpany Services, Inc.

Sout hwest Power Pool

Sout hwest ern Public Service Conpany
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I ndi anapol i s

About two hundred people attended the June 4, 1998,
I ndi anapolis conference. Anpbng the panelists represented:

AVMEREN

Ameri can Munici pal Power of Chio

Cinergy Services Inc.

Citizens Action Coalition of Indiana

Consuner s Energy Conpany

Detroit Edi son Conpany

Energy M chi gan

Fi r st Energy Cor poration

Illinois Industrial Energy Consuners

I ndi ana Muni ci pal Power Agency

Indiana Utility Regul atory Conmi ssion

Kent ucky Public Service Conmi ssion

Madi son Gas and El ectric Conpany

M d- Areri ca Regul atory Conmi ssioners (by M chigan Public Service
Conmi ssi on)

M dwest Coalition for Effective Conpetition

M dwest | SO Partici pants

M chi gan Public Power Agency

M nnesota Public UWilities Conm ssion

Public Utilities Conmm ssion of Chio

W sconsin El ectric Power Conpany

Port!l and

About 160 people attend the June 5, 1998, Portl and
conference. Panelists represented:

Aut omat ed Power Exchange

Bonnevi | | e Power Admi nistration

California | SO

California Municipal Uilities Association

California Public Wilities Comn ssion

Chel en County PUD (on behal f of |Independent Gid Schedul er)

Docket No. RM9-2-000 - 13 -
Appendi x A

Cl BC Oppenhei ner Cor p.

Col unmbi a Falls Al um num Conpany, et al.

| daho Power Conpany

| daho Public Utilities Conm ssion

I ndustrial Customers of Northwest Uilities
Land and Water Fund of the Rockies Energy Project
Mont ana Departnent of Environmental Quality
Mont ana Power Conpany

Northern California Power Agency.

Oregon Public Wilities Conm ssion

Paci fic Northwest Generating Cooperative
Paci fi Cor p

Platte River Power Authority

Publ i c Power Counci l

Publ i ¢ Service Conpany of Col orado

Puget Sound Energy, Inc.

Transni ssi on Agency of Northern California
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Turlock Irrigation District

Uni versity of California

Washington Uilities and Transportati on Conmi ssion
West ern Power Tradi ng Forum

West ern Regi onal Transm ssion Associ ation

Ri chnond

About 55 people attended the June 8, 1998, Ri chnond
conference. Panelists represented:

Bl ue Ri dge Power Agency

LG&E Energy (on behal f of M dwest |1SO Participants)

M d- Atl antic Power Association

North Carolina Electric Menbership Corporation

A d Doninion Electric Cooperative

TransEnergie U S., Ltd.

Virginia State Corporation Conm ssion

Virginia Committee for Fair Utility Rates and O d Domi nion
Conmittee for Fair Uility Rates

Virginia Electric & Power Conpany

Ol ando

The June 8, 1998, Ol ando conference was attended by about
100 people. Panelists represented:

Dyner gy
Enron Power Marketing (by Basford & Associ at es)

Fl ori da Muni ci pal Power Agency

Fl ori da Power & Light Conpany

Fl ori da Power Corporation

Fl orida Public Service Conmi ssion

Florida Reliability Coordinating Council, Inc.
Morgan Stanl ey & Conpany

Docket No. RM9-2-000 - 14 -
Appendi x A
Muni ci pal Electric Authority of Georgia
National Gid Conpany of England and Wl es
Sem nol e El ectric Cooperative, Inc.
Docket No. RMD9-2-000 - 15 -
Appendi x A

OTHER COMVENTERS

Al abama El ectric Cooperative, Inc.

Al | egheny Power, et al.

Bar bara R Barkovich

California Departnent of WAater Resources
California Electricity Oversight Board
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California | ndependent Energy Producers Associ ation

Central Illinois Light Conpany

Citizens G oup Responsible Use of Rural & Agricultural Land
Commonweal th of Pennsylvania Utility Conmi ssion

Commonweal th of Virginia, Division of Energy Regul ations
Commonweal th of Virginia State Corporation Conm ssion
Consuner Counsel O fice of the Attorney General of Virginia
Consuner s Ener gy Conpany

Cooperative Power Association

CSW Qper ati ng Conpani es

CSX Transportation

D. Basford & Associates, Inc.

Dai ryl and Power Cooperative

Departnent of Energy, Bonneville Power Admi nistration
Desert Sout hwest Power Tradi ng Counci l

Domi ni on Resources |nc.

Econonmi ¢ Resources Group, Inc.

El ectricities of North Carolina, Inc.

El ectricity Consuners Resource Council, et al.
Energy Strategies, Inc.
Fi ona Wol f

Georgi a System Operations Corporation, et al.
CGol dman, Sachs & Conpany

Gregory J. Werden

Gidco Comenters

Houst on I ndustries, Inc.

IES UWilities Inc., et al.

II'linois Comrerce Conmi ssion

I ndependent Grid Schedul er Organi zi ng G oup

I ndependent Power Producers of New York, Inc.
I ndi ana Energy M chi gan

I ndiana OFfice of Uility Consuner Counsel
Kentucky Wilities Conpany

Kent ucky Public Service Comm ssion

Large Public Power Counci l

Marija D. Ilic

M d-Atlantic Public Service Conmi ssions

M dwest | ndependent Transni ssi on System Qperator, Inc.
M dwest Muni ci pal Intervenors, et al.

M nnesot a Power Conpany

M nnesota Public Wilities Conmmi ssion

M ssi ssippi Ofice of Public Counsel

Mont ana Public Service Conmi ssion

Mul tiple Public Interest Organizations

New York Mercantile Exchange

Docket No. RMD9-2-000 - 16 -
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New Mexico Industrial Energy Consumers
Nort hern | ndi ana Public Service Conpany
Nort hwest Power Pl ant Pl anni ng Counci |
Oak Ri dge National Laboratory

Ofice of Chio Consuners’ Counsel

Il ahoma Cor porati on Conmi ssion

Ol ahoma Gas and El ectric Conpany
Orange & Rockland Utilities

Oregon Public Wilities Conm ssion
Oter Tail Power Conpany
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Pacific Gas & El ectric Conpany

PECO Ener gy Conpany

Pennsyl vania O fice of Consumers Advocate

PJM Supporting Conpani es

Portl and General Electric Conpany

Powersmiths International, Inc.

Proj ect For Sustainabl e FERC Policy

ProLi ance Energy, LLC

Public Service Conmi ssion of Wsconsin

Public Service Electric & Gas Conpany

Public Utilities Board of the Gty of Brownsville, Texas

Public Utility District No. 1 of Chelan County, Washington

Sel ki rk Cogen Partners, L.P.

Sierra Pacific Power

Sout hern California Gas Conpany, et al.

Sout hwest Transni ssion Dependent Uility G oup

Staff of Bureau of Econonics of the Federal Trade Conmi ssion

State of California Public Uilities Conmi ssion

State of Florida Public Service Conmi ssion

State of lIdaho & Idaho Public Utilities Commi ssion

State of Kansas Citizens' Utility Ratepayer Board's

State of Mnnesota Public Utilities Commi ssion

State of Montana Department of Environnental Quality

State of New York Public Service Commi ssion

State of Rhode I|sland and Province Plantations

The W lianms Conpanies Inc.

Transni ssi on Qperators of Public Service Conpany of Col orado

Tucson El ectric Power Conpany

University of Arizona

Virginia Conmittee for Fair Utility Rates, et al.

Washi ngt on Departnment of Community, Trade and Econom c
Devel opnent Energy Policy G oup

Western Area Power Administration

W sconsin | ntervenors

W sconsin Public Power, Inc.

W sconsin Public Service Corporation

Docket No. RMD9-2-000 - 1-
APPENDI X B
STAFF SUMMARY OF FERC CONSULTATI ONS
W TH THE STATES
(Docket No. RMB9-2-000)

In Docket No. RMB9-2-000, as part of a broader inquiry into
its RTO policies, the Conm ssion held a series of three regional
conferences to elicit the views and recomendati ons of state
regul atory authorities with respect to the devel opnent of
i ndependent RTGCs and whet her and how it should use its authority
under section 202(a) of the Federal Power Act. 298/ The

Conmmi ssion al so wanted to | earn whet her the goals of full
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conpetition and non-discrinmnatory transm ssion access can be
achieved in the absence of broad participation by transm ssion-
owning utilities in RTGs. Conferences were held in St. Louis,
Las Vegas, and Washington, D.C. in February 1999.
Need for Commi ssion Mandate

There was little real dispute by participants over the need
for independent and inpartial regional grid managenent, whether
it be for inproved grid operation, increased reliability,
i dentifying promi sing new generation |ocations, broadening
mar ket s by reducing rate pancaking, or all of these. Mst of the
states al so recogni zed that the Commission is the necessary and

appropriate facilitator for formng RTGCs, due to its broad

298/ See Regional Transm ssion Organizations, Notice OF Intent To
Consult Under Section 202(a) dated Novenber 24, 1998, and
Notice OF Dates And Locations For Consultation Sessions Wth
St at e Commi ssions (dated January 13, 1999).
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jurisdiction. However, coments as to how best the Commi ssion
shoul d proceed next were m xed.

One state wondered whether the Commi ssion has the authority
to mandate RTGs. Several Northeastern and Md-Atlantic states
that already have strong | SOS were concerned that the Conmi ssion
m ght disturb their 1SCs before an adequate period of tine has
el apsed to reveal their strengths and weaknesses. One state
suggested that the Conmi ssion should ook into setting up a joint
board of state and federal regulators on RTO issues. Sone
Sout heastern states saw no need for a Federal policy on RTGs
right now They felt that the grid is operated adequately and

preferred to |l et the market sort RTO devel oprents.

5/24/99 9:47 AM



244 of 249

http://cips.ferc.fed.us Q\CIPS\RULES\RM\RM99-2.00C. TXT

St ates west of the Appal achians generally recogni zed the
need for structural independence of transm ssion through RTCs
beyond functional unbundling sooner rather than |ater and saw a
need for strong Conm ssion | eadership on RTO formation. They
differed on the urgency and the necessary extent of Conmi ssion
i nvol vement. Many of the states advocating a nore aggressive
role were located in the Mdwest, which had experienced price
spi kes during the sumer of 1998.

One state insisted that Conmi ssion action is needed to
qui cken the pace of RTO formation so that devel opnent of
conpetitive electricity markets is not delayed. One vigorously
conpl ai ned about the persistent |lack of fuller RTO participation
in the Mdwest and the possible strategic advantage to vertically

integrated utilities not participating. To counter the

Docket No. RM9-2-000 - 3 -
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fragmentation in the Mdwest, it recommended that the Conmi ssion
mandate utility participation or, at a mininum elimnate
pancaked transmi ssion rates within each regional reliability
council. Another suggested that the Conmission interpret any
utility s refusal to join an RTO as an indi cator of undue
di scrimnation. One recomended that the Conmi ssion strongly
pronote fuller participation in RTOs by using a conbination of
"carrots" and "sticks" as incentives.
Flexibility

A pervasive thene was the need for the Conmission to avoid
taking a one-size-fits-all approach to RTGs. Many states
recomrended that, if the Conmi ssion wants to establish RTO policy
pursuant to its section 202(a) authority, the policy nust be

implemrented in a way that adequately recogni zes any regi onal
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differences in industry structures. One Mdwestern state
counsel ed that the Commission should partner with the states to
devel op a nenorandum of understanding (MOU) on regiona
transm ssion matters. The MOU woul d outline conmon desires and
obj ectives, describe the regulatory tools to get there, and the
ci rcunst ances under which the tools woul d be used.

O her states suggested that the Conm ssion, before it
consi ders taking any stronger action, issue guidelines and allow
enough time for each state to determi ne which are appropriate for
it in formng regional RTOCs. The guidelines would reflect
determi nations on such issues as how to encourage participation

by and otherwi se deal w th non-jurisdictional transm ssion
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entities; whether to allow a state to opt out of a nandatory RTO
policy; and how to ensure that no state s econony is harned by an
RTO. Several states suggested that cost/benefit anal yses be done
for each region. Finally, nunerous states recommended that the
Conmi ssion not nmingle retail conpetition issues with RTO issues,
contending that retail choice is a state prerogative.
RTO Si ze

Several states were concerned about how large is |arge
enough for an RTO, and how the Commi ssion expects to set the
proper regional boundaries. |In the East, states served by
establ i shed | SCs expressed concern that their 1SCs m ght have to
i ncur additional costs for nodifications that might be required
to meet a potential Conmi ssion size criterion before narket
forces have had the chance to suggest an appropriate size. Sone
suggest ed that because the existing |SCs are so crucial to

pronoting retail competition in states that have al ready adopted
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retail choice, the Commi ssion should carefully consider any order
that woul d expand, nmerge, or restructure an existing |ISO  Sone
states cautioned that expanding their existing | SGs beyond a
certain point mght also lead to reliability problenms or
i nheriting problems from adjacent regions.

One state recommended that only minimumsize criteria be
establ i shed rather than the specific |ocations of boundaries.
O her states recommended that, if the Conmi ssion insists on
establ i shing regional boundaries, that it consider the relative

costs and benefits of an RTO sized according to each regional
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boundary set. One state suggested that the Commission rely on
the existing NERC regional councils as the starting point for
deternmi ni ng proper RTO boundaries. Another state suggested that
the M d-Continent Area Power Pool (MAPP) and M d-American
I nterconnected Network (MAIN) interfaces should be placed within
a single RTO Sone western states contended that, while only one
regional reliability council serves the Wst, many non-
jurisdictional cooperative and governnent utilities control such
a substantial anmount of transmission that creating RTGs in the
West will be difficult absent clear direction fromthe
Conmi ssi on.
Al'ternative Fornms of RTGCs

Whi l e several states argued that conpeting |ISO and transco
structures could lead to further fragnentation and limted RTO
operations, others argued that mandating specific forms of RTGCs
now woul d i npede the ability of the states and regi ons to adopt
nmodel s that are best suited for their particular needs and that

t he Conmi ssion should not lock in particular RTO structures but
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shoul d instead retain flexibility to address changing future
needs. One state favored a non-profit |1SO structure, because it
doubted that the industry would lend itself to the devel opment of
any transco with sufficient geographic coverage and adequate
i ndependence fromgeneration interests. It noted, however, that
if a for-profit transco could nmeet the size and i ndependence

criteria, the transco would have advantages over an 1SOin the

Docket No. RMD9-2-000 - 6 -
formof a stronger business orientation and superior access to
capital for grid expansion.

Transmi ssion Cost Shifting and Low Power Cost States

Many states counsel ed that the Conmi ssion should allow a
region to opt-out of an average cost based RTO-w de rate, if such
a rate woul d shift highly disparate enbedded transni ssion costs
anong its RTO custoners and force sone to suffer transm ssion
rate increases. Many western states suggested that concern over
the enhanced ability of utilities to export their |ow cost power
to other regions through an RTO as well as concerns about
transm ssion cost shifting, not only led to the denise of the

I ndeGo |1 SO but has thwarted further RTO devel opnent in the West.
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PANELI| STS
St. Louis

About 120 people attend the February 11, 1999, conference in
St. Louis. Panelists represented conm ssions in:

Ar kansas
Fl ori da
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Illinois

I ndi ana

| owa

Kansas

Kent ucky

M chi gan

M nnesot a

M ssouri

Nebr aska
Nort h Dakota
Chio

Ckl ahoma
Sout h Dakot a
Tennessee
Texas

W sconsi n

Las Vegas

About 96 peopl e attended the February 12, 1999, conference
held in Las Vegas. Panelists represented conmissions in:

Ari zona
California
Col or ado

| daho

Mont ana
Nevada

New Mexi co
Oregon

Ut ah
Washi ngt on

Womi ng
Washi ngton, D.C

The panelists at the February 17, 1999, conference in
Washi ngton, D.C. represented comm ssions in:

Al abama

Connecti cut

District of Col unbia
Georgi a

Docket No. RMD9-2-000 - 8 -
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Maryl and
Massachusetts
M ssi ssi pp
New Jer sey

New Yor k

North Carolina
Pennsyl vani a
Rhode I sl and
West Virginia

OTHER COMVENTERS
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Canadi an El ectricity Association

| SO New Engl and

M d- Areri can Regul atory Conmi ssi oners

Nati onal Association of Regulatory Uility Conmi ssioners

New Engl and Conference of Public Wilities Conm ssioners, Inc.
Regi onal El ectric Power Cooperation

Virginia State Corporation Conm ssion

Western Interstate Energy Board

APPENDI X C

EXI STI NG CONFI GURATI ONS
Thi s Appendi x depicts the three existing configurations
di scussed in Section II11.D.2: the three electric interconnections

within the continental United States, the ten NERC reliability
councils, and the twenty-three NERC security coordi nator areas.

[Attachments not on disk]

249 of 249 5/24/99 9:47 AM



