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Thisreport summarizes recent developmentsin FERC proceedingsin which
EL CON has been active and other mattersof interest to industrial consumers. Insidethis
issue:
FERC’s organized markets rulemaking draws wide range of views (p.2)
FERC proceeds with technical conferences on organized markets (p.10)
FERC announces policy for review of NERC penalty notices (p.11)

FERC seeks comment on participation of demand resourcesin response to
system emer gencies (p.12)

Over protests, FERC accepts NERC proposal to addressreéiability gaps
(p-13)

| SO-NE raises bid-offer threshold for demand payments (p.15)
MI1SO’s EDR program receives conditional FERC approval (p.16)
PJM proposes revisions to demand response baseline methodology (p.18)

SPP’s pseudo-tie mechanism for external generator participation in EIS
mar ket conditionally approved (p.19)

FERC holds off on conference to examine PJIM capacity market performance
(p-20)

EL CON preparesamicus brief for AF& PA challengeto PURPA
implementation (p.21)

D.C. Circuit rgects application of Mobile-Sierra review to | SO-NE FCM
agreement (p. 24)

Court upholds Cal-1SO’s grossload cost allocation scheme (p.26)

New developments since the April 2008 issue of Electricity Law Developmentsarein bold.



FERC PROCEEDINGS

A. Refor msto the Organized Markets (FERC Docket Nos. RM 07-19, ADQ7-7)

On February 22, 2008, the FERC issued a notice of proposed rulemaking intended to
improve wholesale organized (RTO and 1SO) electricity markets. The proposed rule continues a
proceeding that began in 2007 with two technical conferences and an advance notice of proposed
rulemaking.

The proposed rule has four major components. (1) demand response and market pricing
during periods of reserve shortage; (2) long-term power contracting; (3) market-monitoring
policies; and (4) responsiveness to stakeholders and customers. Most of the requirements would
be implemented through revisions to the tariffs of RTOs and I SOs due six months after afinal rule,

and therefore would be the subject of a series of future proceedings.

EL CON’s Comments

In their September 14, 2007 comments on the ANOPR in these dockets, EL CON,
together with the American Chemistry Council (ACC) and American Iron and Steel Institute
(AlSl) (*ELCON?") urged the Commission to use the proceeding to begin a process by which
the current mix of regulation and competition in the organized marketsisreconsidered to
ensurethat customersreceive the benefits they deserve from restructured markets. ELCON
was encouraged by the ANOPR because it acknowledged several critically important areas
for reform in the organized marketsthat ELCON had identified numerous times over
previous year s as essential pre-conditionsto real, effective wholesale competition. These
included: (1) an expanded role for demand response and the elimination of barriersto the

integration of demand response in price formation, (2) the recognition that it isimportant



that wholesale buyers and seller s have adequate opportunitiesto sell and buy power (and
hedge spot price volatility) through long-term power contracts, (3) reformsto the market
monitoring function of 1SOsand RTOsto ensure independence, and (4) reformsto | SO/RTO
governance to increase the responsiveness of | SOsand RTOsto stakeholdersand customers.
According to ELCON, the Day-Two market structure that mixes regulatory mechanisms
with bid-based auctions has not resulted in a true competitive market, a situation that has
been further compounded by growing hostility to consumer interests within | SO/RTO
stakeholder processes and questions regarding the objectivity and independence of mar ket
monitoring units.

The NOPR, however, was disappointing and if implemented islikely to result in
increased electricity prices and profits of utility holding companies and those investing in
utilities. ELCON assertsthat the NOPR not only backtracks from the ANOPR, but also the
Commission appear s to have abrogated itsown rolein rulemaking and punted it to six
| SO/RTO stakeholder processes. Instead of forthright and consistent directives, such asa
pro forma tariff, to command the necessary market reforms, consumers must participatein
separ ate and costly stakeholder processes at each | SO and RTO with the inevitable outcome
of a seriesof six disparate compliancefilingsthat are further adjudicated beforethe
Commission. Furthermore, without the assurance that any essential pre-conditionsto
competition are achieved, the NOPR directs each | SO and RTO to implement scar city
pricing.

Among EL CON'’s specific comments ar e the following:



Demand Response
EL CON recommendsthat the final rule incorporate a pro forma demand

response tariff (“DR tariff”), analogousto the pro forma tariff language requiring open
accessto transmission. EL CON notesthat focus on economic arguments supporting demand
response has not attracted the votes necessary for bold Commission action on thisissueto
date, notwithstanding the strong advocacy for economically-driven demand response
contained in reportsto Congress written by the Commission's own staff. Theproforma DR
tariff proposal isa different tactic and isintended to make the case that a pro forma DR tariff
based on best practicesis a good idea as a matter of law and will help reducediscrimination
in the electricity markets. 1t has been FERC’slong-standing practice to specify particular
pro forma tariff language to implement significant reformsin the electricity markets,
particularly where necessary to promote consistency and avoid undue discrimination. In the
instant proceeding, if FERC allows each organized market to devise its own tariff language
or demand response policy, theresult islikely to be delay and inconsistency across the
mar kets.

EL CON also urges that demand response compensation be resolved quickly.
Potential providers of demand resourceswill not step forward if compensation is not
provided and guaranteed on a comparable basisto that provided to generators.

EL CON is concerned that the scarcity pricing proposal is premature given that the
pre-conditions necessary to safeguard consumers are absent. If thefinal ruleretainsthis
requirement, ELCON urges FERC to allow price levelsto increase only in tandem with and

proportional to the demonstration that certain benchmarks have been met.



Market-Monitoring Policies
EL CON generally supportsthe proposed rule changes that safeguard market
monitoring units’ independence and increase transparency. However, ELCON advocates a
“hybrid” market monitoring unit structure, which providesthe unique feature that top tier
member s would be financially independent from the1SO or RTO.
Responsiveness of | SOs and RTOs
The NOPR proposes to establish four new principlesintended to ensurethat an
SO or RTO isresponsiveto its customers and requires each 1SO and RTO to make a
compliance filing detailing how the entity’s existing practices comply with each
principleor itsplansto attain compliance. ELCON supportsincreased RTO and SO
accountability through hybrid boards comprised of a minority of stakeholder members

who would represent an even split between consumer and supplier interests.

Other Comments

Approximately 85 partiesfiled comments. Although many of the commentsreprised
arguments already submitted in response to the ANOPR, there were a few new or expanded

points perhapstriggered by the Commission’s emphatic request for specific proposals.

Scarcity Pricing
A number of commenters supported demand curves or analogous appr oaches.

Constellation Energy Commodities Group advocated use of demand curvesto set
pricesfor reserveswhile noting that “[c]alibrating the parameters of the
reservesdemand curve. . . continuesto leave some questions unanswered.”
Constellation referenced the use of demand curvesor reserveconstraint penalty
factorsin NY-1SO and 1 SO-NE and supported gradual transition to demand
curvesfor all hoursasa better alternative to abrupt triggering of scarcity
pricing upon an RTO-declared emer gency.



Potomac Economics also favored demand curves for operating reserves,
complemented with systems of efficient shortage pricing for emergency demand
response, emer gency transactions, export curtailments, voltage reductions and
other emergency actions.

PPL affiliates supported demand curves asthe best solution, with the next-best
approach the removal of price capsduring shortages. “Thedemeritsof such
caps have consistently been recognized by the Commission and its staff, even as
the caps weretemporarily implemented. It isunfortunatethat they have become
a design feature of many markets for so long.”

Exelon supported staged increasesin bid caps as a reserve shortage develops.

Other commenters emphasized that the prerequisite of competitive market conditions
isnot yet in place.

The New Jersey Board of Public Utilities stated that scarcity pricing “will not
produce the Commission’s desired result if the customers cannot or do not
react.” Because so many customers pay fixed retail rates, “a major increasein
wholesale electricity prices during peak hourscannot be expected to attract new
demand resour ces from the large majority of New Jersey customers.”

In opposing the proposal to remove price caps during periods of scarcity, the
Pennsylvania Public Utilities Commission observed that FERC appear ed to have
two misconceptions—that a competitive market would otherwise exist if the caps
were removed and that load interests are sow in adopting demand responsg;
instead, “[w]hat ismorelikely isthat generation will obtain the freedom to bid
what it chooses, while simultaneously delaying or blocking the legal and physical
infrastructure necessary for such demand response to develop.”

Alcoa noted that the scarcity pricing proposal is prematurein the absence of a
showing that markets are competitive and that incremental benefits “ may fall
short of compensating for the overall increasein electricity pricesthat might
occur as price caps areremoved.”

The Steel Manufacturers Association commented that “the fundamental elements
required to permit the lifting of market price caps during scar city periods
simply are not in placetoday.”

Opposing the scar city pricing proposalsincluding an administratively
determined demand curve, APPA submitted a paper by James Wilson
expressing the view that PJIM’s I nter connection Reliability Pricing Modél is not
working properly and over states the need for new capacity.



FTC noted that the “absence of dynamic retail pricing or other mechanismsto
moder ate demand during periods of scarcity is one of the most serious flawsin
organized electricity markets. The Commission noted that the other restrictions
on wholesale pricing that could remain in force “ could bind so tightly that they
would mute the mor e timely and efficient price signalsto consumers and
generators provided by lifting the wholesale rate caps.” To addressthisissue,
FERC should consider expanding the periodsin which rate caps would be
relaxed and base such expansionsin part on the extent of participation in
demand response.

The Transmission Access Policy Group (“ TAPS’) commented that the required
“empirical proof” of competition requiresthe Commission to strengthen the
factual showing that RTOs must make in support of scarcity pricing proposals.
Such showing should include: (1) specific competitive analysis of market power
risks during scarcity conditions and whether demand response mitigates mar ket
power; (2) review of the incentive and ability of market participants (especially
those with generation) with exercise market power by withholding demand
response; (3) demonstration that the RTO’s market mitigation measures
effectively target market power under scarcity conditions; (4) deter mination that
thereis enough demand response to restrain prices during scar city, taking into
account itsuse for capacity reservesand ancillary services; and (5) statistics on
scar city conditionsto ensurethat they arerare.

Demand Response

Although there was general support for the concept of “comparability,” different
commenters had somewhat different per spectives about how that concept should be applied
in practice.

Alcoa commented that “vaguely stated concepts of compar ability of resour ces
and ‘reasonable requirements’ to increase access to these services” may be
ineffective. Instead, the final rule should mandate against any restrictions on the
amount of participation by demand response resour ces and should establish a
minimum 5 percent target for participation by demand response within 12
months, unlessthe grid operators explain why they cannot meet that goal.

The Steel Manufacturers Association observed that electric arc furnaces can
curtail on 10 minutes notice in commenting that such loads “are well suited to
provide the ancillary services of spinning and supplemental reserves, ener gy
imbalance, and regulation and frequency response.” Two steel companies,
Nucor and Steel Dynamics, opined that RTOs should have to allow optional
bidding parameters for demand response, including parameters for minimum



notice, minimum and maximum shutdown time, targeted demand reduction
level, and guaranteed minimum LMP.

NARUC and variousindividual state commissions cautioned that 1SOs and
RTOsmust first seek the approval of state commissions beforeimplementing
demand response programs.

EEI supported the concept of comparability with qualifications—demand
response resour ces must meet certain technical requirements, not conflict with
state laws or retail programs, and be consistent with “the underlying philosophy
and structure of the market in therelevant RTO/1SO.”

RTO Management

Issuesrelating to RTO gover nance continued to elicit a wide range of viewpoints.

Parties such asNARUC, New England Power Generators Association and

I nternational Transmission Co. opposed efforts to mandate the composition of
RTO boards and advisory committees, citing a need to preserve independence.
These commenters also supported as* airtight” Commissioner Kelly’s opposition
to the NOPR provision to cease allowing the MM Us to perform market
monitoring.

Southern California Edison and San Diego Gas & Electric observed that Cal-
| SO was functioning well asis.

Other parties supported enhanced participation by their represented interests.
For example, Midwest Transmission Owners sought mor e transmission
representation (based on the costs that would beimposed on the stakeholder
group), and Nstar sought more consumer representation.

American Transmission Co. proposed four concrete stepsfor improved
stateholder input: (1) specified minimum time period allowing for stakeholder
review of potential RTO filings; (2) formalized mechanism for communicating
minority stakeholder viewsto the RTO board; (3) annual RTO reportson
responsiveness; and (4) “feedback loop” disclosure of how stakeholder views are
considered as part of the RTO’s decision-making process.

APPA’s suggestions for specific responsiveness measur esinclude: (1) mandated
direct stakeholder accessto RTO boards (e.g., monthly teleconfer ences and
quarterly meetings) with no filtering by management; (2) meaningful
opportunity for board presentations by minority stakeholderson RTO
proposals; (3) consideration of stakeholder advisory committees and hybrid
boards; (4) open RTO board meetings with published agendas; (5) elimination of
self-per petuating boar ds, with multiple candidates and stakeholder input on
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selection of the date; (6) “ customer satisfaction” surveys; (7) cost oversight
benchmarking; (8) new marketsfor products or servicesto be supported by
third party cost benefit analyses or affirmative vote of all stakeholder classes; (8)
explicit mission statements on cost reduction and net benefit to consumers.

FTC commented that the non-profit status of RTOs and | SOs may be a sour ce of
complaints of excessive costs and lack of responsiveness. Thus, FTC encouraged
consideration of restructuring the organizations into for-profit Transcosor at a
minimum establishing strong incentives for managersto beresponsive to
stakeholder concerns.

TAPS supported a number of specific measuresincluding: hybrid boards;
benchmarking RTO coststo other RTOs and non-RTO transmission providers;
biennial independent cost-benefit analyses; cost-benefit analyses of major rules
and initiatives prior to their adoption; advance stakeholder review of annual
budgets; tying senior management compensation to consumer-focused

per formance measur es, and annual public reporting and other accountability
measur es related to success at relieving congestion costs, responses to
transmission requests, reliability and outage statistics, and whether the RTO’s
planning and expansion tar gets are met.

Other |ssues

APPA took the opportunity to submit its Day One RTO proposal,
notwithstanding FERC’ s directive that the NOPR proceeding be limited to the
discreteissuesraised in its notice. APPA also submitted a paper by Synapse

Energy Economics Inc. discussing in detail the existing barriersto long-term
contracting.

In awide-ranging and strongly worded comment echoing the commonly held
state view, the Pennsylvania Public Utility Commission har shly criticized the
current markets:

[W]hat the public thought it was getting from its heavy investment in
competitive wholesale markets was competition; what it got instead isa
constantly changing extraordinarily complex market structure composed
partly of ‘workably’ competitive markets, mediated by extensive minute-
by-minute mitigation of chronic market power and rules gaming.

Referencing the proliferation of administrative rules, the Commission stated:
Reliance on ad hoc fixes and the convening of regional forums and

technical conferencesin Washington will not be adequate to achieve the
comprehensivereview and reform of market design that isneeded. A
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failure of leader ship endanger s not only future generation investment in
wholesale gener ation markets, but public support for Congress's
competitive market policy initiated in 1992.

B. FERC Proceeds with Technical Conferences on the Organized Markets
(FERC Docket Nos. AD08-4, AD08-8)

FERC hasissued itsagenda for itsMay 7, 2008 technical conferenceto discuss the
operation of the forward capacity marketsin 1SO-NE and PJIM and to learn mor e about the
proposals of the American Forest and Paper Association and the Portland Cement

Association. The conference will have five panels to discuss:

design and early results of PIM’sand | SO-NE’s forward capacity markets;
AF& PA’sfinancial performance obligation proposal;
Portland Cement’s long-term capacity proposal; and

existing and alter native capacity market designs (two panels).

The conference will be available via webcast.

FERC also has announced a technical conference on demand response in the
organized marketsfor May 21, 2008. Thisisthe second such conferencerelated to FERC's
NOPR on wholesale competition in the organized markets. Among theissuesto be addressed

during the conference are:

the value of demand responsein organized markets;
compar able compensation of demand response in organized markets;

barriersto comparable treatment of demand response that have not
previously been identified;

solutions to eliminate such barriers; and

the need for and the ability to standar dize terms, practices, rules and
procedur es associated with demand response.

10



A detailed agendaisnot yet available. Presently, FERC is soliciting nominations for
speakers at the conference. A further notice with detailed information isanticipated in

advance of the conference.

C. Recent FERC Activity Related to Reliability Standar ds

i. FERC Adopts Penalty Notice Policy for Violations of Reliability Standards
(FERC Docket Nos. RM08-7, AD08-6, RM 05-30)

On April 17, 2008, FERC adopted an administrative policy for review of NERC
penalty notices, including establishing schedules for filing, intervention and review by the
Commission. Any entity subject to a NERC notice of penalty may file an application for
review with 30 days of the notice being filed with FERC. Similar to the timeline established
for other FERC proceedings, interventions on the application for review must be filed within
20 days, and FERC will generally take action on an application within 60 days. FERC may
also initiate review on its own motion within 30 days of a notice being filed. Though required
to review every notice for which aregistered entity filesan application for review, FERC said
it does not anticipate reviewing every uncontested notice of penalty filed by NERC. To do so
would beinconsistent with the enfor cement discretion of NERC and theregional entities. In
uncontested cases, FERC will weigh the seriousness of the violation when deciding whether
to review penalty amounts. FERC will also review notices on its own motion to ensure that
penalties are applied in a reasonably consistent manner and improve compliance with
reliability standards.

FERC also announced plansto revise the policy outlined in Order No. 672, issued
February 3, 2006, concer ning Commission review of settlements by regional entities or by

NERC of alleged violations. Order 672 stated that while settlementswill be made public,
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settlements would neither be noticed for public comment nor subject to FERC review.
FERC is changing that policy by stating that it will review penalty settlements by regional
entitiesand NERC, to be consistent with its policy in other contexts of reviewing settlements.
FERC stressed that it continues to encourage the regional entitiesand NERC to enter into
settlements, and that it will normally allow NERC and regional entity settlements to become

effective.

ii. Commissioners Seek Comment on Ability of Demand Resources to Respond
to System Emergencies (FERC Docket No. RM08-7)

On April 21, 2008, FERC proposed to adopt six modified reliability standards from
the ERO. In Order No. 693, issued March 16, 2007, FERC had approved 83 of the 107
proposed reliability standards proposed by NERC and had directed the ERO to develop
modificationsto 56 of the 83 approved standards. Five of the six proposed reliability
standar ds subject of the NOPR relate to inter change scheduling and coor dination, while one
pertainsto transmission loading relief proceduresfor the Eastern Interconnection. FERC
had asked NERC to come up with proceduresto mitigate inter connection reliability
operating limit (“*IROL™) violations, indicating that the proposed transmission-loading relief
procedure was insufficient absent additional measures because it takestoo long to
implement. NERC’s proposed revised standard contains the required war ning that the
transmission-loading relief procedure aloneis an inappropriate and ineffective tool to
mitigate an IROL violation and suggests that other acceptable and mor e effective procedures
to mitigate actual IROL violationsinclude reconfiguration, re-dispatch, or load shedding.

In a separate concurrence to the NOPR, Commissioners Kelly and Wellinghoff note

that NERC’s proposed revison does not provide for demand resour ces as an acceptable
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alternativeto transmission-loading relief despite the Commission’s repeated requirement
that demand resour ces be accor ded compar able treatment to generation resources. They
gpecifically request comments on whether demand resour cesthat ar e capable of responding
quickly to emergencies should be among the available alter natives to the transmission-
loading relief procedures for mitigating transmission line limit violations to maintain system
reliability.

FERC also proposed to approve NERC’ sinterpretation of five other specific

requirements of Commission-approved reliability standards.

Commentson these proposals are due May 28, 2007.

iii. NERC Proposal to Address Reliability Gaps Accepted by Commission
(FERC Docket Nos. RC07-4, RC07-6, RC07-7)

Over protests from a number of interested parties, on April 4, 2008, FERC accepted
NERC'’s proposal for addressing potential reliability gaps even though the proposal does not
specifically identify any current reliability gaps. 123 FERC { 61,016.

On September 11, 2007, three power marketers (Direct Energy Services, LLC,
Sempra Energy SolutionsLL C and Strategic Energy L.L.C.) filed appealswith FERC of a
determination by NERC that each should be registered as a load-serving entity by the
regional reliability entity. On December 20, 2007, FERC reversed NERC’s deter mination,
finding that the registration of retail marketers as L SEswas not supported by therecord or
by NERC’sregistry criteria and would result in inconsistent practicesamong the regional
entities. FERC directed NERC to submit a plan describing how it would address the possible

“reliability gap” NERC asserted would result if these retail marketers were not registered.
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On March 4, 2008, NERC submitted a two-step proposal to addressthe potential
reliability gap. First, in the near term, NERC will conduct an open comment process to
reviseitsregistry criteriato define “Non-Asset Owning L SES” asa subset of L SEsand
specify thereliability standards applicable to that subset. Theserevisionswill be considered
by NERC’sBoard of Trusteesduring its May 2008 meeting. Then, in the longer term, NERC
proposesto identify changesto terms and requirementsin reliability standardsto address
issues surrounding the accountability for loads served by retail marketers or suppliersand
process them through the execution of NERC’ sthree-year reliability standar ds development
plan. NERC would begin this process with a L SE and compliance wor kshop to identify the
issues.

Protestors asserted that NERC’ s proposal did not satisfy FERC’s December directive
because the ERO did not point to any specific current reliability gaps. Additionally, they
argued that as a result of the proposal, retail marketerswill be held responsible for a host of
reliability standards over the next three year s even though many of those standar ds would
not apply to an entity’s specific situation, at least until NERC NERC definesthe entity’s
reliability obligations. One protestor suggested that NERC was seeking to over come a cost
gap rather than areliability gap, since the coststo fund aregional entity’s activities come
chiefly from LSEs. If thisisthe case, the solution should be a change to the regional entity’s
funding mechanism.

FERC, however, found the plan satisfactory. The substance of both the short-term
and long-terms plans will be vetted through stakeholder processes, and any substantive
comments on proposals will be addressed by FERC once the plans are submitted to the

Commission for filing. Further, FERC found the proposal sufficiently limited in scopein
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that it addresses the potential reliability gap that would result if retail power marketersare

not registered as L SEs.

D. Demand Response Issues Cometo Forein ISO-NE, PJM, and MISO
Proceedings

Changes to the methodologies for calculating customer baselines based on nor mal
usage patterns, intended to ensure that curtailment isreal, and other demand response issues

have been at issue in proceedings brought by 1SO-NE, M1SO and PJM.

i. | SO-NE (Docket No. ER08-538)

In an April 4, 2008 order, FERC approved changesto | SO-NE’s program that raised
the bid-offer threshold for demand response payments from a fixed $50/MWh to an indexed
amount that reflects current fuel prices. FERC found that “therelatively low Minimum
Offer Price (ascompared to current LMPsin New England) isthedriver of static Customer
Baselines and thus allows participantsto receive payments for these daily phantom load
reductions.” Thus, “ISO-NE’s proposal properly returnsthe DALRP toitsinitial purpose—
namely, to provide benefit to the system at times of high LM Ps— while protecting customers
from being charged for servicesthat are not in fact provided.”

Commissioner Wellinghoff dissented in part on the basisthat | SO-NE did not provide
enough information to quantify the problem and did not fully resolve the customer baseline
issue. He stated:

[1]t isimportant to recognize that | SO-NE’s proposal leaves unresolved the

fundamental problem asto how an individual customer’s baseline load should be

determined if seasonal variations and oper ations schedule changes occur .

Further, raising the minimum offer price affects all demand response providers

including those who have no such variations and for whom thenonvarying

baselines ar e accur ate r epresentations of their load profile, and who could
provide cost-effective demand reductions at prices below theindex. By
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excluding such legitimate market participants we lessen the market benefits that
could accrueto all New England consumers.

He emphasized what would be needed instead to properly address the baseline issue:
“[a]ccur ate representation of the customer’s normal load is necessary to measure and verify
that the load reductionsindeed occur, so that demand response providers get paid for ther
service...;” “[a] moreprecisetool isneeded — a customer baseline methodology that
accountsdirectly for seasonal shiftsin customer load and for scheduled demand changes
such as vacations, maintenance outage, and plant shutdowns’ and that “a solution is needed

sooner rather than later.”

il M1SO (Docket No. ER08-404)

On April 22, 2008, FERC conditionally approved MI1SO’s emergency demand
response (“EDR”) plan to provide compensation for load reduction during a NERC level 2 or
3 energy emergency. Under the plan, an entity that wantsto be compensated for reducing
demand or increasing output of behind-the-meter generation during energy emergencies
must submit an offer at least one month ahead of the relevant operating month, and the offer
must remain in effect for the entire operating month. The offer must include: (i) minimum
and maximum amounts of demand reduction and continuous hours committed to reduction;
(i) costs associated with shutdown; (iii) the advance notice required to reduce demand; (iv)
constraints on hours during which operations can be shut down; and (v) a dollar per MWh
offer. Additionally, EDR offersare subject to a $3500 per MWh (wholesal€) cap; cost
recovery isguaranteed to a participant that respondsto a dispatch instruction by the greater
of 5SMW or 95% of the amount specified by M1SO; penalties will be charged based on the

real-time LMP of the host load zone for failuresto reduce demand between the level specified
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in the dispatch and a tolerance band; and EDR offerswill not be able to set the LMP.

FERC approved the provision disallowing EDR to set the LMP on the basisthat
scar city pricing provisions provide an incentive for demand resour ces to participate while
M1SO conducts certain system upgrades, but conditioned approval on M1SO completely the
upgrades quickly and submitting quarterly progressreports. FERC also directed thegrid
operator to clarify that historical behind-the-meter generation isnot excluded from
participating in the program, and to revise the tolerance band to clarify that resources
providing lessthan 5SMW of demand reduction will not be unfairly exposed to penalties.

Commissioner Wellinghoff issued a partial dissent on the basisthat certain conditions
to the plan would limit its effectiveness in attracting additional EDR. In particular, he found
unduly onerousthe requirement for a binding offer 30 days before the start of the operating
month and the penalties for nonperformance. Commissioner Wellinghoff expressed support
for some aspects of the EDR plan:

| agreethat demand resourcesareacritical element of strong, competitive

electricity markets, and that the benefits of demand resour ces ar e far-reaching.

While Schedule 30 islimited to certain emergency events, it doesrepresent a new

opportunity for demand resour ces to be compensated for their rolein preserving

thereliability of Midwest 1 SO’s system.

Schedule 30 has several laudable features. For example, an EDR can specify in

its offer price its shutdown costs associated with a demand reduction, including

direct labor and equipment and/or opportunity costs. If dispatched, the EDR

will receive the higher of the applicablereal-time LMP or the EDR’s offer price.

Thus, at a minimum, the EDR will receive its production costs. Schedule 30 also

provides some flexibility with regard to measurement and verification

procedures.
Respecting the binding offer and penalty provisions, however, he concluded as follows:

| do not believe that the inadequacy of Midwest | SO’s systemsis a sufficient

basisto conclude that it isjust and reasonable to require that EDR offers be

made for a minimum of 30 days and not be modified without 30 days notice. No
comparablerequirement is placed on generators. In addition, the commenters
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suggest that Midwest 1 SO’s current load management procedur es could
accommodate a wor k-around to permit EDRs to submit updated availability
information on atimely basis until Midwest 1 SO can improveits systems. The
absence of such a work -around may preclude Midwest SO from calling upon
demand resour ces that are otherwise willing to participate during an emer gency.
| would have directed Midwest 1SO to file such a plan.

Theflaw in Midwest 1SO’s proposal isthat an EDR isrequired to stand ready to
provide a demand reduction service (i.e., a capacity obligation) without any
compensation. A penalty for non-performanceisappropriate where an EDR
receives a payment to be “on-call”. A penalty to ensure compliance may be
appropriateif the EDR hasthe ability to make a timely modification to its offer.
Here, the EDR isnot compensated for standing ready to serve nor given the
opportunity to make a timely modification to its offer. Given these
circumstances, the assessment of a penalty has not been justified. Therefore, it

would also be acceptable to me to make the EDR program voluntary without a
penalty provision, as structured in PJIM, NYI1SO and 1SO-NE.

Commissioner Kelly issued a partial concurrence that demand response aggr egators
should be allowed to participatein the program: “Given that the program is meant to allow
[MI1SO] to respond to emer gency conditions, ... it isall the moreimportant to ensurethe
participation of as many entities as possible....” She suggested that MISO amend itsrulesto
allow the participation of aggregatorsfor retail customerswhere the laws and regulations of

therelevant electric retail regulatory authority would so permit. Commissioner Wellinghoff

also supported thisview.

iii. PJM (Docket No. ER08-824)

PJM’stariff filing to revise its demand response baseline methodology is pending.
Currently, PJIM usesa“flat average” approach that looksto the five highest-usage days out
of a 10 day period. PJM isof the view that this methodology “ has the potential to missthe
normal low-usage periodsfor highly variableloads....” Amongthe changes proposed by
PJM isto calculate the baseline based on the highest four days of the five most recent usage

days preceding the day of curtailment. According to PIJM, the result will be improved
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accuracy because the basdline days will be closer to the curtailment day and averaging over
four dayswill mitigate the effect of any particular day. Notably, PIM’sfiling was less
strident than that of 1SO-NE; whereasthelatter had alleged inappropriate behavior and
gaming — claimsthat are being investigated by FERC enforcement staff — PJM cited the
objectivesto “assure theintegrity of demand responsein PIJM, reduce disputes between
participants regarding registration and settlement, and improve the overall efficiency of the
program. Among other proposed changes areto require that load reductions bein response
to pricein order toreceive credit, to establish alist of activities that would not be consider ed
demand response, and to require demand response providersto give notice if normal
operations will cause a significant changein its customer baseline.

Several partiesintervened by the May 5, 2008 deadline.

E. SPP Plan for External Generator Participation in Real-Time EIS Market
Conditionally Approved (FERC Docket Nos. ER08-340, ER06-451)

On April 21, 2008, FERC conditionally accepted SPP’srevised plan to incor porate
external generatorsinto itsreal-time energy imbalance service (E1S) market through a
pseudo-tie mechanism. Under the plan, power is sold asif there were a direct tie between a
generator and destination, however the physical movement of the power requires
coor dination between an SPP utility and an external balancing authority. FERC had
encouraged SPP to consider using dynamic scheduling as an alternative, but cameto agree
with SPP that the pseudo-tieis more cost effective.

On October 15, 2007, FERC had rejected SPP' s earlier plan for the participation of external
generators in the RTO’s EIS market because the plan placed the entire financia burden of
accessing the markets on the external generators rather than apportioning among all parties,

internal and external. The likely effect, FERC said, would be to deter external generators from
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entering the market, and thus SPP issues of market power and bid insufficiency would remain
unresolved.

Under therevised plan, submitted in December 2007, internal costs associated with
providing accessto the EI'S system by external resour ces are allocated among all users of
SPP’stransmission system. External participantswill bear “external coststhat depend on
their unique situation.” FERC generally accepted the plan, but noted that certain entities
(e.g., a sour ce balancing authority) should not be saddled with the additional costsif in fact
they do not benefit from the participation of the external generatorsin the EIS market.
Thus, external generatorswill be required to compensate sour ce balancing authorities for
any costsincurred to provide services under the pro-forma agreement implementing the
plan. Partiesthat are unhappy with the terms of the agreement are still free to negotiate
individual terms and conditions that could then be filed with the commission. SPP had also
suggested that sour ce balancing authorities provide regulation and imbalance services for
external generators participating in the EIS market. FERC disagreed and directed SPP to
devise a mutually agreeable arrangement with sour ce and sink balancing authorities. FERC
alsodirected SPP to explicitly statein its pro forma agreement that all generators
participating in the EIS market will receive equal treatment with respect to costs of
regulation and imbalance services within the EIS market.

F. FERC Says Conference on PJM Capacity Market Performance is Premature
(FERC Docket Nos. ER05-1410 and EL 05-148)

A group calling itself the RPM Buyers Group asked FERC to hold a technical
conference to examine the performance of PJM’s Reliability Pricing Model program (RPM)

and to analyze eight specificissuesrelated to PIM’sRPM. RPM Buyer s expressed concern
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that the program hasresulted in increased prices without commensurate new capacity and
reliability benefits. Based on the results of the first four residual auctionsunder the RPM,
the group questions whether the mechanism is achieving itsintended goals. RPM Buyers
also expressed concern about the potential for the exer cise of market power under RPM.
They point to PIM's Market Monitoring Unit’sfinding of structural market power requiring
mitigation of all RPM offersfor the 2009-2010 RPM Auction and assert that dueto the
widespread application of administratively-determined mitigation, RPM auctions cannot be
“competitive” and cannot produce reasonable capacity prices.

PJM asked FERC to await the outcome of an upcoming broad review of RPM by
PJM and its stakeholdersthat PIJM has already initiated before ruling on the need for a
technical conference. The RTO has commissioned an independent assessment of the RPM
auction results by an outside consultant, whosereport is expected by the end of June.

FERC agreed with PIM that it would be useful to wait until PJIM completes the
evaluation and submitsthe outside consultant’sreport before determining if a technical
conferenceisneeded. 123 FERC  61,037. However, FERC noted that not all of the
concernsraised by the RPM Buyerswere addressed in PJM’s proposed assessment and
ordered PIJM to expand the scope of itsreport to provide information in response to the

specific issuesraised by the group.

. COURT PROCEEDINGS

A. Challenge to FERC’s PURPA Sec. 210(m) I mplementation Rules
(U.S. Court of Appealsfor the D.C. Circuit, Case No. 07-1328)

On August 16, 2007, the AF& PA filed a petition for review in the D.C. Circuit challenging

FERC' s new rules implementing PURPA Section 210(m) establishing the procedures and
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conditions under which a utility may seek relief from PURPA mandatory QF purchase obligations.
(Order Nos. 688, 117 FERC 161,078 (October 20, 2006) and 688A, 119 FERC 161,305, (June 22,
2007).)

The rulesin question represent FERC' s fulfillment of Congress mandate in EPAct 2005 to
grant utilities waivers from the PURPA QF purchase obligation if certain conditions described in
the statute are met. On rehearing, FERC rejected the argument that Congress intended that there
be a meaningfully competitive market prior to terminating a QF s purchase obligation and that
such markets that do exist are predominantly for resale and very short-term. In akey passage,
FERC asserted: “Congress could have stated a broad general finding to be made by the
Commission such as *workably competitive markets.” Instead Congress tailored subparagraphs
(A) and (B) to establish criteria specific to each market design...”. Order No. 688-A at para. 47.
“While it istrue that EPACT 2005 did not repeal PURPA or the Commission’s obligations to
encourage QF development, enactment of section 210(m) of PURPA clearly changes the rights of
QFs under PURPA. The Commission has no discretion other than to terminate the purchase
requirement if it finds that a QF has nondiscriminatory access... It would be inappropriate for the
Commission to ignore this mandate... in away that undermines the specific standards of relief that
Congress chose to establish in the statute.” 1d., at para. 48.

FERC stressed most heavily the different standard that Congress applied in Section
210(m)(1)(B)(ii) which requires afinding of access to “competitive wholesale markets that provide
ameaningful opportunity to sell capacity, including long-term and short-term sales, and electric
energy including long-term, short-term and real tie sales.” Such language is not contained in
(A)(i1) which only requires access to markets. Order No. 688-A, at para. 24. Evenif Day 2 long-

term markets are nascent, Congress in (A)(ii) only required that the Commission finds that they
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exist, not that they be robust. Id., at paras. 26, 28. Without much rationale, FERC al so found that
the one-year term used for EQR reports is sufficient to meet the statutory requirement that there be
“wholesale markets for long-term sales of capacity and energy” within the meaning of section
210(m)(L)(A)(ii). 1d., at para. 27.

The D.C. Circuit has granted ELCON’s motion to participate asamicus curiein
support of AF& PA. Our draft of ELCON’s brief focuses on two issuesrelating to long-term
contracting in seeking reversal and remand of Order 688 because FERC failed to properly
apply the statutory criteria and failed to properly address comments specifying the nature of
the long-term contracting needed to support the special operating characteristics of QFs.

First, the brief arguesthat FERC erred asa matter of law in concluding that the mere
existence of the so-called “Day 2 markets’ and, on rehearing, itsreference to evidence of
some bilateral contracting in those markets, satisfiesthe statutory standard of non-

discriminatory access to long-term contract opportunities. The Day 2 marketsarein their

infancy: FERC itself recognized in two contemporaneous rulemakings that the absence of a
forward market isin fact one of the principal problems confronting the nascent wholesale
mar kets.

Second, the brief arguesthat FERC erred in defining “long-term” contractsfor
pur poses of section 210(m) as those with a durationas short as one year, based merely on
selective reference to inapposite FERC precedent. FERC failed to grapple with comments by
EL CON and others establishing that contracts of on the order of five yearsduration are
important to support investment in and construction of cogeneration facilities and other QFs,
particularly in view of their special characteristicsfor dispatch of electricity. In the absence

of a statutory definition or legidative history, FERC should be guided by the pur pose of

23



section 210(m), which was not to remove incentivesto QFs-- important asthey areto the
electricity grid and achievement of improved ener gy efficiency -- but rather to establish
conditions wher eby the der egulated wholesale markets can properly serve as a reasonable
substitute for the mandatory purchase obligations of PURPA that otherwise would apply.

AF&PA’sbrief isdue May 16, and ELCON’sbrief isdue June 2. Oral argument has
not yet been scheduled but is anticipated to bethisfall, asfinal briefsare duein early

September .

B. D.C. Circuit Rgects Application of Mobile-Sierra to | SO-NE FCM
Settlement (Case No. 06-1404)

While upholding FERC’s approval of the |SO-NE’s planned capacity market
structure, the D.C. Circuit rejected application of a public interest standard of review to
challenges to transition payments and final auction prices brought by non-settling parties.
Maine PUC v. FERC, 2008 U.S. App. LEXI1S 6465 (March 28, 2008). According to the court,
the Mobile-Sierra exception to the just and reasonable standard for rate review required by
Section 206 of the FPA is only applicable between contracting parties and cannot be applied
in a case of “non-settling third parties who have vocifer ously objected to the terms of the
settlement agreement” for the simple reason that a contract cannot bind a third party.

The FERC decision under review involved FERC’s approval of a settlement reached
between 107 of 115 partiesinvolved in the proceeding that established the | SO-NE’ s Forward
Capacity Market (FCM) mechanism, which replaced an earlier proposed demand curve
capacity market structure. 115 FERC { 61,340 (2006). Under the FCM, annual auctions for
capacity areto be held three year s befor e such capacity is anticipated to be needed. The

three-year lead timeisdesigned to allow for a planning period for new entry and to allow
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potential new capacity to competein the auctions. The partiesto the settlement agreement
had negotiated a series of fixed “transition payments’ to be paid to generators during the
three year gap between thefirst auction and the time when the capacity procured at that
auction would be provided. According to the settlement, challengesto thesetransition
payments and to final forward FCM auction clearing prices are subject to the public-inter est
Mobile-Sierra standard of review, whether such challengeis brought by a settling or non-
settling party.

The D.C. Circuit emphasized that theMobile-Sierra doctrineis premised upon parties
having voluntarily agreed to particular terms, which is not applicable in the context of the
non-settling partiesin thiscase. The court found FERC’s argument that application of the
public interest standard was r easonable because it would only apply to future challengesto
transition payment and to the final auction clearing price absurd. Thisassertion, said the
court, is“equivalent to arguing that FERC will use an illegal standard sparingly.”

FERC had also argued that application of theMobile-Sierra doctrine was necessary to
promote price certainty and contract stability. Again the court disagreed. “TheMobile-
Sierra doctrine isdesigned to ensure contract stability as between the contracting parties—
i.e, to makeit moredifficult for either party to shirk itscontractual obligations. It makesno
sense to say that the values of ‘stability’ and ‘certainty’ arefurthered by applying the
deferential standard of review to the eight partiesthat refused to agreeto the terms of the
settlement.”

On the other pointsraised on appeal, the court sided with FERC. Petitionershad
argued that the approval of the settlement’stransition paymentswas ar bitrary and

capricious because FERC isnot required to rely on generators coststo determinerates. The
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court found that FERC had not “ plucked the rates out of thin air,” but rather had relied on
evidencein therecord to establish a reasonable range of capacity pricesthat was used asa
basisto establish the transitional payments. The court also reected challengesto FERC’s
approval of the use of non-locational pricing during the transitional period. “[T]he fact that
the transition period lacks a locational component does not change the fact that the ultimate
result of the settlement proceeding isa new market structure that does account for location.”
And finally, the court reected the argument that approval of the FCM scheme exceeds
FERC'sstatutory authority because it for ces utilities to purchase a specific amount of
capacity. Becausetheforward market isdesigned to address pricing, it falls squarely within
FERC'sjurisdiction. Moreover, approval of theinstalled capacity requirement is currently
being challenged in another proceeding pending before the D.C. Circuit. (Connecticut

Department of Public utility Control v. FERC, Case No. 07-1375).

C. D.C. Circuit Upholds Cal-1SO’s Gross Load Cost Allocation with
Exemption for Certain Behind the Meter Generation

In Western Area Power Administration v. FERC, No. 04-1090 (M ay 2, 2008), the D.C.
Circuit affirmed the outcome of FERC’s lengthy proceedings dealing, in relevant part, with
theimposition of and exemption from administrative feesby Cal-1SO. In Opinion Nos. 463
(May 2003), 463-A (Jan. 2004), 463-B (Nov. 2005) and 463-C (Sept. 2006), FERC struggled
with an evolving factual record to uphold Cal-1SO’s allocation of its Control Area Service
chargeson a grossload basis while applying its stated principle that “generator s that will
not causethe I SO to incur expenses should have their load exempted from the charges.”
FERC ultimately concluded in Order 463-B (and affirmed in Opinion 463-C) that behind-
the-meter generation not modeled by Cal-I SO —an appropriate proxy for costsincurred —

is properly exempted from such charges, and it cited as an example “a behind-the-meter 10
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MW generator which served its own load except for two weeks a year when it was off-line
for maintenance.” On the other hand, FERC stated that “[i]f the | SO decides that the
information regarding behind the meter generatorsisrelevant toits studies and system
modeling, then those generators areineligible for the exemption becausethey are
significant for study and modeling purposes and thus ultimately relate to administrative
costsincurred by the 1 SO.”

The court based its decision on traditional deference to the agency under theloose
"arbitrary or capricious' standard of judicial review, not a substantive determination
against the allocation of coststo behind-the-meter generation under all circumstances. In
thisregard, the statements of the guiding principles quoted by the court -- that " all

approved ratesreflect to some degree the costs actually caused,” " we have never required a
ratemaking agency to allocate costs with exacting precision,” and " FERC is not bound to
reject any rate mechanism that tracks the cost-causation principlelessthan perfectly' —
would give FERC some flexibility in applying connections between rates and costs in future

cases. Thecourt also referenced administrative convenience as a permissible criterion for

FERC to apply.
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