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PROCEEDI NGS
(10: 08 a.m)

CHAl RMAN WOOD:  Good norni ng and wel cone to day
two of the RTO Conference. Let's start the neeting with the
Pl edge of All egi ance.

(Pl edge recited.)

CHAI RVAN WOOD:  In this challenging world, it's
good to have sone friends fromother countries and today we
are so honored to have, and | would like to introduce for
the benefit of the audience the Secretary of the Mnistry of
Power fromthe Governnent of India, the world' s second
| argest nation, Secretary Basu.

Secretary Basu. is back over here.

(Appl ause.)

CHAI RMAN WOOD:  And we al so have with Secretary
Basu, M. C. P. Jayne who is chairman and managi ng director
of the National Thermal Power Corporation in India.

(Appl ause.)

CHAI RMVAN WOOD:  And M. A.J. Shankar who is the
Joint Secretary of the Mnistry of Power.

(Appl ause.)

CHAI RMAN WOOD:  And then fromthe Indian Enbassy
here in Washington, we also have M. Kana, who is the
Econom ¢ Mnister for the Enbassy, and M. Shell who is al so

an official wth the Enbassy.
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(Appl ause.)
CHAI RMVAN WOOD: Linda is our official delegate to

I ndi a based on many years of service and interaction with
our fellow regulators and energy col | eagues over in India
and had sone great stories to tell about how many | earned
experiences we had with each other. So it's a pleasure and

an honor to have you gentleman here today. Thank you for

com ng.

This nmorning, we want to get right off to start,
and I'll turn it over to Shel don.

MR. CANNON: Good norning, everybody, and wel cone
to our second day of workshops. |1'Il try to keep this

short, but ny role today is going to try to be to get the
issues on the table, to facilitate the discussion wherever
we can and try to make sure we don't get stalled.

W want to try to make sure that we get sort of a
common under standi ng of the underlying argunents for today's
session and build a common base for noving forward on the
i ssues. Yesterday, we went three hours for the norning, and
then a good three hours in the afternoon and we'll probably
do the sane today; 10:00 to 1:00, lunch, and then 2:00 to
5:00. Three hours is along time to sit, so if anybody,

i ncluding the panelists, feel free to get up, use the
facilities if you need a break.

W had a |lot of cell phones going off yesterday
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so if people could turn of their cells phones, we'd
appreciate it.

The Comm ssion asked the Staff to put together a
week of intensive of workshops to try to provide sone
addi tional focus and guidance to RTO fornmation. Wat we
would like to try to do is to develop a to-do list, a gane
plan for how do we get to the finish line. That neans we
need to figure out what the industry needs to do, and what
we need to do and inportantly what states need to do.

Comm ssi oner Svanda yesterday tal ked about a
federal /state partnership, and | think that's a very good
way to think about how we nove forward with our state
col | eagues. And he al so spoke about the collective
i npatience of why it's taking so long to get to RTGs, so
again | think that's an inpatience that our own Comm ssion
shar es.

The structure of the ten workshops, we have tried
to pick out real smart guys and gals to conme in. W're
telling people not to do powerpoint, to try to keep the
di al ogue very conversational. Conm ssioner Breathitt nade a
wonder ful point yesterday, which I forgot to nake, which is
intrying to pull in all these real smart guys and gals, we
know there are | ots of other smart guys and gals out there
who aren't on the panel, and so to the extent that you have

addi tional comments or sonething to add to the dial ogue,



N

o o A~ W

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

pl ease feel free to file witten comments in RVD1-12.

We've got to flip charts, one over there at the
si de underneath the two screens, and then one sort of behind
Comm ssioner Brownell. What we'd like to dois if there's
sone point you' re nmaking that you think woul d be hel ped by
sone illustrations, we're all very visual people here, feel
free to junp up and grab a marker and nake your point.

Scott MIler, on behalf of Staff, is going to try
to keep sort of a running tally, if we're getting to
consensus on certain issues or if we are identifying certain
i ssues where we don't have consensus. W try to keep those
recorded up there on the flip chart in back so that we can
try to keep things on point.

Before we start each session, we'll have a nenber
of Staff try to franme the issues we'd like to explore. Feel
free to go beyond those issues but I'Il feel free to try to
bring you back to themif we get too far afield. | want
Staff to try to make sure that we get through all the
guestions that we've posed to the panelists. Those are
posted on our Wb site for anyone out in the audience that's
interested. W' re |looking for solutions, ideas for noving
forward

Each of our real snmart guys and gals here are
free to nake a short opening statenment but it's not

required. What we want is again to try to have a
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conversation around these issues. Yesterday we got to a
pretty good consensus | think on the various markets that
peopl e believe that RTCs need to operate, and | think we had
a general consensus that the whole market woul d be
benefitted by trying to introduce sone anount of
standar di zati on across regions and that woul d be hel pful in
trying to achieve our goal of a seaml ess national power

mar ket pl ace.

Clearly a | ot of what we discussed yesterday w ||
relate very closely to what we're going to be tal king about
today. Panelists should feel free to try to highlight
linkages. |If there's sonething about congestion nanagenent
that is intricately tied to market design, please |let us
know.

We need help in trying to understand how to
sequence our to-do list, what we need to do first, what
i ssues need to be addressed in series, which ones need to be
addressed in parallel. Today, we're going to be exam ni ng
what to do when there just isn't enough transm ssion to go
around. There's a short termdinension to that that we'll
explore this norning in terns of congestion nmanagenent, and
there's obviously a |longer-termdinension that we'll explore
this afternoon in terns of planning and expansi on.

Again, if you see |inkages between those two,

pl ease feel free to bring themup. W have a very anbitious
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10
agenda for the week. W' re going to need your help figuring
out where standardization is needed and where flexibility or
sone kind of regional variation is needed. Wat we need to
do now, what we need to do |ater, and what the best nodels
are out there.

Wth that, 1'd like to introduce this panel and
| et Roland Wentworth on our staff try to frame the issues
for this norning' s discussion.

Wth us this norning we have the Honorabl e Nancy
Brockway. She's a Comm ssioner with the New Hanpshire
Public Utilities Conm ssion.

Reem J. Fahey, Director of Market Policy with
Edi son M ssi on Energy.

Carol CGuthrie, the G oup Manager for Electric
Supply wi th Chevron.

Prof essor Shnuel Oren, fromthe University of
California at Berkeley.

Andrew Ot, the CGeneral Manager of Markets
Coordi nation with PIJM I nterconnection, and

M chael M Schnizer, the Director of the
Nort hBri dge G oup.

Wth that, 1'll turn it over to Rol and.

MR. VEENTWORTH. Good norning. |'m Rol and
Wentworth with the Office of Markets, Tariffs, and Rates.

This norning's topic i s congestion managenent. Congestion
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11
is what occurs when the grid |acks the capacity needed to
nmeet demand while using the | owest cost resources. This
means that congestion entails a cost. And it is because
congestion is costly that the managenent of congestion is
vitally inportant to the design of regional energy markets.

Per haps the nobst inportant question before us
this nmorning is this: Wat form should congestion
managenent mechani sns take and what should the role of the
RTO i n managi ng or operating them

In particular, nust these nechanisns be
standardi zed across all RTGs? O can they be custom zed to
reflect regional differences?

O her inportant questions are the foll ow ng:

What are the advantages and di sadvant ages of the various
approaches to congesti on nmanagenent i ncluding | ocati onal
mar gi nal pricing, flowgates and zonal pricing, and ot her
appr oaches.

What instrunents are avail able for hedging the
costs of congestion?

Can transm ssion rights effectively serve this
pur pose”?

Shoul d all congestion be priced or should the RTO
adopt a market design that requires market participants to
pay congestion costs only when such costs are commercially

significant with other congestion costs recovered through
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uplift charges.

And finally, what role should congestion prices
or revenues play in encouraging efficient investnents and
new generation and transm ssion capacity?

We | ook forward to your answers to these and
ot her questions this norning on this inportant issue.

MR. CANNON:  Thanks, Rol and.

| f we could have just short opening statenents,
and we' Il start with the Honorabl e Nancy Brockway.

MS. BROCKWAY: Thank you very nuch. [It's great
to be back here. | was here at the seanms issue. 1'd |ike
to imagi ne that my comments today will have sonme nore inpact
on you than those did, but --

(Laughter.)

M5. BROCKWAY: -- since you were kind enough to
invite nme back, you nust have thought | said sonmething worth
listening to. I'mgoing to | eave exactly at 1:00 today. |
apol ogi ze but you'll also forgive ne if children's theater
obligations in Concord are nore inportant than the rest of
t his.

The usual caveats. Although ny coll eagues on the
New Hanpshire Comm ssion and within NHPUC will agree with
many things that 1'msaying, | can't, it would take too nuch
time to tease out which they agree with, which they don't

agree with, so I'mjust speaking for nyself. 1'mgoing to

12
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tal k about two topics and they address, in one way or
anot her, just about all of the topics M. Wentworth raised.

The first is the flowate versus LMP i ssue and
t he standardi zation of that, and the second one is the
rel ati onshi p between congesti on managenent and resource
pl anning, and it's the second one that | think is the nore
i nportant one.

The first one, let nme just say |I'ma Hogan gal,
| ocational marginal prices, the standard market design. If
you read, | just was doing sone research on this. | picked
up the little question and answer thing that Laura Montz and
John Chandl ey did in Septenber of 2000 for NERC and it was
very persuasive. Flowgate rights are cunbersone. | wasn't
quite sure about their argunment about sucking the RTO or the
| SO into an adm nistrative process, but their argunent that
it creates opportunities for unnecessary uplift and
soci alization of costs were persuasive and there are two
areas where that happens. One is if you excuse sone of the
participants from paying for the result of unhedged actual
flows, and the other one is if you deal with the probl em of
it, flowgate needs are uncertain in advance by freezing the
power distribution factors, in either of those cases, you
create the necessity, in effect, to create uplift which is
anot her form of socialization of costs.

Their paper, and | think Hogan woul d agree, says



N

o o A~ W

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

that you can do it, you can do flowgates but it's just a
pain in the neck to do it; it's just nmuch nore
straightforward to do | ocational marginal pricing and get it
over with. |If there's going to be socialization, let's
decide it on the nerits, not because we have sone

adm nistrative problemand there are areas where I'I|l turn
next to where people are trying to push you or push the
whol e nation into the socialization of certain costs. And
these are the sanme people who are crying out for getting
gover nnment out of markets.

Both transm ssion owners and generators want us
all to socialize the cost of transm ssion and we've heard an
i ncessant drum beat, we don't have enough transm ssion
capacity in this country, we need to build nore
transm ssion, we have all this terrible congestion, we've
got to build nore transm ssion. Even recently, and |
personally find this distasteful, the sense that we have to
have nore transm ssion because it's a national security
i ssue.

Transmi ssion is necessarily a nonopoly. There is
sone tal k about nerchant facilities, but you're not going to
have two nerchant facilities next to each other. W are
not, in practical terms, going to have double sets of |ines
conpeting with each other. So transm ssion is going to be a

resource that is a public good, and because it is a perfect

14
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substitute in many cases for generation |ocated in certain
pl aces or demand reduction in that sanme place, in order to
bal ance | oads and resources and get the reliability that we
want, ny own personal feeling is that all of this is going
to collapse in a few years, in about ten or 15 years.

But those of you who still have the faith about
this are going to be forced to grapple with this problem
which is on the one hand, you are conmtting ratepayer
dollars, land resources -- and I'l|l get into an exanpl e of
that in a sec -- to a project without, |I nean there's sone
political control over that and there's jockeying about
governance of the RTGs and so forth, and that's one of the
reasons actually why sone of us are very, very intent on
havi ng sone public interest involvenent and accountability.
It's not because we |ike to have politics to play heads-I-
W n-tails-you-lose, but it's because the decisions made by
t hese RTGs have such profound inpacts on all of our
territory and these nonopoly rents that people have to pay.

So you have that on the one hand, and then you
have on the ot her hand your congestion managenent system
principle, and the principle of congestion managenent which
is nost advanced in the PJM area, but New York buys into it,
New Engl and we' ve been trying to get there, trying to get
there. You know, we knew it was a problem before we opened

our market. The principal of that obviously is
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entrepreneurs nmake a decision. They figure out where they
want to put their plant, or where they want to energy
efficiency dollars and they take the risk. And in fact
that's the fundanmental prem se of the entire conpetitive
effort that this Conm ssion and many comnm ssions have been
i nvol ved in.

| f you override that by siting transmssion in a
way that erodes or eviscerates those price signals, the
price signal that says and with respect to -- | used to live
in Boston -- that it costs nore to use electricity in Boston
than it costs to use it in New Hanpshire. 1It's just a fact
of life. If you build a transm ssion line from Mai ne down
to Boston, which is being proposed, |'mbeing reassured it's
only an upgrade, but I'll tell that to the abutters when we
go to the Siting Comm ssion, so that we don't have stranded
costs for the generators in Maine, stranded costs.

| just finished approving $2.1 billion of
stranded costs. What am | doing paying transm ssion so that
we don't have stranded costs for entrepreneurial generators
in Maine? But, okay. You bring it across New Hanpshire and
into Boston so that Boston does not have to face the price
signal of the difference in cost between using electricity
in Boston and using it in New Hanpshire or for that matter,
Mai ne.

This wasn't the deal we were prom sed. The dea

16
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we were promsed is that the price signals would tell people
where it's expensive and where it's cheap, and the whol e
systemis based on that. And yet there's a push for

transm ssion that's overriding that.

Let me just finish wwth a couple of other
observations about problens that this causes. It may be
nore costly to society to do this transm ssion than to do
these other fornms of resource -- |'musing Boston, they've
heard nme beat up on them before -- but within the Boston
area, there are environnental and siting consequences to
this which are certainly profound for nme in New Hanpshire.
But there's also the problemthat if we decide to put up a
| ot of transm ssion so that we can get generation every
pl ace, we're basically favoring generation over sonme
al ternatives such as demand nanagenent within a | oad pocket
that m ght not only be cheaper, but woul d have fewer
envi ronnent al probl ens associ at ed.

And we are also favoring renote generation over
| ocal generation that's closer to the source, which is not
necessarily a good thing to do today when we are on the cusp
of having a | ot of new technol ogies that can nake | ocalized
generation nore econom C.

And the last thing | want to |l eave you with is
that we're not only hearing that we have to relieve these

constraints by building this socialized transm ssion, but

17
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we're going to have to build redundant transm ssion in order
to support the generation. And before we go down this path
| just want to | eave with you that these proposals for
transm ssion are eviscerating the entire theory of
congesti on managenent, and we can tal k about flowgate and
LMP till the cows cone honme, but if we don't deal with the
resource planning part of it and the relationship between

t he nmonopoly siting and paynment for transm ssion in the
entrepreneurial parts of the market, it doesn't matter what
we do with CM5 and LMP, | nean with LMP and fl owgat es.

Thank you.

MR. CANNON: Thank you, Conm ssioner.

Ms. Fahey?

M5. FAHEY: |'Il try to be very brief. First |
would i ke to start by telling you very briefly what ny
background is. By profession, |I'man engineer. | have
master's degree in power engineering from Brenslear (ph.)
Pol ytechnic Institute. | have over 13 years of experience
in this industry, ten of which I spent working for
Commonweal t h Edi son in various assignnents, including system
pl anni ng, so | know all about power flows and parall el
flows. | worked in generation planning, whol esale
mar keting, and nmy | ast assignnment at ConkEd, very hunbling
and very eye opening, was in operations. | was in charge of

i npl enmenti ng open access.

18
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Then | noved on to Edi son M ssion Energy. |1've
been working for themfor two years nonitoring the
devel opnent of the M dwest market. Edison M ssion has ten
t housand negawatts of generation in the region, so it's a
very, it's a lot of generation in a single market, so we
have a lot to lose if this market doesn't devel op properly.

As far as ny opening remarks, | believe that
given the nature of the electric commodity, | believe that
the foundation of a workable electricity market would
require the RTOto be both the grid operator and the market
operator in the short termmarket. | believe that is
critical.

| also believe that you cannot use different bid
stacks for bal ancing and congestion. They have to be used
simul taneously by the grid operator to perform congestion
managenent and keep the grid reliability.

| also believe that the congesti on managenent
shoul d have a market-based structure which will allow market
participants to have voluntary bids into the market and we
end up with | ocational marginal pricing.

| also believe that the design of the congestion
managenent should be such that it allows flexibility for any
mar ket participant to either engage in the centralized spot
mar ket or to engage in the forward market that would be

decentralized including bilateral contracts and ability for
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20
generators to self-schedul e.

As far as transm ssion rights are concerned, |
believe it is very critical to make sure that these rights
are financial and not physical in nature. | also believe
that, at a mninum these rights should allow the market
participant to efficiently hedge their congestion risk in
real tine.

| also believe that these rights need to be
designed to create trading hubs and to allow entities |ike
Edi son M ssion, who has a portfolio of generation, to buy
these instruments froma portfolio of generation to the hub
and we should be able to be allowed to have rights from hub
to hub and from hub to | oad.

And to conclude ny remarks, | believe that in no
way the ownership of these rights should interfere in the
real tinme dispatch of the system | wll be very brief, and
| will just look forward to your questions and to the
debate. It's a pleasure and honor to be here. Thank you
for inviting ne.

MR. CANNON:  Thank you.

Ms. Quthrie?

M5. GUTHRIE: Good norning. | would like to
first make a mnor adjustment in the introduction of nyself.
| actually, | still am Carol CGuthrie but | represent the

di verse financial and operating interests of Chevron Texaco
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and | amthe general manager for electric market strategies
for the corporation. Wth that perspective, | would like to
actually, in ny opening remarks, give you a sense of what,
froma consuner's perspective or a conpany that has diverse
interests in the electric markets, what our perspective is.

When | tal k about Chevron Texaco as a consuner,
we have over -- just in the US., we have over 4000 service
| ocations. W consune about 10,000 gi gawatt hours a year.
We have over 150 suppliers, and we have over 15 sites where
we are industrial generators. You can call it QFs, you can
call it cogeneration, you can call it whatever you want
because it's not all either QF of co-generation, it's
i ndustrial generation serving our own |oad and that's about
500 negawatts.

We spend over a billion dollars annually on
supply and delivery of electricity to U.S. operations. So |
t hi nk fundanental |y, when we get in these discussions about
the electric markets and generation or transm ssion systens
-- and yes, distribution is a part of the delivery system --

that we need to be stepping back sonetinmes fromthe
academ c debate and the different nodels and thinking about
the academ c prem ses or the nodels that are being proposed
fromdifferent perspectives.

VWhat does it look like to a small consunmer? And

a small consuner can be anybody froma residential consuner
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to a service station to a pipeline termnal to, yes, we
think of large oil fields. Dd you know that the majority
of large oil fields, particularly in Conmm ssioner Wod's
home state, actually are nmade up of small dispersed | oads.
They're not -- we think of themas big consuners -- well,
they are, but they're small dispersed | oads.

W need to step back and think about all of these
i ssues fromthese different perspectives. OQur large single
sites, refineries, we have generation installed at virtually
all of our refineries. It's only our smaller refineries
that we don't have sonme form of generation installed and at
our largest refineries, we've had the privilege of having
sone val uabl e opportunities to learn lessons in California
over the last several years. And there are sone |essons to
be learned fromthe different perspectives as an industrial
generator that still needs to buy power in order to be able
t o operate.

| f you can't buy power and/or cannot operate if
the 1 SO RTO wants to tell you how to operate, then perhaps
the product that you make is not going to be able to get to
its potential market, i.e., airports, and perhaps the
national, another national infrastructure gets affected.

So there are different perspectives to be thought
about, even in a sinple equation like getting electricity to

a refinery, and then being able to nove the product of a
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refinery fromthe refinery to its place of use, i.e., an
airport termnal or this winter it also happened to be
el ectric generating plants that needed diesel.

Well, if you're going to shut down the pipelines
i n between because of curtail nents and shortages and
congestion, then you have to think about the inplications
and the cascading of facts. And so it's very valuable to
t hi nk about these nodels when we tal k about congestion
rights or transm ssion rights fromthe perspective of the
different, the different market participants. Too often, we
use the words market participants and market participants
congestion managenent rights or who should tradeable
transm ssion rights anong market participants.

Vel |l some market participants are going to be
situated better than others to be able to participate in
that but they are still small market participants for whom
those issues are extrenely inportant and they may not have
the capacity to actually participate in managi ng congesti on.
So there is a conponent of socialization for sone of these
costs that needs to be done to acconplish the public good,
but we do need to step back and think about the different
el ements, who is a nmarket participant, how would it appear
fromdifferent perceptions and places in the market.

"1l leave it at that and | ook forward to the

di al ogue.
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MR. CANNON: Thanks, Ms. Guthrie. I1'mglad | at
| east got your nanme right. W'Ill work on the title next
time. Professor Oren?

MR. OREN: Chai rman Wod, Conm ssioners, it's an
honor to be here and to participate in this inportant
meeting. |'ma professor of industrial engineering and
operations research at UC Berkeley. 1'malso the Berkel ey
site director of the Power Systens Engi neering Research
Center. My academ c research and consulting activities,
|"ve been working for over 20 years in the area of utility
pl anni ng and regul ati on, and nore recently on restructuring,
mar ket design and ri sk managenent.

So |'ve served as a consultant to different
mar kets, including the regulatory agency of Brazil, the
Polish system operator, the Al berta Energy Uility Board,
and I'mcurrently advising the Texas Market Oversi ght
Di vision of the Texas Public Utility Conm ssion.

However, |'m speaki ng here just on behal f of
nmyself. | don't represent anybody | ever talked to.

(Laughter.)

MR OREN: So I'd like to use these few m nutes
just to describe a nore general views that | feel are
rel evant to this workshop.

First, for the sake of full disclosure, I'ma

proponent of market solutions, custoner choice,
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decentralized forward markets, mnimal [1SGCs. |'ve been
advocating direct assignnent of congestion costs in real
time market and the financial tradable flowgate rights in
forward markets, nmainly because | feel that the flowgate
rights are nore supportive of decentralized. They require
| ess coordination, central coordination, and they are nore
supportive of decentralized forward markets.

Now perhaps the nost inportant question in this
wor kshop i s whet her a market design should be standardized
across this nation, and I'mdefinitely do not believe that
one size fits all. However, | do believe that the design of
a market should be treated as a science and not as a
political process. And as such, they should be based on a
uni formset of scientific principles that cannot be
overridden by political conprom se.

It is unrealistic to expect that market
participants will not behave strategically. | think it's
their fiduciary responsibility to try to gain the rules. So
| think that what we shoul d adopt, an approach that we
shoul d think of gaining the way we think about gravity.

It's something that you don't ignore. You can still devel op
flight planes by overcom ng gravity. A market design to
desi gn markets, you should use the sane approach.

Understand the force of nature and devel op nmechani sns to

overconme them And you don't |eave that to amateurs, and we



N

o o A~ W

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

26
don't design square w ngs because they are easier to
manuf act ure because the stakehol der decided that's an easier
way to nmanufacture square w ngs.

So we have to recogni ze those forces of nature.
You can call it greed or strategic behavior, and devel op
i ncentive systens that will overcone those by having sound
market rules. In order to do that, we need to understand
gam ng. W need to understand nodes of nmarket failure.
think that, you know, just a few days ago they announced the
Nobel Prize in Economcs. They gave it for study of
asymmetric information. That's exactly relevant to this
area of market design and congestion managenent. |f what we
are seeing, for exanple, in any jurisdiction where we have
seen soci alization, we have seen market participants engaged
in what we call the dead ganme, which is exactly the use of
mar ket information to gain the market. Sonebody knows nore
t han ot hers where the congestion will occur and they take
advantage of it.

As you know in Texas, we expected $20 million to
| ast for about six nonths at |east, and they apparently they
were burned in the first three weeks of market operation
t hrough exactly practicing the dead gane, which anmounts to
peopl e schedul i ng congestion and then getting paid to
relieve the congestion that they schedul ed.

So | think that definitely any kind of
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socialization would lead to that, and the closer we are to a
mar ket, real time, to correct pricing nodes, the better off
we're going to be. Now that doesn't nean this sounds |ike
an LMP pitch, but people that know nmy witing know t hat
that's not what | nmean. | think that having correct price
signals in real time does not nean that you have to have
nodal prices at 2,000 buses. It neans that you have to just
charge for true congestion whenever it's predictable and at
the sane tinme develop tools that will enable decentralized

forward market, which | think that that's where the action

shoul d be.
Thank you.
MR. CANNON:  Thank you, Professor. M. Ot?
MR. OIT: Good norning. | appreciate the
invitation to talk in front of you today. | think there's

an energing consensus, at least in the real tine nmarket
around the industry, and that's |ocational pricing works and
it provides efficient signals to manage transm ssion
congesti on.

To me, locational pricing really isn't a theory
or an academ c exercise, it's an operational tool that we
use to manage the reliability of the grid during constrained
oper ati ons.

The PJM mar ket has essentially been running on

nodal pricing since 1998. And really what LMP is, again to
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me is an operational tool. It's something utilities have
done for years. W're essentially using econom c dispatch
to meet the energy demand and nmanage transm ssi on congestion
in one solution. Essentially to try to do inbal ancing and
to try to do congesti on managenent separately, they would
contradi ct each other and fight against each other and | ead
to inefficiency.

Probably the other point 1'd like to make is to
tal k about the transmssion rights. [It's absolutely
critical that transm ssion rights be financial. Essentially
we have a physical spot nmarket that's called the LMP system
in PIM W have a variety of financial contracts around
t hat physical spot that really our dispatch center or our
di spatch operation center don't know nothing about. What
they're managing is running the assets that actually provide
the electricity to the load. So they don't care about the
financial rights that overlay the system

That separation or fundanental separation between
t he physical and the financial, the financial allows the
hedgi ng, all the forwards, all the hedging of transm ssion
congestion. But the separation of physical and financi al
| ets our market be sort of maxim zed the flexibility. 1In
ot her words, players can choose to do bilaterals. They can
choose to do spot. They can wite a |ot of different

contracts around the market. | And the reason we all ow t hat
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kind of flexibility and we can allow that is because the
fundanmental separation of these financial rights fromthe
physi cal spot market.

That bei ng said, when you have the separation,
that opens up the possibility to have the rights be fully
tradable. They becone a derivative, essentially. So
traders can trade the product. It really doesn't matter to
me, PJM who owns it, because it's just a settlenent
exercise at that point. People manage and use the
transm ssion rights to protect thensel ves from congesti on.
And essentially the hedge that they're using is only as good
as the anmount of agreenent if you will between their
physi cal delivery and their financial contract.

So it's also inportant that the financial
contracts that are witten only hedge to the extent that
they match the physical delivery that the entity is
provi di ng.

Agai n, thank you.

MR, CANNON: Thank you. M. Schnitzer?

MR, SCHNI TZER. Thank you. | appreciate the
opportunity to be here. Over the last five-plus years |I've
consulted for a nunber of clients on both retail and
whol esal e restructuring issues, including congestion
managenent prom nently anong them And while ny comments

today will reflect those experiences, | too am speaking for
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nmysel f today and not for any of ny clients.

My starting point is that there is a preferred
met hod of market based congestion managenent in RTGs and
that it's the one that has been tal ked about yesterday and
al so today. |It's the LMP-based congesti on nanagenent system
with financial rights. That has a nunber of conponents.

"1l just tic themoff quickly.

It's the now famliar fromyesterday day ahead
mar ket and real tinme bid-based, security-constrained
| ocational energy markets, which as peopl e have said al ready
this norning are the sane as the bal ancing markets. That
they're integrated ancillary services markets that go with
them and are consistent with them consistently designed.

But that, as Conm ssioner Breathitt was inquiring yesterday,
that bilateral transactions are all owed and encouraged.

The markets are mandatory, but you're not
required to buy out of the energy markets.

You can schedule bilaterally, and therefore in a
congesti on managenent system you pay for your particular
transacti on based on locational nmarginal prices. That's the
congestion cost you pay for transm ssion use as a bil ateral
schedule. So that's the third inportant conponent.

And finally, as Andy just tal ked about, we have
financial, not physical transm ssion rights to round out the

pi cture. Those are variously called FTRs, TCCs or FCHs,
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dependi ng on which col |l aborative process you're
participating in. But all of themallow transm ssion users
to hedge those congestion paynents. That is, those who
schedul e bilaterally or bought out of the spot market can
hedge the congesti on conponent through these financi al
devi ces.

So that | think is the preferred approach, and |
woul d certainly subscribe to that.

| want to talk just for a m nute about why
congestion managenent is so inportant, perhaps put a little
different perspective in this conversation. It certainly
arises out of the circunstance that Shelton said at the
outset -- when there isn't enough transm ssion to deliver
t he cheapest generation available to | oad, and you have to
wor k around that and do out-of-area dispatch

But | think it's actually nmuch nore than that.
And Conmi ssi oner Brockway was alluding to it as well. \Wen
we go fromvertical integration which the industry grew up
in to conpetitive generation markets, we have to deal wth
t he physical fact that generation and transm ssion of
electricity are interdependent.

When you run a generator and soneone decides to
run a generator, it goes through the grid, according to
Kirkaw s (phonetic) Laws, and it can affect a | ot of other

transactions and a | ot of other people. That's a fact.
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That's the physics. Historically, we've dealt with that

i nt erdependence or interaction through vertical integration
where the vertically integrated utilities would plan
generation and transm ssion together. They would di spatch
their systens taking both into account, and on the borders
they would fight. But they were a small nunber of peopl e,
and so we've had loop flow fights for a long tine. But
because we're largely vertically integrated, they were on
the margin, as it were.

When we go to conpetitive generation markets, we
| ose vertical integration, and |I'm a supporter of
conpetitive generation markets. But we | ose vertica
integration as the device for dealing with the underlying
physi cs. The underlying physics don't change. So what do
we need to do? W need to replace vertical integration with
price signals. So we have to get the prices right and we
have to give price signhals to people. That's what
congesti on managenent does. That's why it's so critical

As Comm ssi oner Brockway was saying, you can't
have a conpetitive generation market that operates to the
benefit of custoners, M. Chairman, as you were alluding to
yesterday, w thout getting the congestion managenent ri ght.
You have to get the right prices and you have to send the
price signals that are correct in the three respects.

The first that we've tal ked about is that when
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we're dealing wwth the energy market, either day ahead or
real tinme, we want to get the dispatch right. W want to
get the nost out of the grid that we can, and we want to get
t he nost econom c set of generators providing power during
that interval. And the way we do that is we show peopl e who
are scheduling bilaterally the price of congestion for their
transaction and allow themto tell us whether they want to
change their generation, whether they want to change their
schedul e because there's a cheaper thing for themto do

ot her than go ahead with their bilateral as schedul ed.

So we integrate theminto the market through the
price signal of the congestion charge. As was tal ked about
at length yesterday, we al so show | oad the right price
signal so that if |oad can respond they do, and that also is
| ocational. It's not |oad anywhere. |It's load in the place
where the high price is where we want the response. So
that's one set of price signals.

A second set of price signals is to new
generators as to where to locate, and this goes directly to
what Comm ssi oner Brockway was tal king about. The LM
system provi des those price signals. It tells you where the
hi gher prices are and where the lower prices are. But as
inportantly, it clarifies the obligations, responsibilities
and risk allocations associated with building new

generati on.
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When you build a new generator and you site it
sonewhere, you are entitled to the LMP at that bus, whatever
it is. You are entitled to schedule bilaterally if you pay
congestion charges, and you are entitled to go buy financi al
hedges to hedge congestion if you choose. But you don't
need to be entitled to get an upgrade of the systemthat
sonebody el se pays for, which was her point and her concern.

So you have an opportunity here to clarify the
responsibilities and risk allocations for new generators.
And then related to transm ssion expansion, you al so have
the opportunity to have market signals as to when it's
econom c to expand the grid. You have the difference
between prices at two points is the value of nore
transm ssi on between those two points, and LMP Is all about
-- |1 don't know, how many prices do you publish every hour,
Andy?

MR. OIT: Two thousand.

MR, SCHNI TZER Two thousand. So you have lots
of different conbinations of where you can | ook at the val ue
of transm ssion. You also have property rights, these
financial rights. And this provides you both the econom c
price signal for what transm ssion is worth, and a property
right that you can trade soneone, if you wll. In return
for investing in transm ssion, they can get the property

rights. It's an alternative to rolled-in transm ssion
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construction which we call participant funding, which is
al so call ed nerchant funding, and congesti on managenent al so
enables that, all of which are inportant to an efficient

conpetitive market.

"1l stop there. | look forward to the
di scussion. | thank you for inviting ne.

MR. CANNON:  Thank you. I'Il turn it over to
Staff.

MR O NEILL: Yes. I'd just to clear up the term
"flowgate”. Conmm ssioner Brockway, you used the termas |

believe what | understand it as comercially significant

fl ongate concept where if the flowgate fails as a hedge, the
RTO subsidizes it. And as | understand the concept that
Shrmuel woul d put forth would be not necessarily a
comercially significant flowgate, but sinply a fl owgate
that wasn't subsidi zed.

M5. BROCKWAY: | think that's right. And here
we're getting into a |l evel of detail that |'m shaking on.
But if you do all flowgate rights -- you have this tradeoff
bet ween doi ng sonet hi ng which i s manageabl e but creates
uplift and something which mnimzes the uplift. |In other
words, you don't |imt it to things that are commercially
significant and get into the problem of how do you define
t hat .

But when you elimnate that, if you do a
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flowgate, which is basically a package of contract path
rights, if you will, and you have to get a potentially huge
nunber of these contract path rights to elimnate al
possi bl e congestion over the paths of the transaction, it
becones very cunber sone.

MR. OREN:. May | say sonething? | think that the
problemreally -- sonething definitely nust give, because
those markets are inherently inconplete. |n other words,
there are not enough products to represent the central
optim zati on.

| think the problemis that if we are stuck on
trying to provide perfect hedges, then you do need a | ot of
fl ongates. However, | think that the whol e pursuit of
perfect hedges is msguided in this market. W don't have
perfect hedges in any other commercial market, and | think
that that's what nust give. And if you give up the concept
of providing perfect hedging and all ow t he peopl e that
engage in transaction to bear sone risk, then you can use a
reasonabl e nunber of flowgates to hedge agai nst those risks.

MR. O NEILL: And you would not be in favor of
subsidi zing the commercially significant --

MR. OREN. Definitely not. The flowgate should
be charged based on shadow price in real tine and should be
conpensat ed based on shadow price in real tine. And

what ever you hold, that's what you are being paid for. Al
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it nmeans is there's going to be sone residual risk on the
part of the market players that is not going to be fully
hedged. And full hedges in this market basically anounts to
an uplift. It anpunts that you provide insurance to those
who buy the hedges at the expense of the nmany.

M5. FAHEY: Can | comment? | think the nost
i nportant question is who determines what is comercially
significant. And | think if you go into that debate, that's
really the essence of how these things get really
conpl i cat ed.

There's two ways you could do it. One is you
coul d say, okay, well the RTOw I have the obligation to
come up with what's commercially significant. And nost of
t he debate, at least in the Mdwest, that the RTO said, no,
that's way too nmuch risk for the systemoperator, for the
RTO. Because what happens if you' re wong? Wo pays? And
you could either uplift it, and then obviously the state
comm ssioners will not Iike that.

But at the sanme tine as a market participant --
mean, my conpany engages in three to five-year forward
contracts -- | should be able to buy an efficient hedge for
my transaction. So if you get into this debate of who
actually determ nes what is comercially significant and
what is not, if you say, well, okay, the RTOis not going to

get into determning what's comrercially significant.
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We're going to | eave that to the market
participant, and | think that's where the concerns that
Carol expressed becones really inportant. Because if you
| eave that prediction to the market participants, | nmean
that's really, you know, dangerous ground. Because in
essence, you're assum ng nmaybe small nunicipalities, that
they need to hire sonebody with a Ph.D. degree in power flow
in order to predict what's commercially significant and
what's not. | nean, is that -- you know, that's not in the
public interest.

And anot her aspect of this is the fact, if we're
going to say, okay, well, we'll just nmake the information
avai |l able. \What does that nmean? Does that nean you're
going to -- | nean, as a conpetitor, | don't want the other
| PP to know what ny mai ntenance schedule is and what the

units are available or not available. And you would have to

make that information available for the entity who's trying
to predict congestion.

So | think the nost essential question is who
determ nes what's commercially significant.

MR. O NEILL: But you wouldn't have a probl em
with the RTO offering both fl owgates and FTRs?

M5. FAHEY: | think that's exactly where we have

to go. |If certain entities that think that they're really

smart and they can predict congestion, God bless them |et

38



N

o o A~ W

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

39
themdo that. And if others want to just buy -- they just
want to be hedged and want to buy point-to-point rights,
they should be allowed to do that.

And | think that's where the research dollars
need to go is let's not make this market nutually excl usive.
Let's offer both instrunments and | et the market decide
what's really nore val uabl e

MR O NEILL: Andy?

MR OIT: | agree with a qualification. |If you
define a flowgate -- in other words, if you' re saying the
reason you want a flowgate is simlar to the reason you want
a trading hub in a systemwhich is really to nove towards
nmore of a standard trading product so you don't have
t housands of products that people have to trade, you want
liquidity, so you need to define a product that is nore,
quote, "standard", so everybody will sort of trade that
product and then trade basis risk around it.

So if that's your reason for wanting a fl owgate,
then if a flowgate is further defined as essentially a
groupi ng of point-to-point transmssion rights in sone
definition, then yes, they can coexist. |If a flowgate is a
physi cal boundary and has these other characteristics, |I'm
not sure they can. So | think given a good definition of a
flowgate as really alnost |ike a hub for transm ssion

rights, if you will, then they can coexist. | think it
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woul d be fi ne.

MR, MEAD:. Can | just stop you there? Just for
the benefit of sone people who may not know exactly what a
flowgate is and what an FTRis, could | get a sinple
definition of what an FTRis and what a flowgate is?

MR OTT: GCkay. An FTR, TCC or whatever you want
tocall it, is essentially a contract that says | can
delivery energy froma point on the systemto another point
and have a certain negawatt anount to that. And what that
essentially does is protects you from congestion by giving
you the price differential between those two points tines
t he megawatt anount.

The flowgate is essentially a simlar financial
contract if they're ny definition of a flowgate, and that's
just really saying that you get a certain anount of fl ow,
you purchase a certain anount of flow on a transm ssion
interface if you wll. So it sort of bisects the lines as
opposed to the point-to-point. And they can actually be
translated into each other if they're, you know,
aggr egati ons.

But essentially, they are financial contracts,
both of them One has a value frompoint to point, the
ot her has a value across a path, and that path val ue has
sone financial worth in the hourly market.

V5. BROCKVWAY: If | could add to that. | had to
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try to understand this, so people can correct nme if |I'm
wrong. But ny understanding is one of the differences is
that with flowgates, if you go fromPoint Ato Point B and
there are potentially two or three interfaces in between
those two points, you would have to buy flowgate rights over
each of the interfaces.

And | think what Reem was tal ki ng about was that
you can't know i n advance necessarily exactly which path and
thus which interfaces your transaction is going to cross to
get fromPoint Ato Point B because that -- you can predict
based on what you think the | oads are going to be and what
the resources will be running, and create a nodel of what
you think the path is going to be. But things happen. Load
goes up, |l oad goes down. GCenerators go on, they go off.

And it may take another path and cross different interfaces
and you may not have bought rights over those different
interfaces, in which case you're not hedged for those.

MR. SCHNITZER: | wonder if | could add to sone
of those comments and also offer a little bit of perspective
just to where we've got here. At the flowgate versus
financial right or FTR divide or point-to-point divide, we
first have the physical versus financial conversation. And
everything that 1've heard thus far in this panel has been
financial versus financial.

| haven't heard anything on a physical flowate
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basis, and | think that's inportant that you have consensus
here. No physical. You don't need a right to schedul e.

You don't have to have a covered schedule. | don't hear any
di sagreenent yet, but 1'Il invite people to chine in.

So once we're in the financial world, now we're
tal ki ng about FTRs, FCHs, whatever, which are point-to-
point, as Andy was just saying, or flowgates, which are sort
of network el enent based, okay? And just a mnute on the
origins of both of them

To figure out how many FTRs you can issue, both
nodel s share the view that you don't sell nore rights than
are sinultaneously feasible because you can't deliver on
them So the question is, now do you determne thenf? In
the point-to-points, you determ ne what's sinmultaneously
feasi ble by an optimal power flow or you | ook at set of
security-constrai ned power flows and you say, yep, that'l
work. And | can issue that many rights. There's not a
uni que set, so you have different procedures for determ ning
what the nost valuable set is to issue.

On the flowgate side, you' re |ooking at the
constraining elenments that in a contingency, this is where
my problemis, this is what limts the flow, and how nuch
over this contingent elenent can | allow to schedul e before
| get in trouble? That's how many flowgate rights that you

i ssue.
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If we're just in a financial world, the tension
that we're tal king about is what happens when the flowgates
t hat we thought were commercially significant turned out
either not to be the right flowgates. And as | appreciate
it, for instance, in Entergy's area, about every tine -- not
every tinme, but often when a new nerchant generator shows
up, a new flowgate shows up. So it's a very dynam c process
and what you thought you had covered | ast week may not cover
you this week kind of a thing.

O the shift factors that were alluded to. If
you picture the power grid as a spider web, the shift
factors are the proportion of your power that goes each way
t hrough each Iink and you have to -- those change, as it
turns out. And so basically, you have a pressure from
people to sinplify it in tw respects: To only pick the
comercially significant flowgates, and to freeze the shift
factors in advance of real tinme and to claimthat that's al
you need to be covered. And that pressure, that is
everywhere except to ny right. Every time |I've heard a
fl ongat e advocate, |'ve heard that these sinplifications
should result in uplift, not as Dr. Oren has said, that they
ought to be settled against actual. But that pressure is
out there.

But finally, to Dick's question as to when you

can offer both, which is the third kind of thing, is the
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option versus obligation thing, where is it's head? And
flowgates are often characterized as uni quely as options as
opposed to obligations. And the point to be nmade here is
that the point-to-point rights can be the sane. They can
al so be offered as options versus obligations.

What | think we've not confronted is that when
you go to an option formulation as opposed to obligation
formul ation, you still have to satisfy the sinultaneous
feasibility test. And when you don't know whether an option
is going to be exercised, the nunber that you can issue and
still know that all conbinations are sinultaneously feasible
is probably much | ower than what you can sell or issue if
you' ve issued them as obligations.

MR. MEAD: Can | ask you to define options versus
obligations al so?

MR SCHNITZER 1'Il take a stab at it, and there
are plenty of people here to correct me when | m sstate.

The point-to-point rights that we've been tal king about,
which are the right and the obligation to be paid the
difference between a point of injection and a point of

w thdrawal , the LMPs at those two points tinmes the nunber of
megawatts for a period of tine.

And as an obligation, you get paid that. And if
it happens to turn around and you owe noney, you have to pay

it. So that's the obligation sense. 1In theory, it can go
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bot h ways.

The optional approach to that would be to say you
have the option to be paid the difference between prices
bet ween the point of w thdrawal and the point of injection
times X negawatts. And obviously if it's a positive, you
take the noney, and if it's negative, you say no thank you.
So that's the difference.

Fl owgate rights, you have the option to schedul e
across this network el enent, but not the obligation to
schedul e across this network el enent.

MR. O NEILL: | thought these were financia
rights.

MR, SCHNI TZER. They are.

MR. O NEILL: You don't schedule --

MR. SCHNITZER: |I'msorry. You have the right to
be paid. Thank you, Dick. You have the right to be paid
the difference that the shadow price of the network el enent,
but not the obligation to be paid. And the point is that
you have e simultaneously feasible when these are
obligations, treated as obligations, it's easier to do the
power flow and say, yes, that works.

When you treat themas options, it's not clear
you can issue as nmany.

MR. O NEILL: Carol?

MR CANNON: Ms. Quthrie?
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M5. GUTHRIE: Either way. Let's step back. |If
we're tal king financial obligations and who's going to bear
the risk, Reem says, oh, well, RTOin the Mdwest too
concerned about taking on the risk. Fundanmentally in
Shnuel ' s basic settle against the actuals, who pays? In
other words, a regulated utility, an incunbent transition
owner, whatever you want to call it, how nuch risk do they
actually have to bear? Therefore, how nmuch woul d they
actually want to engage in any sort of financial hedging on
transm ssion rights or firmtransm ssion rights? Because
ultimately, once again, who pays? Were is the risk?

There's a different |evel of risk based on your
role or place in the market, and when we're tal king about
the financial side of it fromny left to ny right, where do
the dollars roll? They roll downhill to the |oad. And
that's why | think, you know, well, let's step back and say
what is the nost economc way to nake sure that we're
getting participants in the market if it's going to be a
financi al congesti on managenent system who have the sane
risk tolerance or the actual sane |evel of risk?

In other words, a transm ssion owner that's a
regul ated entity may either be reluctant to engage in risk
because perhaps they m ght not recover the costs if their
ri sk managenent strategy was not perfect, or they may be

willing to engage in risk managenent because they are
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guaranteed a full recovery. But it alters their perception
and the attitude with which they approach congestion
managenent market. And it alters then the different roles
of the entities playing in the financial managenent of
congestion managenent. Are we getting the right price
signals over a sustainable period to actually attract
capital investnent? And capital investnent neaning either
generation or transm ssion.

Because ultinmately, you have to be able to get
the right price signal in a form whether it's a forward
curve or a long-termcontract, sone sort of sustainable
price signal that will attract capital investnent.

MR MLLER Carol, let ne try to put sonme neat
on the bones of that. Because you're talking in very what |
woul d say is sonewhat theoretical. Let's talk about how you
would do this so it's optimally done.

Presumably you want there to be price signals for
people to build transm ssion. Presunmably you want
all ocation of the rents in a certain way which would then
seemto nean that there would be a certain structure in the
RTO. Can you kind of wal k through what you think would be
optimal in that regard?

M5. GUTHRIE: That's where -- | don't have an
optimal answer. | have a |ot of concerns about making sure

that we have the right economc structure in the RTGCs.
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From t hat perspective, perhaps the RTO has to
have the ability to suffer sone financial consequences,
i.e., maybe it does have to have a profit structure to where
they take the financial hit if they enter into sone
financial risk. But that beconmes another |ayer on are they
the actual owners of transm ssion or are they just managi ng
the transm ssion assets of transm ssion owners?

MR. O NEILL: Carol, let me just clarify. The
RTO taking a risk as an RTOis one thing. R ght now our
RTGs take the risk and then pass it on to the custoners.

M5. GUTHRI E: Absol utely.

MR. O NEILL: You have to distinguish between
t hose two.

M5. GUTHRIE: And that's where |I think we are
begi nning to rethink our prior bias around perhaps RTGs
shoul d have sone fiscal accountability because our
experience wth some RTGs has been that there no fiscal
accountability and therefore the dollars flow down hill.

MR. OREN. | want to nmake some clarifications
here because on the FTRs versus FGRs because you don't get
sonet hing for nothing. Wen an FTR is being offered,
there's a hedge frompoint to point, and it offers ful
hedgi ng for another piece of the firm sonmebody ends up
paying for that. Nowthe reality is that because of the

simul taneous visibility condition that is inposed on those
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FTRs which tries to make sure that the | SO al ways have
enough revenues from congestion to pay for the FTR
settlenment, what ends up is that in fact the I SO ends up
always with a surplus. That surplus represents unhedged
transactions. If nmeans that sonebody out there is paying
congestion and it's not being hedged because that congestion
is left in the hands.

So while the FTRs offer these perfect hedges,
it's perfect hedges for the few at expense of the many.
Those perfect hedges are being subsidized by those who pay
congestion rents. In an FCGR approach, if you settlenent is
based on real prices, it's a pure wash. Al the revenues
that conme in as congestion get paid out as FGR so the |ISO
doesn't retain anything. So in general, for the general
picture, it's a better general hedge.

Now for any individual hedger, sonebody's going
to end up being overhedged, sonebody's going to end up being
under - hedged because they didn't quite predict which way the
fl ow was going to go. But as a hedge in general, the |1SO
bei ng revenue neutral while in FDRs, an FDR essentially
offers a bundle of three types of insurance. It insures
against the price, it insures against the capacity of the
l[ine, it insures against the changes in the flowin the
di stribution factors.

So for exanple, if you schedule a transaction
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frompoint Ato point B, and you are protected with an FDR
and that line, the nost obvious path happens to be out, then
you are still collecting your insurance, but those who pay
for it are the people who are paying congestion on all the
other lines. So FDRs, by definition, involves
socialization. It's a socialized insurance to those who
happen to grab those FDRs. And so this has to be cleared.

Then the other thing is that we have to | ook at
the need for central coordination. You cannot do FDRs
w t hout central coordination because the FDRs have al ways to
pass the sinmultaneous visibility test. So sonebody has to
evaluate to run those power flow nodels and the only way, so
that's why there is very little secondary trading of FDRs
because you cannot, the only way to trade themis that you
have to convert them through this process which is going to
convert the FDRs on one path to FDRs on anot her path, and
maki ng sure of the sinultaneous visibility condition is
still nmet. So this automatically forces us to rely on the
RTO as the cl eari nghouse for those FDRs and to do it very
of ten.

Wth FGRs, you assign capacity to el enents.
Those el enents, sonebody builds a line, you give them FGR
for the capacity of the line. Nowit nay be, you nay want
to derate it to account for contingencies but they get that

capacity. Now the value of that capacity wll change over
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time depending of the rerouting of the path. But you don't
have to change the nunber of * that you are issuing.

MR. CANNON: What a second. Reenis been trying
to junmp in for a while.

MR. OREN. So there is a nmuch nore direct
relati onship between FGR and investnment in transmssion. |If
you use nodal pricing, even with 2000 prices, you cannot
extract fromthat which |lines actual el ements have been
congested. As a matter of fact, PJM has to publish that
separately.

So while nodal prices gives you a signal for
where the generation, where is the best place to generate,
they don't give you a signal where is the best place to
expand your transmssion line. [It's an unsol vabl e problem
to invert the matrix and to extract with the shadow prices
on specific elenments out of the 2000 nodal prices. That's
t he probl em

MR. CANNON: Reem you wanted to say sonet hi ng?

M5. FAHEY: Wth all due respect, | nean, this
sounds really great on paper. But let's talk about reality
and how practical this nethod is. Let's just talk about in
he Mdwest. For us to do what M. Oen in saying we have to
do, basically we have to trade over 200 fl owgates, and
that's not practical. | mean, | call it trace your

el ectrons nethod. | nean, is that practical to ask for
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entities to buy flowgates on 200 elenents if the RTGs not
going to come up with what is comercially significant and
what's not. |If you're going to | eave that to the market
participant and if you are going to be conpletely hedged,
then you're going to buy an all potentially flowgates that
will overload. So that's one thing which | believe which
di sagree with the prem se of this you know fl owgate
pr oposal .

The other one is this whole prem se of the anount
of capacity on each flowgate is constant and basically the
power transfer distribution factors are constant and they
don't change, | nean, that's not true. | nean, in the
M dwest we have face shifting regulators. This is not, you
know, this is not some mathematical thing. There's ten of
them and they are going to be in charge of a whole profit
transm ssion entity. Let's think about when that happens.
You know, they could, you know, cause congestion and change
it based on how you said these phase shifting transforners.

So I think what M. Oen is saying sounds really
great but, you know, with the two qualifiers. You know,
there's so nmany flowgates that you have to trade to be fully
hedged and that the power factors are not, they're not
fixed.

MR. AGARVWAL: | have a much different question

As | understand it, there are basically three types of
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condi ti on managenent approaches. One that is inplenmented at
PGM LMP | ocation pricing, also called nodal, where we have
FTRs.

The second one is zonal inplenmented at California
| SO

The third one is flow based approach where we
have FGRS, flow gate rights.

There is a fourth one, hybrid one, where for
forward markets we have flow gate rights, and in the rea
time, we have LMP

My question is, LMP have been tried in PIM we
have sone experience. California ISOtried the zona
approach. Do we have any proof of concept for the flowgate
approach? O do we have any pilot project so that it can
throw sone light on it? Anyone?

MR. OIT: |'mnot sure that we have a working
flowgate nodel, and I think if you | ook at the concept of a
fl owgate nodel, essentially what you're trying to do is
again define |ike a physical boundary and nmake sone
stat enent about how fl ows would actually work on that
physi cal boundary. And essentially that type of nodel
standing alone and in and of itself, |I'mnot sure how that
you're actually going to get that to work with real tine
operations. So | nmean it'll be an interesting discussion to

see it go but it's very difficult for nme to see howit wll
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wor K.

MR. OREN. Well, the proof of concept of the
fl owgate nodel is NERC TLR procedures. The way NERC handl es
the transm ssion |load relief --

(Laughter.)

MR OREN. -- well, it's not priced and that's
the mssing link but the fact that they use flows to control

MR, AGARWAL: | beg to disagree. | beg to
di sagree there because NERC s TLR is a no-congestion
managenent tool. It is basically a sledgehanmmer saying well
we have had enough loop flows in the system Any condition
managenent software approach has to al so address the | oop
flow problem In the absence of any congesti on managenent
software, we were doing TLR, and essentially dropping a
sl edgehamer saying no nore transactions can take pl ace
because the systemis |oaded, and if we keep on going the
reliability would be in danger.

MR, OREN. But then all you need to do is set up
a pricing systemfor those so instead of just chopping it
off, you'll price it and essentially auction it off six
hours ahead of tinme, so the flowback approach, which was
originally proposed and never inplenented by NERC woul d have
been a great step toward fl owgat es.

MR. AGARWAL: The advocates of flowgate approach
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tal k about commercially significant corridors or interfaces.
We at FERC are working on conpiling a list of top ten
transm ssion constraints, and you all know there what types
of transm ssion constraints we have. Wy is it not possible
to pick any one of those and do your proof of concept and
show whi ch way noney wi |l change hands just phil osophically
to denonstrate that it would work in real life?

MR. OREN. Well, some of what they are doing in
ERCOT is in that direction. W didn't have enough
experi ence.

MR, AGARVWAL: | think we should give other people
an opportunity al so, go ahead.

M5. FAHEY: Personally, | think as an industry,
we need exactly what you're saying, a proof of concept. So
| truly believe that we need to put dollars into research of
figuring out if we can offer point-to-point options and
obligations and FGRs options and obligations,
si mul taneously, so that they're not nutually exclusive, and
| et the market choose.

But nost inportantly, we need to figure out if we
do that, what's the consequences? Are the consequences that
we end up with less transmssion? O are the consequences
that if sonebody wants to buy point-to-point options, that
they would pay a lot nore for them And that's an

accept abl e market outcone. |If people want to trade in
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flowgate rights and the conponents of the point-to-point
rights, let themdo that, as |long as you don't preclude
ot hers from buyi ng the point-to-point hedges. | nean,
there's nothing wong with doing that.

And in our very extensive debates in the M dwest
when we canme up with the hybrid nodel, we said that's really
what we need. We don't knowif it's feasible or not, but
that's really what, in nmy opinion, it nmakes everybody go
home happy. And if sonebody wants to trade in flowgate
rights, and take the risks of what's commercially
significant and what's not, well let themdo that. Mybe
the Enrons of the world or, you know, trading organi zations
that are very smart, they could do that. So let them
mean, there's no need to restrict the market that way.

MR MLLER Reemis there, in PIM because let's
use that as the nost practical exanple, is there a trade in
flowgate rights by bilateral parties? O is it not |arge
enough an area yet to really test the theory?

M5. FAHEY: | think first of all we need to test
the theory in nodeling. Let's have, you know, a nodel.
Let's hire experts to see if the can offer both, because
ot herwi se, you're going to get, you know-if you go with
standard LMP point-to-point FTRS, half the country wll be
very happy, and then the others will say, well, how cone you

didn't give us a chance to trade in flowgate rights.
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And if they are not mutually excl usive, nobody

has determned that. |If they are not nutually exclusive,

what's wong with offering both instrunments? And two things

need to be done.

One is to nake sure that they are feasible.

And then the second one is what are we giving up
in providing such a flexibility?

COWMM SSI ONER MASSEY: Could | ask a question?
you offered both, is there any operational or reliability
i npact to one system versus another, or even offering both?
O is it purely a financial howto-settle-up-the-dollars
i ssue?

M5. FAHEY: Go ahead, | don't want to..

MR. OIT: | guess | would have to cone back and
say it depends on your definition of a flowgate.

If the flowgate is what | thought it was 15
m nutes ago, then | think the answer would be it probably
woul d be a financial product on top of the energy market
which would be a very simlar product to the point-to-
poi nt FTR

COWMM SSI ONER MASSEY: So you still have the
security constrained, bid-based security constrained
di spatch? That doesn't change in your worl d.

MR OIT: In ny world, right.

COWMM SSI ONER MASSEY: I n your world, that doesn't
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change. That gives us the operational integrity that we
want. And what you're tal king about is howto settle up the
nmoney for congestion?

MR OIT: R ght. |In other words, the FTR versus
flowgate right debate, if you elevate that to say that the
reason you want an FGR is to get nore standardi zed, you
know, fewer type of hedging products simlar to a trading
hub concept in PJMfor--you have 2,000 nodes but you have
two tradi ng hubs, and all the volunme of trading, the
[iquidity happened at western hub--if your search for the
truth here is to build a flowgate type nodel where you add
in the capability to have that same kind of hub mechani sm
except for transm ssion rights, if that's your search, then
| think the answer is yes, flowgates and FTRs can coexi st
and still have the physical spot market the sanme as we do
with the security constrai ned econom c di spatch.

If a flowgate right is defined as sone kind of
physi cal boundary where you actually have that to-do
scheduling, then | think all of that unwinds. It will not
coexist with a bid-based security constrai ned econom c
di spatch, and then you're in conflict, | should say, and
then I | ose control of nanagi ng the system because you can't
manage physical flow and generation and | oad assets.

At |least, when | say can't, you can't efficiently

manage it.
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MR. SCHNI TZER: Yes. | think there are three
conditions to declaring victory, that these two we can
explore the two of themtogether in the same market.

The first is that we're tal king financial and
financial; that any physical nature of flowgates they have
to be financial versus financial. | think that's condition
one.

The second is that any settlenent against the
fl owgates i s agai nst actual congestion, that we're not
tal ki ng about an uplift nmechanic where we are settling
agai nst sone hypothetical dispatch or whatever; we have to
be settling against actual congestion.

And third is we have to resolve this option
versus obligation thing to see if people like the result.

If to doit, I can only sell 40 percent of what people think
are their current entitlenents, you knowit's not going to
be a very popular nodel at retail if you wll.

COWMM SSI ONER MASSEY:  Professor Oren, do you
agree with those three points?

MR OREN. Well | agree with the first two. |
woul d go al ong.

The issue of option versus obligations, | think
what the flowgate provides is a natural way to divide the
two. That in fact, the RTO can be engaged in offering flow

gates agai nst the physical capacity of the network while
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private entities can offer additional flowjate against
counterflow that they produce.

So you don't need the RTOto get involved in the
process of commtnent that are based on counterfl ow.

| f a generator produces counterfl ow throughout
the dispatch, they can sell the flowgate that they produce
to sonebody else and that's a private transaction.

The RTOis only in the business of covering the
physi cal capacity of the network. So this takes care, and
then all those flowgates becone, | nean any tinme you offer
an option, it's an obligation for the other person that
sells it, so |l think that this is kind of a noot debate.

All we have to talk about is that flowgates are one-sided
instrunments; it's either an option or an obligation but
cannot be bot h.

An FTR sonetinmes wll be an option, sonetines can
be an obligation, depending on the flow pattern. So that's
the correct way to think about that problem Now | don't
have any problemw th financial, | don't have any probl em
with settle them based on real val ue.

And the other aspect that we're tal king about,
too many, | think that one way to think about flowgates is
to think about as fundanentals. What an FTRis is
essentially like an index fund. It's Iike a bundle of

fundanmental stocks. Now you can have, we have tracking
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funds that track the whole S& 500 with only maybe ten or 20
stocks; it won't be perfect tracking but you can use a
limted nunber in order to track a large portfolio.

So you don't need, anybody, people don't need to
deal with all the 200 in order to be perfectly hedged.
Saying that we are going to use the FDRs and | et people then
trade flowgates on the side, it's like saying we're going to
have a stock market that deals wth index stocks, and then
i f sonebody wants to synthesize IBM they' |l have to buy a
m xture of index stock to produce an IBMoption. And that's
ki nd of goes against the logic. It's the other way around
that should be. That you have to trade the flowgates and if
sonebody wants an FDR, they can synthesize them |If
sonebody wants to offer insurance on the top of the
flowgates in order to cover any changes in change of
capacity or in change of PTDFs, you can have private
i nsurance offering that, you don't have to socialize that
addi ti onal insurance.

MR. CANNON:  Ms. Fahey?

MS. FAHEY: Again, just to comment on what M.
Oren said, | nean, giving the know edge of financial markets
and the S&P 500 is not really applicable here. The fact is
if the congestion is so predicable, then why don't the RTGs
take that risk? They wouldn't take that risk. | wouldn't

take that risk
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| would Iike to share an exanple with you in the
Mdwest. In the summer of '98, it was a hot summer all
across and typically what happened was generation stayed
locally. So we had a certain pattern of congestion.
However, in the sunmer of 2000, the M dwest was very coo
and the South was very hot, and a |ot of the generation
transferred fromthe Mdwest down to the South, and we ended
up with a lot of unpredictabl e congestion.

Il will not be | don't think anybody wants to be
in that position of saying, oh, it's very easy to predict
congestion in the forward market. Maybe it sounds sinple
and it's theoretical. | don't think it's practical to say
t hat people are able to predict congestion in the forward
mar ket and say, oh, I'monly going to trade ten out of the
200.

COW SSI ONER MASSEY: But if you had a system
that was purely financial and allowed you to choose either
LMP or flowgate, you just wouldn't choose the flowgate? You
woul dn't use it.

MS. FAHEY: You know what? That's exactly it,
that's exactly it. That's why | advocate if it is feasible
to offer both, you know, let the traders. |If the traders
want to buy this instrunent, let thembuy it. And if they
are good at predicting congestion, |let them be rewarded.

So I don't think we should you know [imt
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ourselves to just one instrunent versus the other but at the
sanme time there are qualifiers to that. The qualifiers are
you probably won't have as many transm ssion rights to sell,
especially if you go with obligation versus option.
However, |et the market decide because if it's going to be
an obligation, it's going to be a | ot nore expensive, | nean
if it's an option, it's going to be a |ot nore expensive
than an obligation. And let the market choose.

MR. SCHNI TZER: M. Massey, just to clarify. |
t hi nk you said LMP versus flowgates. | think we would say
poi nt-to-point versus flowgate, but LMP being common but the
underlying energy markets are the sane, so it would be
point-to-point rights versus the flowgate rights.

MR. CANNON: Ms. Quthrie?

M5. GUTHRI E: WE can renenber that we are not a
single market across the U S., not even across
i nterconnections, and there is, as long as we have a certain
| evel of confort around the ability to operate the
interconnected grid reliably and that of course gets into a
whol e ot her debate about what the right nechanisns are. But
if everything we have just been tal king about is financial
mechani sms, financial alternatives, for managi ng congesti on,
it doesn't nmean that it has to be a one-size-fits-all. Wy
woul dn't you allow di fferent adaptations of these financi al

mechani snms in different markets? It is a way of letting the
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mar ket describe or letting the market participants in a
particul ar market region see what they think works best in
their market and then you actually get sone conpari son, sone
evol ution, sonme innovation and sonme preferences that start
to evolve and you can see what works and what doesn't work.

MR. MLLER Let me ask you, Carol, in that
regard, that's certainly been a working prem se here at the
Comm ssion for sonme tine. The question is and one of the
reasons people think about standardization |I think over at
| east an interconnection wi de basis, is so that you add
liquidity, that it's easy for transactions to occur over a
broad area.

Aren't we in a danger, | nmean, we run into a
difficulty in the Northeast where they are essentially three
systens that are the sane but they're not, and we seemto
have sone liquidity problens in just that small region.

Aren't you concerned about the inability to
transact hedge over a broad area if there isn't sone sort
of , you know st andardi zati on?

M5. GUTHRIE: Absolutely. And that's why |'m not
saying that we allow too many mcro markets to experi nment
in. But when we tal k about the Eastern Interconnection,
perhaps it is explore what is the necessary, the nodel
that's necessary to maintain reliability, but then what

features wll or will not work. Maybe it is an adaptation
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of PJMand allowi ng the Mdwest to coexi st and see does that
work. Does that allow cross market |iquidity across market
tradi ng because fundanentally right now they are two
different markets. Yes, in certain tines the power can flow
fromthe Mdwest to the Northeast or fromthe Mdwest to the
Sout h, but by the same token, it doesn't necessarily mean
that you shouldn't allow and create different types of
mar ket structures in Ercot. FErcot is |ooking at putting
together a slightly different market structure. The Cal |SO
| think nost people would suggest has not been a successful
nodel , so perhaps sonme innovation there and at the sane
time, we know that there are other nodels being proposed
that actually do have different forns of flowgate and
tradi ng of FTRs bei ng proposed.

So maybe that's where we start | ooking at
allowi ng sone differentiation and sonme non-standardi zati on
so that sonme conparisons can energe.

COWMM SSI ONER MASSEY: Wl l | thought Ms. Fahey
was actual ly suggesting that in the sanme market you provide
the choice, rather than one market design one way and
anot her market design the other way.

MS. FAHEY: That was exactly what | was
advocating. Basically what |'m advocating is we need to
have | ocational marginal pricing in real tinme, but |I don't

think that should be an option. However, in the forward



N

o o A~ W

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

66
mar ket for hedgi ng agai nst real tinme congestion costs |
believe we should allow innovative instrunments to exist as
long as they're financial, as long as they don't interfere
inthe real tine dispatch of the system

And if entities want to buy point-to-point
rights, great. |If they want to buy flowgate rights, that's
great too.

M5. GUTHRIE: And that's why | do disagree that
| ocational marginal pricing is not necessarily, should not
be a prerequisite for every nmarket design and in fact to
i npl enment that in the West may be exceedingly difficult.

MR MLLER But let nme back up a little bit.
Isn't even the flowgate approach it's |ocational in nature.
Are you advocating an experinent in flowgate approach that's
static or one that can shift? Because one can argue that a
nodal approach is essentially just a finely granular, you
know, shifting fl owgate approach

M5. GUTHRIE: Well, | do think it's the spectrum
It's going too far into the Nodal LMP in a market that's not
fundanental | y designed that way where in the Wst you' ve got
| arge generating sources and |ocations that are not close to
the | oads, and so you've got different, | think it's a very
different type of analysis than in the Mdwest or the
Nort heast, and so | think you can have different spectruns

or levels of locational marginal pricing. It's just a
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question of how granul ar, how specific do you get. | don't
know t hat we need 2000 nodes.

MR OTT: | think the issue operationally and
again to not standardi ze on the fundanental real tine
mar ket, you're essentially asking again to keep the seans

i ssues noving, the liquidity problenms you got with trading

at the seans. | think standardization of certain key market
el ements, | think you heard it yesterday, you started to
hear it today, | think it's very, very critical that the

real tinme markets have consistent rules such that you can
manage the seanms. Oherw se, you're going to continue the
process of, how should |I put it, having trading at the seans
be difficult.

M5. BROCKWAY: 1'd like to junp in just briefly
on these. Dr. Oren has educated ne to the possibility that
fl owmgates and LMP or point-to-point need not be

fundanmental |y i nconsi stent.
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A question | have for Reemis | don't -- once
what we're dealing with is a systemin which there is an
actual true-up after the fact, we figure out what the actua
congestion was and we price that out and settle it, there
are differences between the two approaches, Dr. Oren's and
the others that we tal ked about here. But they don't seem
to me to be noving as nuch noney around.

Fundanental |y, what's happening is the sane
thing. You get to the sane thing in the end. Sone people
may have a little nore ability to play in the market,
they' re nore sophisticated or | ess sophisticated tools,
vehicles. But in the end you're pricing everything out at
the actual. And that's the difference to ny m nd between
what we've all been tal king about and the flowgate rates as
| understood them before | wal ked in here, which was the
settlenment of the actual in the other type of flowgate
systemwould be nade -- it would be socialized to the whole
system and that there conceivably could be a lot of it and

be socialized.

So as you can tell, I"mquite concerned about
socialization. 1'd be very happy to go back to vertically
integrated utilities. | don't think anybody who's tal ked

with me is surprised that | nmake that statenment. And what
gets ne is that if we're tal king about going to an

entrepreneurial system we keep building in all this
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soci al i zati on.

| think the socialization ends up going to al
| oad. The distinction that's nade between a transco and a
non-for-profit | think in the end doesn't matter, because
not-for-profit socializes it through nonopoly transm ssion
rates. A transco ultimately has to recover the risk that
they bear in rates. And so ratepayers may get away with it
in the short term but the rate of return will have to go up
if the risk is there.

So either way you slice it, | think fundanentally
the consuner ultimtely ends up paying. Having said that,
my maj or question about which of these -- and | don't have
the answer, but | would urge the Comm ssion to, having
listened to all of these presentations and others, nmake its
decision -- is Dr. Oren right that the FTR produces nore
socialization than the flowgate with the shadow price
cashout? And the other question | have is, if you let a
t housand fl owers bloom do you end up with path dependence?
And how expensive will it be if you decide, whoops, this way
of doing it wasn't right, undo all the systens, change to
anot her systen? O are those mnor costs relative to the
benefits of having this real tinme know edge?

And | will just conclude on this line of thought
by saying the one thing that's quite clear to us in New

Engl and, which some people think is a small region, but
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there are those who love it --

(Laughter.)

MR. MLLER You don't look Iike Daniel Wbster

M5. BROCKWAY: -- is that you' ve got to have the
systemin place before you go intoit. W've done so nuch
of this retrofitting and backfilling, and we shouldn't go
down the path until we are pretty confident we have an idea
how it's going to work.

MR OREN. First, |I don't object to having both
flowgate rights and FTR rights in the same system | just
want to make it clear. So | think we have a third point
that we can agree on.

| want to make, first of all, nake clarification
t hat when you issue FTRs, the FTR, the m xture of FTRs that
are being issued depend on a certain operating point. In
ot her words, sonebody's running a power flow there is kind
of a hypothetical operating point which says that if
everybody were executing their FTRs at the sane tinme that
woul d neet N m nus security constraint, N mnus 1
constraint.

Now at that operating point, there is a |ot of
flowgate rights that are unsold. All these lines that that
operating point is not filling to capacity are FCGRs that
coul d have been sold in the market and shoul d the operating

poi nt nove away or be different than the one on which the
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FTRs were sold, those FGRs nay becone val uable. And that
represents the noney, the surplus that PJM keeps if the
poi nt noves around fromthe point corresponding to the FTR
i ssue.

So allowi ng both FTRs and FGRs essentially wll
i ncrease the anmount of rights that can be sold because you
can sell all the FTRs and then you can sell the extra FGRs
that are there. Having those FGRs out on the market, as
Andy Ot pointed out, the quality of the hedge is only as
good as you're able to predict your transaction. |[If your
transacti on changes around and you bought the wong FTRs,
you are not fully hedged. On the other ha nd, if there are
FGRs out there, you can go and buy them on the secondary
mar ket and adj ust your hedge in such a way as to nmatch the
new operating point, and that is going to give you a better
quality hedge with nore flexibility.

The reason that | think that that's inportant and
that RTGs should be required to offer both the FTRs and the
| eftover FGRs at the |least is because this is the essence
Wi thout -- this is the essence of stinulating forward
trading. And we have already |learned in nany places that
forward trading is the way by which we're going to suppress
mar ket power. It's only through forward trading that it
removes the incentive for generators to exerci se market

power in the spot price.
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So anything we can do to stinulate decentralized
mar kets and forward tradi ng by maki ng the hedgi ng
instrunments nore flexible and nore tradable is going to help
us on nore than one frontier.

MR. CANNON: Professor, just a quick foll ow up.
| just want to make sure | understand. The reason that this
flowgate nodel is nore tradable in the secondary market is
j ust because nore people can take advantage of it because
there's sone aggregation? |It's not as specific, if you
will, to a particular -- to particular points as the LMW
nodel ?

MR, OREN. Well, because the rights on the anmount
of capacity on an el enent does not depend as nuch -- | nean,
it does vary based on contingencies and all that, but it
doesn't depend as nmuch as the flow pattern. Wen you have
FTRs, every transaction, unless you want to buy exactly the
sane FTR but there would be too many of them you have 2,000
notes will produce 4 mllion FTRs. So it becones -- the
secondary market for FTRwill not be |iquid.

So with FGR, you have fewer of them Even 200
woul d still enable you to trade them because you know t hat
what you buy is what you get. Now whether they are going to
be worth sonet hi ng depends on how nmuch power is going to
flow that way. But in terns of the capacity, the instrunent

i s independently defined, as opposed to FTRthat is a



N

o o A~ W

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

73
transfer capability that really depends on what everybody
el se i s doing.
MR. CANNON: Ms. Quthrie first and then Ms.
Fahey.

M5. GUTHRIE: | have a question. Back to once
again the concept of who actually would be able to hold the
FTRs or FGRs and trade them So that, for exanple, I'ma
consuner. |'ma consuner in different states, different
jurisdictions, and obviously different sizes. And the
majority of this discussion has been about, you know,
essentially transm ssion owners and RTGs. And so would it
be in a vertically integrated state still or region where
they would have to be -- that regulated entity would be the
one purchasing FTRs or bidding on FTRs and FCGRs? O woul d
consuners actually directly have the ability in states where
perhaps there used to be direct access or is going to be
di rect access or conpetitive choice? Wuld they have the
ability in Texas? Wuld | have the ability to maybe buy
sone FTRs to use to manage ny load? O in California where
| have a major refinery in a transm ssion-constrai ned area.
If my refinery is going down for a major shutdown.

Who actually m ght have the FTR or the FGR, who
actually could benefit fromthat? WII the custoners again
only see costs, or will perhaps sone of that flow through as

transm ssi on cost reductions, so reduce the transm ssion
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revenue requirenment? O can you actually have custoners
participating in and owning and tradi ng FTRs?

MR MLLER You're getting into allocation on
both sides, both on who allocates the initial FTRs or FCRs
and then who all ocates or gets the revenues.

M5. GUTHRIE: Right. Because we've been talking
nore about getting generation fromthe source to hubs or to
| oad and how do | as | oad benefit or how do I as | oad
participate in any demand relief prograns? 1|s there any
benefit to being able to do that?

MR. O NEILL: Nothing that |I've heard said this
nor ni ng, nor anything that | conceive, would prohibit anyone
if they have enough cash to buy the stuff from hol ding these
rights. Now whether or not at the state |level you're going
to be allowed to buy the rights all the way through to your
systemmay be a nore difficult political system But at the
whol esal e level, | would think that these FTRs and the
fl omgates woul d be avail abl e to anybody who has noney. And
as Chevron Texaco, you probably have nore noney than you did
a week or two ago.

(Laughter.)

M5. GUTHRIE: That's right. As a load that's one
perception that | also share is that, well, so far | don't
think there's anything that would preclude ne from doi ng

that in the wholesale market. |'mnot quite sure how
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different states mght feel about it.

But froma state regulator's perspective, and |
t hi nk we actually have one here, how would you -- you know,
would utilities in your state that were buying on behal f of
retail consuners, do you think that they would fee
encouraged to buy FTRs or discouraged fromit if these are
financi al hedging transactions? |In other words, their
guarantee of recovery. How confortable are they going to be
that they'd be able to pass through and recover?

M5. BROCKWAY: As opposed to if they were
physical flowgate rates? |'mnot sure --

M5. GUTHRIE: No. As opposed to -- it's whether
or not they would actually engage in buying FTRs or trading
FTRs. Because if their hedge went south, would they be able
to still recover that if they actually made good hedges?

MS. BROCKWAY: Yeah, | got you. There has been a
tradition which we're slowy shaking in the state regul atory
arena of being tenpted -- being tenpted by heads | w n,
tails you lose. W never do it, but we've certainly been
t enpt ed.

(Laughter.)

M5. BROCKWAY: | can tell you that in New
Hanpshire for gas futures hedgi ng, we have all owed conpani es
to do it. W encourage themto do it, not for their entire

portfolio. And we've had at |east one instance since |'ve
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been on the Conm ssion that the hedge went south. Things
didn't turn out either as dismally or as happily. | can't
remenber which way the hedge went. And we allowed themto
pass it through. Because if you do too many heads | w n,
tails you | ose, then your rate of return starts creeping up
pretty quickly.

So there's no free lunch. | think for us it
woul d depend in part upon how central that activity would be
to their ability to perform whatever services or obligations
they have. And that in turn wll depend upon -- well, if
you have a vertically integrated state, they have all the
obligation to serve. In New Hanpshire, we don't have that
except residually in a couple of areas.

But | think as a practical matter, the utility or
sonebody with utility-1ike characteristics is going to end
up being a default supplier, and they will have simlar
obligations. So to the extent that that entity has to
engage in hedging just to prevent the extrene volatility
that you m ght otherw se see, then | think we would probably
encour age that.

The counterweight to that would be if the hedges
thenmsel ves don't really performthe function of snpothing
out the price path, in which case they' re just specul ation,
and we woul dn't encourage that.

M5. GUTHRIE: One last point. As | know
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everybody is aware, that has been a major source of debate
about the California situation. And should there have been
hedgi ng? Well, there was reluctance to hedge because woul d
it have been recovered? And so | think it is a question,
particularly since there may be other places where you've
got stranded costs to be recovered or sonme formof price to
beat or price cap, tenporary or otherwise in place. And so
it's again the encouragenent to participate in a hedging
mar ket .

MR. O NEILL: Can | ask before we run out of tine
to address the issue of system expansion? How all this
relates to system expansi on.

MR. CANNON: Hold that just one second. | think
Andy' s got one point he wants to nake, and then we'll go to
your questi on.

MR OTT: Yes. | wanted to clear up. Wen you
| ook at a flowgate right, again, definitional. |If we |ook
at a flowgate right as a financial that really |ooks a I ot
i ke a point-to-point FTR except it's on an interface,
think the concept that there's not a power flow -- in other
wor ds, when you have flowgate rate in one area of the system
and a flowgate rate in another area of the system they do
i nteract because by nature of the actual physics of the
power systemin the real time operations, they actually do

interact. There are loop flows, et cetera, et cetera.



N

o o A~ W

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

So to the concept that with point-to-point right
you do sone kind of -- the point-to-point right is backed by
t he physical capability of the system so when you actually
do the analysis to auction the right, et cetera, you have a
power flow underneath that to actually nmeasure the physica
capability. Well, that sanme fundanental physics has to
apply to a flowgate rate. They aren't just magic. | nean,
they just can't appear and they aren't backed by anyt hing.

| nmean, essentially, a flowgate right in this
context that we're tal king, again the context that we're
talking is you have a real tinme LMP based market with a
security-constrained dispatch. Over top of that you have
vari ous hedging options or abilities. But the point is, the
nmyth that flowgate rates sonehow don't need anal ysis and
that flowgates rates next to each other don't interact, that
is anyth. | nean, unless you have sone ot her nodel

MR. O NEILL: No, no. The flowgate basically is
t he physical capacity of the flowgate, and when that becones
constrained, the paynent becones the --

M5. FAHEY: That's only true if you have a linear
system Because if the limt is a voltage stability or
dynam c stability, that case is not true. And that's how
you end up with I think where Andy was goi ng.

MR OIT: Rght. But if you' re going to have the

two products coexist, then the fact that you own a flowgate
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and it has a certain flowon it, and the fact that you own a
point-to-point right and it carries a certain flow, both
have |l oop flow effects and interactions with the rest of the
power grid. |If you don't |look at that in both, then these
won't -- then | take back ny previous statenents.

MR. O NEILL: Any transm ssion elenent as the
result of your dispatch algorithmis going to have a dual
variable on it.

MR OTT: Sure.

MR O NEILL: And that's the price that you get
for that flowgate.

MR. OIT: But there is an interaction between the
flowgate and the transm ssion right. And when you' re doing
analysis to award them you nust | ook at that.

MR. O NEILL: Sinmultaneous feasibility is
absol utely necessary if you're going to --

MR MLLER Let nme ask a question, because
think it segues into your question, Dick. And we were
tal king about this to a certain extent. And it relates to
what Carol was tal king about, which is creation of the FTRs
and the allocation of the FTRs and the FGRs.

W' ve had sone difficulties even in the best
markets wth that. How do we do that? Wo does it? Howis
it done and how should it be allocated? Should it be all of

the transm ssion? Because obviously there's the physi cal
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el ement which has to be cal cul at ed.

MR, SCHNI TZER Well, there's two questions
really pending. The one is the one you had on the previous
page, which is are FTRs conpati ble with expansion or
sonething |like that. You had on the previous page. And
then there's the one you now have up there, which is how do
we al locate the existing stock of the FTRs?

And let nme take themin turn, because | think
they are different questions and they have different
answers.

MR MLLER |I'mglad to see sonebody was payi ng
attention to the edge.

MR. SCHNI TZER: Half a browni e point anyway. In
terms of are FTRs conpatible with network expansion, ny
answer is an enphatic yes. Wat you get out of LMP is you
get basically price differences between nodes, between a

point of injection and a point of withdrawal. And you get

t he val ue of transm ssion capacity between those two points.

That's what LMP tells you, and it tells you that every hour.

So it tells you how nuch nore capacity it would be worth
over a tinme series, and you can do analysis and all the
rest.

The exi stence of the FTR al so creates this
property right. That if | upgrade the system and that may

be building a line, it my be upgrading a transforner, it
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may be doing any one of a nunber of things that wll
basically get sone nore transfer capability. In a financial
sense, you're creating nore FTRs. Because now you could
have a different dispatch that was sinultaneously feasible
with nore injection at the | ow price point and nore
wi t hdrawal at the high price point, which is what you want.

And so what you have is the opportunity to
basically to have the RTO have a devel opnent group or
what ever whose job it is to basically identify expansion
opportunities on the grid that would create nore transfer
capability, the FTRs that would be created by that expansion
and the cost. And then you basically have the market. Now
that kind of transm ssion is conpeting with generation,
because as soneone observed earlier, you could put nore
generation in the high priced area. And the question is,
whi ch should win? Wich is the nore economc situation in a
conpetitive price whol esal e narket?

| f you basically have the project out there, nuch
li ke we do for gas expansion, increnental expansion, have an
open season for transm ssion expansion, say here's how much
it costs to buy those FTRs, to fund the expansi on which
create these FTRs, who's willing to sign up for a 10-year or
a 15-year contract or whatever it takes to fund this
expansi on? And then you see is that the economc thing to

do or is the generation location in the high price area the
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nost econom ¢ thing.

That's basically I think --

M5. BROANELL: O denand reducti on.

MR, SCHNI TZER O denmand reduction. Exactly so.
Exactly so. And so that's how you basically have the
proverbial |evel playing field as opposed to giving
transm ssi on expansi on preferential treatnent where we're
going to do that because we know it's the right thing and
tax everybody to pay for it, which was Conm ssi oner
Brockway's concern, in particular, if you happen to be in a
state which is in the mddle between the |low price and the
hi gh pri ce.

So instead of saying we're going to do the right
t hi ng based on central planning and tax everybody around for
it, we're going to basically let this project conpete for
expansion with the other alternatives to it, and there are
alternatives to it. So | think that sense, LMP and FTRs are
totally conpatible with expansion. |In fact, they further
econoni ¢ expansion in a manner consistent with a conpetitive
generation market, which is really what we ought to be
after. And | think they provide our best opportunity for
t hat .

As to the existing stock of FTRs or FGRs or
what ever they are, there's no question that anytinme we

convert fromthe OATT to the new system a |ot of people get
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very exercised about this because it's basically there's
nmoney and val ue at st ake.

The two broad options people talk about are
all ocation of the actual rights thenselves or auctioning of
the rights and allocation of the revenues derived fromthem
Those are basically the two approaches. And then there are
hybrids. You can allocate them and auction the excess and,
you know, et cetera. But | think those are the two basic
appr oaches.

| guess the rule of thunb that has been used in
the jurisdictions that are furthest along here i s sonething
i ke either whether we're giving you rights or noney, let ne
gi ve you sonething which is nore or |ess equivalent to what
you had before, sort of a grandfathering type of situation.
And that seenms to -- that's difficult to negotiate. But
that seens to have the prom se of successful negotiation to
sort of start fromthat principle.

That's why sone of us are so concerned about this
option versus obligation. |If to get through the transition
you have to have enough rights to kind of |et everybody feel
like they nore or | ess had tonorrow what they had yesterday,
and you change the system such that there's many fewer
ri ghts avail abl e because you do themall as options and none
as obligations, you will conplicate this conversion, this

gr andf at heri ng negoti ati on i mreasurably.
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In the places where it's gone on in PJM and New
York, you basically in PIJIMyou nom nate network resources
every year, you know, up to your peak load. And in New
York, there was an all ocation based on what people
negoti ated as bei ng what they were, quote, "entitled to" or
what was equivalent to their historical usage.

Those are the nobdels, and you can you adapt them
to create nore liquidity in the secondary market, depending
on how you do it. But the first blush is just difficult.

MR. OIT: As the market matures and evol ves,
think you're evolving nore towards an aucti on-based approach
to distribute the rights. And then essentially allocate
t hose auction revenues back to take care of the revenue
crossflow i ssues that fundanentally in PJM when we started
out, the allocation procedures for transm ssion rights as
opposed to an auction. That was done essentially to deal
with the issue of if the network | oads are paying for the
wire, so to speak, and the wres are backing the
transm ssion rights, well then first in line for the
transm ssion rights should be the people paying for the
W res.

But that concept isn't necessarily, as the market
matures, won't necessarily go away. But as the nmarket
matures, you'll get nore conpetition, if you wll, for the

transm ssion rights. Then those proceeds would go back to
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of fset the | oads paynments, if you will.

COWMM SSI ONER BROMNELL: So tal k about the
mat uration process in PJM where that allocation system was
nmore than controversial in the initial stages, was viewed by
sone as an opportunity to mani pul ate the market and i ndeed
sone suggested that there was a | ot of market manipul ation,
and that rather than foster conpetition, it had the contrary
effect.

So tell us how PIJM has matured and how you're
dealing with those market issues pl ease.

MR. OIT: Essentially I think in the first |leve
of the first allocation procedure for transm ssion rights in
PIJM was that essentially the players who were in place Apri
1st of 1998 when this went in were allocated a set of
transm ssion rights consistent with their network resources
and the amount of network transm ssion service they were
buyi ng, essentially paying for the wres.

And that was nore or less set in stone. |If you
were there when you started, then you have priority over
anybody else comng in into the future. Cbviously that set
up a condition where the new entries comng in for retai
prograns, et cetera, et cetera, were at a distinct
di sadvant age.

So one of the maturing aspects of that was to

actually get rid of the priority rule. To nore or |ess say
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now we' || have an allocation procedure that when you have
t he open enroll ment wi ndow every year, everybody is treated
equally. So if you just acquired load in PIMversus if
you've had it for 30 years, it's really no different. You

have to be in line together. So that was one way to all ow

-- because again, one of the problens early on was the
availability of FTRs.

Qobvi ously we had added onto the transm ssion
rights allocation an increnmental transm ssion rights auction
whi ch all owed the excess capability of the systemto be
auctioned off.

| think the next |evel then of maturing beyond
that then is to actually evolve simlar probably norae
towards what the New York market has done, which is auction
the FTRs instead of allocating, then finding a way to
distribute that revenue. | think that's probably the
process we're headed towards. | think that probably
supports what we're doing. Does that answer your question?

COW SSI ONER BROMNELL:  Yes.

M5. FAHEY: | do agree that | think it's a lot
better for the market if you auction the rights and then
all ocate the revenue of that to | oad. Because a big part of
the problemis people got allocated rights based on peak
usage. But that doesn't happen every day. And then they

just held onto the rights, creating the problemof no
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l[iquidity in the market.

So if an entity wanted to participate in retai
| oad, there was no way for themto hedge against the real
time congestion costs. So we would definitely advocate the
auctioning of all rights.

MR MLLER And let nme ask everyone, including
custoners and the Comm ssioner if -- because who gets the
nmoney is a key conponent in this, do you all agree that it
shoul d be allocated to | oad?

M5. BROCKWAY: | believe that that that was
NHPUC s posi tion.

MR. OIT: |If |oads buying transmssion -- to
whoever is buying transm ssion --

MR. MLLER  Yes.

MR OREN. | think it's nore -- the problem here
is that we have really three cashflows. One is the revenues
fromselling the rights. One is the revenues fromreal tine
congestion, and the other one is payoffs to the FTRs. Now
sonebody can naeke the case that perhaps part of the revenues
fromselling, auctioning off or selling off the FTRs should
be retained by an RTO as a way to cover sone of the risk
that we're trying to avoid through limting the nunber of
FTRs that are auctioned.

Li ke in every forward market, when you sel

forward, you basically use the incone fromthe forward to
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pay the settlenment. Here, the forward revenues go to a
separate pot, and then the settlenent for the FTRs gets
of fset by the settlenment for the congestion.

Well, it makes sense to consider the possibility
of retaining sonme of that FTR revenues as a way to mtigate
the risks faced by the RTO, and this would allow the RTO to
sell nore rights rather than imting the nunber of rights.

M5. GUTHRI E: But fundanentally, if the costs of
an RTO are going to roll downhill to load, then it should
come back to | oad.

MR. SCHNI TZER: | would agree that the auction
proceeds ought to go to | oad but not necessarily pro rata or
| oad ratio share. When you want to try and hold people
where they were, the revenues fromsone rights may have to
go to sone custoners because they were the ones that were
benefitting fromit historically.

There's cost shifting when you all ocate revenues,
you have the opportunity for cost shifting. And so it may
not be the pro rata or load ratio share is the best way to
all ocate the auction proceeds consistent with the conversion
rules. But in any event, it ought to all go to | oad sone
way .

M5. BROCKWAY: If | could use that as an
opportunity to throw in a conpari son between what we're

struggling wth today and what happened before, and it's
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related to transm ssion expansion, but it has to do with
this question of allocation of costs and benefits.

In the past, there was basically a backroom dea
that would be cut if a transm ssion |line was going to be
sited across an internediary state that benefitted not at
all fromit. | believe New Hanpshire and | know Vernont got
equity shares of the Hydro Quebec contract. W may or nmay
not have wanted to be part of that or be entitled to be part
of that otherw se, but it was a way for us to benefit from
the fact that our states were the site of transm ssion going
across our lines.

So there was rough justice then, perhaps not pure
justice, but rough justice. And simlarly with this
all ocation, you nove the noney around in different ways, and
it's a way to acknow edge people's expectations. |It's one
thing to do it historically. | think the problemwth
everything that we're doing here in devel oping markets is
how to do it in a situation that's not a snapshot of the day
you go into the market.

Texas had nmade a big push for building new
capacity in Texas under a regulated system So they have a
ni ce anount of capacity. W had sonme irrational exuberance
i n New Engl and, so we've got sone nice anount of capacity.
| worry about what's going to happen in 2007 when markets

have matured sone and | oad has sopped up all of this extra
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capacity that we're getting.

Agai n, the fundanmental point |'m nmaking here is
t hat whatever the systemis that it has to work to actually
provi de the systens over tine, not at a flashpoint or a
pi cture, but consistently and that the process all ows
decisions to be nade in response to those signals over tine.

MR OREN. | want to make first of all a point
about market signals for investnent. There was sone
di scussi on here about how FTRs provide the signal for
investnment, and | feel that there is a contradiction.
Because on one hand we are being told that point-to-point
transacti on cannot be al ways nmapped to congestion on a
particul ar el ement because the power shifts around. At the
sane time, we are told that you can infer fromthe point-to-
point, fromthe nodal prices where should -- what elenents
shoul d be reinforced or where the investnent should be nmade.
So |l find that that's a little contradictory.

One advantage | think of FGRs is that they
directly price the resources. So you can | ook at the val ue,
the trade value of the FGR, and that wll tell you
i mredi ately whet her you have to reinforce that particul ar
facility. It's a much nore direct signal. | nean, you can
take, if you know all the nodal prices in a system you
cannot infer that set of prices to find out which el enents

were congested. That's a non-unique solution. There can be
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many conbi nation of elenents that are congested that w |l
result in the sane set of nodal prices. So that's a
noni nverti bl e problem

MS. BROCKWAY: | think what you're saying is
true. But, Professor, isn't the sane thing true of
flowgates? To the extent it's not true, then those are
artificially fixed and not representative of reality.

MR OIT: Exactly. |If the flowgate doesn't have
the sane characteristic, then the definition of flowgate
that we had tal ked about, which is financial, isn't true.

MR OREN. Well, but it's attributed to a
constraint that you are running. Wen you published your
prices, you also publish a set of shadow prices on
constrained elenents. Those are the prices that wll
represent the constraints. Those are the ones that are
going to reflect the flowgate prices.

MR. OIT: But the difference between two noda
prices is the sane thing. | nean, it's no different.

MR. OREN. That's not true.

MR OIT: It just one's a different way of
| ooking at it than the other.

MR OREN. If | tell you all the nodal prices,
you cannot tell me which el enent was congested on the
net wor k.

MR OTT: No. But | can tell you what area
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shoul d direct ny devel opnent group to go |look to see what it
woul d take to deliver nore transfer capability fromthis
region to that region or fromthis node to that node. And
they for sure can conme up with sone alternatives which may
involve nore than one flowgate elenent to create the next --

MR OREN. But that's a direct -- that's not a
transparent pricing node to sonebody that wants to reinforce
transm ssion that will tell themexactly where they have to
buil d the reinforcenent.

MR OIT: But it is a transparent price signal to
al |l ow generation, transm ssion and load to all conpete to
resol ve the probl em

MR. MEAD:. Can | ask a related question? And
that is, can we rely exclusively on congestion prices
whether it's through FTRs or FGRs or sone other transm ssion
rights to direct transm ssion investnent? O are there
externalities or other factors that nean that sone
transm ssion is going to be subsidized and just billed to
cust oners?

MR OTT: Well, | think there's always the
backstop of a planning process that essentially | ooks at the
forward growth of the system | don't think any of us are
willing to say, okay, |let markets solve the problem
don't think we're ready to go there yet. Again, they may

mat ur e soneday.
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It's sort of like the sane concept of demand
response. |If we get sufficient demand response over tine,
you know, certain market products may not be necessary.

It's the same concept with transm ssion pl anni ng.
Essentially, you need a central planning function that
really has no interest whether generation, |oad or

transm ssion wns, but it nore or less puts out the
benchmark, if you will. Then everybody can | ook at that and
expand sone planning process, and they may actually cone in
and do sonet hi ng qui cker than the expansion process woul d
do. So essentially the process would say | need a line in
five years. Well, if a generator sees that study, he may go
out and put a generator on the receiving end of that |ine
two years fromnow, therefore resolving the problem

But the process is sort of the safety net at the
bottom that supports the market. | think you nust have it.

M5. FAHEY: | guess if | may --

MR, CANNON: Ms. Fahey, just one second and then
conti nue. Sonebody brought to ny attention that we don't
have a | ot of Western representation on this panel.

MR. MLLER But, Carol, you're all over the
country.

MR. CANNON:  Well, except for Carol

M5. GUTHRIE: |'ve spent ny life in California

this year.
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MR, CANNON: |If there are people in the audi ence
who have questions or different points of view, we have
m crophones. And so if you want to sonehow rai se your hand,
| wll recognize you and add you to the debate.

COWMM SSI ONER BROMNELL: Do you have to be from
t he West?

MR. CANNON:  No, you don't have to be fromthe
West .

MR MLLER Well, specifically, let me ask
Shelton to formthe question, because we do, Carol, you're a
custonmer nostly in the West although all over the country.
But is there sonething significant -- because we really sort
of haven't had a transm ssion or generation person fromthe
West -- about the radial systemof the West that doesn't
lend itself to LMP? Because with the exception of Dr. Oen,
we're getting an awful ot of -- and Carol, wth
qualification -- centralizing on LMP. And standardi zation
is grand, but | hate to not take into consideration perhaps
a physical difference.

MR. CANNON:  So while you all are thinking about
that, Ms. Fahey, go ahead.

MS. FAHEY: Yes. | just wanted to nmake a comment
on what M. Oren had said about the flowgate rights, they
can be very specific telling you what the exact upgrade is.

In reality, you're not going to -- just because it tells you
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that's the nost congested flowgate, you' re not going to be
able to have this perfect solution of adding |ines between
Point A and Point B. It has to do with, you know, real
estate. There's a ton of other issues that deal with that.
So having this as the ultimate qualifier, in reality, you
know, who really cares? There's a lot of tinmes where you
cannot build a line between Point A and Point B, and you
m ght end up building the line fromPoint Ato Point C and
that's good enough.

MR, OREN. | was tal king about the pricing.
wasn't saying by no neans that that's the exclusive. But |
want to clarify one thing about the LMP. LMP should not be
taken as synonynous to nodal pricing. And | think that
that's very inportant.

| nmean, | ama strong believer in |ocational
mar gi nal prices, but | think that you can achi eve | ocati onal
mar gi nal prices by having prices on transm ssion |ines as
much as you can have prices on generation at the nodes. And
in a situation, especially in a radial system you can have,
you know, you can show that one congested |line can cause
2,000 prices to be all different. |In that case, it nakes
nore sense to focus on the constrained resources rather than
focusing on where you're going to offset it through
generati on.

So you can achieve the sane effect as |ocational



N

o o A~ W

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

96
prices by properly pricing congestion both in real tinme and
in the forward market. So it's not inconceivable that we
can have a systemthat instead of specifying the prices in
real tinme or nodes, you can specify the prices in real tines
on elenments. And at any point in tine there are going to be
relatively few el enents that are constrained and you can
trace the causation of flow on those elenents. So | don't
want people to think that LMP exclusively inplies nodal
prices.

M5. BROCKWAY: | hear Dr. Oren, and maybe this is
a question to him | hear himsaying that in this type of
radial system there's not in practice a |lot of difference
bet ween the fl owgate approach and the FTR approach.

MR, OREN. Actually, in a perfectly radi al
system the two are the sane.

MR OIT: If I could, I nean, I'mnot fromthe
West but | could try.

(Laughter.)

MR. OIT: If you're |ooking at the fact that they
operate the system the utilities operate the systemin the
West. They've got to operate the system They've got to
sonehow manage the generation --

M5. GUTHRIE: \What utilities? Because it's not
necessarily utilities operating the system

MR. OTT: Sonebody operates the systemin the
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West .

M5. GUTHRIE: The Cal |SO operates the systemin
California, and PacifiCorps is a utility that has a
mul ti state system

MR, OTT: Ckay. Presumably, at some point they
operated -- a utility operated a power systemin the Wst at
sone point. So presumably it had tools to do it. So to say
that you couldn't do an econom c dispatch in the West |
don't think could necessarily hold.

M5. GUTHRIE: In the West it has never been
operated as a single system

MR. OIT: No, no. Oay. | realize that. R ght.

M5. GUTHRIE: And econom ¢ di spatch was done --

MR OIT: Wthin each utility, right. Sure. Not
to say it was across the system Absolutely not.

MR. OREN. And not all the lines are right
basi cal |l y.

MR. OIT: And again, the lines weren't all radia
in the West.

M5. GUTHRIE: And in fact, the congested |ines
tend to be heavily oversubscri bed.

MR OIT: kay.

MR. SCHNI TZER: M understanding is that whether
you're in the Easter interconnect, the Wstern interconnect

or in ERCOT, security-constrained dispatch is what gets
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done. And LMP is a way to acconplish the security-
constrai ned econom c dispatch in a bid-based, as we've been
tal king about. And I know of no reason that it's not
equal ly applicable to the Western interconnect as it is to
the Eastern interconnect.

MR. HELMAN: Could | get a question in? This is
such a tightly wound panel it's hard to know how to break
intoit.

(Laughter.)

MR. HELMAN: But for those of us who've been in
the arcane world of congestion managenent and transm ssion
rights for a few years, this is great panel. And it's
interesting to see the new synthesis that's energi ng out of
thi s debate.

My question is a practical one perhaps to Ms.
Fahey. And that is that the panel sort of, unlike the
panel s we m ght have heard a year or two ago, nobody is
tal ki ng about transm ssion price certainty anynore. People
are tal king about managing transm ssion price uncertainty at
this point, and what types of instrunents we use as
i nperfect hedges. W heard that from Professor Oren and we
heard that fromyou as well.

And | was wondering as a practical question,
per haps you could talk for yourself and as nuch of the rest

of the industry as possible, could you give us sone sense of
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how the industry can handle a world of transm ssion rights
that offer largely inperfect hedges but that allow us to do
real time congestion pricing, which is what we want?

M5. FAHEY: |1'Il start with the point-to-point
rights. The only tinme they becone problematic is that if
you're not flowmng -- if their obligations -- if you're not
flowng, if you re not doing what you're supposed to be
doing, they becone liability if there is congestion the
other way. That's a problem

But the reason for that is to allow nore
transaction to take place on the system So to get to
perfect hedges, | don't think -- I nmean | think in this new
worl d, you're not going to be able to achieve that.

MR. HELMAN: In a practical sense, what does that
mean for the way in which this debate noves forward for
people -- | nmean, the driving force of this debate was to
try to create an instrument that would pronote forward
trading, right? That was the argunment against LMP and FTRs
was that they inhibit forward trading. And we're |ooking
for sonme kind of instrument that allows it so whether it's
fixed zones or flowgates with fixed PTDFs, the panel is in
agreenent that those instrunents are not the right way to go
because they create subsidies and they create an incentive
for people to gane the congestion uplift associated with

t hose kind of systens.
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So now we're in a new world of unsubsidized
congestion. And | was just wondering in a practical sense
if you could give sone sense of what that world is |ike as
an operator. You can imagine doing hub-to-hub FTRs perhaps
or finding actually as you said sone people mght be able to
identify the coomercially significant flowgates and buy the
rights on those flowgates. It's a slightly different world
than the one we've been used to. And | think for the
pur poses of us here at FERC, it's useful to understand where
this world is going as opposed to where we were, which was
LMP FTRs on one side and transmi ssion price certainty on the
ot her si de.

M5. FAHEY: |It's a great question. And basically
| don't think it's a different world. What happened before
was if utilities sold you firmtransm ssion rights or firm
transm ssion, let's say point-to-point contract path, they
took sonme sort of risk in selling you that transm ssion.

But frankly, it cane out of the slop off, you know, well,
you know, you have fixed rates and people take risks. So
sonebody was taking the risk for that.

And noving forward, that doesn't nean that a
custoner is never going to have a fixed price delivered
products, because |I think that nost of them they need that.
It just becomes the power marketers, the IPPs or the

utilities that take on that risk. And you price it. |
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mean, you price it in what you're offering. So | guess the
only disagreenent that | have with you is that we al ways had
that risk. I1t's just before it was kind of hidden under,
you know, fixed rates of service.

M5. GQUTHRIE: 1'd like to comment. | think one
area, and again, | think it's a uniqueness between the West
and the East, is that you can't necessarily separate the
transm ssion and transm ssion pricing and FTRs fromthe
generation markets, particularly not when it appears that
the West is going through a tinme of scarcity in generating
resources. And so you are in a situation where it's
bal anci ng the need for additional generation and then as
there's a push to add nore generation, making sure then that
you have firmtransm ssion or the ability to nove the power
to where it's needed.

But even that situation aside, if you |look at the
history in the West, and FTR and the whol e concept of a
tradabl e right, they would have different val ues at
different tinmes because of the interrelationship in the
West. So that, for exanple, hydro resources are a
significant conponent of the Western portfolio, and
therefore there is significant transm ssion investnent to be
able to nove hydro and then also to nove power in the
reverse direction when hydro is not quite so avail abl e.

But there again, you get external variables such
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as the anmount of snowpack that can affect the value year to
year of the transm ssion rights in and out of a certain
area. So you do have these externalities that cone into
play in ways in ceratin regions that may be nore uni que.

Simlarly, when tal king about the need for new
generation in the West, there's a bias toward the -- we call
it the fuel bias. Well, if there's a bias toward | ooking at
nmore natural gas fired plants, then you have to | ook at the
ability of the natural gas infrastructure to support that.
And so it again becones an externality that can inpact the
val ue of and the need for transm ssion.

M5. BROCKWAY: 1'd like to follow up on what Ms.
GQuthrie said. | think she describes a case in point of what
" mtal ki ng about about taking a |ong view about pl anning.
That in areas -- in New England four or five years ago when
we t hought we needed a | ot nore capacity in the West now, if
you talk to the financial markets, you can put up a chart of
the United States and there are areas where there's a gl ut
and there's areas where there is a shortage. There's a
m smat ch of resources and | oads, and there are areas that
are doing pretty well right now

And you can imagine this map into the future and
do red/yell ow green and those colors wll shift, and pretty
much in a standard pattern unless the lead tinme for

i nvestnments of the various things that we use in order to
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nmeet those resource needs starts changing, in which case the
timng pattern of the novenent of these colors around the
board w || change.

But what we're having nowis a systemwhere we're
having a failure of imagination because all we're thinking
about is generation. Al we're thinking about is gas
generation. All we're thinking about is central station gas
generation. And then we're thinking about, oh, well, then
we' ve got to hook the gas generation up to the | oads by
these wires. And we're really noving all the way back to
before 20 years ago when we had essentially centra
pl anning, and it was based on generation and transm ssion.

And the whole effort to expand our inmagination to
where we coul d understand that |oad also played a role, that
di stribution upgrades play a role, that distributed
generation can play a role, and that these have different
envi ronnment al consequences, not to nention economc
consequences, we're just wiping that away as if it never
happened. And this is not the tinme to be doing that. This
is the time to be dusting that off and renmenbering that we
do have a society a lot nore technol ogical creativity and a
| ot nore options than just, oh, a central generator and a
l'ine.

So we need to construct a process for making

t hose decisions that doesn't just drive all the decisions in
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the one direction and exclude the other. | comrend that
task to you. |It's a trenendously difficult one because you
have this m x of nonopoly and entrepreneurial, and how to
get the timng to jibe. | don't know how you're going to
do. But | do pray that you will do that and not create a
pat h dependency on the old central station generation nodel.

MR. CANNON:  Prof essor?

MR. OREN. | want to nmake a point about
transm ssi on expansion in the use of price signals. | think
that it's inportant to recogni ze that deregul ati on has nmade
a difference of what kind of expansion has to be nmade. And
it's not just because of change of patterns of flow

In this world with generation being priced at
mar ket clearing prices, we can have a situation where in
fact a transm ssion expansion will increase social welfare
but will reduce consunmer surplus or vice versa. W can have
a situation where transmssion lines will in fact not be
economcally efficient, but by building themwe create -- we
reduce market power and therefore we increase the transfer,
we reduce the transfer between consuners and producers.

Al'l these market signals that we're tal king about
are going to be a market signal that indicate social
efficiency. But they are not giving us good signal with
respect to transm ssion expansion that sinply will mtigate

mar ket power. You can have, for exanple, a situation where
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you have two symmetric areas that are self-sufficient and
each one can self-provide by building a transm ssion |line
that will never carry any flow, you in fact increase
contestability and reducing prices to consuners.

So | think that when we're tal king about
transm ssi on expansion we really have to recogni ze that that
new reality creates new standards for building transm ssion.

MR. O NEILL: Shruel, in your exanple, the
assunption is the generators in each one of those areas that
are not interconnected are w thhol ding generation fromthe
mar ket to drive up the price?

MR. OREN. No. They just exercise market power,
whi ch we see.

(Laughter.)

They price what the market will bear.

MR. O NEILL: And how do they do that?

MR OREN. Well, they can --

MR. O NEILL: Can they do that w thout
wi t hhol di ng power fromthe market?

MR. OREN. Sure. They can bid high. They learn
over tinme to bid high. They use strategy, you know, because
there is demand uncertainty, you can have, you know, where
t hey use kind of hockey stick bidding and things |ike that.

MR. O NEILL: W define that as w thhol di ng.

MR OREN:. Well, in California they distinguish
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bet ween physical w thholding and econom c withholding. [|'m
not sure | agree with that.

MR. O NEILL: The key is both of themare
wi t hhol di ng.

MR, OREN. Okay. Well, yeah. [In any case, the
point is when you allow rates to be market-based rates, you
can have market power and building transm ssion line wll
create nore contestability even if the transmssion line is
actually is not economcally efficient and you can do better
W th generation.

MR. O NEILL: Are there other ways to deal with
mar ket power ?

MR. SCHNI TZER: Yes. | guess nore panels on this
on Friday, but nmy own view is that we ought to | ook at our
ot her techniques for mtigating market power and focus our
efforts in this part of the congestion managenent system on
a systemthat allows for econom c expansion of the
transm ssion systemand leave it as a renmedy for market
power for a distant fifth or sixth place.

M5. BROCKWAY: And | think if we're going to be
pushing transm ssion, it would be a nmuch easier sell to the
folks that | have to deal with who cone to the hearings at
the siting comm ssion or the siting commttee. |If | try to
tell theml'mdoing this to mnimze market power, | don't

think it's going to go over.
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(Laughter.)

M5. GUTHRIE: One of the things that | think we
don't want to |ose sight of, and I know there's a whole
ot her panel that's going to talk about interconnection, and
| know the Comm ssion is undertaking an initiative on
i nterconnection. But when you tal k about transm ssion,
remenber there is a differentiation anong transm ssion
owners and RTGs and | SGs about what assets actually get
turned over and operated by or transferred to or basically
desi gnated as transm ssion versus distribution. So it's the
functionalization of assets issue.

Plus there are nmany consuners or industrial
generators or independent power facilities, QFs, that may
own substantial transm ssion and distribution assets.
Chevron Texaco al one has over $350 nmillion of investnment in
transm ssion and distribution systens. And when we talk
about that, a lot of that noney is tied up in substations.
So substations are a conponent of the transm ssion system
and this whol e concept of interconnection and/or the firm
transm ssion rights, the substations are a critical elenent
of allow ng power to flow

MR. MEAD:. Let ne introduce another question.
Sort of inmplicitly we've been thinking about congestion as
bei ng created when an existing stock of transm ssion

i nvestment gets used to capacity because people want to
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transmt nore

Anot her way of creating congestion is you have
the existing stock of transm ssion for which there are
transm ssion rights of sonme sort that are issued, and then
for sone reason, sone of the transm ssion capacity goes
down. It could be because of maintenance, lightning hits or
a generator wants to interconnect and sone of the
transm ssion line goes dowmn. |Is there any nerit to the
notion that the people who are taking existing transm ssion
capacity down, for which there are already transm ssion
rights being sold, that those fol ks should pay for the
congestion that they create?

M5. GUTHRIE: | think you need to be careful
about setting up inproper incentives about naintaining the
assets. And so | would be nore concerned about w thhol di ng
of maintenance in that context.

And | think the other aspect that | think you're
really headed toward is a form of market power, which
think is -- I"'mnot sure you want to have us get into that
debate at this late stage. | just really wanted to bring up
the point that you can have maj or substations.

For exanple, one of our 230 kV substations, there
was sone concern expressed about how that substation was
used even though it is solely dedicated or we're the only

entity connected to that, but there are other nmmjor power
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pl ants nearby. And so there was concern that if another
line was down, they wanted to nmake sure that our substation
woul d not be down for maintenance because it would not be
possible to get power out to the systemfromthese power
stations.

So it's just a question of -- it is an el enent of
congestion, dependi ng upon the size, magnitude and | ocation
of the substation.

MR. MEAD: |If the person who took that substation
down was charged for charged for congestion that it created,
woul dn't that create an incentive to keep the substation up?

M5. GUTHRIE: If | amoperating a refinery and |
need to assure that ny refinery can operate safely and |
need to maintain ny substation wthin spec, then if | take
t he substation down for maintenance, | should not have to
pay for any congestion that it may inflict on others if |
paid for the generation and it's dedicated theoretically to
ny use.

MR. O NEILL: But you could sell contingent
rights on that generation.

M5. GUTHRI E: Wy do you think | brought up the
fact that | owned it?

M5. FAHEY: | guess we have to be very careful in
how we price these financial penalties or incentives to

mai ntai ning availabilities. First of all, for a
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transm ssion grid, if it was a schedul ed mai nt enance,

t hi nk, yes, there needs to be sone financial penalties if
you don't bring the line back on tinme when you said you were
going to bring it, because others have sold capacity agai nst
that, and especially if the RTOis a whole profit transco,

t hi nk you have to have that incentive.

However, at the sane tinme you cannot penalize the
RTO for outages because of a stormthat goes by and takes a
whol e bunch of lines dowm. That's conpletely out of their
control. And at the sane tinme, you can't really penalize a
generator because his unit tripped. So it's really a fine
l'ine.

And if the generator's unit tripped and he had
sold counterflow fromhis or her generator, then, yes, they
have a financial penalty because if they' re not doi ng what
t hey were supposed to be doing and congestion is in the
other way, it's aliability. Soit's areally a fine line
where if a generator was supposed to be available and for
what ever reason it tripped, they may not be penalized for
t hat .

MR, SCHNI TZER | hear three conponents to your
question. Let nme just try and deal with each of them

Wth respect to maintaining the network
avai lability which creates the transfer capability in the

first instance, | think that there are a nunber of
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i ncentives ganes that people have tal ked about to give the
RTO an incentive to maintain and have mai ntenance on the
schedul e such that they mnimze the congestion that's
caused by their activities. And that basically is called
t he revenue adequacy issue, where if you | ook at basically
whet her they can al ways col | ect enough revenue to pay off
their FTRs, that's a neasure of how well they've naintained
the grid vis-a-vis it's capacity. So you can have
i ncentives that are based on how well they do at that.
That' s nunber one.

Nunmber two, in terns of generators who are
exi sting who by virtue of sonething that happens, you know,
creates sone congestion or whatever, if you have a two
settl enment system as sone of us are contenplating, where you
agreed to schedule on a day ahead basis and then in real
time you weren't there, you will have a real tinme inbal ance.
You'll have a generator inbalance and so you will bear at
| east a part of the consequences of what happened there.

The third thing is what about a new generator.
t hought | heard who | ocates in a --

MR. MEAD: That was really ny -- and that issue
has conme up before. You have a new generator who wants to
i nterconnect and the transm ssion line has to go down in
order to allow that generator to interconnect. |Is that a

congestion cost that that generator should bear rather than
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bei ng socialized anong all FTR hol ders who now have to get
| ess congestion revenue than they otherw se woul d?

MR. SCHNI TZER  One opinion for sure, and then
beyond that, | don't know. Sonmebody shoul d have an
incentive, and | think it's the RTO, to schedule that at a
time to mnimze the disruption. In other words, you don't
want sonebody indifferent to whether they happen to do that
in the mddle of August or whatever vis-a-vis sone other
time when you have | ess congestion. Wether that's a part
of an interconnection cost, if you wll, | personally hadn't
t hought about the el enment of the question.

MR OTT: | think to answer your question, if you
| ook at it broadly, you have the ability to charge soneone
because a line failed, which obviously woul d be an increased
risk to the transm ssion owner, which probably is a bad

t hi ng.
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But essentially transm ssion upgrades for gain,
if you will, are probably a different category and you may
be able to categorize like for instance a |ine cones out to
string fiberoptic cable so the transm ssion owner can sel
the fiberspace. |Is that different than taking a Iine out to
do sone mai ntenance on the insulators. And the answer is
probably it is. But |I think again if you're going to put
risk on the transm ssion conpany, then obviously there's got
to be an upside to it.

| mean obviously it can't be inbal anced but |
think the thin category of transm ssion outage for
commerci al ventures, why there would be a generator being
built, or sonmeone using a line space for another, it's
probably an area you can explore, a cause-and-effect-type
relationship, but it's probably sonething you' ve got to
explore with incentives on the other side.

MR. CANNON: Professor Oren, did you have a final
comment because what | would like to do after that is have
Scott go back through sonme of the points that he's recorded
dutifully up on our flip chart, just to see if, make sure
we're all on the sanme page in terns of where there's
consensus as well as where we may need to do sone further
wor k, and hopefully get us out of here so we have a few
extra mnutes for lunch. Tal k about your congestion

managenent problenms with the Sunrise Cafe.
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MR. OREN:. Yes. Even though this is the topic of
anot her panel, | thought that your question is a perfect set
up for ny pro-1T seepage because | think by vertically
i ntegrating ownership and control, this problemw || go
away. | think that our problemthat we are paying
transm ssi on based on cost rather than based on what it
does. And | think that if we start to nove to an
envi ronment where we pay for transm ssion based on the
product of transm ssion, which we'll have to define, but
rat her than based on what it costs to put it in the ground |
think that a |lot of these issues and incentive problens wll
be internalized.

MR. CANNON: Thanks. Scott?

MR MLLER Well, we started off on a little bit
of a debate, as | could tell, between flowgate and FTRs, but
t he one question that Comm ssioner Brockway raised is who
determ nes the comercially significant and that was raised
by a couple of other people, what is commercially
significant.

There was sonme di scussion, particularly anpongst
the folks who I1'Il say are LMP advocates and pl ease correct
me if 1"'mwong here and this is the point of going through
this, is that you can offer both FTRs and fl owgates
together, that they could reasonable coexist. And | thought

we had sone consensus al ong those lines, wth sone
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di sagreenent at the edges.

MR, MERONEY: Can | just junp in real quick
because | thought we had sone fairly specific conditions
where we had the agreenent. One was that the rights are
financial, not physical.

MR. MLLER Right.

MR. MERONEY: Another one was that there would be
no socialization in the sense it would be settled agai nst
the real tinme price. And then we had sone parti al
agreenent, or at |east sone discussion on options versus
obl i gati ons and how those m ght work. W didn't really have
agreenent there but that was a third condition.

MR MLLER Right. W've got agreenent that
these had to be financial rights and that the settl enent
versus real and that, well, let me see, that was part of
fl ow and FTR coexist so Bill the other part is on the
options versus obligations.

MR. MERONEY: Options versus obligations.
didn't think we had a consensus there, but that was |isted
as one of the conditions.

MR MLLER Ckay.

MR. OREN. Wth the distinction whether that
shoul d be one side versus two sides.

MR. MLLER  One-sided versus two-sided?

MR. OREN. Yes, because an option can al ways nean
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sonebody el se on the other side of the option has an
obligation so there would be a distinction between options
versus obligations. Wether you either are entitled to cash
fl ow and you can forego that, or you have to pay sonething.

MR MLLER Right. So clearly we don't have
consensus on option versus obligation.

MR. SCHNI TZER:  Ckay.

MR. MERONEY: And | think that's where we're
going. \Wether it's one of the conditions for the co-
exi stence. That's | think we don't have agreenent. | think
we have a consensus on what the issue is but we have two
different nanes for it.

M5. FAHEY: Plus | think, if |I qualify this, if
feasible, if feasible, can the two coexist, and | don't see
why sonebody woul d fight that.

MR, OTT: But again | think it depends very
strongly on what your definition of a flowgate is and |
think we're all over the board on that.

MR MLLER Yes, | was going to say that we
tried to define that a little bit. W did try to define it
and dependi ng on what your definition was, we had sone
agreenent but not total agreenent.

And we tried to define flowgate as the dividing
point for financial transactions and FTRs as the contract

bet ween two points.
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M5. GUTHRIE: And actually it mght be worth
footnoting that the semantics for future di scussions or
things that go out the semantics and definition around the
concept of flowgate and FTR has inportant ram fications for
di scussi on.

MR. MLLER Yes, agreed. One of the things we
were discussing -- and this is your point, Carol -- who pays
versus what the risks are and we got to a point about that
| ater which was sone | evel of agreenent.

And we also got into a discussion do FTRs al |l ow
for transm ssion to be expanded, and | think that there were
sone fol ks who were saying yes, there was sone | evel of
econom ¢ expansion of the systemthat allowed, allow ng for
all systemexternalities involved in planning, albeit
Comm ssi oner Brockway was trying to nmake the point that we
can't, you know, we have to be careful about how we use
these externalities to just perpetuate this central station
paradi gmthat we' ve got.

M5. BROCKWAY: And | would even say that that's
not really the right question, or that's only part of the
guesti on.

First of all, do they allow economi cally
efficient and environnentally sound transm ssion to be
expanded, and also the best path. But do they simlarly

al | ow generation, whether central or decentralized and | oad
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managenent to be expanded, all to the econom c and
envi ronnment al opti nunf?

MR MLLER So | guess to rephrase it, do FTRs
allow for the nost economcally efficient solutions to
i ncl ude transm ssi on expansi on?

M5. BROCKWAY: Yes, that would be accurate on the
econom c side and | would al so add the environnental and
there's sone ot her public good considerations.

MR MLLER Sorry. Wen | think of
efficiencies, | think of all those things together.

M5. BROCKWAY:  (Got cha.

MR OIT: Isn't it really the nodal pricing
signal that is not FTRs that necessarily do it as nmuch --

MR MLLER W were, now bear in mnd we were
junping around here a bit, and I'd gone with where | thought
you guys were going which was FTR was sone sort of
short hand, code word for the LNP, the nodal system

MR OTT: | think it's both. | think you need
the price signals and you need the property right. You
won't get private capital without a property right.

MR. MLLER Right.

MR. SCHNITZER: TR is a property right, the price
signal, and then obviously the decision whether it's |oad
generation or transm ssion is based on.

MR MLLER Right. Keeping caveats to a
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m ni mum the question can we offer both LMP and fl owgate
trading, and this is where we got into a di sagreenent over
it depends on how you define the flowgate. But actually |
think I've m sused your point here, and Dr. Oren, correct ne
if I"'mwong. | said FTRs can be used as an index. D d you

mean FGRs used as an i ndex.

2

OREN:  No, FTRs.

M LLER Use the FTRs as an index.
OREN: The portfolio --

M LLER  -- of nodes.

OREN: No, of el enents.

2 % 3 3 3

MLLER O elenents. FTRs. Ckay, a
portfolio of el enents.

M5. GUTHRIE: FTRs are a portfolio of FGRs?

MR, OREN: Yes.

MR. MLLER Gotcha. GCkay, this is where we were
trying to sumup sone of the agreenent that Bill was noting
about we all were agreeing on financial rights and
settlenment had to be versus real use.

Carol, your point was | think you were trying to
make a pitch for sone standardi zation of certain elenents
that you wanted, but you wanted there to be room for
coexi stence of differences, diversity.

M5. BROCKWAY: Are you asking if there was

consensus?
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MR. MLLER No, there was not consensus on that,
okay. | wll actually nmake that point.

And when we asked the question of who allocates
the FTG FCR rents, we got into a little bit of debate about
that. The RTO needs to identify expansi on opportunities and
t he expansion could equate into FTRs.

The question | have is, do we have any ki nd of
agreenent on that.

MR SCHNI TZER O FTRs.

MR MLLER O FTRs.

M5. FAHEY: And also at the sane tine, if the
generator |ocates in the proper |ocation, they should be
also able to get entitlenent for all the --

MR. MLLER If they located in the unconstrained
area --

M5. FAHEY: -- get the increnental FTRs or FGRs.

MR. MLLER You |look like you have a question
Conmi ssi oner .

M5. BROCKWAY: | agreed with that. |I'mtrying to
under st and what your note there neans about expansion equal s
FTRs? Are you tal king about increnental pricing for users
of increnental transm ssion?

MR MLLER No, |I think we were trying to get at
is the notion that if a generator where soneone contri butes

to the expansion of the transm ssion system one way or
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another, that they get FTRs that they can use or sell.

MR OREN. | think that that's kind of
unrealistic, given the |unpiness of transm ssion expansion
because usually the expansi on wi pes out the revenues from
the FTRs in nost cases.

MR. MLLER Ckay, so we don't have consensus on
t his.

MR, SCHNITZER | don't think we have agreenent
on that. | think many places the congestion is so pervasive
that what you can do about it is not elimnated. You can
create nore transfer capability but you're a |long way from
elimnating the congestion.

M5. BROCKWAY: But | would split the difference
bet ween those two or bridge them by saying that if you went
to increnental pricing of the transmssion, if the
transm ssion really were the | east cost option for relieving
the constraint, and you put the cost of that on those who
create the constraint or the benefit fromthat on those who
relieve it by building transm ssion, then you' re sending a
correct price signal, as opposed to rolling in and averagi ng
the cost of the transm ssion across everybody.

MR MLLER Is that, |I nean | actually thought
that's where you guys were goi ng.

MR, SCHNITZER Yes, | think that's a particul ar

exanpl e of how |l oad m ght, you know, a sub-jurisdiction or a
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particul ar, you know, |oad serving entity or distribution
utility could be the funder of the transm ssion rights on
behal f of their custonmers and they would internalize the
benefits as opposed to rolling it into the whole RTO rate
and that woul d al so be possi bl e.

M5. GUTHRIE: | disagree with that. So | would
say there is not consensus because by the sane token, you
coul d have a nmerchant generator |ocating and needi ng an
expansion of the grid, and so it's not necessarily, it's not
cl ear who should be the funder and whose going to be the
beneficiary. |In fact, the expansion or the interconnection
of a generator can in fact use up --

MR MLLER | think what we're going to do is
we're going to mark this as non-consensus --

(Laughter.)

MR. MLLER -- because in order to get finality
on this, we'll never get there, but it was an interesting
i dea, and what we'll do -- no because | nean honestly the

one area where we've tried to do this, it's an either/or.
Either the funder can do it, or it can be the system and
then it gets socialized. Now it doesn't get to what the
Comm ssioner wants to get to but it's an either/or. So |'l
put expansion can equate to FTRS, but not consensus.

Okay. Allocation of revenue to | oad sone way.

There was sone di sagreenment about how you allocate it to
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| oad but generally speaking we allocate it to | oad.

And this is Conm ssioner Brockway's point.
System has to work over tinme, not just to solve today. |
think that's your point that it's not got to just get your
irrational exuberance of today. But help keeping to sol ve
t he probl em over tine.

And that was the last point we made. |s there
anyt hing el se that perhaps we shoul d have done before we
adj ourn?

MR. SCHNI TZER: One last is Professor Oren's
poi nt about fl owgate nethodol ogy having a nore robust
secondary market. |Is there agreenent on that?

MR MLLER  No.

MR. SCHNI TZER: | just want to know.

MR. CANNON: | just want to know.

M5. FAHEY: Maybe, maybe. There's nerit to the
concept obvi ously because unlike point-to-point rights that
are pegged to point of receipt and point of delivery,
flowgate rights, if you want to take the risk of figuring
out if it's commercially significant or not. But putting
t hat asi de, what happens is you nay need nore of one
fl owgate and | ess of another. So they do |end thensel ves |
believe to be traded in the secondary market better than
FTRs.

MR. SCHNI TZER: This goes to the question that |
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t hi nk Judy asked. That there's disaggregation of FTRs into
hub-t o- hub and source-to-hub and sink-to-hub that | think
could lend thenselves to nore liquidity in the hub-to-hub
type of basis, and | think that can be expl ored.

And | think Iikew se people can hold portfolios
of FGRs which in aggregate handle their hedging. W don't
have to view this as a back-to-back, a single FGRto go with
a single transaction, and otherw se you're not hedged if you
can't do that. | think that basically the traders are
already onto viewng a portfolio of supply and delivery
obligations and a portfolio of hedges, and they're | ooking
at the aggregate performance of the hedge, not the
i ndi vi dual el enents.

MR OREN. M point was that by selling the
access, FCGRs, even in an FTR system then you permt sone
trading which will allow reconfiguration without having to
go through the center. | don't know if there is agreenent
on that.

MR. SCHNI TZER: | think you can sell the sane
excess, you know, FTRs, as well.

M5. GUTHRIE: | think one thing that was not
di scussed to the point where we could tal k about consensus,
but that is a valuable subject, and that relates to this,
and that is is there one node or nechanismthat facilitates

secondary trading nore than anot her?
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MR. CANNON:  Well, thank you very nuch.

Appreciate all the very good conversation

COWMM SSI ONER BROMANELL: May | just say one thing.

| want Comm ssioner Brockway to know that we absolutely

listen to her and as a consequence of her solid advice,

we' re having a demand si de nmanagenent conference on

February 14th. W hope she's there. And we're having a

series of technol ogy conferences so that we can be sure

we're really | ooking at those, so we're |istening, Nance.
MR, CANNON:  And Chairman Wod got called up to

the HlIl, but he will be joining us again at 2:00 o' cl ock.
(Whereupon, at 1:00 p.m, the hearing was

adj ourned for lunch, to reconvene the sane day, Tuesday,

Cct ober 16, 2001, at 2:00 a.m, in the sane pl ace.)
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AFTERNOON SESSI ON

(2:10 p.m)
MR. CANNON: Good afternoon. 1'd like to wel cone
this afternoon's panel. W had a great discussion this
nmorni ng, | thought, and | ooking forward to another one this

af t er noon.

Wth us this afternoon, we have Jose Del gado.
He's the President and CEO of the Anerican Transm ssion
Conpany.

We The Honorable M chael Dworkin, who is the
Chair wth the Vernont Public Service Board.

Mar k Maher, Senior Vice President, Transm ssion
Busi ness Line for BPA

Laura Manz, Manager of Transm ssion Planning with
PSE&G

Masheed Rosenqvist -- | hope | pronounced that
right, correct me if | didn't -- Director of Transm ssion
Strategy for National Gid.

And | ast but not |east, Steve Walton, who is now
Senior Director of Governnent Affairs with Enron
Cor por ati on.

And as we did this norning, 1'd like to start by
having staff kind of frame the issues that we'd like to have
addressed this afternoon. And once again, |I'mgoing to see

if I can inpose on Scott to be our facilitator and try to at
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| east record what we think we can get into agreenment on, and
|'"'m pl eased to see we've got sonme western representatives on
this panel, so if there's anything they want to set the
record straight fromthis norning, that there's maybe

anot her version of |ife west of the Rockies please |et us
know and feel free to add that in.

Wth that said, Kumar?

MR. AGARVWAL: Thank you, Sheldon. [|'m Kumar
Agarwal with the Ofice of Markets, Tariffs, and Rates. At
one tinme, transm ssion planning went hand-in-hand with the
generation planning and expansion. This is no |onger true
today. Transm ssion expansi on has not kept pace with the
| oad grom h and increased whol esal e activity.

For the next ten years, NERC projects that
approximately 6,000 mles of newtransmssion line wll be
built. Today, we have about 160,000 mles of transm ssion
lines. So the projected transm ssion capacity addition for
the next ten years is less than four percent and the demand
is expected to grow at a rate of 1.9 percent per year for
the next ten years. Therefore, unless we build nore
transm ssion, we wll see nore congestion than we see today.

For this afternoon's panel, | would like to pose
five questions. Question nunber one is what planning
process should an RTO develop to identify transm ssion

expansi on and enhancenent projects.
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Question nunber two is who should be responsible
for constructing transmssion facilities in an RTO
transm ssion owners, a conpetitive bidding process, or
sonet hi ng el se.

A related question is what role should nerchant
projects play in expanding the grid? Two merchant
transm ssion projects have been announced and approved by
FERC. The first one is Transenergies Cross Sound Cabl e
Project, and the second one is MAPP Original Transm ssion
Systens Project to connect New Brunsw ck, Nova Scoti a,
Mai ne, Boston, New York City, Connecticut, Long Island, and
New Jer sey.

Question nunber three for this panel today is if
there's not enough transm ssion capacity to satisfy al
custoners, should the Conmm ssion continue to offer the right

of first refusal to existing users.

The fourth question is who should pay for the new

transm ssi on capacity.

And fifth question is how should transm ssion
rights to new capacity be allocated. Does this answer
depend on rolled-in versus increnental pricing.

MR. CANNON:  Thank you, Kunar.

Short opening statenents if anybody w shes to
honor us? Jose?

MR. DELGADO I'Ill begin by turning nmy m crophone
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on. | would just very briefly would like to tell you who we
are and what is our perspective, which | think it will help
a lot to understand nmy conments. W are a transm ssion-only
conpany. In fact, January 1st, 20 sone utilities did divest
and we own 8,600 mles of lines, 50,000 Kv and above, and
that we operate lines and substations and provide service to
everybody who's a custoner.

Interesting is that anong our owners, and people
who divested, are Public Power Coops and | nvestor-owned. As
a consequence, in fact, our systemhas sort of unified and
there are very, very few holes in the Swi ss cheese as a
consequence of it.

Qur system began having a value of $525 million
and right not it's nearly $700 mllion, and it has to do
wi th additional increments, both of investnents that we have
made, besi des ot her people who have contributed nore of the
transm ssi on services.

W have only one business. Qur business is
transm ssion access. W're nenbers of MSO. W are a for-
profit conpany. W don't have native custoners, we have
everybody's a custoner. And the nonent that you have only
one business and you get divested away from generation and
| oad, and everybody becones a custoner, then you acquire a
very different point of view And | would like to be able

to describe it because it has a very big inpact on the
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subj ect at hand, which is our ability to build.

We are noving our planning by custonmer needs, and
we in fact, have right now our first ten-year plan and our
planning I will describe very, very briefly because |I don't
have nuch ti ne.

But it begins very low at the root at which we
| ook at who wants to connect and who's got | oad growth, and
then fromthere we go to a zone. W have five zones in our
system and actually that's where we have public neetings, in
order to identify need with all users. And then we go to
system w de, and then we go to the region.

After the systemw de, we do it all ourselves.

Up to the region, at this point we basically talk to our
adj acent utilities. Luckily their names are very simlar,
Excel, Excel on, so we have no probl em

(Laughter.)

MR. DELGADO But anyway, we try to then see what
happens across the border, and all of this in fact hel ps us
to identify our priorities. Very top on the priorities is
connecting | oad and generation because those fol ks have
timng. And then there's reliability and we certainly are
the ones who can determne that. At this point, our plan
for ten years is fairly thick. 1t's over a billion dollars
of investnment at the rate of over $100 million a year. W

began unrated, this comng year's $110 mllion.
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For a conpany that began at $525 million worth of
assets, this is a very significant investnent. | would |like
to propose to you that as we're planning, we find that there
i's no single purpose transm ssion project. And | think
there are sone fallacies about this. The bulk of this $1
billion has to do with the ability of custoners who want to
trade through in out connecting Wsconsin. |n other words,
there's a ot of very localized thing.

In addition, we're getting rid of old stuff.
We're right now getting rid of a line that is 70 years ol d,
not because it's old because |I'mgetting old and | still
work very well, but we're getting rid of it because in fact
the Iine cannot hold a bigger cable that we need or to be
able to connect it.

W find that a single project for us is always
bi gger than the project for our predecessors because we have
a bigger view, and we find that of course we're able to
address it. W expect MSOto collaborate with us. W
expect ourselves to continue to be very custoner focused
because in fact that's what our charter is. It is our
purpose to build, to build to provide service. W've
floated nearly $3 mllion worth of bonds early this year and
we had a very good rating, and the bond hol ders want cash
flow, and that is what we have proposed in a settl enent

which is in front of you, and | shouldn't talk about it.
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But in addition, our stockhol ders are saying, hey
we need equity. We expect to go in the equity market, we
expect to go public. At this rate it is obvious that we
have a | ot of organic growh to do. [I'mgoing to tell you
that our original project is what | expect MSO to help us
with. It's not a single long line, it's in fact many
projects |ike the ones we have tal ked about.

In fact, it is by these increnents, at least in
the Eastern interface, that original interface has expanded
and that we are able to close the gaps. Kevin Kelly wll be
happy to know that I'mon the project recently approved by
t he Comm ssion of Wsconsin. |It's fromCentral Wsconsin to
Dul uth, which in fact will bypass the infanous bottl eneck
that we have of King Eau Claire.

Thank you.

MR. CANNON: Thanks, Jose.

Chai rman Dwor ki n?

MR. DWORKIN.  Well, it's often said that we stand

agai nst what we sit, so l'mgoing to take a mnute to tel

you --
VO CES: M crophone, m crophone.
MR. DWORKIN:. And in telling you sone of the

pl aces where |'ve sat, it'll sound Iike a bunch of nays, but

inthe end I think we can turn theminto sonething positive.

Because |'mthe Chairman of the Public Service Board of
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Vernmont, and al though |I'm not speaking for the Board, it
does shape a lot of the way |I've seen the worl d.

" mthe President of the New Engl and Conference
of Public Uility Comm ssions and |I'm not speaking for
NHPUC, but the fact that | know sonet hing about a region
where one state, Maine, can't get the power that it
generates to people in other states who want it because thee
are other states in between matters. The fact that New
Engl and can't connect with the rest of the United States
because New York is in between matters. And it nmeans that |
have a know edge of a relatively tightly integrated, nulti-
state commonly managed transm ssion grid that's an
experience that | think goes beyond what a ot of the United
St at es has.

Just as the experience in Vernont of having, for
al nost half a century now, had VELCO as a commonly pool ed
state transm ssion authority, gives sone experience that's
useful in sonme ways. |'mthe Chairman of the Environnmental
Subconmm ttee of the National Association of Uility
Comm ssioners, and |I'm not speaking for NAUC, not even for
my subcommttee, but the fact that |1've spent a little bit
of tinme there listening to concerns conbined with the fact
that | spent five years as an appellate litigator for U S
EPA many years ago, neans that | have sone sense of what

peopl e nean when they tal k about environnental siting,
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environmental permtting, what matters in the environnental
process and what is at risk as you go back and forth on the
bal ance between environnental or econom c issues, what
matters when you go back and forth on the bal ance between
state and federal activities.

| spend a little bit of tinme on EPRI's Board of
Advi sors and get a chance to | ook at whether or not there's
a chance to actually depl oy technol ogy, facts an obvi ous
one, so that we won't be arguing about transm ssion capacity
in ternms of whether an increase from 160,000 mles to
166,000 mles is a six percent increase in the capacity of
the system Because there's an awful | ot of ways of
i ncreasing the capacity without increasing the mles and our
measure of throughput and our neasure of value is going to
have to be refornulated in ways that aren't I|inear.

So that's a lot of nays, if you will, about

things that | can't speak for.
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What | can obviously speak for is a set of uncertainties, a
set of questions. | have the belief that we are engaged in
a vast national experinment, restructuring across the board
the effort to try to rely nore heavily on nmarkets in general
for wholesale, the effort to try to figure out what that
means in the nost fundanental sense in a transm ssion world
where it's hard to say what a market when you don't know
what the asset is, you don't know who owns it, you don't
know how its use affects others.

We don't have the equivalent of a security in the
Securities and Exchange Conmmi ssion world where the security
is defined by sonething that a regi stered person hol ds and
a certificate that gets transferred. W have the sonewhat
murky world of | oss of |oad probability that we hope never
occurs because we're trying to isolate the probability.

We have reactive problens that happen. W have
t he secondary problens that happen on lines that aren't even
inuse -- I'"'msorry, that are in use but are not directly on
the transm ssion path between owners and producers and
users. W have a very murky world in which to even say what
it is that a market m ght buy and sell, and that |eads to
vast uncertainty.

Yet nmuch as | see the uncertainty, and | mght in
an academ c sense like to sit back and think about it for a

few decades, | recognize that we don't have that option
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There is supply that coul d ease sonebody's demand. There
are demand options that may be put in place that would avoid
the need for a transm ssion expansion. There are very real
worl d issues that we need to get answers on quite quickly,
and we need to have a deci si onmaki ng process in place for
who decides, how it's decided.

| have sone experience with joint boards on the
FCC side when | represented states and was a nenber of a
federal -state joint board. | see sone value there, although
| know it's usually been regarded as anathema by FERC. And
yet when | think that there are problens bigger than any
state, and yet ones that require nore i medi ate | ocal
knowl edge than, with all the deference and respect | can
have for FERC and its staff, nore than you have, | think
that there needs to be a nmeasure that takes advant age of
| ocal know edge at the sane tine that it has a federal role
and sonething that brings the two bodi es together on sone of
t hat decisionmaking. It starts |ooking an awful lot like a
j oint board when you go forward.

| have a fundanental belief at the end that when
we're tal king about what -- in the 1SO s characterization of
t he evidence from EEO and NARC i s tal ki ng about $56 billion
worth of investnent in the next decade -- that we cannot get
by with just the assunption that, oh, it's only two or three

percent of the delivered cost of power, and we're sure that
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in some way it'll reduce the cost of supply resources, so
let's just build it.

That amount of noney is real noney. Were it is
spent, howit is built has effects that go beyond its own
dol | ar cost because it influences the siting of generation,
it influences the kind of generation, and it influences the
bal ance between generation and end-use efficiency.

W need to conme up with a neani ngful process that
has that done, and | want to talk a little bit |ater about
how such a planni ng process m ght work and what its tine
hori zon should be. But | don't think we can let it go
forward as sonet hi ng whi ch happens as a subsector of one
submar ket wi thout a test against the alternatives in the
| ar ger worl d.

MR. CANNON:  Thank you very nuch. Mark?

MR. MAHER: Good afternoon. M nane is Mark
Maher and | head up the Transm ssion Business Llne for
Bonnevill e Power. Bonneville Power is a federal power
mar keti ng agency for folks that are famliar with us. W
have a fairly expansive scope. The geography that we cover
i ncludes the states of Washington, O egon, |daho, Western
Montana, a bit of Womng and a bit of Northern California.

We have approxi mately 350 custoners that operate
in 500 contracts and inplenment about 2,500 schedul es a day,

transm ssion schedules. W're centrally |ocated wthin the
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Nort hwest, and as such, we interconnect the generators which
are typically on the east side of our system and wheel to
our load which is typically on the west side of the system

We operate interties to the east that brings in
coal from Montana and Womnm ng. W have a series of
interties with California, one DC and two ACs. W
interconnect with British Colunbia mainly to the north.

As | said, we're primarily a hydro system And
I'd like to add a comment about the discussion that occurred
this morning. |I'msorry I was not here for that. But |
woul d ask that the Comm ssion | eave room for sone
differences in the West fromthat that's developing in PJIMs,
on LMP. Because we are a hydro-based systemprimrily, it's
very difficult to price hydro because of the nonpower uses
of hydro and the seasonality of those uses. And |I'm
speaking of fish. Fish protection is primary in the
Nort hwest. W al so have flood control, navigation,
recreation concerns.

We al so, as | nentioned, have generators |ong
di stances fromloads. And parts of the systemare very
radial, so it may not be a good fit for LM

We are in the mdst of devel opi ng our congestion
managenent for RTO West, and |I'm here speaking for
Bonneville, not for RTO West. So while that's devel opi ng,

|"m sure that you've all heard that we have a process where
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we're trying to reach consensus anongst all parties, al
st akehol ders. And hopefully we'll be able to report to you
on that fairly soon

BPA has been active in RTO Wst with all the
filings that have been nade to date. W see probably the
nost potential out of the eight or nine functions that
you' ve put forward to us in planning. Planning offers the
opportunity to gain a |lot of benefits for our citizens in
the Northwest. If it's done right, we can provide better
reliability, |east cost solutions and elimnate barriers to
trade. These are all issues that you know about. Al so,
this should result in | ower delivered cost of power to our
custoners.

The message that |I'd like to | eave with you today
is that as we develop our RTO, we will not have all the
answers on planning, and we intend to have i ndependent board
operating. And we'd |ike that board to have |ots of degrees

of freedomto evolve the RTO through tine as issues devel op

And on planning, we also do not want fol ks
handcuffed going in. W believe that the RTO nust have
ultimate planning authority to conpel solutions if all the
ot her avenues fail. W want to facilitate a market, and
mar ket solutions to address the transm ssion congestion

needs for the expansion, but we feel that the RTO needs to
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have a strong centralized planning function that's forward
| ooki ng, identifying problens, bringing themto an open
fi shbow -type pl anning, involve the states.

States are critically inportant for the investor-
owned, as they point out to ne all the tinme. They need the
state comm ssion buy-in to be able to pass any sort of costs
onto them

So that's the avenue that we're on in devel opi ng
our planning functions on RTO Wst, and | think I'll stop
there and we can address the rest of it later.

MR. CANNON:  Thanks, Mark. Ms. Manz?

M5. MANZ: Hi. |'mLaura Manz. | work for
PSERG We're one of the transm ssion-owni ng conpani es
inside the PIMinterconnection. And ny background has been
practically the whole tinme around PJIM | started in the
power plants, worked in a power plant, done generator
bi ddi ng, done energy accounti ng.

| did a stint as a system operator keeping the
lights on. And after that | noved on to work on retai
choice, building the infrastructure. W inplenented retai
choice in New Jersey in 1999. And |I'm now working in the
transm ssion planning area. So |'ve been sort of
coordinating and interfacing wwth PIMfor |onger than | want
to go on the record.

So ny nessage is really that to the point that
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was made, | don't think all the aspects of planning are
di sconnected in the way that we may think. And one of the
things | think we can do is enbrace sort of market-driven
expansion planning. It may be an idea whose tine has cone.
And we've heard an awful |ot over the past two days about
| ocati on margi nal pricing.

We heard from Chai rman Wod that he wanted to
know about getting the rules right, and I think that's where
we start. W start with getting the rules right. That
means getting the prices right. That nmeans to nme signals
for market-driven investnment, and that's the underlying
foundation for your planning process. To nme, that starts
with locational marginal pricing with fixed transm ssion
rights, which gives you the short-termand the |ong-term
si gnal s about where to invest.

In that world of |ocational marginal pricing,
transm ssi on, generation and denmand-side are all conpetitors
to congestion solutions. So you may have generation
|l ocating in a high-cost area. You can |ook at the
difference in prices between any two nodes, and that's your
spot value for transmssion. You can |ook at FTRs over the
| ong haul, maybe over a one-year period to see where people
would i ke to invest in transmssion rights. And so all the
signals are there.

The inmportant point | think on this is to nmake
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sure that any one of those conpetitors don't have a speci al
advant age over the other. And that's the point in doing al
this through the pricing and nmaking sure that all the
signals are transparent to the market so any investor can
cone along with a solution to an expansi on or congestion
probl em

Wth all of that said, | do believe that you need
an RTOto run the central planning process. That's an
absol utely necessary function. But the difference is that
the RTOitself doesn't push the solutions. It sits back and
it has the market solutions cone to it, and those are the
first things that get incorporated into the planning
pr ocess.

If the pricing is right, you don't need command
and control. You don't need the side paynents to have
generators locate in the right area. You don't need any
restraints on the market saying, sorry, you can't build
here, and you don't need deep upgrades to make sure
generators can get where they need to go. The pricing wll
al ready indicate where that's val uabl e.

Anot her point we heard is why is this good for
custoners? Well, it's good for custoners because the risk
is then in the market investors and not put on the consuners
to bear the risk of the investnent. And so we now have al

of these pieces in place that the market signals are driving
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the market investnent and that's where the risk is.

| don't want to go so far to say we can do this
all through a market. | do believe there needs to be a
regul atory backstop sonehow t hrough the RTO  And so for
t hose pieces, and hopefully that's the | eftover piece of the
i nvestnment that needs to be nade in the expansion of the
grid, that that can be done through the | eftovers and not as
the primary driver of where we go with grid expansion. And
to the degree those costs need to be allocated, they can be
al l ocated through the backstop process.

And ny closing point is that PJM has a regi ona
transm ssi on expansi on planni ng process. The process has
worked very well. It's a stakehol der process so all parties
can conme in and sort of exam ne what's going on with the
regi onal transm ssion expansion plan and offer their
coments on the plan. So it's a very participative process.
And we think that's worked very well for the PJM region

W have seen generators in the early queues
| ocate where the prices are high. Congestion pricing has
shown that's where value is, so the generators who want to
make profit go there. And we think it's been very
successful so far.

Thank you.

MR. CANNON:  Thank you. Ms. Rosengvist?

M5. ROSENQVI ST:  Thank you. M background is in
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engineering. | started as a transm ssion planner, did that
for about eight or nine years and noved on to tariffs and
rates and basically regulatory policy.

What | heard this norning di scussed was focused
on how to price congestion and how to hedge against it. |
hope this afternoon we all get a chance to tal k about how to
actual |y manage congestion and to try to expand the size of
the markets by managing it, not by debating over how to
allocate it.

Pl anni ng and expansi on has been a contenti ous
i ssue, at |east in New England, because there were two
school s of thought on pl anning process. There are those who
bel i eve that planning should be left to the markets. [|f you
go to an open market, the market solutions will take care of
it. And then there are those who firmly believe that you
can't rely on the market to respond to all of the system and
custoner's needs and to ensure reliability.

To date, the Conm ssion has not spoken with one
voi ce on these issues. On the one hand, the Conmi ssion
required that RTGs to be in charge of transm ssion planning
and to ensure the congestion is managed and sufficient
transmssion is built that the size of the markets are
broad, that the markets are connected that a free trade
coul d take place. Yet at the sane tine, sone believe that

the Comm ssion has said that new transm ssion projects nust
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conpete with generation rather than to accommodate it or
conplenent it, to nove to a | arger nmarket.

Therefore, the industry is left with a series of
guestions, sonme of themyou asked at the begi nning of the
session, and sone other ones | have that 1'd |like to ask.

For exanple, how will the devel opers of new transm ssion,
whet her they're nmerchant or regul ated are conpensated? How
does nerchant transm ssion that sells physical rights or
even financial rights, how does that reconcile with the no
pancaking rules in the RTO?

How wi || the participants have the options to see
new transm ssion built and to have the option of buying new
rights over facilities that may or may not be in the central
pl anni ng process?

And anot her question that you raised about
whet her the transm ssion projects should be open to RFPs or
not. And if they are open to RFPs, is the Comm ssion novi ng
towards market-based rates for transmssion? And if that's
the case, why should anybody remain as a backstop for
transm ssi on anynore?

And then we go downhill fromthat point on. And
basically to settle these issues, | have a proposal for the
transm ssion planning process that nay address sone, naybe
nost of the issues that were raised. | think there wll be

a couple of questions that are still left that I1'd like to
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ask how to resolve it, because we're also working in our
regions to forma larger RTO and we're struggling through
sonme of these questions.

l"mgoing to end it right here.

MR. CANNON:  Thank you. Steve?

MR. WALTON: |'m Steve Walton with Enron. My
background and ny career has been divided about in equal
parts between transm ssion planning, rate of return revenue
requi renments kind of activity, and then transm ssion open
access.

There's a ot of commonality with some of the
others here on the panel in terns of that background. A
primary issue that seens to ne that needs to be taken care
for an expansion of the systemto take place is the
structure of the industry needs to be settled. W' ve been
at this RTO, 1SO, transco discussion for at |east seven
years of ny career, and | sat on a panel w th Conm ssioner
Massey three years ago in Houston and | asked the question,
we've got five I1SOCs in place. Can we get any nore forned
that weren't formed under either FERC or state pressure?
And so far, that hasn't happened.

So | think that's a prerequisite. W have to
settle the matter, because as long as it remai ns uncertain
what the industry |ooks |ike, then it becones a high degree

of risk for soneone to invest substantial suns of noney,
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especially in long distance transm ssion that you get in the
West to nove, say, coal resources various places.

The second issue is | think that we need to
tightly define property rights. Now the discussion this
nmor ni ng about FGRs and FTRs was all around really about what
is the property right. Unfortunately, to date, nost of the
property rights have been defined in a rather short term
period. The longest | am aware of right now for those
instrunments is the five years that they've done in New York
Most of the tinme, like in California, it's only for a year.
If the long-termright you get for building is only for a
year, what do you get for year after year after year?

And since you have to invest substantial anount
of noney, it's ny view that you really have to nake a
forward sale of the capacity of that transm ssion system
That is, that you have people commtted to pay for it,
whet her it's through a subscription process or commtted to
charge it to access fees before you put the noney into it.
You have to know what the process is going to be. And so if
you don't have a defined forward right that you can rely on
then it seens to be very difficult to make a forward sal e of
t hat capacity.

Basi cally what woul d happen then is the party
funding the investnent is saying | think that I want to

reduce ny cost, price differential between two points. |

147



N

o o A~ W

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

148
will invest this nuch noney to get that, and you build it
for me. Then the property right when given to them probably
doesn't produce any revenue initially, but it does protect
t hem when the system recongests |ater on and you have to
have that kind of a definition.

Now having spent all norning listening to the
di scussi on on congesti on nmanagenent, | am concerned when
peopl e start tal king about just putting things int he rate
base and sinply building everything. O course the problem
is that every transm ssion project is not clean. And it's
very difficult to sort out which part is the |ong-di stance
capacity, which one is the local benefit, should I do this
for this reason or that reason?

So nost of those can only be solved on a case-
specific basis. So | think one of the key issues, another
key issue that needs to be in the planning process is sone
sort of decisionnmaking process that allows you to be able to
go in and nmake those issues. Now Mark clearly described and
Laura as well the sort of bring the ideas to us, we'll check
them and test themout, try themout, put out information.
That's fine. But sooner or later you're going to run into a
si tuation.

And here's the for instance. The parties who
want to build want to build a 138 kV |line over a right of

way that's restricted. You know you'll never go through
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t here again because you can't get through the canyon | ands
in Southern Uah or sone other place. So what you really
ought to do is build a 345 kV line, but that costs 3.5, four
times nore. So the right thing to dois to build the high
vol tage line, but the only need the people are wlling to
pay for right nowis the |low voltage line. Should you then
i nvest that additional noney, pool the cost of that anong
the RTO owners? And if you do that, how do you allocate
t hat cost?

So there is no sinple answer to that. It has to
be a case-specific evaluation, which nmeans that the planning
process has to include sone way to have an
arbitration/deci si onmaki ng process, sone way to adjudicate
that, have the RTO nmake a deci sion appealable to this
Comm ssion for final resol ution.

So | think that then the structure of the
i ndustry needs to be settled, that we need a clear
definition of property rights that allows us to use market
efforts, and we need sone way to settle these natters
expeditiously as we go forward in tine.

MR. CANNON: Thank you, Steve. Kevin?

MR, KELLY: | have a question for Steve and Jose,
but others are welcone to cooment. Steve, you've just
finished outlining sone of the problens of inducing

investnment in transmssion and | won't repeat them You did
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a good | ob.

But two possible other problens that an | SO type
RTO m ght have -- and comment if you think this is true or
not -- is that many of the holders of firmtransm ssion
rights get congestion rentals. And as any nonopolist, they
woul dn't want to | ose those. 1In a sense, it's charging
monopoly rents, and they have an incentive to maintain
congestion. And those fol ks may wear one hat when they're
voting on congestion rights, but if an | SO has a pl anni ng
commttee, the sanme fol ks wal k over and sit on the planning
commttee and have an opportunity to vote agai nst expandi ng
the system

And then sone of the generators in the area who
arguably, you know, may not have that same incentive, may
feel that if they vote for expansion, what they're doing is
diluting market share. They have a | ocal nonopoly, and by
bui |l di ng bridges to neighbors, their 80 percent market share
may go to 40 percent market share over tinme, and that gives
them an incentive not to do it.

And the question in part is, is that inherent in

an |1 SO conpared to -- and | heard Jose speak. He said he
started as a $500 mllion conpany and is up near $1 billion
now and is soon going to $1.5 billion. If we didn't have

restrictions in investnents in utilities, you know, you'd

take all your noney out of technology stocks and put it into
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Jose' s conpany.

(Laughter.)

MR. WALTON: The return woul d be better.

MR. KELLY: That seens to be a different nodel of
how you get things done instead of working through
st akehol der conm ttees, a transco-|li ke organization is just
out building. So coments from Steve and Jose on whet her
|"m mssing the point in that analysis and others if they
care to chine in.

MR, DELGADO. | think the point is very good.
Sonetinmes, listening to the conversation this norning you
get the inpression that the purpose of conpetitionis to
protect the conpetitor, and that's not the case. The
pur pose of conpetition is to protect the buyer.

| know every tinme | renove congestion there are
| osers and wi nners, okay. And yet I'mindifferent to it
because | am a transm ssion-only conpany, all right, and |
do not participate in those wins and | osses.

The process that we have is public and iterative.
By iterative, it means that there is no sinple solution to
everything. There's no single solution to everything, and
everything we do has nmultiple reasons. And incidentally,
there has now conme a tinme when we have a hard tinme getting
enough | abor to build everything we have to build. So there

are l[imtations to what we can do, okay. But from our
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perspective, we see the Mdwest |SO as an assistant to us in
providing service to our custoners to help us to integrate

t he whol e regi onal opportunities and possibilities in

pl anni ng.

But it begins at the grassroots. |If you don't
begin at the grassroots -- you know, | heard about
centralized planning, but the Soviet Union couldn't nake it
work. | don't think we're going to make it work either,
okay.

It is inportant to start right at the grassroots.
You've got to start with the people who are going to say, |
want service. And there's a |lot of conversation that m sses
that point. The point is sonebody needs service. They want
to connect sonebody, they want to nove sone |load. It could
be a large marketer, a small marketer, a big distribution
owned by investors or a small conpany that is a nmuni or a
coop. To ne they all look very simlar. | aggregate their
needs and try to find the best solution to the thing. And
this is our business, okay. And we invest.

And if in fact as a consequence of doing this we
el i m nate congestion and we reduce | osses in the system
well, hallelujah, brother. This is our way of doing it.

And we think that ultimtely hel ps conpetition. The
conpetitors may | ose a buck or two, but that's the way she

goes, okay.
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Besides, being in public, if I"'mtruly--if in
fact the project is not needed, which is the other aspect of
it; there's a great need to build--the question is: Are we
going to build too nuch?

Well, first of all, you can't help but to build
too much. Transm ssion cones in big lunps. Luckily, you
have built so nmuch because since we haven't built for a |ong
time, we would have sunk a long tinme ago, okay. So let's
put it straight. It conmes in big lunps. There's just no
way to do it.

But are we going to build too nuch? It takes so
long to build transmssion. W put it out there. |If the
need goes away, we don't build it. So are there other neans
of neeting the need? Yes, but they're not ny business. M
business is defining the need. |If the need is still there
when | have to build it, I will build it. And renenber,
have to stay ahead of | oad grow h.

Now if you find a different way of doing it, |
won't build it. But if in fact the load growh is there and
| don't have the transmission to do it, there is hell to be
paid. And | don't intend to be there. That's an easy way
of getting a one-way ticket out of MI|waukee, and | don't
intend to do that, okay.

(Laughter.)

MR, DELGADO. So this is what is driving our
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pl anni ng process. And we expect MSO to help us with that.
We absolutely do not expect, and we would object if M SO
were to interrupt our ability to neet custonmer needs, and it
begins locally. And even the original projects are a bunch
of local projects, because it's |like you say with politics,
it's always local. Transm ssion is always |ocal.

If we find the ability to neet original needs by
taking care of local needs, we also inprove the ability to
convince the public that in fact it's needed. And
regardl ess of what you do with preenption on the FERC | evel,
you're going to have to neet the public and convi nce them
this is a good idea, and we have done a lousy job in the
past. And that's not where we're going to go. W' re going
to have to do a better job. | intend to be very close to
the grassroots. Does that answer your question?

MR. WALTON: | agree with sonme of the things that
Jose said. | guess when | |look at this transm ssion
pl anni ng process, it's never really nade a | ot of sense to
me, particularly for an 1SOto be in the situation of making
t he deci sion about what gets built necessarily. As a
backstop matter, and that's why | brought up this issue of
the way to make those decisions, backstop kind of decisions,
there's a local conponent to transmssion that | think we' ve
been using in RTO West the | anguage of adequacy. You have

to have a certain |evel of adequacy, and that probably just
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gets built and is put into rates.

There are several different ways to do that. W
in the old Indigo proposal, we had a nethod call area
pl anni ng where all the properties were involved. RTO West
is relying on the current owners to do that, but that's the
| ocal 1 ssue.

But when you start tal king about the | ong
di stance stuff, then, yes, there are situations where
there's a price spread or a congestion in between the two
that creates a price spread. And when that happens, then
the people who -- that seens |ike an ideal |ocation to get
t he peopl e who woul d benefit fromthat reduction in the
spread to fund the reduction. And anybody who wants to fund
that or put forward a project ought to be allowed to build
it as long as it does no harmto systemreliability. As
long as the rating is appropriate and so on that is
appropri ate.

So the planning process for the RTOis a matter
of providing information to the custoners, providing
information to the generators, to all the users of the
system about where congestion is, where they think it m ght
happen, what's going to happen. Then as proposals cone
forward, as people bring their proposals in and want to
build them they should be allowed to build them |[|'ve seen

proposal s where only the current owner is allowed to build
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in a given territory where they have a right of first
refusal. | think that goes downhill quickly, because that
party may in fact have a vested interest in things staying
the way they are. You cited two exanples of that. And
whether it's congestion rents or whether it's indirectly
because of doll ar val ue generati on.

So you need to have people be able to -- one of
t he questions that Kumar asked, you have to | et other people
build on the system And when you do that, if they can
bring forward a project that doesn't do any harm and you
test that out, then they bear the responsibility to get any
right of way and doing all of those other things.

In terns of that, then that brings up the natural
consequences of putting this in place, how are you going to
get the right of emnent domain to do that? And at |least in
two different inversions in the Northwest, we've witten
| anguage into the RTO operating agreenents that woul d
require the original party to make their efforts to use
their em nent domain rights as a utility to help create this
new | ine. Because there's em nent domain status is
different in every state. So that way that was resol ved.

But | do think that you need to be able to |et
peopl e who want to spend the noney to buy down their cost of
ener gy, spend the noney, whether it's the generator who

wants to make delivery fromWomng into California, or a
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load in California that wants better access to energy in
Ari zona.

M5. MANZ: May | take a turn on this? | want to
go back and talk just for a nonent about FTRs and what they
are. FTRs are a financial representation, if you wll, of
the roomon the power grid. It's the roomof the
transm ssion asset. And so what we're doing is saying,
okay, we're going to take the roomon the transm ssion
system and we're going go convert it into a tradable
product. W call these FTRs. So these FTRs, which
represent the roomon the system could actually exist for
the life of the asset, the life of the transm ssion system

And so it can be a market rule wherever you are
to say, well, these FTRs are good for whatever the life of
the asset is. Pick it. Fifteen, 30 years, however that
group deci des.

And then the next question is, do we have a
mechani smfor these financial rights to get to the people
that value the nost? And so one of the things we've seen in
the areas that have FTRs, Financial Transm ssion R ghts, is
t he value of an auction. The value of being able to
reall ocate -- | think we heard about this this norning. To
make sure that those who val ue those transm ssion rights can
actually go buy them from sonebody who may not val ue them as

much. And so that's an inportant piece of the FTR nystique
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if you will.

There's nore than one way to get nore roomon the
transm ssion system And so what we nmay see is a generator
who's in a constrained off area, which neans they don't have
a market to sell to. |In locational marginal pricing, that's
what happens. You're in a |ow cost area. You don't get to
run, because we're doing a security constrained di spatch,
whi ch neans you're constrained off. So that generator may
have a reason to want to build a pathway if you will, build
nore roomon the transm ssion systemto get to a market
where they could sell nore product nore often.

And so it's perfectly reasonabl e for whoever
upgraded the systemto make nore roomto get the val ue of
those assets. They get it in two ways. They get it first
of al because they've now accessed a market they didn't have
access to before. And they get it in another way, which is
if that path beconmes congested, they still have financial
entitlement to the roomthey built in the first place. And
so that's how those FTRs | think can work in many
directions, not only for the transm ssion owners but for the
generators and consuners as well. If they're in a high cost
area, they mght want to build a pathway into a | ower cost
mar ket .

So | think this can all work together.

MR. CANNON: Mark, go ahead. And then Jose

158



N

o o A~ W

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

159
wanted to make a comment.

MR MAHER: Okay. 1'd just like to add that
there are non-transm ssion alternatives to the solution
al so. And when | spoke of centralized planning, | was
tal king about centralized facilitation of planning. | think
there needs to be a strong role for the RTOto be forward
| ooking wth a planning staff. It does not preclude the
other utilities fromcarrying their own planners, from
mar keters comng in with solutions, with others comng in
wi th solutions also.

But | think it's inperative that an RTO al so
assure that we're | ooking at nonbuilding alternatives |ike
conservation, demand-si de managenent al so get into the m x.
Al so sonme consi deration perhaps for renewabl es needs to be
integrated in. In a lot of cases, that's not cost
effective.

| also think that the RTO should | ook at the m x
of resources that are available. Al new resources going in
in the Northwest are gas resources. And they're going in
| ocati ons where areas are congested. W have a congested
systemin the Northwest. And it's easy | think to talk
about roomon the system but we don't have roomon the
system We need to start out |ooking at building.
Bonneville is in a programof trying to build 700 m | es of

500 kV transm ssion as we speak, and it's not easy to build
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transm ssion. Qur first line we're trying to build to
reinforce around the city of Seattle is going through their
wat ershed. And we're going to get into every one of those
ki nds of issues as we built transm ssion. So we need to

| ook for non-transm ssion alternatives al so.

MR, KELLY: Just a quick followup. You were
tal ki ng about taking into account generation alternatives,
DSM al ternatives and other. It rem nded me of Jose earlier
tal ki ng about how he takes those other things into account
because they conpete against him |f he overinvests, he
will lose, and if he underinvests he'll be criticized.

Wher eas the process you described seens to be nore of a
social central planning process where various groups of
st akehol ders deci de whether to build transm ssion or invest
in DSM or generation. |Is that inherently |less efficient

that the process Jose articul ated?
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MR MAHER | can't really speak to the
efficiency of that, Kevin, but you need a process, and |I'm
tal ki ng about an open process where all participants can
enter into, and you're open to other alternatives other than
just the transm ssion build alternative.

Now is that nore efficient? WelIl, what are your
considerations? |Is it just the market considerations, are
there environnmental considerations, other aspects to it, so
that's why it's hard for nme to just address efficiency.

MR. CANNON:  Can | have just another follow up on
t hat because |I'm hearing al nost across the board this
nmorni ng and here that RTGs ought to set up processes so that
what ever the | east cost best societal solutionis to a
particul ar constraint can be built; if it's new
transm ssion, if its generation, if its a demand side
response, whatever.

By | heard Ms. Manz say earlier that that doesn't
entail having sone sort of sidebar contract or sone sort of
add on and 1'd like to get some sense across the panel of
when would it be appropriate for an RTOif the best solution
i's generation and they need to pay sone premium The had
the generation located in a place which is particularly
advant ageous to the system when would it be appropriate to
include that extra contractual cost in a transm ssion rate,

or should it be sonething we just never allow
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M5. MANZ: Well, | have a response to that. It
gets back to the efficiency. | want to address that because
the question is are the engineers, and | happen to |ove
engi neers, they're a great bunch of people and |ove
efficiency, so the question is, can they do efficient job
pl anni ng? Sure they can.

The question is, are you going to leave this to
the engineers to do, or will you allow the market to do it,
and that's why the pricing signals are so inportant because
what we're doing through the pricing under this nodal
pricing schene is we're actually pricing the physics that
all the engineers deal with on a daily basis.

And what we're doing is we're allow ng the
busi ness people to observe the physics through the market
prices, so you may get identical efficiency in either
solution. | don't want to say anybody's going to do a
better or worse job. The question is, how many participants
can you gat her, and once you start letting the pricing, you
know, represent the physics, you can have busi ness peopl e
i nvol ved that don't need their electrical engineer on their
armto say, yeah, this mght be a good place to invest, so
it's driven through the pricing signals.

MR. DELGADO  Sheldon, | think part of the answer
is luckily, we do not need, and that sounds to ne like

anot her |ayer of regulation. On one aspect, transmssion is

162



N

o o A~ W

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

the longest thing, that it takes longest to build if you get
pl enty of room for people to inplenent generation on demand
side. In other words, totally open to distribute generation
on demand side. In fact right now we're trying to get
demand side avail able for redi spatch, okay, and we have used
it for that purpose in our system because we think it's a
very econom ¢ best way of doing it.

The other thing is that every project that we
have has a regulatory process to ook at the certificate of
necessity and convenience. And | think it's a very
appropriate place for the people that have alternatives to
nmeet the solution to come up and express thenselves. The
advantage of a process like that is open and it's on the
record, and in fact the different conponents can cone
t oget her.

There's a |l ot of prom ses about demand side and a

| ot of prom ses about generation, and frankly, fromny

perspective, not a |lot of delivery. | think it is a serious
m stake to put those in transmssion rates. | think that in
fact, that'll skew what appears to be the market. | don't

know. M inpression as a lawer is it was going that way.
That in fact it is better for the market. There's a market
for these things.

And the state regul ators who do have a role to

play in here can in fact inpose that, it appears to be state
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policy, on the distribution utilities. Gkay. So there's a
whol e variety of ways, regulatory and comrercial, that these
things can work. The point is that when it conmes tine to
bring transm ssion -- when | said build transm ssion, please
don't think that I"'mall I"'mdoing is putting sticks in the
mud and stringing wire between them The fact is it is
nmostly transm ssion substation work. Mst transfer
capability opening is renoving limters and a limter
sonetines is a wire inside a substation or a breaker or a CT
or sonething like that.

So we do a lot of work, okay, that in fact is
transm ssi on expansi on whi ch doesn't exactly require right-
of -way, but the fact is that when it cones to the point of
transm ssion that's basic infrastructure, you don't dare to
fall behind.

Now states are interested very nuch so in know ng
this because they have to do an energy supply within the
state and such a thing is in fact inplicated with public
policy of the state. Qur interest is working with them so
they realize if they're going to develop any aid to the
state, they're going to have to give us access to it.

W would like to see right-of-way deci ded ahead
of time, even before we need it. W would like to see it
even get proactive by working with the states and the state

comm ssions and everybody. W do need hel p across states.
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A lot of the projects that this country needs right now are
across state lines, and there's no single process to do that
today. And we have chal l enged the state comm ssions with
this. For the last three years, |'ve been going to NARUC
nmeetings and challenging themand it is a conplicated
matter. So we're going to have to find solutions is the
point I'mmaking. | think it's a serious m stake to put
themin generation. | think you conplicate the whole
driver's seat.

| f you are making nme build generation, which is
W sconsin at |least | cannot do by the state law, | think
you' re conplicating my business plan trenmendously. | wll
support any generator by anybody, demand side, no problem
Don't make ne pay for it.

M5. ROSENQVI ST:  If | could just add to that.
asked for a chance to talk about a nodel that | had in mnd,
and | agree with Jose that generators and demand side
managenent have plenty of time and opportunities to cone to
the right places. RTO s job should be to give themthe
signal of where the right places are. And | think that is
the piece that's m ssing today.

Thi s norni ng we heard Comm ssi oner Brockway talk
about limts in Boston. M analysis shows that there won't
be much of limts in Boston because of sonme of the actions

t hat have taken place in the recent past or are taking pl ace
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in the very near future. That is information | have that no
one el se m ght have because they haven't analyzed |ike the
way | have.

And 1'd like to tal k about a process that starts
fromthe beginning, takes the demand, takes the generation
for gas, and | | ook forward | ooki ng because everything we
heard this norning was tal king about the situation in the
past, near past, but it was still in the past, that ny
anal ysis shows may not be valid anynore. And you nentioned
this norning about taking a list of top ten congestion
interfaces. 1'd like to conpare mne with yours and see if
we have the sane answers.

Because | have done, at |east in New Engl and and
New York, |'ve done sone analysis forward-looking that I'd
like to conpare. But the job of the RTO ought to be to put
this information in the market so the market can deci de
where are the good places for generation, where are the
prime places for demand si de managenent. \Were are
opportunities for nmerchant transmssion if that's where they
want to go. But give this information

Actual ly, another thing that would cone out of it
i's people can deci de how nuch FCRs or FDRs are worth in the
future market, and that could then deci de whether they want
to go and play in the auction or not.

But this is a series of information that the RTGs

166



N

o o A~ W

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

167
may have that the market participants don't, or don't have
the technology of it or the hardware or software of it to
analyze. It's a service RTO nmust provide that doesn't exist
t oday.

If you go fromthat assessnent phase and
basically publish all of this information to the narket, the
mar ket can deci de where to buy FCRs, where to | ocate
generation, where to focus on demand side managenent, where
to build transm ssion, nmerchant transm ssion, and therefore
you answer yourself, why do we need a conpetitive
solicitation for the backstop anynore. And the answer is,
you don't because you've given plenty of opportunity to
mar ket to respond but you do need a backstop just to ensure
that if the market chose not to respond, sonebody is
respondi ng and keeping the lights on, or at |east keeping
t he econom cs down to a reasonable rate.

But that proposal is just that. Provide
sufficient information to the markets and deci de, but |et
the transm ssion owners, through the RTO, or if the RTOis a
transco and owns transmssion, build it as a backstop. But
in that process, as they analyze it, they nust consider the
i npact of announced generation, nmerchant transm ssion,
demand si de managenent, so that they give the nost updated
vi ew of what the market |ooks |ike to the market

participants to nake that deci sion.
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And if you nove on with that process, actually I
think you may deal with the dispute resolution already
because there is no dispute to resolve anynore, it's just a
backstop and you have dealt with a who-buil ds deci sion,
you' ve dealt with the role of nerchant transm ssion. |
think the state comm ssion needs to answer whether, if you
have nerchant transm ssion, you still have to deal with a
non- pancaking role. 1'd like to hear sone discussions on
that and how you plan to deal with it because we are
struggling wth that one issue.

But | think the planning process itself can
answer sone of the fundanental questions that you've asked
if you set it up right.

M5. MANZ: Yes. | would just like to echo that
that's very simlar to the regional transm ssion expansion
plan in PIMand we think it's proven itself to be very
successful .

MR, DWORKIN:. Maybe | could toss a few thoughts
in here. One is that there's nmuch that | hear that | agree
with, which is that there seens to be a major recognition
that it's valuable to have sonebody, the RTO is the nost
i kely body, that conpiles and presents in a rational,
accessi bl e, alnost neutral way, a |ot of infornation about
where there physically are constraints and, as best as it

can, sone econom c statenent of the value of those
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constraints through some version of financial congestion
rights.

To be blunt, | am bew | dered to understand sone
of what |'ve heard here, which is the statenent of, let's
just leave it to the market, at the sane tine that | hear a
reliance upon em nent domain. Those two things don't fit.
You can't say, as | hear said, allowus to do this when the
vocabul ary of allow us to do this nmeans force sone private
| andowner to accept it at a price that they don't feel |ike
accepting. Those two things don't fit.

And when you're tal ki ng about a pure nerchant
solution, in which it's all voluntary -- you're not asking
| andowners, you're not asking building owers, you're not
asking state right-of-way people to give you anything they
don't want to -- then you can tal k about just let the market
do it. But as soon as you find that you' ve built 958 of
your 960 mle line, and sonebody owns two mles at the end
that they don't want to sell, and you want to take it at a
val ue that represents sonething | ess than they want to
charge, then you're out of that world.

You' ve got a fundanental issue here which goes to
the heart of what was said by, well the states will review
it later. The fact is that al nost every state has a statute
that says sonmething like, the right to em nent domain wll

be granted if and only if there is no |ower cost alternative
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that will neet the need through either efficiency or
generation or sone other formwthin the sane tine frane.
Those states have to nake that decision to say yes or no
about whether or not to allow the siting.

| f FERC takes over and preenpts it, FERC will
have to make that decision, and in making it, it wll be
maki ng a mandatory, governmnmental exercise of power that is
not a market deci sion.

The other part of it is that there's an
extraordi nary anmount of comon goods associated with a
transm ssi on upgrade. Wen you put a |ine between point A
and point B, and generator A and demand source B, they carry
on it, but not only do they have an effect, they influence
every other line for hundreds of mles around. And when
that line is upgraded, it may because A wants to sell tw ce
as nmuch to B, but the upgrade reduces the line | osses for
peopl e for hundreds of mles around.

| spent a fascinating year-and-a-half as the
medi ator of a seven-utility dispute about who woul d pay for
an upgrade that two utilities wanted for reliability
reasons, but that was going to have line | osses of
equi val ent value for five other utilities. Wwo would pay?
The owner? The party who would be at the end who wanted it?
The party who woul d be owning the Iand in between? The

al l ocation issues are issues that are not readily
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susceptible to a sinple market price. In many ways, this is
a common good, and comon goods need to have conmmon
al | ocati ons and conmon recoveri es.

"' m not an advocate of postage stanp pricing.
think we need | ocational pricing to show where the
constraints are, to signal where the investnent goes, but |
think that to sinply say, let the market do describes a
hypot hesis rather than a reality.

As it stands, if you want the investnent to cone
in, the investnent either needs an assurance that it wll be
able to get the land that it wants or it needs an
extraordinarily high risk premumfor the fact that it my
not get the land that it wants.

And we can get away with that in many | oca
areas. W can get away wth one project or another. But
for the fundanentals of what we're doing, we're still
t hi nki ng about taking sonmething that people don't want to
give up and allowing it to be used. And that's sonething
that | don't hear addressed by the general statenents.

When we do tal k about taking sonething for the
public good, and giving it to sonebody to put a |ine on,
that's when we need to have a statenent which is credible
and believable to the land that's taken, to the people who
are the nei ghbors about whether or not there is sone |esser

or alternative way that could be done instead, and we need a

171



N

o o A~ W

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

172
process for getting there.

Maybe the states can do it when you've got a huge
state and the issue is only within one, but frankly when we
talk multistate projects and even big projects within a
smal | state, you've got state influences where you really
need the RTO to gather the data, have a credible planning
process to describe what the alternatives are, to do it
within a time horizon that gets the need net.

When | hear a conversation about getting rights-
of -way defined | ong before they may be used, what | hear is
sonebody who wants an asset that doesn't feel |ike paying
for it right now If you want to pay, great, but if you
want to pay, then you're going to need a val uation.

MR. DELGADO | would Iike address what | think
is very inportant because being a Cuban, | hate confiscation
wi th an absolute hatred of forever.

(Laughter.)

MR. DELGADO |I've seen it and it doesn't work.
So | think if any time you found confiscation in anything |
said, it's absolutely a m sunderstanding. Maybe it was the
accent .

(Laughter.)

MR. DELGADO But it goes this way. | believe in
the public process. W are a regulated utility. That makes

us a nonopoly but it's regulators, the only way a nonopoly
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is legal in the US., thank god, okay. So that fromthat
perspective, is a public process, certificate of public
necessity. And in fact, what | was saying is exactly what
you were saying. W'Ill let the market work for as |long as
they can but when there is a need that can be shown that is
not net by the market, |, the nonopoly, regulated by the
state, approved by the state, can step in and do what is
right in the public interest. |It's the only reason that
anybody can ever justify confiscating |and, private |and for
public use, and you have to pay for it.

Incidentally, the only way we can get | andowner
agreenent to a better, nore rational way of getting right-
of-way, is if we pay ahead of tine. And | nmay be com ng
back to the Comm ssion to let nme recover it. Under no
circunstances, would | ever propose a plan that woul d take
| and wi thout paying for it. | don't think it's appropriate,
| don't think I'Il ever get it passed by any regulator no
matter where it is. And so we are | think in nore agreenent
t han you t hi nk

MR. WALTON: | used the termem nent domain so
let me at |east half defend nyself. Wen you use the term
"em nent donmai n" Jose, it nmeans that you have to pay -- the
court makes you pay the value of the land. There's no
confiscation. That's not what we were tal king about at all.

Nunber two, | agree with M. Dworkin in ternms of
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the principle he nmade and whi ch has cone back to what
Shel t on asked earlier about which is the fact that you
really ought not to be sticking generation costs onto the
transm ssion charges. And | think the reason, if you start
down that path, you wind up with the big old utility again.
You just go right down, he's run right down that path. So
what | was tal king about is the fact that when you cone into
t hese conpl ex deci sions that you have where you have an
actual line where you need to get through and it is the

ri ght thing.

Now when you go through the siting process, you
have to answer every question that's been raised here about
all the other options, about the non-transm ssion options.
In the West, the biggest |andowner is the federal
governnent, and so when you go through all the federa
siting processes, |'ve never worried nmuch about overbuil ding
transm ssion in the West because it's so pai nful because
you' d have to actually show that you had a public necessity
even to cross the federal forest. You can't get across
federal forests or BLMIand w thout having to make that
showi ng. So you'd have to show that that was the case.

Now, if the showing is nmade that that shoul dn't
be done, that a demand sider alternative really shouldn't be
and you therefore can't open the right-of-way, then the

buyers of energy need to respond by either operating on a
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demand side basis or offering to buy energy from sonebody
whose site's there. It doesn't nmake any sense to ne at al
to go put that cost into the RTO s cost because now t he RTO
has a position in the market with energy it's trying to deal
with. 1It's now becone a utility again, it's no |onger an

i ndependent party.

MR. DWORKIN:  Actually I think, if | can for a
mnute, | agree with a lot of what | heard there,
particularly the isolation of transm ssion costs from
generation costs, and | don't think they just need to be
i sol ated as separate |lines on sone hypothetical future bill,
they need to be isolated in a way which allows an unbundl ed
deci si on about which of themto purchase, so that it's not
just identification, it's separation that's essential.

But | think that, although what | heard was a
hel pful coment on timng, you don't want a long term
right, without paying for it now, you'll pay for it now.

VWhat | didn't really hear was an answer to the
poi nt that when you pay through em nent domain, you're not
paying a market price, you're pay a price defined by a
judge. And that's a big difference.

M5. MANZ: |I'd like to try a different spin on
the same thenme, which is you now have the val ue conpari son
and | think that's the point that we m ght be trying to get

to, is that you now have all the data, once you have sort of
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t hese nodal pricing in front of you, to say what's the val ue
of buying the | and versus what's the value of putting in
anot her sol ution, versus what's the value of sitting through
payi ng through the congestion. Not all congestion is bad
and that may be the cost effective solution and we should
| et that be okay.

MR KELLY: Can | follow up on a couple of things
| heard. Jose said he's never seen a single purpose |ine,
and Comm ssioner Dworkin said that, you know, there are
t hese conmon goods, and Steve Wal ton descri bed, at |east for
| ocal transm ssion, that you need a certain |evel of
adequacy but distinguish the |ong-distance |ines out west as
maybe serving the needs of a particul ar custoner.

If it's true that transm ssion |lines al ways serve
or al nost always serve nultiple purposes, what does that
i nply about pricing of transm ssion as to whether you ought
totry to figure out who the beneficiaries are and allocate
the prices to the beneficiaries to the prices, whether it
ought to be rolled into a single average, and then dependi ng
on how you answered that, what does that nean for giving out
transm ssion rights, which we heard a | ot about this
nor ni ng.

Do the transm ssion rights go to those who pay.

If you roll it into everybody's rate, how do the

transm ssion rights get allocated, or does a transm ssion
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ri ghts nodel sonehow now work well in that situation for
anybody.

MR. DELGADO. Kevin, nmaybe | can just address it.
| try to be brief. The fact, it has been ny observation
that an integrated conpanies, particular when they are
mediumto small, they cannot afford a transm ssion system
that their custonmers need. The reason for that, even though
the benefit of anything they build is original, they can
only collect 90 percent of it fromthe retail jurisdiction.
The benefit that we have seen we bring and the burden that
we carry is that we have a nuch bigger footprint, so
anything we build, we actually serve a nuch greater portion
with a benefitted public. It is, we traditionally call "the
benefit area.”

And as a consequence, we can build bigger
projects with | esser inpact for each custoner because we can
in fact be able to collect for nost of the custoners.
There's such a thing as an assigned line. Radio cones to
m nd which in fact brings no particular benefit to anybody
el se. There's sone services |like that, and you need very
hi gh vol tage or whatever. And in that case absolutely have
heard of contribution by the custoner and the custoner being
able to get a credit if in the future there are other people
who cone into that, and these are the things that we have to

do because they definitely do not bring a particular val ue
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to the rest of the network.

But | ook at our conpany's assisted by sonething
like that | just showed that covers a bigger area where in
fact we can | ook at projects that have original benefit and
in fact we can see that it's appropriate. This is not
rocket science. It is appropriate to collect froma certain
portion of the public.

Ckay. If it's all within the sane transm ssion
owners, fantastic, because we can do it readily in the
reginme that we are proposing. |If it is not, then the M SO
ought to be able to help with that. This is part of the
concept .

Now, what about rates? W have two flavors of
what we sell that work in point-to-point, firmand unfirm
You know, in New Orleans they sell shrinp with 55 different
flavors, so | don't know what the future brings. [|'m not
going to say that's all we are married to. But the fact is
that at this point, network service basically picks up the
cost of the overall benefits that point-to-point gets netted
against it, and there's, at least for the tinme being, a
certain amount of charmto that. But it can change in the
future. 1'mnot against it. | think we have to think about
how it goes.

Net work service. There is a necessity for

sonebody to sign a 30-year contract for supply. | think



N

o o A~ W

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

179
t hat what happened in California shows the fallacy of not
having firmcontracts you know for a good portion of supply,
and the entities that serve |load nust be able to do that.
We have to respect those contracts.

They have to be able to cone to us and say, |
need 30 years of access, and we have to say we'll nmake a
comm tnent to that, which neans a commtnent to continuously
adj ust the network as necessary to nmake that happen. Ckay.

Now, al ways under regul atory oversight, but
unl ess we respect those contracts, and then people will have
a great difficulty protecting their own cost structure, and
this is a load serving entity so ultimately wll have a
greater inpact on the custoners.

M5. MANZ: |I'd like to take a shot at this. Part
of what we've been pretty successful in and so far we've got
about 30,000 negawatts of proposed generation and three-
quarters of a billion dollars worth of transm ssion upgrades
on this plan. W think that proves it's kind of working for
us anyway.

The nodel we have is that anybody who wants to do
a nmerchant investnent or a nerchant upgrade would pay their
way. We have put PJMsort of in the platformof no
socialization to the extent possible, and that's working for
us. So to the extent a merchant would like to cone in and

build a line and whatever, need an upgrade, they can do that
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on their freight and they're welcone to do that. And again,
that gets that risk away fromthe consuners that we tal ked
about earlier.

To the extent that there's a backstop, and there
isin PIJM they're cost-sharing nmechani sns and the hi gher
you get on the voltage -- so in other words if you're on the
500 kV system those costs are shared. The |ower you get in
t he vol tage, those costs go nore and nore to the |ocal
beneficiary, but there is a cost allocation nethod.

And then what we're trying to do i s nmake sure
that those who pay for the upgrade get the rights. So if
you have a nerchant investnent, you get the rights for your
merchant investnent. |If you are an enbedded cost sort of
paynment, you're the backstop, it's actually the | oad-serving
entities that get themon the behalf of consuners that have
paid for that transm ssion asset, so it flows back to those
who pay.

And with that, we've been very successful in sort
of this backstop allocation. W have the license plate
rates in PJM because we have different costs for various
transm ssion service territories that in paying off the
enbedded cost of the system those custonmers that are paying
t hat enbedded cost get entitlenent to the FTRs.

MR. O NEILL: Laura?

M5. MANZ: Yes?
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MR. O NEILL: When you do that over here, when
you were tal king about the nerchant investnent and the
transm ssion rights that go with it, Steve |I think earlier
was wondering how | ong they woul d be.

M5. MANZ: Well, my viewon that is that you're
right, since they represent the transfer capability of the
transm ssion systemcould actually be valuable for the
entire life of the transm ssion system Those rights could
be good for 30 years.

MR ONEILL: Is that in the PIMsystemor is
that just the way you feel?

M5. MANZ: |'mnot sure how long our rights are
good for but it's | want to say 15 years at this point, and
those go to the generators, for exanple, that pay for an
upgrade to make nore room avail able. They get those
transm ssion rights.

MR. DWORKIN:. Do you mnd if | just ask, what
happens at the end of the 15 years? Wo do the rights
accrue to then?

M5. MANZ: Well, that's a really hard question
| don't have ny 15-year crystal ball with ne.

MR. DWORKIN:. That's the long run and we're al
dead.

MR. CANNON:  Conmi ssi oner Massey?

COW SSI ONER MASSEY: Here are two different
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phi |l osophies. Tell nme which one is right. Maybe there are
different flavors of philosophies in between. Phil osophy
nunber one is the transmssion grid is trenmendously under-
built all over the country. W shouldn't be at all worried
about creating a systemthat is prejudice in favor of
bui l di ng nore transm ssion because that's what we need, so
it really shouldn't be a neutral planning process, it should
be a process that favors getting nore transm ssion in the
gr ound.

Versus the RTO ought to run a neutral process in
whi ch transm ssion is an option, generation is an option,
demand side is an option, and what you cone up with is a
| east-cost plan for neeting the need that is neutral with
respect to whether it's a demand side option or generation
option or transm ssion option.

Have | stated the two phil osophies in naive
terms? If | amintending to draw a great distinction
bet ween them which is right?

MR. WALTON: | think there's a mxture here. 1In
fact, I don't quite, given your two poles, | don't think are
qui te the poles.

COW SSI ONER MASSEY:  Ckay.

MR. WALTON: There's the philosophy that you'd
say well anything we build is great, we'll just roll it into

access fees and have at it. It's only x percent of the
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cost. The danger of that of course is that if we go to the
trouble of building all this congestion nmanagenent t hat
we're going to do this norning, and have all this price
signals going out there, and as soneone said this norning, |
can't renenber who, that the pricing now provides the

I i nkage that vertical integration used to provide. Nowif
you suddenly just build everything, you just w ped out the
reason for doing all that. To ne, that doesn't nmake sense.

On the flip side of that, if you decide on this
| east cost plan, and you deci de what the optimal |east cost
plan is, who is to say that ny judgnment, although I'mvery
smart, is the |least cost plan? W each have different views
of the future. Every plan has inherent in it mnmy assunptions
about what tonorrowis. |If ny assunption is that gas is
going to be cheap, it's going to be two dollars an Mf for
the foreseeable future, | have one view.

You, on the other hand, think it's worth five to
ten dollars, then you d want to build some nore transm ssion
to a coal-fired area, so when we have the RTO nmake that
deci sion about what is truth and justice and what is the
| east cost plan, they're making a decision about the future,
a future view which may not be consistent with everybody in
t he mar ket pl ace.

Now the difficulty of course is if sonebody wants

to build a long distance line, let's say fromWomng into
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California, they've got a long process to get it built, but
if they are willing to risk the capital, if they can get

t hrough the other process and get it built, then they ought
to be able to go ahead and do that even though it doesn't
fit the RTOs vision of |east cost planning, as long as it
does no harmto the reliability of the network.

But | don't also want us to see just go build
anyt hi ng because that's why we're doi ng congestion
managenent .

MR MAHER |'d start with the neutral process by
the RTOs. But there are instances where you have to build
transm ssion now, and we find ourselves at Bonneville
stability limted in a lot of places. W've put in the
serious capacitors, we've put in the renedial action schenes
and pushed probably as nuch as we can through our system
and we find that we have to string some wire now. So there
are cases where that is the only solution for neeting
reliability criteria.

However, on the expansion |oad growmh future
| ooking, | come fromthe position that we take the neutral
process by the RTGs, as you described it.

MR. DWORKIN: | should probably indicate that |
m ght well say, let's take a neutral process but | happen to
believe that a well-done neutral analysis will lead to

recognition of a need for material enhancenent of the
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transm ssion grid, and that that includes a very heavy focus
on the kind of substation work you referred to, significant
restringing, |I think a major technol ogy enhancenent, the
facts generation is ready for deploynent, not at a dozen
spots but at ten dozen spots around the United States.

It probably even includes sone new transm ssion
lines in untouched areas, although | don't take that as an
automatic even as to a broad spread solution but | think a
recognition that you can do a neutral analysis and get the
answer, let's build a new transm ssion line, is nothing
fancy.

We've done it to build the old transm ssion |ines

that we did and we can do it again.
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The point about the neutrality that | think is
vital, though, is we don't want to be in the kind of
situation where everybody is on the right-hand side of the
ship and then we all run to the left-hand side of the ship
and it tips over.

You can say we are short on transm ssion. Let's
open the wallet and throw everything at it. It is not a
smart decision. It is not just smart because you' ve got $56
billion of which maybe only $38 billion is justified. |It's
not smart because of the secondary effects that you get:
that if you build transm ssion that you don't need, you
di stort the question about what kind of generation wll be
put in; you distort the question about whether enough energy
efficiency gets put in at the end.

And there is where the comment earlier about
whet her the pricing is the |linkage that used to be the old
vertical utility seens absolutely vital to ne.

We spend an awful |ot of tinme discussing what
goes on inside each of half a dozen submarkets:

What's going on in the choice anong the
generators?

What's going on in the choice of howto allocate
congestion rights and transm ssi on?

What's going on within the distribution utility?

The only thing that really counts, if you're
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counting on a healthy market, is a price signal that
translates to an ultimte end-user through a retail price
signal. And it has to translate to them soon enough for
themto nake their decision about demand bef ore sonebody
commts themto an uplift charge that they are going to have
to pay on a socialized basis |ater.

So that if you don't have, for exanple, a multi-
settlenment systemin which there is an opportunity to
conpare the expected demand costs, and back off if it isn't
worth it, you' ve got the classic economcs issue of a
vari abl e supply--1"msorry, an invariate demand and a
vari abl e supply curve, and you have the bird with one w ng.
It won't fly.

Does that sound like a transm ssion discussion?

It is a transm ssion discussion. Because it is
the test of whether or not the end users should be putting
up their cash in the end.

When we tal k about creating a marketable right to
transm ssion, there are a |ot of pieces to what we are
really saying is sonebody should pay for this.

| agree that sonebody should pay for this,
because it is not going to get built if nobody does. But
the somebody who is going to pay for it ought to have a
chance to deci de whether they want it before they get their

name put on the check.
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And that is why, to make this di scussion about
creating marketabl e transm ssion rates neani ngful, you need
to tal k about what is the process by which that price gets
transl ated out of the transm ssion market into the | oad-
serving entity; fromthe | oad-serving entity to the retai
custonmer in a way that lets the retail custonmer nodify their
demand before, not after, the transmssion |line gets built.

M5. ROSENQVI ST: Could | try and answer that?

It is not such a bl ack-and-white cross to decide
whet her we go ahead and build too rmuch transm ssion, or not
build at all and wait for the market.

| do agree pricing is everything in giving the
short-termsignal to market participants. It is very
inportant that the pricing in Boston, for exanple, gave the
signal in the |ast couple of years to market participants to
go build new generation.

And that is the reason that our analysis shows
that maybe that limtation is, with sone additional quick
fix on transm ssion issues, it got resolved. The planning
process shoul d be ongoi ng and be updated every year.

The fact that | show a brand-new |ine needed, or
sonebody showed a brand-new | ine needed from Mai ne to Boston
doesn't nean it is going to be built.

Even if it is upgrade, it is going to--even the

upgrades take a couple of years. |If it is brand-new, add
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five nore to it. That gives you enough tinme to revise the
anal ysis, | ook at how the market responded, whether prices
gave enough signal to |load or to generation to go to the
right places, or nove out of the wong places, and revise
t he pl anni ng process.

The needs cone and go as the system changes.

Pl anni ng process cannot be a stale process where you do it
once and you go build it and be done with it. You have to
|l ook at it constantly.

In fact, when we do our five-year statenent that
shows the status of the system we revise it even in between
t he annual publications. W revise it if sonething
drastically changes in the systemthat needs to give the
mar ket participants the right signals:

The system changed. Maybe you don't want to buy
FCRs over there, or build generation over here.

It has to be a dynam c process. And if the
mar kets and the price signals have been given and the market
does the right thing, transm ssion need would be elim nated
and you don't need to debate over it whether we overbuilt or
not as you are dynamcally revising the plan.

M5. MANZ: May | answer hinf?

MR. O NEILL: Please answer.

M5. MANZ: | wanted to nake a point here that, no

matter what, you need a neutral planning process. No matter
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what .

So when we tal k about there is this underbuilding
of transm ssion, there are two types of drivers. There are
primary drivers, and there are secondary drivers. And what
happens when | hear about there's not enough transm ssion,
it means the secondary drivers have taken over.

And what | nean by that is that the primry
drivers are your market clearing prices. It is what says
the prices are high; |ocate your generation here. |If the
prices are low, don't go there.

What happens in the absence of prices is that
generally you will find generators will |ocate where the
fuel is easy to get to, the | abor costs are | ow, and that
generally neans there is not a lot of value to putting a
generating unit there anyway.

So when | hear that, it is the secondary drivers
of fuel costs, |labor costs, |land costs, rather than the
primary driver of the market price says this is a high
congested area we need nore generation.

So that is what | think we are seeing, is the
secondary drivers taking over because of a |lack of clear
prici ng.

" msorry, Dick.

MR. O NEILL: This is your panel

| guess | hear | would say three, four, maybe a
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| ot of you saying prices are inportant. And |I've been in
the Western debate | guess since the early 1990s, naybe too
Il ong, and | thought | had heard every argunent as to why we
should | et the market evolve and why we shoul dn't be
prescriptive in the West, and why LNP didn't work, but |

t hought | heard a new one today. That is, that LNP is a
threat to fish protection

(Laughter.)

MR. O NEILL: Could sonebody tell nme exactly why
LNP won't work in the West, and nmaybe will work in the East?

MR MAHER: | don't believe | said that LNP was a
threat to fish protection

(Laughter.)

MR. MAHER: What | was trying to get at is there
is a cost to fish protection, and to translate that into the
cost of power and have the right market signal associated
with LNP I'"m not saying is inpossible but many of us in the
West have | ooked at LNP to see if it is a fit for congestion
managenent .

We have not arrived at a solution at congestion
managenent, but it didn't appear to be the right fit for the
Western system because of the | ocation of generation to
| oad, very spread out, congestion occurs in between those in
t he nount ai nous areas or other areas where transm ssion is

underbuil t.
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But it is a stretch to say it is athreat to
fish, but it just does not appear to be the right nodel in
the West. And | wi sh we had our congesti on nanagenent
peopl e here who have been debating this, and we wi Il provide
alot of thisin witing to you, but | amnot prepared to
defend why LMP--other than | know that it is very difficult
to price because of the nonpower uses of hydro power. And
we are primarily hydro power at Bonneville.

M5. MANZ: | want to junp in here, because | have
been a system operator. There is only one way the physics
go. Wiat is crucial is the |east-cost security constrained
di spat ch.

What that neans is you al ways use the | owest cost
resources, but don't damage the transm ssion systemwhile
you are doing it. So you may need to use a slightly nore
expensive unit in a particular |ocation because you don't
want to do any damage to the transm ssion system

That is true everywhere, because it is based on
t he physi cs.

And then the question is: Are you going to do
this, first of all, at least cost? And there are areas in
the West that don't have this rule that this has to be done
at least cost. So that is the first thing we have to nake
sure is that we have a requirenent to do this at |east

cost.
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And then the second thing is: Can you do this
using bids? Can you have voluntary participation? Cone on
in. Gve ne your bid to solve ny security-constrained
di spatch probl em

Once you have the dispatch and everybody
sonewhere operating a transm ssion system has a system
operator doing the dispatch, can they use bids? And we are
now trying to go to markets, and the only way you can get
theminformation is through bids.

Qut of that falls the locational narginal
pricing. It is just a calculation that is done for the
accounting when we are all finished.

So | amhaving a hard time connecting those two
pi eces of logic. But I think what we are hearing here is
that we have sort of the art of scheduling hydro resources.
That is a hard thing to do because they are limted energy
and they have very special characteristics on those units.

It doesn't nean you can't use LNP. W have hydro
resources in PIM They al so have to go through the art of
hydro scheduling. There is sonething very special about
limted energy resources.

And | think the other issue we are hearing here
is that they do offer other products. You can get spinning
reserve out of a hydro resource. You can get area

regul ati on out of a hydro resource.
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It kind of ties back to yesterday's panel about
what should the system operators be paying for? And | think
that is an inportant thing, is, sure you can use LNP because
it 1s just pricing what the dispatchers do anyway.

But then the next part is: Can you nmake sure
that for these limted energy resources they have other
paynent streanms so that they remain a viable business?

MR DWORKIN: | would just like to say a
substanti al degree of agreenent with that.

There is a perception, perhaps, when you use the
phrase LNP that it neans one very specific nodel. Certainly
my usage is much nore open; that | don't necessarily nmean
the way it's been done in California. | don't necessarily
mean the way it's been done in PIM But | do nean that an
explicit recognition of the costs of congestion, and an
explicit price statenent that signals to people the val ue of
putting their generation on one side of it rather than the
ot her .

| will only add that the kind of coment about
how ancillary services, whether it is spinning reserves or
anyt hing el se, can be net by hydro brings nme to a topic that
| think is really inportant here:

That there has been a danger that has been hit
quite often in practice of defining what is desired in ways

that are not technologically neutral. |[If one wants a
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reserve that can produce 100 negawatts on 10 m nutes

notice, or one hour's notice, and you want to be 90 percent
sure you get it, that ought to be what the definition of the
service is.

It should not be one that says we want steamfire
power; it shouldn't be one that says we want hydro power; or
it shouldn't be one that says we want wi nd power. The
constraint of what you want ought to be defined in terns of
its ability to influence the system

And there are hundreds of characteristics. Hydro
has got its needs to honor fish, and to honor stream fl ow,
and mnimum 7 Q 30s of flow downstream for a hundred
reasons, but power plants have theirs.

Sonme of them get an extraordinarily favorable
treatnment in New England right now in which basically they
get the opportunity to bid because they need four to six
hours to ranp up and four to six hours to ranp down, as if
those four to six hours of tinme were cost free.

It is a crazy system and yet we do it because
peopl e have been encouragi ng the introduction of sone forns
of technol ogy over others.

There is no doubt that we are going to need to
desi gn systens that focus on the delivered power rather than
the characteristics of the kind of plant that delivers it,

and hydro is just one of a hundred characteristics of that.
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But | don't think that that goes to the issue
really of whether |ocational marginal pricing as a nodel for
reflecting congestion has to be rejected. | just think it
has to be intelligently designed to focus on when the power
will and will not be available; what the lead tine is; what
the mninmumtime is; and what the probability of achieving
it comng online are.

Those are the constraints that really matter.

MR MAHER: | just wanted to add that we are
| ooking at a financial rights' nodel, and it may not mmc
LMP at this point, but we are | ooking at sending the right
price signals so that we do get generation in the right
spot; that we do the transm ssion upgrades that are needed.

But again | don't have the specifics of why the
LMP won't work, but we are not on that track.

MR, CANNON: Steve, could you comment? And then
| know Comm ssioner Breathitt has a question, and | think
Comm ssi oner Massey.

MR. WALTON: Yes. Actually, | have been eating a
| ot of crowlately. 1've gotten accustoned to it. | have
been buying | ots of ketchup, and I have been eating a | ot of
crow because |'ve cone to the conclusion that at |east for
the real -tinme dispatch that you have to have an LMP, a
| ocational marginal price.

LMP seens to go with it a whol e bunch of
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i npl enentation details. You do need |ocational prices.
Everybody in the Wst has known that since the 1970s. Wen
| was a sinple planning engi neer, we knew what the price
differential was in Arizona and Utah when we were trying to
deci de whether to build a newline into Arizona.

So everybody understands that prices are
| ocati onal .

The difficulty that you have run into | think in
the translation of this, especially for people in the

Northwest, is their optim zation function is not hourly

price. Their optimzation function on the rivers i s maxi mum

energy over season. And in fact there is a whole set of
rul e curves and other things where they're trying to

maxi m ze how nmuch production you get out of the chain of
dans in a given river, and how you do that. There is a

whol e set of agreenents between the United States and

Canada, between the utilities in the United States about how

they are going to acconplish that.

Now having given that, there are probably sone
i npl ementation i ssues that have to be dealt with in terns of
applying an LMP application to the Northwest.

And one of those, a key one, is that you have to
allow bilaterals. And you have to allow people to set a
unit and run it where it needs to be because they're noving

energy down the river. |In fact, they're shifting it from
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damto damthrough the day as they rel ease a bl ock of water
So sone of those things, those inplenentation
details, have to be allowed or built into. And I know that
PJM has hydro, but they are not 70 percent hydro. And that
is an entirely different equation.
Because the systemis energy constrained, then

the thermal resources in that systemtend to be basel oad

coal because they are filling an energy need; they are not
filling a peaking need. The peaking is comng off the hydro
system

So sone of that dynam c, and sone of the issues
about unit commtnent, is a whole different question. Unit
commtnent is a--the baseload thernmal units are going to be
there day after day. They don't cone on and off. And so
t he peaking requirenents are comng off the hydro system

And you can | ook at the swngs in energy from
California to the Northwest, or from Montana to the
Nort hwest, and you can see the daily swi ng, how that peaking
is taking place.

So you need an LMP type of thing. A financial
kind of a right has to be built. But in terns of the
details of the inplenentation of the dispatch nodel, it may
need to have sone tweaks to allowit to--it will need tweaks
to allowit to take into account this |onger optimzation

cycl e.
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Now having said all that, people who own hydro
who have been bidding in the market prices for a long tine
and have figured out where to use that against the thermals
so the market works, other w se there wouldn't have been a
COB or a md-C.

MR. CANNON:  Conmi ssi oner - -

M5. MANZ: | would like to just take a nonent and
echo what M. Valton has said because bilaterals and self-
scheduling are one of the fundanental truths in the PIM
platform that standard market design; that that has to be
al | oned, because you do have limted energy resources and
t hey nmust be able to accommobdate the special operating
characteristics of any particular unit.

MR. CANNON:  Conm ssioner Breathitt?

COW SSI ONER BREATHI TT:  All of you, with the
exception of Chairman Dworkin and, Steve, |'mnot sure
exactly what your responsibilities are with Enron but | know
Jose and Mark and Laura and Masheed all have primary
responsibilities for electric transmssion. |Is that right?

(Nods in the affirmative.)

COWMM SSI ONER BREATHI TT: Do you factor in, in
maki ng your decisions, if the goal is to get to |east-cost
results or |east-cost planning, do you care whether in
achieving that goal it is better to certificate a gas

pi peline as opposed to an electric transm ssion |ine?
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We have not tal ked about that today, and |
wondered if there was any conpetition in what you do, which
i s thinking about infrastructure for electric transm ssion,
versus whether or not a natural gas pipeline certificated
and built m ght solve the probl en?

It hasn't been factored into any of this
conversation and | just was wondering why. Because we've
tal ked about demand-si de managenent. W have tal ked about
economcally siting generation. W have tal ked about the
need to build new infrastructure. But we have sort of
l[imted that conversation to electric transm ssion
infrastructure.

And | wondered if that other piece of
infrastructure, which is gas pipeline, is being factored
into this great thinking we are having this afternoon.

Jose?

MR. DELGADO. Let ne try it, because ny
observation is that in fact they are extrenely conpati bl e.
And the reason | say that is that we have like 45 to 55
generator interconnection requests at this point, and
invariably they all tend to be where there is a crossing
bet ween gas and el ectric.

This is a feature of every gas generating
project, which is that they would like to connect and then

be able to go in any direction.
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Now the infinite bus is a nmethodol ogy that does
not exist. You cannot go in every direction all of the
time. Neither we cannot afford it. You cannot afford it.
It is in fact inpossible.

So in fact we find that we need the
infrastructure of gas. | would say for a ot of the states,
this is a significant risk of fuel failure, if in fact we
don't have nore gas infrastructure. Because the single
failure can take a | ot of our new generation.

But | would say that in fact whatever they cross
is likely to be a point in which we are going to have to
beef up the transm ssion systemso that in fact it becones
an appropri ate--when sonebody wants to connect, it's going
to have to be beefed up, because they want to nove in many
different directions not just l|ocally.

| have a fantasy that goes this way: That |
woul d in fact be proactive and talk to the | andowers and the
city folks and decide that there are sone sites around the
network that in fact would be a wonderful place to put
generation, and naybe they can want to go into the market
and we' Il support them

The reason for that is that where generation and
gas cross is not necessarily the best place to put 900
megawatts of generation. And it does create sone very

significant stress in the need for transm ssion.
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There may be ot her places and they are not
terribly apparent to the pronoters. And where those pl aces
are, maybe the public doesn't want them So we |ose a | ot
of opportunities that I think we are going to have to catch
up on.

But in brief to you, | think ny answer is very,
very clear. M observation is that wherever they cross,
they are very conpatible and frankly the construction of
gas-burning generation usually requires nore transm ssion
because they do want to get to the broad market not to a
narrow market. And the econom cs of the power plants suffer
alot if they are transm ssion-limted.

MR. MAHER. W too have about 30 gigawatts of new
generation in our queue, about 50 plants wanting to
integrate into the Bonneville system (Qoviously not all of
themw Il do that. They are probably the sane 50 plants
that are in everyone's queue--

(Laughter.)

MR. MAHER: --but they do want to | ocate at the
intersection of transm ssion and the pipelines. And we have
been approached many tinmes by operators, or generation
buil ders wanting the perfect |ocation.

VWhat we find in the Northwest is that to get
around congestion to serve the | oad that we are seeing

needed to be served in the Northwest, you would build that
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generation close to the | oads, which noves generation over
to the west side, the Seattle-Portland corridor.

But those generators need to get out of the
system And we find that we are congested getting out of
the system also. They need the market during the sunmer
when load is down in the Northwest to get to California or
i nl and Sout hwest .

So we have yet to find the perfect place that you
could run pipeline into and not have a transm ssion issue,
or vice versa. So the generators see that, and they are al
l[ining up at the intersections right now.

M5. MANZ: Yes. The gas by wire is a very
interesting concept. There are a couple of parts to your
gquestion, so | want to take themin order.

First of all, as an electricity--as a
transm ssi on owner, we don't work on gas solutions. But the
RTO, PJM as the RTO, coordinates all the solutions. So they
woul d take a solution fromus, the transm ssion owner, and
they could integrate it with perhaps a generator who wanted
to locate on this pipeline you have in your vision.

And then the other part of it | think we see with
Nept une saying, well, we think we have this gas pocket off
the shelf up in New Brunsw ck, Canada, and we would like to
wheel that generation via a very long wire down into your

mar ket .
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So | think it is the RTO s planning process that
is looking at all those options and then com ng up with what
is the | east cost.

M5. ROSENQVI ST: W nonitor pipeline devel opnent
in our planning process. | don't know of any occasi on where
we actually needed to speed up the process, or maybe
actively seek new pipelines to get new generation, if that
was your question, because we also have a | ot of generation
in the queue in New Engl and.

But | al so thought maybe your question was goi ng
a step further beyond just the generation gas supply and
maybe- -

COW SSI ONER BREATHI TT:  Yes, it was.

MS. ROSENQVI ST: --supply gas to custoners
i nstead of generation.

The problemwi th that mght be if you have gone
into retail access so that you take custoners of other
suppliers away and gi ve them gas.

COWMM SSI ONER BREATHI TT:  No. | was going nore to
whet her or not it makes nore financial--whether it is
financi ally advantageous to construct an electric
transm ssion line or a gas pipeline according to where the
load is and where the generator can get real estate, and
whet her or not that is factored into--Laura, you answered

it. It should be factored in by the entity that has the
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overall, or the backstop system pl anning function.

But the other part was, you are in the business
of electric transm ssion, and the conpetitive--there may be
a conpetitive reason that you would prefer that the ultimte
decision end up being to build an electric line versus a
pi pel i ne.

M5. MANZ: That is why you need the neutral RTO
who is not going to favor one of those over the other, but
is really looking at what is the | east-cost sol ution.

MR, WALTON: And it even goes beyond the RTO
because, to give you a for-instance, Kinder-Mrgan announced
their Sonora Project to bring nore gas into California.
There are also a | ot of projects announced in southern
Nevada and in Arizona.

If we had an open season and they were then--and
there was also a transm ssion |ine conpeting, then the
peopl e building the plants would decide: well, gee, should
| pay for the transm ssion and build ny plant in Arizona and
sout hern Nevada? O should |I buy transportation on this
Sonora Project and build the thing in California?

Well then sonme other factor may come into the
fact like pollutable air may be the issue, or whatever that
i ssue is.

So | think the issue, as Laura has to sone degree

sai d, yeah, you need the independent, but | think you need
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to allow especially for that kind of a situation for the
conpetition between the two to take place and for people to
use the price to nmake that decision

M5. MANZ: The point | amtrying to make i s that
you cannot have the conpetitive entity in the decision-
maki ng | oop on that.

COWMM SSI ONER MASSEY: Well this is a good point
here. | amtrying to understand what the ultimate--and,
Laura, | would like for you and others to comment on
this--what is the ultimte decision that the RTO nmakes in
t he pl anni ng process?

That is what | amtrying to get a handle on
Does the RTO just identify problens that need to be sol ved
and throw the data out there, and wel cone market
participants to cone in with solutions?

O, for exanple, the RTO could say we have this
congestion point here and it could be resolved with 500
megawatts of demand reduction, or 500 negawatts of
generation, or we could build transm ssion. Wat happens at
that point? That is question nunber one.

And question nunber two is: Jose, why woul dn't
you al ways prefer to build new transm ssion within this
pl anni ng process?

So | want those two questions answer ed.

MR. DELGADO Let ne begin with the first one, or
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actually the last one as the first one.

The reason | do not want to build only
transm ssion is that | have to go through a process that
requires that | showthat it is the best solution. And you
do not go to the well with a |ousy case too often before you
| ose your credibility. And pretty soon everything you bring
up is absolutely, you know, the good, the bad, and the ugly
goes down.

It is not in our business interests to | ose
credibility with the regulators or wwth the public. It is
absolutely essential that we retain credibility because it
is what neans that we can in fact convince people that it is
truly needed, which is a concern that Mke here has that in
fact | amnot confiscating |land for things which are not

necessary.
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The other thing is there is no |l ack of investnent
possibilities, as | hope | have been able to show. For
sonebody who is only in this business because the
requi renents fromthe custoners are very extensive.

You' re al nost goi ng back to the question that
Li nda had, that Comm ssioner Breathitt had, is the issue of
what happens if you put a generator wth a pipeline next to
a load so that in fact they don't need to use transm ssion
systen? Fantastic. Because none of us has extra
capability. If we get sone nore, we have a place to sel
it, and it wll not cost us anyt hing.

So thisis | think I"'mtrying to just give you a
flavor for where | stand. Understand that if | were an
i ntegrated conmpany, | mght have a different perspective,
but | don't.

Now if the RTOis a transm ssion owner and owns
every transm ssion stake all the way down to distribution,
they're responsible for the whole solution fromthe
grassroots to the subregional all the way to the regional.
And they basically would be in a position which I don't
think is very adequate to decide the alternatives except the
way that | do. To put up a plan which is public, iterative
and conprehensive and is absolutely in the public view all
the time so people can see it comng froma distance.

When the need di sappears, the plant is adjusted
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and is adjusted every year at least and is put in the public
view. As a consequence of transm ssion owner, the RTO end
up only building. But ultimately the tine has cone that
either you build it now or you' re going to have significant
consequences.

In an SO like the one that I'minvolved wth,
the 1SO has to | ook at the regional view because we, the
transm ssi on conpany, are going to be looking at it fromthe
grassroots all the way to the original view, will need their
help to integrate original view At that time, it is the
sane way. W put out the plan. It |looks like this nore or
| ess. Everybody can read it. And we have neetings and
peopl e know what we're doing. And if in fact the need goes
away, we don't build it. | don't even try to build it.

COWMM SSI ONER MASSEY: But does the plan say let's
build transm ssion here, or does the plan say we have a
probl em here? W' re |ooking for solutions to the problem

MR. DELGADO. The plan says there's a problem
here, and these are the potential solutions. And as we go
on closer to the point of decision, the solutions begin to
get narrowed down. |f the problem goes away, the project
goes away.

M5. ROSENQVI ST: Exactly that. The plan would
identify the need of the system then it would go through

t he second phase of it and identify potential solutions of
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it. ANd if the RTOis doing it presumably would identify
alternative solutions on the transm ssion system But it
has enough information for the market to decide that if |
plug in a 500 negawatt generator in that |ocation, that need
wll go away. And if it does, the transmssion wll be
built. Wy would we not always build transm ssion? Jose
answered one of them

Anot her one is it depends on the type of rates
you have. |If the RTO cones in with a fixed rate, it has no
incentive to build too nmuch, and if you have tagged that
along with other incentives for system perfornmance and
what not, they have to bal ance that, the cost versus
performance of the system So it all cones down to what
type of rate structure and incentives you have inposed.

MR. WALTON: | think there's another issue too,
and that is another planning -- part of this planning
process. And that is, people bring in proposals and they
want that proposal evaluated. They get a rating. They get
how many FTRs or FGRs or whatever the property right is.
That's defined for them And so that's another piece of
this that says here's the plan, here's the needs. And not
only is there a identification of need, but there are also
peopl e bringing in proposals for projects they want to
build, for instance, that have to be rated, that has to

make this the process then iterate again so that this
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dynam c pl anni ng takes pl ace.

But the planning process, at |least in the Wst,
has al ways included in the recent years the rating of the
facilities that people propose to determ ne what you're
really adding to the system so that you now know what's
going to happen next. So it isn't a decision about, yes,
we'll build this or we won't build this. It says this
person wants to build this. This adds this much capacity to
the network. This is an appropriate thing to do. And it
has these reliability inpacts that have to be mtigated if
this line is to be built.

COWMM SSI ONER MASSEY: Laura, | wanted you to
comment on the way it works in PIM

M5. MANZ: Ckay. Basically, the regional
transm ssi on expansi on planning process is going to | ook at
all uses on the systemfirst. So that would be the denmand
forecasts and | ong-term service requests and things |ike
that. So they want to get a sense of how nuch room on the
systemare you going to need first of all.

And then the next part is, we have these
generator queues. | think you' ve at least, if you' ve
touched PJM at all, you've heard of the generator queues.
And so they're going to | ook at generators that are
requesting to cone into a certain queue and take any

mer chant transm ssion that presents itself. And that's al
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going to go into a coherent plan.

And nerchant investnents don't get sort of turned
away. |If you really feel that you' ve got a viable business
case and you want to cone in and take all the risk, conme on
in. W're happy to have you, as long as you are payi ng your
costs and incurring your own risk. Nobody will be turned
away under that scenario.

And then it's the backstop piece that | tal ked
about earlier to say, is there anything else? Are there
special reliability concerns on the systen? And one of the
things we need to sort of keep in the back of our head is
that there are reliability criteria and stability criteria.
The engineers are going to get into the workings of the plan
and say, gosh, is there anything else? And they work in
conjunction with the local transm ssion owners that are the
engi neers that really know the conponents of their | ocal
systemto see if they can find the | east cost reconmmendati on
to solve those stability and other special reliability
enhancenents or upgrades.

COWMM SSI ONER MASSEY: But does the RTOlate in
the process then deci de what the |east cost enhancenent
ought to be?

M5. MANZ: They aren't doing sort of a |east cost
integrated resource plan in that if we're | ooking at a

congestion managenent solution and a nmerchant wants to cone
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in and nothing el se needs to be done, that's fine. But what
they're | ooking at, when | tal k about the |east cost
solutions, it's the |east cost options for those sort of
backstop reliability upgrades.

MR. DWORKIN:  Could I think about this for a
monment? It seens to nme that the question that Conm ssioner
Breathitt asked is not a hypothetical one. It's a very real
one. Every Comm ssioner faces it in many ways. | face
shoul d we have a 1,200 negawatt unit in Southern Vernont
that would be fed by a gas pipeline from Al bany, or shoul d
we have 1,200 negawatts of additional power brought in from
t he nucl ear power plants in Connecticut Valley. And one
means a transm ssion |ine through Sout heastern Vernont, and
one neans a pipeline through Sout hwestern Vernont with an
electric line going north fromit. Those are very rea
guestions that we're going to have to face.

VWen we ook at it, | want help from sone kind of
information fromthe regional transm ssion organization,
whether it's the | SO of New England or whether it's a | arger
one. And the help can cone, in ny mnd, through a plan, but
it goes up a gradient. And this is the question |I've heard
you asking as to what is the plan.

And when | think about it, it seens to ne |evel
one is that it's informational. It gathers a bunch of data

about perceived need, assum ng the status quo persists and
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only a few things change |ike demand.

Level two is that it can be seen as a
prerequisite as in nothing can forward unless it's
consistent with the plan or there's a very good reason to
allow a breach of the plan. And we see that in practice in
terms of who gets inline to be allowed to get into the
i nterconnection studies long before we get to the regulatory
deci sion about what is the prerequisite.

Level three is whether it's essentially a
proapproval. And | nean that nore in a financial sense than
in aregulatory one. W see the fact right now in New
Engl and that once sonet hi ng has been approved by the
rel evant NEPOOL committee wi thout the |SO having overrul ed
it, the costs get rolled into pooled pricing for all of New
Engl and and get added to uplift charges and everybody pays
for them They're essentially deenmed prudent. They rol
right through and wind up in charges. They get charged to
distribution utilities or |load serving entities and
eventual ly fromratepayers.

So that proapproval function which |ooks in
practice to be nongovernnental is a vital part of what is
happeni ng through the informal planning process that we have
ri ght now.

And then the fourth level is responsibility,

which is where it's not nerely an announcenent of a need and

214



N

o o A~ W

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

a hope that sonebody in the world wll fill it, but
acceptance of a responsibility for curing it. The catch we
have, of course, if we go down that is that once they start
curing it, the RTO wi nds up owning the transm ssion, and
you're back in the world that we started with. But if they
don't go down the path to curing it, you need to have a set
of signals which are so clear, there's such a nice set of
cost recoveries that at mnimal risk, people will make the
i nvest nment .

| don't see a clear description of where we are
in that spectrumfrominformation through prerequisite to
proapproval to responsibility in nost of the discussion that
| hear. And yet | see a heavy need for sonething, sone
institution. And the best |I can see is an | SOtype
institution to give that information. 1It's one of the many
reasons that | think an |1 SO needs to be totally independent
of the transm ssion owners so that it doesn't favor them
over the old gas pipelines. And it's one reason that |
think I need to go beyond that and believe that there ought
to be an explicit public role and an explicit fiduciary duty
to the general public in the 1SCs or RTGs as they're
creat ed.

MR, MAHER: On the end of the day deci sionnaki ng,
l'"d like to enter into that discussion. | agree with the

pl anni ng process that Laura laid out, and that's the path
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that we are on with RTO. Forward | ooking, |ooking at
reliability problens, stability problens, working with the
participating transm ssion owers, trying to integrate their
solutions with other utility's solutions so that we don't
get singular fixes, but try to facilitate a nore gl oba
sol uti on.

Al so, solicit the nontransm ssion alternatives
and facilitate the | east cost planning.

But at the end of the day, if the market has not
responded, if the PTGCs have not responded, | believe that
the RTO nakes a decision. And in that decision, they're
going to prescribe what they felt was the best outcone of
t hat pl anni ng process and conpel construction, allocate
costs according to benefits and go through the ADR process
and see where it settles out at that point.

But have a backstop authority by the RTO so that
we mnimze the price volatility that we've seen in the
West. It's sonmething that's not going to be politically
acceptable. So I think the RTO needs to prescribe if no one
steps forward in and the probl em persists.

M5. MANZ: 1'd like to add one nore piece about
that. BEcause the mandating generation, we haven't seen the
need for that in PIM The generation projects self-select
in based on the market clearing prices. They self-select

out if those prices go away. And we think that's a very
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critical part. And one point the new generation |ooking to
site inside PIM was about 75,000 negawatts, is bigger than
the pool itself. And we're now down to about 30,000. LAnd
again, that was all the market signals driving those
i nvest nments.

COWMM SSI ONER BREATHI TT:  Chai rman Dworkin, | have
a cooment to nmake to your last statenment. | think that we
have just had no experience at all with electric
transm ssion siting because we don't have that authority.
We've had a | ot of experience certificating gas pipelines,
and we issue prelimnary determ nations and we had a new
process for factoring in environnmental needs, |andowner
concerns, price, needs, whether a pipeline has contracts or
not .

But | think we need help, and we're getting a | ot
of it fromall of you, in trying to determ ne what RTGs
should do in the planning and expansi on process, because we
just aren't very good at all because we haven't had to do
it. And the lines are nuddl ed now on big kV lines that are
used to nove bul k power that we're asking state comm ssions
to think through the approval process on. But it's for
interstate transm ssion

So it's a tough assignnent that we have had no
experience doing, and you still have the responsibility to

do that, but we're trying to place sone of that on the RTO
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So | think your frustration is well founded, because we have
no experience doing it. W're trying to make sure -- Bill's
guestions | think went to a lot of the heart of this session
is what should the RTOreally do in terns of transm ssion
expansi on.

MR. DWORKIN. That's why | guess I'd like to
suggest that at a mninmum it should be hel pful to those who
have to nmake the decisions and need sone dat a.

You can go up the scale, and | probably drop off
before many people do at how far I'd want you to go, but |I'm
on fromthe beginning at the point that there is an
i nportant function to be perfornmed here.

And | want to draw an analogy to the |ast nmjor
round of transm ssion siting, which isn't all that |ong ago.
Early 1980s, when nmany lines were put in, and one that |'m
going to particularly nention is from Quebec through Vernont
to Central New England for the specific purpose of
reinforcing demand i n southern New Engl and. The Vernont
reaction to should there be a line built across Vernont,
varied as you mght inmagine. And there was a proceedi ng at
t he Vernont Public Service Board as to whether it should be
aut horized. And the statue didn't | ook exactly |like the one
now, but it basically said, only if there's no good
alternative. And the line was authorized.

It was an authorized in an opinion that gave two
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rational es, although they neant the sane thing. ONe was one
that was witten in regul atory-speak that tal ked about
comon reliability benefits and reductions of whol esal e
demand and the ability to have a reliable network. The
other was a quote froma dairy farnmer who said | sell ny

m |l k down south and I want themto have the electricity to
run the refrigerator to put it in.

(Laughter.)

MR. DWORKIN:  Now they both neant the sane thing,
frankly, once you just translated the vocabul ary. But what
drove that decision was that NEPOOL at the tine, a tight
transm ssion grid, had data that was able to be produced
t hat showed a common value to having it done. People wll
argue about how the costs were assigned, how the benefits
were assigned, did Vernont get too much or too little for
giving up the land. But it was put in. It was put in at a
reasonable price in a reasonable tinme period, and state
proceedi ngs were able to address it even though it was a
mul ti state issue.

But critical to addressing it was high quality
good data froma tight transmssion grid. And | think you
have to have that. You can't nove forward without it. But
to make it credi bl e nowadays when the range of alternatives,
or at |least cost alternative, goes beyond just where to put

the transm ssion |ine or whether to put in another power
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plant, it needs to be done by a board that is independent of
one of those sectors, technically conpetent, and open to in
my mnd explicitly charged with the | east cost alternative
in the general public good.

CHAI RVAN WOOD:  Chai rman Dwor ki n, what exactly in
the last | guess six weeks | SO New Engl and put out a
constraint study of sorts. That was postured at one point
to identify and I think you were on that as | recall. 1Is
that right?

MR. DWORKIN: | was not on it.

CHAI RMAN WOOD: Ckay. One of your col | eagues
was. \What exactly was the final product? Ws an
engi neering determ nation that there is a constraint issue?
| think the southwest Connecticut one conmes to mind as
bei ng probably the nost pronounced one in that report. Was
that the end state of that report?

MR. DWORKIN: |I'min grave danger of saying nore
than I know

CHAl RVAN WOOD:  Ckay. Because | don't want to go
further either. But | nean that may be a good tenplate.

MR DWORKIN: | think it is.

CHAl RMVAN WOOD:  We' ve got existing work product,
the 1 SO New Engl and thing, certainly got sufficient trade
press and got a lot of interest fromthe industry as to

identifying where the problens were. | don't recall that it
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identified that that should be solved by a transm ssion
solution. In fact, I'mpretty sure it did not.

MR. DWORKIN.  The | SO New Engl and part in
particul ar focuses on transm ssion constraints and it
identifies at a broad strategic |level a certain nunber of
them Boston area, heavily constrained wth a particul ar
probl em not just of demand but of market dom nance w thin
the transm ssion constrai ned area.

Rhode Island and Maine both with a fair anmount of
power that can't be gotten out. Sonme small hot spots in
Vernmont, sonme of themrevol ving around an extraordinarily
| ar ge sem conductor plant.

There are issues that it does identify and say
here are areas that need to be addressed. It also sets out
sonme decision rules for who should recover the cost,

i ncluding what | ooks a lot |ike a presunption of the
prudence of the investnent of anything that an interior |SO
NEPOCL group approves.

| think there's real value to it. It has sone
dangers that | would worry about which I would call nore
t han tweaks, such as whether there is a timng process that
gets serious input fromalternatives in before sonething is
essentially preapproved. But believe ne, it's a |lot better
t han not having anything. It's a major |eap forward.

M5. MANZ: | would like to junp in on this point
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very qui ckly because New England still has uniform pricing.
They don't have |l ocational marginal pricing. And that is
the second order effect that | talked about was that you
aren't getting the generation |locating in Connecticut,
because there's no price signal that says it's really
worthwhile to go here. And so that's the second order
effect is that it starts |ooking |ike underbuilt
transm ssi on.

So | just wanted to tie that in to the point |
was trying to nmake earlier that this my be a synptom of
t hat .

MR DWORKIN: | agree.

M5. MANZ: Can | junp in on that one? | think
that study just ended at identifying the problens on the
system It never proposed any solutions to it. But
al t hough New Engl and hasn't noved into |ocational pricing
yet, generators that are in a congested area get paid their
bids or close to it after some mtigations. So the signals
are still there although the other side doesn't pay |ess,
and there is a single clearing price in the market, but the
generator still gets its bid in the formof an uplift above
the clearing price.

So it is easy to identify where the congested
areas are, and the price signals are there, at |least for the

generators to nove into that area.
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MS. MANZ: Well, there's a whol e debate on pay-
as-bid pricing which is probably beyond this panel. |'m not
sure you're getting the signals under uniform pricing.

MR. DWORKIN:. Let ne just suggest how it cones
across to ne is that there's a signal which should in the
m dterm pronpt generation to install in the constrained
areas, but there's no signal that sends a clear incentive
for transmssion to be built to avoid having that generation
put into those areas.

As it stands, you can say uplift charges are
occurring and they're very significant in whether it's
Burlington, Vernont or whether it's Massachusetts in the
Boston NEMVA area. They both occur. They both exist. You
can identify themand you can say, hey, 1'd like to put a
plant into that area and run it out of order out of economc
merit, and you can do it. Wat we don't have is sonething
t hat says, hey, for half the cost of what you're paying for
uplift, you could put in place a transm ssion alternative.

O for athird of the cost of what you're paying in uplift,
you could have a | oad-serving entity get an incentive to put
a | oad response program or a demand-si de managenent program
in place.

We're sending a clear signal to generators.

We're not sending that signal across the markets. And as we

said before, it's the pricing across narkets that's far nore
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inportant than the pricing within markets.

M5. MANZ: And actually, the prices if you're
under uniformpricing don't price the nodes because the
uplift to those specific generators, it's specific to those
generators. It's not a transparent market clearing price.
So the particular generators that are solving the probl em
w Il actually get a higher paynent, but there won't be a
correspondi ng market clearing price that's higher in that
location. It'Il be uplifted to everyone. And so you don't
see the siting signal under that particular brand of uniform
prici ng.

CHAI RVAN WOOD: To just follow up on that, M.
Manz, the earlier panel, soneone stated that the LMP did a
real good job of telling generators where to go but did not
or was very conplicated to find the price signal as to where
transm ssi on ought to be constructed.

M5. MANZ: | don't think it's that conplicated.,
At any particular point on the electric grid, and we tal ked
about the 2,000 nodes in PIM But you're usually going to
| ook at one or two. You're not going to |look at 2,000. So
you |l ook at an area. And if you're a generator, say, oh the
prices are high there. 1'mgoing to |ocate.

| f you want to build transm ssion, you can | ook
at two points instead of one. You look at two. And you

say, okay, there's value to transm ssion goi ng between those
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two points. And you also have the nunbers now to say |
shoul dn't pay nore than the congestion between those two
points to solve the probl em between the points.

CHAI RVAN WOOD:  And you indicated | think three-
gquarters of a billion dollars of transm ssion are being
built as a consequence since the '98 LMP was put into place?

M5. MANZ: Yes. That's part of the regional
transm ssion expansion plan. Not all of that is Merchant.
Not all of that is |ooking at the |ocational marginal
prices. Sonme of it is what we would call the backstop
upgr ades.

CHAI RVAN WOOD: Can you kind of split that out
for me just so | understand how this --

M5. MANZ: | don't have those nunbers, but |
coul d have sonebody get themto you if you'd |iKke.

CHAI RVAN WOOD:  Ckay. Just be curious if it was
nmore than half, less than half. | nean, certainly I would
expect as people get nore confortable with the process that
hopefully relies | ess on the backstop approach.

M5. MANZ: | think the inportant point is you are
seei ng the Neptune Project, Merchant Generation. The
TransEnergy project. They're |ooking at the signals, and
those are basically two points. They're saying all of New
York, all of New England, but those are the two points

they're looking at to say | want to capture the val ue
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bet ween those two markets. That's how it works.

CHAI RMAN WOOD:  Just a very unrelated issue to
anyt hing we've tal ked about. Does the presence of multiple
control areas affect congestion managenent and transm ssion
pl anning, or is that really just a side issue?

MS. MANZ: Well, | have a view that nultiple
control areas may be in existence for a long, long tine.

You have a span of control issue that there's so many system
operators on the desk that can work with so many

transm ssion, you know, sort of the swi tching people out in
the field.

And so you have this hierarchical structure that
our field guys, if you will, roll up to our local system
operator, which rolls into PIM You have sort of a nore
gl obal system operator. There's no reason why you can't
have those control areas then roll up to sonething even
larger. And let nme just take the Northeast because it's
sonmet hing we' ve tal ked about recently.

There is anot her question which says given that
you're still going to have these sort of span and contro
need for control areas, can you overlay a market between it?
Can you exchange the market data and nake this |look as if
it's one large regional market? And |I think the answer to
that is an overwhel mi ng yes, and that there are great

benefits fromeven if you have the nmultiple control areas,
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overlaying the market data, because we're solving a conputer
probl em at that point to say can we get the data fast enough
to say, sure, we can do this.

MR. MAHER: We have nested control areas within
our control area already, and we have contracts with many of
those utilities, and we will be working those seans issues
as we devel op RTO through the existing contracts. The
nested control areas will have to conformw th the rul es of
the RTOif they choose to use the RTOto export their
products.

We have an extensive effort going on between our
devel opnent in RTO West with deserts that are now West
connect and with California to assure just what Laura tal ked
about, a seaml ess market. W find that there are sone
physi cal inpedinents to having a single control area for the
West. It's sonething that could evol ve over tinme, but there
is nore than a confort level in having your own contro
area. W are going to maintain |local switching for safety
reasons, and so Bonneville will maintain a dispatching for
its substation breakers and for maintenance reliability
types of issues.

But the control of our control area and with the
IOQUs will go to the scheduling and generation dispatch of
t he RTO

MR. WALTON: But Mark, just to clarify that, we
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have been tal king, though, at RTO West about a single
control area, neaning that there's a single balancing area
di spatch. There's a single dispatch for that whole area
even though you have all these control centers below. Isn't
that correct?

MR MAHER. R ght. Wthin RTO West.

MR. WALTON: Right. And currently that would
col l apse or you'd have a single dispatch for what's now
ei ght separate control areas?

MR. MAHER. Well, except for those that don't
join the RTO  You know, the Seattle City of Lights and
t hat .

MR, WALTON: | agree. But you take Pacifi cCorps
and Bonneville in Idaho and Montana and the rest of the
list, and that becones a single control area, which neans
t hat what was i nadvertent now becones bal anci ng energy and
it becones explicit.

MR. MAHER  Ri ght.

M5. MANZ: And to sone degree, this is the sane
problemthat had to be solved in Texas to formthe Texas
| SO was to get those various service territories to
coordinate wwth a single control area and then, you know,
that worked very well to make the 1SO.  You can have that
coordination go on at an even higher level. But it

shoul dn't stop you fromgetting the market started.
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COWMM SSI ONER MASSEY: | have a question to any of
you. To what extent do you think a solid, strong, rational
RTO pl anning process will nmake it nore likely that states
will actually site the facilities that are necessary?
Comm ssi oner Dworkin, what do you think about that?

MR DWORKIN: | think it's vital. | was
mentioning earlier the role that data from NEPOOL had
provided in 1982 to '84 in -- I'Il put it bluntly --
justifying a transm ssion |line across Vernont to central New
Engl and.

The credibility of that kind of data froma
mar ket participant is extraordinarily low The credibility
from an i ndependent |1SO or RTO-type group is high enough to
get you over a fundanental public acceptance credibility.

It's also, in addition to credibility, it's vital
to making the right decisions. You mght actually get a
better answer because of having it, and the faith in that is
hi gh.

COWM SSI ONER MASSEY:  Well, you're using the word
"credibility". And what do you think is the hallmark of a
credible process? |Is it just the independence or is it the

process as a whol e?
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What, as a state comm ssioner who is responsible
for siting those, what do you find credible.

MR. DWORKIN.  Well, first, I'"'mthe author of a
law review article on siting an environnmental criteria by
utility commssioners. A lot of states, the siting
authority is the state conm ssion.

The things that create credibility in an abstract
sense are twofold. One is a lack of bias, and the second is
a technical conpetence. The availability of the rel evant
information and the ability to assess and appraise it.

Those are the two key elements, and | can go into
detail but those are the ones that matter.

COWMM SSI ONER MASSEY: So the RTO shoul d have a
process that, at the end of the day, you see as a highly
credi bl e process?

MR DWORKIN:. | think so. | don't just want one
that neets a snmall pea political face-saving test, | want
one that gives good data, and that neans a nunber of things.
It means a long tinme period, it nmeans it doesn't just get
ranped up on a project by project specific basis. It nmeans
sonme capability of staff, some capability of information
gathering. | think it probably needs to have an explicit
commtnent, essentially a fiduciary conmtnment to the
general public good, and in ny mnd, it needs sone public

menbership participation. There are a nunber of things that
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cone fromthat. But the key elenents are technica

conpet ence and an absence of bias, and if possible | would
go for absence of bias rather than the nodel of
countervailing interests. If you bring in all the

st akehol ders and gi ve each of thema veto right or a
majority right, you wind up with lots and | ots of process
i ssues but al nost no resol ution capability.

MR. MAHER: That's why we'd hope we'd have an
i ndependent board to try to get rid sonme of the absence of
bias, but | think that's very difficult to do.

As you know, Bonneville is not a jurisdictional
utility. And we see great benefits in being a participant
in the RTO RTO West devel opnent. It brings together not
only the utilities but our visionis to bring in the state

conmi ssion, so that we can accelerate transm ssion siting

process or other non-transm ssion alternatives. Sone of our

participants, |like Pacific, has to go through six separate

states if they're going to go through sonme process to site a

transmssion line that we'd like to consolidate. So we think

there's great benefit in comng together in that process,
good data, good people, I'd just echo everything that M ke
sai d here.

MR. WORTHI NGTON: | have a question here that

we' re tal king about today planning an expansion wthin

i ndependent RTGs. Wat seans issues or how are you handling

231



N

o o A~ W

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

seans issues between various RTGs in regard to planning and
expansi on?

M5, MANZ: Well, 1'Il start. | mean, obviously
we have -- we tried very hard in the Northeast through the
MOU process, the Menorandum of Understandi ng, so we were
actually on a trail to try to coordi nate because one of the
t hi ngs that becanme very obvious to us was that the |arger
the coordination, the better your planning process is going
to work, and we especially had sonme issues at the borders of
PJM so we would like to see a planning process that works
on a very large regional basis, you know, with a capital V.

And one of the things that | think is absolutely
critical, and it gets back to one of ny beginning points, is
t hat your operations gives you your dispatch signals, gives
you your pricing signals for the short-termwhich gives you
your pricing signals for the long run, which gives your
pricing signals for planning, and to the extent you don't
have those short term market signals |lined up between the
seans, you're going to have problens |lining up your planning
process as well.

So | think that ties back into yesterday's panel
on the standard narket design, that that will go a | ong way
toward getting a neani ngful planning process over a |large
regi on.

MR. KELLY: 1've a question. A lot of the
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panel's di scussion seened to be to say that an RTO shoul d
devel op a plan and then others could cone in and fill the
need, a nerchant plant, for exanple, could build a |ine.
And that seens to solve a |ot of problens and I think
under st and how t hat wor ks.

| wonder, though, if it will neet |arge needs.
Steve said in his opening remarks that sonetinmes you can
only build one line across a canyon and right now t he market
only has a willingness to pay for a small |ine, but
ultimately you' d like to see a larger line in place.

| think I've seen in the |last few years, an
unwi | I i ngness on market participants to pay for |ines.
They're | ooking for avail able capacity, and if they can't
find it around one route, they' Il chose another contract
path and presumably RTOs will do away with that by getting
rid of contract paths.

But | wonder if the small increnental additions
that market participants mght be willing to pay for to what
is basically a single machine, you know, the Western grid,
the Eastern grid, would be as fruitful as a centralized
pl anni ng process. | know that's a bad term because it has
sovi et connotations, but where you do have a single nachine,
having a single planner figuring that, you know, wll we
ever get again the 765 kVA backbone system WII we ever

get again the Pacific interties built. WIIl we devel op
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| arge interstate highways for electric transm ssion across
the south where they never have been built if we are
dependi ng on nmarket participants to cone in and just add
those tiny little incremental additions which, in the
aggregate, may be a very efficient way if you had a 20-year,
30-year planning horizon as opposed to the market's two- or
t hree-year planni ng hori zon.

MR MAHER | think that's a challenge of the RTO
to understand in a future sense what's the m x of resources
that they want. As you know, the western governors enbarked
on a planning process where they | ooked at that and they
came out with two answers. One was sort of the |east cost,
stick with gas. And the other was you can build
transm ssion and start integrating nore coal, |ess costly
resource, but it's offset by higher cost transm ssion.

They didn't conplete the economcs on that to
| ook at whether it was a push. |If it was a push, you know,
what sort of the social decision that you woul d nmake there,
and that's where this open planning process that |'ve been
advocating would conme in, and you'd try to get the region to
hel p make that decision, which way you'd go, but it's a
costly alternative to you probably won't have subscription
to it right away, that you're going to have to build if you
make that deci sion.

MR. WALTON: To sone degree, that's what | was
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tal ki ng about earlier when | gave that exanple of the 138
versus the 345. And the right thing to do. In ny earlier
years, we did planning studies, we a lot of tinmes would make
a decision to build double circuit tower and only hang one
side. And we were nmaking a substantial investnent up front,
even though it wasn't needed for the new transm ssion for
the specific generator that was being built.

And in fact, every tine we added sone of these
| unps, when we were growi ng rather rapidly, we found that we
were accumul ating stuff that eventually we could pick up
with a fifth unit could be brought on where we'd really just
build transm ssion for four, a fifth unit would fit because
we had been increnentally adding additional capacity as we
went al ong.

The difficulty of course with that is is that can
only be -- that's what | neant about having to have an
arbitration decisionmaki ng process because at sone |evel,
you're going to have to say this is the right thing to do,
this is the thing we have to do, and in fact the | and
agencies in the West, say poor service is never going to |et
us through here again, they want us to do that, and so
you' re going to have to nake the decision to pick those
addi tional costs up which brings you to the cost of
allocating that cost to the set of people who are the

beneficiaries, auctioning off those rights eventually and
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bri ngi ng the noney back.

So while the ideal is to have the expansion and
where we can have the custoners conme forward, pay for the
expansion and get the rights as a result, they're going to
wind up with a ot of cases where there's a case where it's
do the right thing, or where there's a backstop issue where
nobody's responded and you have to go do that.

And sonebody says, well, we're going -- the RTO
has decided we're going to build this line but there may be
peopl e who are building a gas pipeline, for instance, or
sonebody with generation saying, wait a mnute, don't go
sticking nme wth that cost because |'mgoing to solve the
probl em nysel f, so you need sone way to settle those
di sputes as a part of this planning process.

In other words, as it goes down to where
Comm ssi oner Massey said, okay, we're going to decide we're
going to build that, then at that point there still needs an
opportunity for people to say no, you shouldn't build this,
and there's sone way to bring it to this body, to the
Commi ssion itself, if need be, to nmake that final
determ nation

Because these are all great, we can tal k about
these in the abstract, but you al nost al ways have to have
the facts of the specific case, especially for transm ssion

because transm ssion is so tied to geography and geography
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is never the sanme. And so because you're tied to the
geogr aphy, and the existing topology of the network, then
it's alnost al ways case specific as to what you shoul d add.
And then there's a judgnent call as to what the best |ong-
term expansion is. Sone people nay say, no, that's the best
use of this right-of-way, this is the way it shoul d be used.
And soneone el se says differently.

M5. ROSENQVI ST:  Kevin, when | |listened today
about |east cost planning, | often wondered whether you
really neant |east cost planning or nost efficient planning.
Because the exanple that Steve gave about you build a new
structure, you mght as well nmake it for double circuits for
future expansion is a good one. In many cases, it pays off
over tinme.

To answer your question of whether we would get a
backl og systemlike you did in the eighties, | seriously
doubt it after | heard so nuch fear about overbuil ding
transm ssion and biases for transm ssion and so forth. |
think it's just not practical besides. Thirty years is a
long tinme. Things change a lot in 30 years, so ny personal
feeling is | doubt you will see that kind of infrastructure
built.

MR. DELGADO |I'mgoing to differ because | think
that those projects were built based on opportunity and a

need. The Pacific Northwest, if we had another conpany |ike
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t hat source of water power, we wll in fact go ahead and get
that power to the market, and that will require long |ines.
Wenever that happens, and you know the opportunity for that
is actually reduced.

The case of the 765 is a whol e bunch of nucl ears.
They got built just about the sane tine. They needed access
for stability of the market. Wre we to go back to
sonething like that, we wll have to build another 765 if
that's the voltage that we choose.

| think that the I SCs, RTGs having the original
view of need and getting original requests for original
service will be very well suited when it is considered what
is the suitability. Now not every request can be taken into
account .

| mean, if | were to get a request to nove a
t housand nmegawatts from Vernont to Wsconsin, the first
thing I'd check is the sanity of the person.

(Laughter.)

MR. DELGADO. The second thing | would check is
t heir pocketbook and credit. The third one is | do a study
and | give thema quote on the study. Ain't going to be
cheap, just the study alone. Now unless | want to pay for
it, I"'mnot going any further. Okay. Because just because
sonebody requested or can imagi ne, doesn't nean that it can

be done or should be done. But if in fact, we're talking



N

o o A~ W

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

about an energy plan, we find new sources which ought to be
tied for stable operations, then | think we wll very
quickly find it very persuasive to extend the backbone.

And now that Bill Massey's back, | just have to
get back to himbecause there's sonething you said which
absolutely | think have to be. On one of the bookends that
you posted awhil e back, you said that the system appears to
be very underbuilt and extrenely somewhat decrepit.

(Laughter.)

MR. DELGADO The transm ssion systemin North
Anerica is probably the strongest energy delivery systemin
the world. Ckay, so nuch for the propaganda.

The fact is it has sone very significant gaps.
And the gaps were not visible until we changed the way we
used it, and you know where that came from that canme from

open access. Perfectly good idea, it was a federal policy,

you inplenented it, and as a consequence we found the system

couldn't quite deliver

So we have sone gaps. |It's no nystery. | can
get the map and show it to you and you wll agree at one
point or another, if in fact we want to inplenent the policy
of Congress, we're going to have to cl ose sone gaps.

Now on top of that, we have a lot of stuff to do
because | oad keeps growi ng and generation in existing sites

gets shut down and noved way out there which requires far
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nore transm ssion than before. W used to have a | ot of
generation dowmtown. Okay. And that was very efficient.

But the point | want to nmake is that in fact the
| SO are the integrated col |l aborati on between |1 SGs and us, we
can in fact find those solutions. 1In fact, they're not
thousand mle lines, until we get to the point that Kevin
Kelly's pointing out, if we find a new, enornous source of
power .

The fact is that there is a nultitude of
projects, it's a multitude. Sone of themrequire new right-
of -way, sone of themactually do not require a new right-of-
way. The 1SGCs having original viewin fact can identify the
best solutions fromthat, and really is our accumul ati on of
| ocal projects. Thank god for that, because that would be
the best way of getting them approved.

O herwi se, we have the problemthat Mke had in
Vernmont, which is the hunongous |ine going through Vernont
and not exactly providing nuch benefit, which is very hard
to get approval for. So | amfar nore optimstic, | amfar
nmore optimstic about the result of having an overview in
the original fashion whether it's an RTO or an | SO, because
| think that there'll be sone very conpelling cases that
wi |l be made by the express need of the users and the
mar ket .

M5. MANZ: Kevin, can | answer your question?
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| want to just nake sure that sonmething | said
earlier about the transm ssion infrastructure the |ack of
infrastructure may actually be a lack of pricing, is | think
that's one of the key questions that has to be answered,
hopefully by an RTO in the planning process, to say are we
really looking at a 345 kV line that has to be built, and
that's, you know, the best solution, or do we really need to
get the market prices out there so nmaybe there's a
generating solution that may present itself that could be
nore cost effective.

So, again, nmake sure you're not |ooking at only
t he second order effects.

MR, WALTON: And nmy coment was based on the
assunption that you had that already working, that you got
the prices already in place, and now you cone up with this
probl em that you have to resol ve.

MR. CANNON:  From a pricing perspective, though,
if generation is going to be sort of market-driven, and we
want to have this very level playing field in ternms of if
there's a transm ssion solution, a demand sol ution, or a
generation solution, that those are all on equal footing.

What do we need to do as regulators in terns of
the transm ssion pricing for RTGs to make sure that those
deci sions are indeed on a level playing field? | see you

shaki ng your head, Jose. | thought this would be a softbal



N

o o A~ W

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

to you. But if you're trying to mesh up a market-based
system for generation solutions with a cost-of-service
reginme for transm ssion solutions, is there sonething nore
or sonething different that we need to do on the

transm ssion side to nmake sure that we don't bias the
solutions that the market woul d provide.

M5. MANZ: I'll junp in with both feet. You need
| ocational marginal pricing wth FTRs. That's it.

MR. CANNON: That's the Rosetta stone?

M5. MANZ: Yes, yes, that's it, and nmeani ngful
regi onal transm ssion expansi on planning process. You have
the roadmap, it's there.

MR. DELGADO | think that you have a systemt hat
is naturally biased against transm ssion. The difficulties
in building transm ssion are very significant and they're
not going to change. 1It's a land use issue, it's a property
right issue. | think that if we're going to build any
transm ssion in this country, we're going to have to create
such a conpelling case, that in fact it will be very
susceptible to any other sol ution.

Soit's internally driven to be biased agai nst
transm ssion. Sonebody has said, maybe we should try to
bias a case in transmssion. |'mperfectly satisfied trying
to make that conpelling case. And if | can't, | shouldn't

build it. 1'mvery satisfied because above all, we want to
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make good econonmi c use of capital, okay.

MR DWORKIN. 1'd like to chinme in on that with
an enthusiastic hurrah which is really that when | hear a
fear that the need to justify transm ssion neans that it
won't be built, I'mnot happy because what | actually think
is that justifying transmssion is the key to getting it
built. There is so much of an inherent starting bias
against building it, that you need to make the case before
in order to overcone the local siting and zoning issues.

There needs to be a rational case for why it
should be built. 1 also think that when you expand your
hori zon of what it neans to be | east cost, for exanple, to
including air emssions, you'll find that transm ssion | ooks
far nore attractive than many alternatives. It tends not to
have a lot of air emssions. And if you think that carbon
is inmportant, transmssion is a zero carbon solution to an
awful lot of problens. It nmakes sense in a | east cost
planning if you are pro-transm ssion to enter into that with
your head up and your chest out proud that this is a place
in which transm ssion, as an alterative, can make its case
and make it stick.

MR, CANNON:  Well, I'"mlooking at the clock, and
t hi nki ng maybe we coul d get Scott to do his facilitation
voodoo here again and qui ckly go over the points where we

t hi nk we have consensus and where we have nmore work to do.
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MR. MLLER  Ckay, great.

| think that the first note of consensus, and
what I'mgoing to look for is the panel to correct ne if |
m schar acteri ze consensus, and havi ng known sone of these
participants, they aren't shrinking violets but please | eave
your m crophones on so people in the back can hear your
di sagreenent .

That there needs to be a regulatory or RTO
backstop but that at |east there's sone market expansion
cont enpl at ed.

That's to say that transm ssion expansion isn't
al ways the solution but sonetinmes it is. Wwen it is, the

mar ket does it or there's an RTO or regul atory backstop
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This was to characterize Chairman Dworkin's point
that in his view em nent domain, or the use of it, isn't a
mar ket sol ution, in other words.

| kept seeing "info" pop up all the time as one
of the RTO benefits. RTO needs to put information into the
mar ket so varied solutions can conpete.

MR. WALTON: | think on the first point there is
a dis--1 think Masheed and | agree the word "sone"--1 would
say with market expansion "wherever possible" as opposed to
just "sone."

It may be a switch in enphasis, but it is an
i nportant one.

M5. ROSENQVI ST: In fact, | would put nunber
three first because that is that information that gives the
mar ket expansi ons the options to nove ahead.

MR MLLER Well | would put it first except
that this came up first.

(Laughter.)

MR DWORKIN. If we are all going to chine in, |
wi |l have to quibble with ny concerns about the commonality
of the goods in these cases and the difficulty of assigning
themin many cases.

So that although |I believe we should add
significantly nore market, and in fact al nost exactly what

Laura said, locational marginal pricing with a viable right
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that lasts for as long as the |life of the asset and can be
relatively easily reassigned.

MR. MLLER  Ckay.

MR, DWORKIN:. | have to say that if you take away
the sumand inply by that that we think that the market can
handle it, it goes further than | think reality wll take
us.

MR, WALTON: No, that's why | said "where
possi ble.™

MR. MLLER That's why it says "where possible."

MR. WALTON: And when you can't, that's when you
have t he backst op.

MR. MLLER And by the way, M. Mher, are you
okay with saying Locational Mrginal Price?

MR, MAHER: No, |'m not.

(Laughter.)

MR. MAHER: Because | don't think that is the
solution for everyone. It may work in PJM and ot her pl aces
inthe US., but--

MR. MLLER How about "l ocational pricing"?

MR. MAHER: \Well, sone financial--

MR. MLLER Conme on, work with ne here.

(Laughter.)

MR. MAHER: Well, sone financial pricing here is

going to have location dinensions to it, yes, but it is not
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going to be the Harvard fornula here.

M5. MANZ: How about | ocational signals?

MR. WALTON: And there is a split right now W

haven't been working on that very long, and so if we start

down the road of financial rights I think it is going to

reopen that question.

MR. M LLER

M5. MANZ:

How about " neani ngf ul

MR. M LLER

Okay. 1'mnot going there.

Scott, I wll give you a softball.

pricing signals".

Ckay, nmeani ngful pricing signals.

Thanks, Laura, | appreciate it.

COWMM SSI ONER BROANELL: She's a professiona

st akehol der.

(Laughter.)

COW SSI ONER MASSEY: Laura, are you going to be

happy if that's what our Order says?

(Laughter.)

M5. MANZ: |

(Laughter.)

want a softball back now

MR DELGADO What is the criteria for

"meani ngful "

is the next question.

MR. M LLER

agreenent on this point.

t he em nent donmin issue.

t hi nk what ,

don't think there was any

This goes to the right-of-way and

Steve, you were trying to say was
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that is one way of pricing it but the Chairman was trying to
say that is not a market solution.

M5. MANZ: Scott, | think where we got on that
that was actually consensus was there needs to be an
eval uation process on that issue to | ook at what are the
conpeting interests there. So | think it was, you know,
finding the costs between | and use and things |ike that.

MR. WALTON: Which really goes back to the
information i ssue because it provides so nmuch nore
i nformation.

MR MLLER I'Il look to Chairman Dworkin on
that to give his assent to that.

MR. DWORKIN:. The fact that there is a conflict
bet ween the concept of market and the nmandatory | and
acquisition is an easy one that we all agree on.

MR MLLER Well, maybe not.

MR, DWORKIN:.  Well, let ne--

MR. MLLER |I'm sensing non consensus, and so
amtenpted to nove on

MR. DWORKIN:  What | want to suggest is nost
inportant to that, is it's inplication for what you draw
fromthat, which is that there needs to be sone nechani sm
greater than the market to resolve the tension that at |east
nost of us see there.

MR MLLER Ckay. But that would go to
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val uation

MR. DWORKIN: And then we get to whether the
valuation is an arbitration panel that we heard from Enron,
whet her the valuation is a state siting proceedi ng, whether
the valuation is sone kind of RTO planning process with a
| east-cost planning inperative. You know, there are a
nunber of remedies to the tension, but the tension | think
is there.

MR. MLLER So you would | ook for a process to
resolve that. And then there is the sort of standardi zed
judicial valuation process.

| sol ation of transm ssion costs. | don't exactly
know what | was neani ng about that point.

MR. WALTON: That for generation, that you have
not the sanme party maki ng both deci sions.

M LLER. Right, right.

WALTON: That you have- -

2 3 3

M LLER:  Unbundl ed, right.

MR. WALTON:  And particularly Chairman Dwor ki n
was | think specifically referring to the fact that it
didn't just need to be a separate line itemin the sane
corporation, but that they were separate entities.

MR MLLER Got it.

MR, WALTON: Isn't that right?

MR. DWORKIN: The buyer needs to be able to nake
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separate deci si ons about what kind of purchase they want to
make.

MR. MLLER Ckay. Al right.

COWMM SSI ONER MASSEY: |Is there an agreenent on
the concept of a |east-cost planning process? O is that
going too far?

MR. WALTON: The problemw th the term"| east-
cost plan" is that it's got all this freight baggage,
there's all this baggage that inplied integrated resource
pl anni ng, which neans that you'd nade the decision about
whi ch resource got built. And I don't know that we can do
that. There is a |least-cost transm ssion plan, but |I don't
know that it's an integrated resource plan.

COWMM SSI ONER MASSEY: Well, Laura can probably
cone up with a phrase to define it--

(Laughter.)

COMM SSI ONER MASSEY: --so we're all happy.

M5. ROSENQVI ST: | thought we called it "nost
efficient solution" not necessarily--

MR. DELGADO We have a conflict, which is what
is nost efficient for Indiana may not be the best for
I1linois. ay? So when you're talking about |east-cost in
a regional fashion, | think you are going to face the fact
that there is no original governnent in the United States of

Anmerica to make that decision, the policy decision.
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And | think that you can in fact say the

conponents are there for creating a | east cost, which nean

resulting lower costs it will get done before transm ssion

whi ch is the point

But there is a great difficulty trying to say the

' ve

been making all al ong.

RTO wi || decide on least-cost. That is sonething the stat

conmm ssions could do because they represented the

gover nnent .

costs were

lines. What

It only affected the states. And in fact the

all contained in there.

It is very difficult to do that across state

is |least cost for one state nmay not be the

| east cost for the other.

st akehol der driven?

M5. MANZ: |

think we need to look at is it

And everyone that | have heard talk,

it in the public interest?

t hi nk we can al

i nterest.

| amnot sure we want to put "least cost," but

MR. M LLER

agree it needs to be in the public

Wel | that goes back to process,

whi ch needs to be stakehol der driven and in the public

i nterest.

Ri ght ?

Ckay.

And this goes to Comm ssioner Massey's question

under the two theories:

decrepit and underbuilt,

mar ket wil |

do it.

Either the transm ssion systemis

or everything is okay and the

S

e
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And what | heard was that there was sone sort of
m x, and that goes back to your process by which there is
t he market solutions. And when that doesn't work, that the
RTO under process will build sone of these things.

| guess this goes to Dick's fish question. |Is
LMP not feasible in the WSUC?

MR MAHER. Drop the "M and we can probably say
that it may be feasible there.

MR MLLER So what we're saying is |ocationa
is feasible. Locational systemis feasible.

MR MAHER: We're working on it.

MR. MLLER Got 'cha.

COWMM SSI ONER BROANELL: How far away?

MR. VWALTON: About 2000 m | es.

(Laughter.)

MR. MLLER There's always a smart one in the
gr oup.

MR. MAHER. We're closer than we were in the
physi cal .

MR. MLLER Ckay, this goes to Conmm ssioner--

MR. MAHER: Maybe we need Laura to cone out and--

MR MLLER |I'msure PSGE will allow her to go.

(Laughter.)

MR. MLLER This goes to Comm ssioner

Breathitt's question: Can gas transm ssion/electric
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transm ssi on co-exist?

| think the panel was sort of talking about there
needi ng to be the underpinning of an RTO process whereby it
makes all information, the total information avail able so
that solutions are driven nostly through the markets, but
everyone can see that there nay be need for gas
transm ssi on decisions to be nade as well as electric
transm ssion. Again, information is the key here.

MR, DWORKIN:.  Well | would like to stress two
points in regard to that.

One is, | regard it as an exanple of why we use a
vocabul ary of |east cost, whatever its baggage from a decade
ago, because if we define only the | owest cost transm ssion
solution we mss the option of whether a gas pipeline m ght
be a |l ower cost, and many of us have to nake that deci sion.

The second half of it is the inplication of that
isn't just informational. Sonebody has to make the
deci sion, and there should be an inperative for the
deci si onmaker to make that decision in a way that has
tradeoffs and that chooses what actually | ooks |ike the best
solution instead of floating into one or another.

And they need to have a broad enough worl d of
al l owabl e answers to not just say this is the best answer
wthinnmy tiny little world. They need to have a world that

i ncl udes the feasible alternatives.
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MR MLLER And | think that is an anplification
on the RTO process, which then again gets into your various
| evel s here, which again | had information:

The establishnment of a prerequisite.

Then, preapproval.

And then finally, assigning responsibility.

And, Masheed, did you have sonething that you
wanted to add?

M5. ROSENQVIST: | didn't know if this was the
end of the list or not.

MR MLLER | think |I've got nore.

MS. ROSENQVI ST: | will wait.

MR MLLER Let's see. Wll, does LM
facilitate all congestion solutions?

| doubt that we wll have agreenent on that.

M5. MANZ: | need to nmake a point here. LM
doesn't "do" anything. It just gives you a set of prices so
that others can do things based on the pricing information.

MR MLLER | think that is why | was
underlining "facilitate."

M5. MANZ: Ckay. It is the information that we
have tal ked about in all the other pages.

MR MLLER Wuld it be okay to say "l ocationa
pricing"?

VMR, DWORKI N: Yes.
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M5. MANZ: Well, | don't know because then it
depends on what kind of l|ocational pricing. | nean that one
gets a little harder. And | have been trying to be fair on
t his.

(Laughter.)

MR MLLER Well, it always gets difficult when
you get to the degree of granularity. | understand.

And again, this keeps com ng up again and again:
RTO process requirenment: independence and technica
experti se.

MR. DWORKIN: | guess | would like to coment on
t hat, because | said--

MR. MLLER Good. It's yours.

MR. DWORKIN:. Yes. | said technical conpetence,
and | said lack of bias. And | think I'll accept technical
as a good constraint for technical conpetence. But
i ndependence and | ack of bias are not essentially the sane
thing. It is inportant to distinguish between being
i ndependent of the market participants for whomthe rules
are witten and whose behavior at tines has to be
controlled, and who at tines have to be scored.

You don't have t o have the kind of situation
that we had when Happy Chandl er was the Conmi ssioner of
Baseball and all he wanted to do was to nmake the owners

happy, and he ruined the League.
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You want to have the kind of, you know -Judge
Landi s- -

MR MLLER Could | buy you a beer and talk to
you about that?

(Laughter.)

MR. DWORKIN. W would have a | ong conversation.
The point is, independence of the market participants in an
ability to regulate them but not total independence. |
actually believe in accountability.

And accountability is different from
i ndependence. It is one reason that | think there ought to
be seats on many RTO for people explicitly commtted to a
fiduciary responsibility to the general good.

| have had a variety of proposals ranging from-
they get selected froma pool nom nated by the State
Governors or Legislatures or comm ssions to anything |ike
that. They should be a mnority. They ought to be I ong-
term But they should be people who have--they should be
non-renovabl e to keep them from being politically jerked
around. But they should be peopl e who have an
accountability in the end.

MR MLLER Wuld the rest of the group agree
with those four criteria as a mninmumfor an RTO process?

MR. DELGADO. It creates sone very significant

problenms. |If the RTO happens to be a transm ssion owner, it
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is going to be very difficult for it to be considered free
of bias. And then we are tal king about perhaps sonething
that is proposed to be over the RTGs.

If the RTO was an i ndependent conpany and does
not own transm ssion, then they will have to see what is the
| evel of responsibility it has for an overall solution. O
isit in fact still a transm ssion operator, transm ssion
pl anner that is |ooking at original solutions?

| think you are going to be asking a pear tree
for apples here. GCkay? And | amconcerned that in fact
those two concepts are not going to match. You're either
| ooking for a different organi zation, or you are not | ooking
at the RTO organi zations that have been proposed right now.

MR MLLER Well, then to back this up and to
say that we need--that there needs to be a credible RTO
process, but we can't quite discern whether or not it is
i ndependent or has accountability.

MR. DELGADO. O whether it belongs at the RTO
It is not that the siting remains with sone service
organi zation, or maybe it goes to the federal organization,
but the fact is that you still have a regulatory
organi zation that actually nmakes that judgnent.

| think as long as the RTGs have the structure
that we have proposed to date, that it is going to be

difficult to neet those four requirenents.
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| ndependents, yes; the technical, yes; a |ack of
bias, I would swear on a stack of Bibles that I am w t hout

bias, but I ama transm ssion provider.

MR. MAHER: No, | like your Iist.
MS. ROSENQVI ST: | do, too.
MR MAHER: | think it hits everything that needs

to be in an RTO the independence, the conpetency, |ack of
bi as, and the accountability.

MR. MLLER Ckay, we al nost have consensus, but
not quite.

MR. WALTON: | think the issue turns on whet her
it is an SO or a transco, because a transco is an owner

MR MLLER | was hoping you weren't going to
bring that up.

(Laughter.)

M5. ROSENQVI ST:  Well, you're going to get there
because- -

MR. WALTON: | nean that's where the difference
is here. That is what Jose is really tal king about is that
other forum If it is the I1SO that is a list that, sure,
we can agree to.

MR M LLER No, | think that is where the rub

MR, WALTON: And with transco you can't have

accountability because they' re responsi ble for what they
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invest in and whether they get it back.

MR. MLLER Right.

MR. WALTON: But the bias issue becones
problematic with that particul ar forum

MR MLLER | trust you, Masheed.

M5. ROSENQVI ST: No, it's a tradeoff between
accountability and a bias. And if we pick the nodel that we
tal ked about this afternoon about transm ssion built as only
a backstop while you give all the market participants their
opportunities, then the bias issue should not exist anynore.

MR. MLLER Yes. | guess one of the issues that
has conme up, M. Chairman, is if all other avenues have been
exhausted and yet you haven't found any of the solutions,
and so your backstop is still there, you know, how you get
over that hurdle | don't know. | guess it's because the
regul ator is--you know, sonme regulator is going to be
standi ng there.

M5. MANZ: Scott, | would Iike to offer that form
follows function. You're tal king about essential functions
of a process, and those are essential functions of the
process. And we need to | eave the organi zational discussion
perhaps for a different day. But |I think those are the
process characteristics, if nothing else.

MR. WALTON: True. But what we were talking

about is who is running the process has an effect, too, on
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t he process.

MR MLLER Yes. That is why | think that we
are not at quite consensus.

MR, WALTON: It is entangled.

MR. MLLER And this was just sonething that
threw up there in a giddy nonent. That is, when you get to
that final point and the RTOis building, should they build

big? O should they just build to need?
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MR. DWORKIN: |'mgoing to suggest the answer to
that turns on your tine horizon. |If you take a |east cost
approach, you want the |east cost over 20 years, |east cost
over 30 years. |If you're looking for |east cost over the
next quarterly earnings report to stockhol ders, you're going
to make sone bad decisions. |If you take a planning horizon
that matches the wei ghted average of the investnent, then
you' re going to have a horizon in which you nmake a rationa
choi ce about how to maeke it.

MR. WALTON: My only dissent fromthat is we nade
sonme what we thought were long-termpolicy decisions 15
years ago about the use of gas generation, for instance, for
generation. And we signed a bunch of QF contracts, sone of
six cents, which turned out to | ook pretty bad after awhil e,
because we m sjudged the future.

So as a former planner, |I'mpretty sure that
we'll -- the thing you do about planning is you're trying to
make the right decision. You |look out as far as you can so
you make next year's decision best, know ng that every
decision you're going to nmake is going to be wong in the
| ong run.

MR MLLER And | think one of the things we
have to take into consideration are things |ike distributed
generation as it cones on. But | think that the qualifier

of depending on time horizon is probably adequate.
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M5. MANZ: And | think you have a very inportant
point there is knowi ng the planning process will be wong.
It's just a fact of planning. Wo's going to bear the
costs? Wio is that allocation? Were is that allocation?

MR MLLER Right. It's subject to allocation
and appeal .

M5. MANZ: | think that ties back to trying to
get the Merchant investnent in, because it doesn't have al
of those cost of being wong go to a | arger group.

MR. MLLER M. Moderator?

MR. CANNON: This is where | say thank you to a
great panel.

M5. ROSENQVI ST:  Can | ?

MR. CANNON: Ckay. One nore.

M5. ROSENQVI ST: | started asking a question on
page one. \What did you end up witing on the last itemon

page one? It was sonet hing about isolation.

MR M LLER | solation of -- in other words, that

it has to be unbundled, that the transm ssion -- that you
don't lunp in generation and other things into the
transm ssion costs. This is the debate.

MS5. ROSENQVI ST:  Ckay. Thank you.

MR. CANNON: Ckay. One, one one |ast nore.

MR. DWORKIN: This really is a courtesy thank

you, and it's nmeant really seriously. There's a lot of talk
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about people talking together, trying to be useful, trying
to coll aborate. How the states and FERC get along with each
other is an issue we always wonder about. There's actually
sonme nechani cal issues about how this is done that may not
be right, but the fundanentals of trying to do it this way,
real high value. And | want you to know that | appreciate
it and I think a | ot of people do.

The mechanics we can all work on because |'m
hoping you' Il do this again and again in |lots of way. But
the fundanmental effort is trenendously valuable, not just to
us getting along wwth each other, but to getting a better
answer .

CHAI RVAN WOOD:  Thank you for that rem nder.

"1l clap to that.

(Appl ause.)

CHAI RVAN WOOD: The point of what we're doing is
just that -- making sure that the customer gets a better
mar ket than he has under the old work. Canp FERC resunes at
ten o' clock tonmorrow pronptly with Standardi zing RTO Tariffs
and RTO Facilities Costs Recovery and Shifting. Meeting
adj our ned.

(Wher eupon, at 5:10 p.m on Tuesday, October
16t h, 2001, the neeting was recessed, to reconvene at 10:00

a. m Wednesday, October 17th, 2001 at 10:00 a.m)



