(20 Demand Response

1. Allowing demand response infrastructure to satisfy the requirement
removes bias toward exclusive reliance on new generation to meet regional needs.
Better demand response to high prices when a shortage condition approaches will
lower demand and reduce the use of high-cost power resources. Demand response
will help ensure reliability, prevent a shortage that could produce a curtailment, act
as acheck against market power, and provide ayardstick for the value that buyers
place on supply.

2. Biddable and interruptible load can satisfy the resource adequacy
requirement aswell as generation.® A load-serving entity that does not want to pay
for generating reserves can substitute a demand response alternative to meet its
resource adequacy requirement. Under some state programs, the larger retail
customer may be rewarded for reducing its electric use in addition to enjoying a
reduced bill for reduced consumption. Severa states have this type of biddable
load reduction; it is one way to allow the customer to determine how muchiitis
willing to pay for power. Further, competitive energy service suppliers can
compete for load by offering lower rates to customers who agree to participatein
demand response programs such as remote air conditioner cycling, aggregate
building load management, and other proven demand response and load
management options.

3. Resour ce Standards

3. The Independent Transmission Provider must determine if each load-
serving entity’ s planned resources meet certain standards. The resources must
meet the standards to count toward satisfying the entity's share of the regional
resource requirement. Both generation and interruptible or biddable load must
meet standards to satisfy the requirement.

4, We propose here certain minimum standards for comment. We also are
considering in the Final Ruleto ask the North American Energy Standards Board
(NAESB) to develop more detailed standards for determining whether resources
satisfy the resource adequacy requirement, and we seek comments on this

approach.
a Generation Standards
5. Generation must be owned by or under contract to the load-serving entity

and committed to meet the resource needs of the load-serving entity at least during
certain conditions such as an operating reserve shortage. The Independent
Transmission Provider must be satisfied that the generation is physically feasible;
that is, the generating units are capable of generating the power planned, and
enough transmission is available to deliver the power from the generating station
to the particular load. The generating units under contract must be real and
specific generators. Thisis so that only real generation that can avert a supply

'Thetraditional reliability reserve margin allows interruptible load to be counted equally
with generation resources, with some exceptions.
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shortage is counted and so that its transmission over the grid can be assured. For
example, it does no good for aload on Long Island to claim a generator in western
New York as aresourceif the power cannot be delivered to Long Island during a
Long Idand shortage.

Because the purpose of this requirement is to encourage the development of
new resources including new generation, generation under contract for
devel opment within the planning horizon should satisfy the requirement. Should
the Commission specify the contract content needed to rely on generation under
development? If so, should we refer this matter to NAESB to determine the
content?

For these reasons also, a contract with amarketer to deliver power at a
future time from unspecified sources cannot satisfy the requirement. The purpose
here is not to transfer financial risk for nonperformance to a marketer but to ensure
performance, that is, to ensure that enough actual, deliverable generating capacity
isavailable or developed at satisfactory locationsto avert afuture shortage.
However, aforward contract with amarketer that is linked to specific generation
and demonstrates transmission adequacy would satisfy the requirement. We ask
for comment on whether we should alow aliquidated damages contract for power
from unspecified sources to be included in the resource adequacy plan, and also on
whether we should allow aload-serving entity that initially fails to satisfy the
resource adequacy contract, but later bringsin new resources under aliquidated
damages contract for the amount of its resource deficiency, to avoid the penalty
price and first curtailment in the spot market during a shortage.

b. Transmission Standards

Generation must be deliverable to satisfy the requirement. A Congestion
Revenue Right for the appropriate year is one way to satisfy thisrequirement. We
propose to adopt a practice (used in PIM) that allows a resource owner to pay for
the development of adequate transmission to deliver its energy to aload and then
to sell its Congestion Revenue Rights while still satisfying the requirement that its
generation be deliverable. Shoul d acommitment by any load-serving entity to pay
congestion costs no matter how high also satisfy the requirement? If so, how
should the Independent Transmission Provider respond if the sum total of all such
commitments exceeds the available capacity of a bottleneck interface?

A robust transmission system with few constraints may allow aload to rely
on generation and demand response reserves that are farther away than if the
transmission system isweak. Supply reserves that are not deliverableto the load
claiming them when needed cannot be counted as satisfying that load's reserve
requirement.

For transmission as well as for generation and demand response, the
purpose of this requirement isto encourage the development of |east-cost
resources, which may include new transmission needed to access existing or new
generation. We believe therefore that planned transmission with full siting
approva and completion expected within the planning horizon should satisfy the
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adequacy requirement.

C. Demand Response Standards

Demand response must also be verifiable to satisfy the adequacy
requirement. The Independent Transmission Provider must have confidence that
the demand response resource will be able to contribute when called on during a
shortage. Demand response may be obtained through biddable demand reduction,
interruptible load, or other dependable load management program. Distributed
generation that isinterconnected with a customer, aload-serving entity, or an
energy services company, although it is technically generation and not demand
response, can aso be used by alocal distributor to reduce the demand that the
distribution system places on the grid. With biddable demand reduction, certain
loads will be assured of dropping off the system at known price levels,; the amount
of load dropped should increase with the price.

With interruptible load, a customer pays alower power price year round but
will be interrupted under defined shortage conditions; the load is subject to a
simple on-off criterion. Animportant feature of this proposal is that the load-
serving entity plan that depends on interruptible load to meet its resource adequacy
requirement must be capable of being implemented. The Independent
Transmission Provider may require, for example, that the load-serving entity
install equipment that givesit direct control over the loads of the customers that
are subject to the interruption. We recognize, however, that installation of such
equipment may be too costly or otherwise impractical in some situations. In that
case, the load-serving entity must have a satisfactory arrangement for
implementing its interruptible load program under the instructions of the
Independent Transmission Provider.

If load in an area"buys" demand reduction from another area (in effect
buying some of that other area's freed-up generation), the transmission needed to
deliver the freed-up generation to the load that relies on it must be available.

4, Planning Horizon

The purpose of aforward-1ooking resource adequacy requirement isto
create ademand for new resource entry in advance of a shortage so that enough
supply construction and demand response infrastructure installation are begunin
time to avert the shortage. The planning horizon for each region is the number of
years ahead for which the Independent Transmission Provider must forecast
annualy its area'sload, as well as the number of years ahead for which load-
serving entities must show that they have adequate resources. For example, the
Independent Transmission Provider could forecast its area's peak load three years
from the present and require that each load-serving entity in its area have
acceptable planstoday to have enough resources three years from now to meet the
forecast peak with areserve margin of 12 percent. In thisexample, the planning
horizon isthree years and the reserve level isthe minimum 12 percent.

The choice of the planning horizon affects the lead time for construction
and the duration of forward contracts that can satisfy aresource adequacy
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requirement.? Thetraditional state-required electric company planning horizon
was 10 to 20 years. The horizons were established when the industry relied on
new large hydroel ectric, coal, or nuclear facilities to meet growing load, and these
facilities could take 10 or more yearsto site and construct. Today, most new
resources are planned and devel oped over amuch shorter time frame, in part
because of the reliance on | ow cost natural gas. However, this planning horizon
could change again if natural gas were no longer the main fuel of choice.

Because the planning horizon should be no less than the time frame for
devel oping new resources and development times vary from region to region, the
planning horizon can depend on that region's reliance on coal, gas, wind,
hydropower or new demand-response technology for new supply. Thisarguesfor
allowing each region to determine its own appropriate planning horizon.

We propose to make the planning horizon a matter for regional choice.
Regions should consider several factorsin selecting the planning horizon. Most
important, the planning horizon chosen should not be so short that it failsto
motivate and achieve construction of generation and demand response resources in
time to avert ashortage. Greater fuel diversity may be achieved with alonger
planning horizon. If the horizon is short, two years for example, load-serving
entities may have an incentive to select resources that can be developed in two
years or less, such as peaking units and some other gas-fired generators. A longer
planning horizon allowstime for devel opment of other resources such as coal -
fired generation, hydroel ectric resources, and some advanced demand response
programs. Load-serving entitiesin retail choice states would benefit from a
shorter planning horizon because it would reduce their business risk associated
with demand forecast error. Also, they may not want to enter into bilateral
contracts for suppliesfor atime period that islonger than the duration of their
contracts with their customers.

We propose to have the Regional State Advisory Committee determine the
planning horizon for the region. The Independent Transmission Provider
(including each Independent Transmission Provider in aregion with more than
one Independent Transmission Provider) must provide information and support to
the Committee, as requested, to help it to determine the region's planning horizon.
We request comment on how to resolve any lack of consensus within the
Committee regarding the appropriate planning horizon. We also ask for comment
on whether the Commission should establish limits on the region's choice of
planning horizon, such as at |east three years and no more than five years.

We also ask for comment on whether to have aresource adequacy
requirement before the end of the first planning horizon period. For example, if

2For example, forward-contracting for supply with one-year contracts that begin today
and end after one year would not satisfy an adequacy requirement with athree-year
planning horizon. A one-year contract for the third year forward would satisfy the goal
for that year.



the horizon isthree years, should there be arequirement for resource adequacy in
thefirst two years?
5. Enfor cement

20. Here we explain in more detail our proposal to enforce the resource
adequacy requirement, along with some alternative enforcement procedures, and
ask for comment on the most effective enforcement method.

21. Unlike some ICAP requirements, the approach adopted here does not
require aload-serving entity to pay apenalty in the near term for failure to have
adequate future resources. Our proposed approach relies primarily on two
enforcement mechanisms: (1) a Commission-set tariff penalty imposed on aload-
serving entity that threatens reliable transmission operation by taking energy from
the spot market during a shortagein ayear for which it failsto meet its resource
adequacy requirement, and (2) a Commission requirement that the spot market
electric service of such aload-serving entity must be curtailed first when the
shortage that is severe enough to require that some customers be curtailed. Each
of these mechanisms, the penalty rate and the load curtailment, would occur at the
end of the planning horizon, not the beginning.?

22. . The first mechanism applies during a power shortage in which the
Independent Transmission Provider is unable to satisfy demand in the spot market
and also meet itsreliability requirement for aminimum level of operating
reserves.* Asashortage develops, price is expected to increase in the spot energy

3For example, if the planning horizon is three years, a demand forecast would be madein
2004 for the year 2007. The Independent Transmission Provider would assess the
adequacy of resources for 2007 and all ocate the resource adequacy requirement for 2007
among the load serving entities. The entities would submit to the Independent
Transmission Provider in 2004 their plansto meet their share of the 2007 resource
adequacy requirement. An entity failsto submit in 2004 a satisfactory resource plan for
2007 would not be subject to the penalty rate or be among the first curtailed during a
shortage in 2004 but would be subject to the penalty rate and be among thefirst curtailed
during ashortage in 2007. Next year, in 2005, the same process repeats: the Independent
Transmission Provider would forecast demand in 2008, and so on.

*Operating reserves are generation and demand response resources needed to keep the
system in balance, follow changesin load, and make up for a"contingency" such asthe
loss of the largest generating unit or of amajor transmission line that delivers more
power than any one generating unit. The North American Electric Reliability Council
and the regional reliability councils set rules regarding the minimum operating reserves
that must be maintained by the system operator for reliable operation. Therulesare
expressed in aformula so that the value of the minimum operating reserves changes
during the day with load conditions and with the sources of supply. Typically, for alarge
utility, the minimum operating reserves are in the range of 5 to 8 percent of load, but this
can vary significant with changing conditions. An operator that operates with less than
minimum operating reserves threatens not only its own reliable operation but the



market. A load-serving entity that is short on self-generation, bilateral contracts
(including affiliate generation and call contracts), and demand response resources
will be dependent on the spot markets to meet its resource needs. Therising price
in the spot market is, of course, aprincipal incentive for the load-serving entity to
devel op adequate supply and demand resources. If shortage conditions develop to
the point where the Independent Transmission Provider cannot serve all load and
maintain the minimum level of operating reserves, it must take some action to
maintain reliable operation. Some load must be given either an economic
incentive to exit the spot market or an order to stop taking power from the spot
market. We propose that these measures be applied first to the load of the load-
serving entities that did not meet their share of the resource adequacy requirement.
However, the load-serving entity is subject to a penalty and first curtailment
during a shortage only for spot energy purchases® and only in the amount by
which it falls short of meeting its resource adequacy requirement.

23. Specifically, we propose that during such a shortage the Independent
Transmission Provider must add a per-megawatt-hour penalty price to the price of
energy taken from the spot market by aload-serving entity that did not meet its
share of the regional needsfor that year. Thisrate would apply only to spot
energy purchases, not to power received from the load-serving entity's self-
generation or bilaterally contracted energy. However, it would apply to spot
market energy sales needed to correct for imbal ances associated with energy from
these sources. We would set the penalty price high enough that we do not suggest
that failing to meet aresource adequacy requirement and paying a penalty rateis
an acceptable alternative to devel oping new resources, which would be the case if
the paying the penalty appearsto be less costly over time.

24. The penalty price would increase in stages as the shortage becomes more
severe. For example, the penalty price could be $500 (in addition to the spot
market energy price) when operating reserves are just below the minimum level,
$600 when operating reserves are more than below 1 percent bel ow the minimum

reliability of its electrical neighbors.

*These actions apply to spot energy purchases only. Inthe event that the load-serving
entity that failed to meet its share of the resource adequacy requirement has adequate
supply and demand resources outside the spot market availableto it at the time of the
shortage, the Independent Transmission Provider would continue to provide transmission
to support delivery of these resources. This proposal gives deference to the ownership
and contractual right to use self-generation, bilateral contracts, and demand response
resources, and it encourages the development of such resources during the planning
horizon period by those entities that failed to plan adequately at the beginning. It also
discourages contracting with unreliable resources to meet the resource adequacy
requirement because each load-serving entity must actually rely on its resources to meet
its resource needs.



level, $700 when operating reserves are more than 2 percent below the minimum
level, and so on. We ask for comment on having such agraduated penalty and the
appropriate penalty rates.

25. Thisfirst enforcement mechanism provides a price-based mechanism to
enforce aresource adequacy requirement and to restore the transmission system to
areliable condition. Most system operators— and their regulators— treat |oad
curtailment (voltage reductions and blackouts) as alast resort measure, and
operators may violate the reliability rule for minimum operating reserves rather
than implement aload curtailment to satisfy the minimum operating reserve
criterion.® We believe that the penalty price should be set high enough to bring
about voluntary load reduction by aload-serving entity and thus restore the system
to areliable condition.

26. The second enforcement mechanism is applied when the operating reserve
level decreasesto the point that some load must be curtailed.” The spot energy
purchases of that |oad-serving entity load would be reduced by the amount of its
resource deficiency and consequently some of its customers would be curtailed
before the loads of other load-serving entities?

27. In support of this second mechanism, we will require the Independent
Transmission Provider to inform the load-serving entity's state regul atory

®We will not overturn this practice by requiring curtailment of load immediately to restore
the minimum operating reserve level. Some regions have aregional policy of taking
action to reduce voltage or shed load only when operating reservesfall to some fraction,
such asthree-fourths or three-fifths, of the minimum operating reserve requirements of
the reliability organizations.

"Regional practice will determine when load must be curtailed to maintain reliable
operation. Operators may continue to follow their existing reliability practices: those that
do not curtail serviceimmediately when the operating reserve level goes below the
minimum must i mpose the penalty price on resource-deficient load-serving entities.
However, it isnot our intent to require an operator to violate areliability rule by

providing service with a penalty price instead of enforcing itsreliability rule through load
curtalIment. We believe that a high penalty price may result in the needed load

reduction. Whenever the operator must curtail load to maintain reliability, it should do

so. Our requirement goes to which load must be curtailed first when curtailment of load
IS necessary, not to when curtailment becomes necessary.

8An individual load-serving entity may run short of planned-for resources when its region
is not experiencing aregionwide shortage, for example, because of a combination of high
demand on its own system and unplanned outages of its own resources. Inthiscaseitis
not required to be curtailed because that |oad-serving entity may procure additional
supplies from the short-term or long-term bilateral market or from the spot market. Since
theregion is not short, others are likely to sell power, including perhaps a portion of their
reserves on the basis that the reserves can be recalled if aregionwide shortage occurs.
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authority® if the load-serving entity failsto submit a satisfactory plan for adequate
future resources, thereby exposing its customersto possible penalties and future
first curtailment during a shortage. Our intent isto rely on the traditional state role
of enforcing aload-serving entity's reserve obligation. We believe that in most
cases the state regulatory authority would prefer to have the load-serving entity
meet the adequacy requirement as a condition of doing businessin the state, rather
than expose itsretail customersto first curtailment. The state regulatory authority
may wish to consider any decision of aload-serving entity not meet its resource
adequacy requirement. It may want to ask the load-serving entity to identify

which of its customers will be subject to first curtailment if the region is short of
power '

If the Independent Transmission Provider does not have direct control of
the circuit equipment needed to implement a curtailment and relies on the |oad-
serving entity to follow itsinstructions to implement a curtailment, the load-
serving entity would be subject to a severe penalty for the unauthorized taking of
power from the spot energy market because this jeopardizes grid reliability. We
propose to charge the applicable Locational Marginal Price plus $1000/MWh for
all unauthorized energy taken following an instruction to implement curtailment.™
We aso seek comment on whether the $1000/MWh penalty would be sufficient to
deter unauthorized taking of energy and, if these penalties are paid, who should
receive these revenues.

We believe that |oad-serving entities, under these enforcement provisions
and under the oversight of state regulatory authorities, will meet their resource
adequacy requirement and not be subject to these curtailment penalty and first
curtailment provisions at all. If most meet the requirement as we expect, shortages
and first curtailment of any that do not should occur infrequently.

Having presented our enforcement proposal, we suggest variations of this
proposal and ask for comments on these alternatives. As mentioned, under our
proposal the penalty rate or load curtailment would occur at the end of the
planning horizon, not the beginning. However, we ask for comment on this
approach compared to an alternative approach that may provide a more immediate
and effective incentive to aload-serving entity to take action to provide for future
resources well in advance of facing a penalty or first curtailment. Thisisto
Impose a penalty on the load-serving entity immediately (that is, in year 2004 to
continue the example in an earlier footnote) if it failsto submit a satisfactory plan
to meet its 2007 resource adequacy requirement. We did not propose this option

°In this section, the term "state regulatory authority” includes the retail rate regulating
authority for load-serving entities not regulated by a state utility commission.

YAny necessary curtailment action, whether afirst curtailment or any subsequent
curtailment action may have to satisfy applicable state or local rules for ensuring that
essential retail services (such as police, hospital s, fire stations) are maintained.

11See SMD Tariff, Appendix B, Section I.5.
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asour first choice because it has some of the unfavorable features of some ICAP
programs that focus more on avoiding immediate penalties than on motivating
long term resource development. However, we ask for comments on the merits of
this alternative approach.

As presented, the Independent Transmission Provider audits the plan of
each load-serving entity only at the beginning of the planning period (in 2004 in
the example above). We are concerned that aload-serving entity may submit a
satisfactory plan but fail to fully implement the plan. The proposal permits but
does not require the Independent Transmission Provider to audit each year the
progress of the load-serving entity in implementing its plan, and we ask whether
we should explicitly requirethis. If theload-serving entity's progressis
unsatisfactory, should the Independent Transmission Provider find that it failsto
satisfy its resource adequacy requirement? If the load-serving entity implements
its plan but some of its resources fail to perform when needed during a shortage,
should that load-serving entity, in addition to having a greater need for spot market
energy at a presumably higher spot market price, also be subject to either of the
enforcement mechanisms set out above?

Another feature of our proposal isthat it would not affect electric service
from the self-generation and bilateral contracts of aload-serving entity that fails to
meet its resource adequacy requirement (except that it would be subject to a
penalty price during a shortage for balancing energy in the spot energy market).
We ask for comment on whether this proposal unduly weakens the incentive to
develop regional resources and whether, in the aternative, the Independent
Transmission Provider should first curtail service to the load serving entities that
failed to meet their share of the resource adequacy requirement, including
transmission service from resources acquired outside the spot market, freeing up
those resources for the use of those that planned adequately.

Finally, our proposed enforcement mechanisms are designed to create an
incentive to avoid afuture penalty or first curtailment. During the public outreach
process for developing this proposed rule, some commenters recommended a
stronger Independent Transmission Provider role in compliance with a mandatory
resource adequacy requirement. One proposal isfor the Commission to require
the Independent Transmission Provider to procure resources on behalf of load-
serving entities that fail to meet fully their requirement and charge them for the
cost of the resources.’2 Another isfor usto require the Independent Transmission
Provider to either (1) calculate an expected capacity deficiency and purchase the
call options necessary to meet the adequacy requirement on behalf of the load-
serving entities, allocating costs pro rata, or (2) require load-serving entities to
purchase reserves at the price produced by an Independent Transmission Provider-

12See, e.q., Electricity Market Design and Structure, Docket No. RM01-12-000,
comments of Reliant Resources, Inc., filed May 3, 2002, at pages 11-12, in Docket No.
RM01-12-000.
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run auction.™

These approaches have advantages as well as disadvantages. Among the
advantages are that they provide a greater assurance of achieving adequate
resources and avoid the possible pitfallsof applying penalty rates or first
curtailment. Among the disadvantages are that they take away one demand
response option, namely curtailment, from the range of policy choices. Also, the
latter approaches appear to require the Independent Transmission Provider to take
aposition in the capacity market, which places the Independent Transmission
Provider in arole that may be incompatible with its independence.™

What is the effect of these alternate enforcement mechanisms on the
incentives and business risks of the load serving entitiesin the region? Isthere
another enforcement mechanism that isboth appropriate and effective?

6. Regional Flexibility

We propose to apply the requirement set out above to all regions, including
regionsthat already have an ICAP requirement that has been previously approved
by the Commission. Thisrequirement would replace the current ICAP program.

Some regulators, customers, and market participants have expressed
dissatisfaction with the ICAP models presently inplace. Some customersview
|CAP as an added cost with no tangible benefits; they assert that the commodity
being traded has little value because customers are paying for installed capacity
but not receiving any greater assurance that generation adequacy is maintained.
Some commenters say that, in some | CAP programs, a generator can receive an
|CAP payment and later be released from the ICAP obligation for arelatively
small penalty to sell its capacity in another market with a high wholesale price.

Existing local generators are said to have preferential ability to participate
inthe ICAP market. The ICAP payment goesto the existing generators and does
not necessarily lead othersto enter the market to increase capacity. Depending on
how the ICAPrules are designed, existing generators may be able to exercise
market power, forcing up ICAP prices. In some markets, trading has been so thin
at times that there is a question about whether there is a competitive market price.

In some such cases, the I SO has intervened to set the price administratively,
and market participants are concerned that the price does not reflect the forward
value of generating capacity. Some contend that pricesin the spot markets and

13See, e.q., Electricity Market Design and Structure, Docket No. RM01-12-000,
comments of Mirant Americas, Inc. and Mirant Americas Energy Marketing, L.P. filed
May 2, 2002.

“They also raises difficult jurisdictional questions, in that Commission has regulated the
seller’ s side of wholesale transactions and the states have regulated the buyer’ s side.
Under some of these proposals, we would have to distinguish a transmission penalty
levied by the Independent Transmission Provider for aload-serving entity’ s failure to
procure the resources needed to maintain transmission security from a Commission-
enforced mandatory purchase of reserves by the load-serving entity.
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bilateral markets, including long-term forward contract markets, appear to be not
well correlated with ICAP market prices.

The generators object to ICAP price controls. Some power generators see
short-term |CAP payments as providing inadequate assurance of capital cost
recovery to motivate new investment. They prefer longer-term contracts to ensure
that their investment costs will be recovered.

Finally, many parties object that ICAP focuses on power generation,
ignoring the potential of demand response.

Although we propose that every region must adopt our approach, this
approach offers significant regional flexibility. Our approach allows each region
to set its own level of resource adequacy, set its own planning horizon, and select
from a combination of supply and demand response resources for meeting its
needs.

Our proposal permits but does not require aregion to have its Independent
Transmission Provider establish amarket for acquiring and trading adequate
resources. We believe that the bilateral market and other means can be adequate
for acquiring and trading resources. Nevertheless, we ask for comment on
whether, under the approach to resource adequacy proposed here, we should
reguire an Independent Transmission Provider to create amarket to facilitate load-
serving entities meeting their resource adequacy requirement efficiently.

Despite the flexibility of our proposed approach, regions with a historical
reliance on atight pool for sharing reserve may argue for a continuation of some
form of ICAP program. We ask for comment on how existing Commission
approved | CAP mechanisms can be transitioned and modified so as to be made
consistent with our resource adequacy proposal here without disrupting financial
commitments made under existing rules. What are the disadvantages of particular
elements of the ICAP approach that should be avoided in the approach proposed
here? Do any of the enforcement proposals or alternatives discussed above re-
introduce any such disadvantageous el ements?

K. State Participation in RTO Operations

States have an important role in the process of creating and sustaining an
efficient competitive wholesale market for electricity. The Commission has
aready established state-federal RTO panels as aforum for the Commission and
state commissionersto discussissuesrelated to RTO development. However,
there currently isnot aformal processfor state representativesto engagein a
similar dialogue with the independent entity that will operate the electric grid
under Standard Market Design. Therefore, the Commission is proposing to
establish aformal role for state representatives to participate on an ongoing basis
in the decision-making process of these organizations.

We envision that the Independent Transmission Provider that operates the
grid would have a Regional State Advisory Committee. The Regiona State
Advisory Committee should be formed and should have direct contact with the
governing board, in amanner which recognizes its public interest responsibilities,
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and be designed to provide the board as well as market participants and the
Commission with a consensus view from statesin the area. The specifics of how
this advisory committee would be formed and operate would be decided on a
regiona basis. This coordinated oversight will ensure fulfillment of federal public
interest responsibilitiesin a manner that includes the views of states throughout
theregion. Inthisregard, we also encourage the participation of Canadian
provincia authoritiesin this process.

We take note of the recent report by the National Governors' Association
entitled "Interstate Strategies for Transmission Planning,” which recommends
establishing "Multi-State Entities’ to facilitate state coordination on transmission
planning, certification, and siting at aregional level.™* The report recognizes the
critical role states currently play in siting as well as the need to address regional
needs. The institution we propose here appears complementary to the National
Governors Association's recommendation. In fact, it may be useful to have a
single Regional State Advisory Committee rather than separate committees for
siting and other issues. We seek comment on whether there should be asingle
Regional State Advisory Committee, or separate committees for siting and other
issues. We also seek comment on how the state representatives should be selected
(e.g., whether the governor shoul d select them or some other process should be
used).

The Regional State Advisory Committee may work with the regiona
transmission organization to seek regional solutionsto issuesthat may fall under
federal, state, or shared jurisdiction, which may include but are not limited to:
Resource adequacy standards,

Transmission planning, expansion;

Rate design and revenue requirements,

Market power and market monitoring;

Demand response and |oad management;

Distributed generation and interconnection policies;
Energy efficiency and environmental issues,

RTO management and budget review.

SQ 00T

Further duna may evolve with the development and operation of the regional councils.

49.

As discussed, the Commission is proposing to require that the independent
entity that operates the markets under Standard Market Design will have a Market
Monitoring Unit (MMU). The MMU will be required to report directly to the
Commission and the independent governing board of the Independent
Transmission Provider. The MMU should also provide its reports directly to the
Regional State Advisory Committee. Finally, because of the regional nature of
these organizations, there are many new issuesinvolving rate design and revenue
requirements. We believe that the Regional State Advisory Committees can bring

*Availablein
http://www.nga.org/center/divisions/1,1188,C_ISSUE_BRIEF*D_4110,00.html
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avaluable regional perspective to these issues and should play arolein deciding
these issuesin partnership with the Commission. Once the advisory committees
are established, we intend to work with them to establish protocols for deciding
theseregional rateissues. Additionally, the Independent Transmission Provider
will be required to develop regional plans for transmission planning and
expansion. We believe thisis also an areawhere the Regional State Advisory
Committee can bring a valuable regional perspective and should be consulted in
developing these regional plans.

L. Governancefor Independent Transmission Providers

The Commission has previously recognized the importance of independent
governance of regional organizationsin both Order No. 888 and Order No. 2000.
In Order No. 888, the Commission required that | SO governance be structured in a
fair and non-discriminatory manner and that the 1SO be independent of any
individual market participant or any one class of participants. The Commission
also required that the | SO's rules of governance should prevent control, and
appearance of control, of decision-making by any class of participants. Order No.
2000 built upon and extended this independence requirement to RTOs. In Order
No. 2000, we reaffirmed our commitment to independence as a bedrock principle
for regional organizations, and in this rulemaking we find that our commitment to
independence also is critical to the successful implementation of Standard Market
Design. Compliance with the independence requirement of Order No. 2000 is
based on the independence of the Board of Directors and all employees of the
RTO. The governance requirements for the Board of Directorsiscritical to
ensuring that the RTO isindependent and that the RTO's interests are aligned with
the interests of the market as awhole rather than with particular market
participants of classes or market participants. While we did not mandate detailed
governance requirements for RTO boardsin Order No. 2000, we stated that we
would review on a case-by-case basis the RTO governance proposals and judge
them against the overarching standard that the RTO's decisionmaking process
must be independent of individual market participants and classes of market
participants. We aso required an audit of the independence of an 1SO's
governance process two years after its approval asan RTO.™

The Commission has considered on a case-by-case basis whether individual
RTO proposals satisfy the Commission's requirements for independence” We
have required changes where they did not.** However, we are concerned that the
lack of more definitive guidance from the Commission on governance may be
hindering the development of larger RTOs. Also, we are concerned that the

16See California Operational Audit of the California Independent System Operator issued
January 25, 2002 in PA02-1-000 and Order Concerning Governance of the California
Independent System Operator 100 FERC ] 61,059 (2002).

1"See Avista Corporation, et al., 95 FERC 1 61,114 (2001).

18See Carolina Power & Light Company, 94 FERC 161,273 (2001).



existing stakeholder process may not provide adequate representation for all
market participants and interested parties. The lack of adequate representation

may hinder devel opment of alternative energy resources, such as distributed
generation, renewable energy, or demand response programs, since these programs
may be contrary to the business interests of certain market participants. Therefore,
we are proposing to require that all Independent Transmission Providers satisfy
specific governance requirements. Specifically, we are proposing to more clearly
define the responsibilities of the Board of Directors, more clearly define the role of
stakeholdersin selection of the board and in the management of the Independent
Transmission Provider, and to establish a process that would be used for selecting
the Board of Directors by Independent Transmission Providers.



