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1 In an order dated August 6, 2004, the Commission approved the Midwest
Independent Transmission System Operator, Inc.’s (Midwest | SO) proposed
Transmission and Energy Markets Tariff (TEMT), which, when implemented, will allow
the Midwest 1SO to initiate Day 2 operations in its 15-state region.” The Midwest 1SO’s
Day 2 operations will include, among other things, day-ahead and real-time energy
markets and a Financial Transmission Rights (FTR) market for transmission capacity.
These markets incorporate the major features used successfully in three eastern | SOs —
PIM Interconnection, L.L.C. (PIM), New Y ork Independent System Operator, Inc.
(NY1SO) and 1SO New England (ISO-NE). In order to address the Midwest 1ISO’s
unique features, the TEMT Il Order required the Midwest 1SO to implement specific
market startup safeguards and confidence-building measures at startup and for a
transition period.

2. Today’ s order addresses issues raised in the compliance filing of the TEMT |1
Order. The order first addresses those issues most critical to market start-up, namely
cost-based bidding and FTR allocation.? Next, the order addresses certain issues that
have generated controversy on new and fundamental market design issues, namely the
FTR congestion hedge, automatic mitigation and control area mitigation. The order then
addresses all the remaining compliance issues, such as the System Supply Resource
(SSR) program and credit standards as well as related issues, such as seams agreements.
We find the Midwest | SO to be in compliance on these major issues, in accordance with
the market design features approved inthe TEMT Il Order. Therefore the primary
purpose of this order isto provide clarity and certainty for the market start-up. We will
also require additional compliance actions that refine the market features and provide

! Midwest Independent Transmission System Operator, Inc., 108 FERC 1 61,163
(TEMT 11 Order), order onreh’'g, 109 FERC 1 61,157 (2004) (TEMT Il Rehearing
Order). The TEMT contemplates that all services provided pursuant to its terms and
conditions will be provided by a Transmission Provider. Inturn, the TEMT defines
“Transmission Provider” asthe Midwest 1SO or any successor organization. See
Module A, section 1.320, Original Sheet No. 133. For clarity, we will refer to the
Midwest 1SO wherever the TEMT refers to the Transmission Provider.

2 The other start-up safeguards, the reliability audit and marginal loss refund
mechanism, are addressed later in the order since they do not deal with issues that have a
significant impact on market start-up. The remaining start-up safeguards, the temporary
cutover plan and the price correction authority, will be addressed in afuture order.



Docket No. ER04-691-004, et al. -4-

additional clarity. Thisorder will require that all compliance filings be made within

30 days of the date of this order. Our order benefits customers because it provides further
guidance and clarification to the Midwest 1SO and its stakeholders prior to the March 1,
2005 start of the Day 2 energy markets.

l. Background

3. On December 20, 2001, the Commission found that the Midwest 1SO’ s proposal to
become a Regional Transmission Organization (RTO) satisfied the requirements of Order
No. 2000, and thus granted the Midwest ISO RTO status.* The Commission also
determined that the Midwest 1SO’ s proposal for congestion management was a
reasonable initial approach to managing congestion that satisfied the requirements of
Order No. 2000 for Day 1 operation of an RTO, but directed it to develop a market-based
approach to manage congestion to satisfy the requirements for Day 2 operations under
Order No. 2000.

4, Subsequently, the Midwest 1SO filed a petition for declaratory order —the
culmination of over ayear of stakeholder discussions’ — that sought the Commission’s
endorsement of the general approach represented in three proposed market rules
(Market Rules). The Market Rules proposed in the filing would provide for:

(1) asecurity-constrained, centralized bid-based scheduling and dispatch system (i.e.,
day-ahead and real-time market rules); (2) FTRsfor hedging congestion costs; and

(3) market settlement rules. The Commission approved the general direction of the

M idweest SO’ s proposals, reserving judgment on some issues and providing guidance on
others.

® Regional Transmission Organizations, Order No. 2000, 65 Fed. Reg. 809 (Jan. 6,
2000), FERC Stats. & Regs. 131,089 (2000), order on reh’g, Order No. 2000-A, 65 Fed.
Reg. 12,088 (Feb. 25, 2000), FERC Stats. & Regs. 131,092 (2000), aff' d, Public Utility
District No. 1 of Shohomish County, Washington v. FERC, 272 F.3d 607 (D.C. Cir.
2001).

* Midwest | ndependent Transmission System Operator, Inc., 97 FERC 61,326
(2001) (RTO Order), reh’g denied, 103 FERC 161,169 (2003).

> See Doying testimony at 4 (March 31, 2004).

® Midwest | ndependent Transmission System Operator, Inc., 102 FERC 1 61,196
(Declaratory Order), order on reh’g, 103 FERC 9 61,210 (2003) (Declaratory Order
Rehearing).
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5. On July 25, 2003, the Midwest 1SO filed aproposed TEMT pursuant to

section 205 of the FPA (July 25 Filing). The July 25 Filing included terms and
conditions necessary to implement a day-ahead energy market, areal-time energy market
and FTRs. The July 25 Filing met with numerous protests, many of which alleged that
the filing was incomplete and premature. Following a stakeholder vote, the Midwest ISO
filed a motion to withdraw the proposed TEMT, but it requested “any and all guidance
the Commission can give the Midwest SO and its stakeholders on the matters presented
in the July 25" Filing.””

6. The Commission granted the Midwest 1SO’s motion to withdraw the July 25
Filing and provided, on an advisory basis, guidance on a number of issuesraised in that
filing.2. The Commission stated in the TEMT | Order that it expected its guidance to
better enable the Midwest I SO to prepare and file a complete version of the TEMT or a
similar proposal. The Commission instructed the Midwest | SO to include five elements
initsrevised energy marketsfiling: (1) apro forma System Support Resource
Agreement; (2) amarginal loss crediting mechanism; (3) a methodology for initial FTR
alocations; (4) creditworthiness provisions; and (5) market mitigation measures.

7. The Midwest SO filed arevised TEMT on March 31, 2004 (March 31 Filing),
raising an issue that will be important to the operation of the proposed energy markets.
The Midwest | SO stated in its transmittal |etter, and through the testimony of two
witnesses, that it would be unable to operate its energy markets without integrating an
estimated 300 pre-Open Access Transmission Tariff (OATT) GFAsthat are currently
effective in the Midwest 1SO region. It also concluded that up to 40,000 megawatts of
transmission service — about 40 percent of total load in the region® —was likely to be

" Motion to Withdraw Without Prejudice the July 25 Energy Markets Tariff Filing
at 5, Docket No. ER03-1118-000 (Oct. 17, 2003).

® Midwest I ndependent Transmission System Operator, Inc., 105 FERC 1 61,145
(2003) (TEMT | Order), reh’ g dismissed, 105 FERC 1 61,272 (2003).

® The Midwest 1SO stated that, after reviewi ng all of the contracts listed in
Attachment P of the OATT, the specific details of the contracts, such as usage,
scheduling requirements and megawatt quantity or capacity, were not readily apparent on
the face of some of the contracts. The Midwest 1SO added, however, that about half the
contracts had a specific megawatt value associated with them, and that in the aggregate
those contracts accounted for approximately 20,000 megawatts of capacity. The Midwest
| SO projected that the remaining half of the GFAs were likely to be associated with a
similar number of megawatts.



Docket No. ER04-691-004, et al. -6-

associated with the GFAs.® The Midwest 1SO argued that alowing holders of GFAs
scheduling rights similar to their current practice would require a physical reservation, or
carve-out, of transmission capacity in the day-ahead energy market and until the
scheduling deadline prior to real -time dispatch. |t stated that this “cannot be
accomplished without negatively impacting the Midwest SO’ s ability to reliably operate
the Energy Markets and without placing excessive financial burden on other Market
Participants.” '

8. In an order issued May 26, 2004, the Commission gave an initial response to the
threshold GFA issue.*? The Commission explained that “the development of the
Midwest 1SO as an RTO has reached a point at which the Commission must examine the
potential conflict between our desire to preserve the GFAs and our instructions that the
Midwest 1 SO should develop a market-based system of congestion management.”** The
Commission identified a need for further information about the GFAs and adesire to
better understand how the GFAs and the proposed energy markets would affect one
another. Accordingly, the Commission initiated an investigation, under section 206 of
the FPA, of the GFAs “to decide whether GFA operations can be coordinated with
energy market operations, whether and to what extent the [ Transmission Owners] should
bear the costs of taking service to fulfill the existing contracts and whether and to what
extent the GFAs should be modified.” **

0. The Commission issued two orders addressing the merits of the March 31 Filing.
Thefirst of these —the TEMT Il Order — accepted and suspended the proposed TEMT
and permitted it to become effective March 1, 2005, subject to conditions and further

19 The Midwest SO’ s analysis assumed a peak capacity of 97,000 megawatts. See
McNamaratestimony at 84 n.5 (March 31, 2004).

1 Midwest 1SO Transmittal Letter at 9 (Oct. 5, 2004).

12 Midwest | ndependent Transmission System Operator, Inc., 107 FERC 1 61,191
(2004), reh’ g pending (Procedural Order).

B31d. at P65. See also Declaratory Order at P 29-32, 64 (“We continue to believe
that customers under existing contracts, both real or implicit, should continue to receive
the same level and quality of service under a standard market design.”); Declaratory
Order Rehearing at P 27-31; cf. TEMT | Order at P 22 (encouraging the Midwest 1SO to
resubmit its energy markets proposal).

% Procedural Order at P 67.
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orders on GFAs and Schedules 16 and 17 of the Midwest ISO Tariff."> The Commission
also accepted certain tariff sheets to be effective on August 6, 2004, subject to conditions
and further order on GFAs. In order to address the Midwest 1SO’ s unique features, such
asthe fact that it lacks experience operating as a single power pool and has only a short
period of experience operating under a single reliability framework, the Commission
ordered the Midwest 1SO to implement additional safeguards to ensure additional
protections for wholesal e customers during startup and transition to fully-functioning
Day 2 energy markets.

10.  On September 15, 2004, the Commission issued an order that concluded its
investigation of the GFAs and addressed how the GFAs should be treated in the Midwest
1SO’s energy markets.’® The GFA Order divided the GFAsinto several categories, with
differing consequences for their treatment in the Midwest 1SO’s energy and FTR
markets. Among other things, the GFA Order required the Midwest 1 SO to carve some
of the GFAs out of its markets and accepted the tariff sheets that described the
prospective treatment of GFAS.

11.  On November 8, 2004, the Commission issued an order on rehearing of the
TEMT Il Order. The TEMT Il Rehearing Order denied rehearing and reaffirmed the
TEMT Il Order on most issues, including market start-up safeguards, application of
marginal losses, mitigation, the resource adequacy program and the SSR program, except
in limited instances. It granted rehearing and clarification with regard to certain issues
raised regarding FTR allocation and postponed the establishment of Automatic
Mitigation Procedures (AMP). The TEMT Il Rehearing Order also provided clarification
on various other issues, as described infra.

1> Schedule 16 provides for adeferral of costs related to the development and
implementation of the system and processes required to administer FTRs and the
recovery of those deferred costs and the costs related to the ongoing administration of
FTRs. Schedule 17 provides for adeferral of start-up costs related to the establishment of
energy markets and recovery of such deferred costs and the ongoing costs of providing
Energy Markets Service once the markets are operational .

18 Midwest I ndependent Transmission System Operator, Inc., 108 FERC 1 61,236
(2004) (GFA Order).
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I[I.  ComplianceFilings

12.  On September 7, 2004, the Midwest 1SO submitted its first compliance filing in
response to the TEMT 11 Order (September 7 Compliance Filing). The September 7
Compliance Filing proposed to revise the TEMT to eliminate the Michigan-specific
energy imbalance provisions contained in Schedules 4, 4A, 4B and 4C — Michigan. (As
described infra, the Midwest | SO has separately proposed a new Schedule 4 for regional
energy imbalance service.)

13.  On October 5, 2004, the Midwest | SO submitted its second compliancefiling in
accordance with the TEMT Il Order (October 5 Compliance Filing). The October 5
Compliance Filing addresses a host of issuesinthe TEMT, asthis order will describein
further detail. The issuesrange from developing tariff language for the market startup
safeguards to revising the FTR allocation mechanism to revising certain market
mitigation measures to making minor changes to wording throughout the tariff. The
Midwest | SO states that it consulted its stakeholders and the Organization of M1SO
States (OMYS) regarding those issues that the Commission directed it to discuss with
stakeholders.

[11.  Notice of Filingsand Responsive Pleadings

14.  Notice of the September 7 Compliance Filing was published in the Federal
Register, 69 Fed. Reg. 56,209 (2004), with interventions and protests due on or before
September 28, 2004. Notice of the October 5 Compliance Filing was published in the
Federal Register, 69 Fed. Reg. 61,367-68 (2004), with interventions and protests due on
or before October 26, 2004. The partieslisted in Appendix A filed interventions, protests
and comments on the compliance filings as detailed below.'” AMP-Ohio and Exelon
included motions to file out of time in their protests to the October 5 Compliance Filing.
The Midwest I SO filed amotion for leave to answer and answer to the protests to the
October 5 Compliance Filing on November 19, 2004. Indiana Municipal Power Agency
and Wisconsin Public Power Inc. (IMPA and WPPI) filed a motion for leave to answer
and aresponse to the Midwest 1SO’s Answer on December 3, 2004.

7 Acronyms and short forms used for party names throughout the order can also
be found in Appendix A.
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V. Discussion
A. Procedural Matters

15.  Pursuant to Rule 214 of the Commission's Rules of Practice and Procedure,

18 C.F.R. § 385.214 (2003), the notices of intervention and timely, unopposed motions to
intervene serve to make the entities that filed them parties to this proceeding. We will
deem OMS's comments in Docket No. ER04-691-004 to have been filed in Docket Nos.
ER04-691-007 and EL 04-104-006, as they appear to address the October 5 Compliance
Filing. AsAMP-Ohio and Exelon’slate protests to the October 5 Compliance Filing will
not unduly burden other parties or disrupt this proceeding, we will grant their motions to
file out of time.

16. Rule 213(a)(2) of the Commission's Rules of Practice and Procedure, 18 C.F.R.

§ 385.213(a)(2) (2003), prohibits an answer to a protest unless otherwise ordered by the
decisional authority. We will accept the Midwest I SO's answer, and IMPA and WPPI’'s
response thereto, because they have provided information that assisted usin our decision-
making process.

B. Significant Compliance | ssues

17.  Significant compliance issues include those issues that have significant
implications for market start-up or have resulted in significant controversy on
fundamental market design issues among parties. We first address market start-up issues,
followed by the market design issues.

1 Transitional Limitson Supply Offersin the Energy Markets

18. TheTEMT Il Order established transitional mechanisms for managing exposure to
locational marginal prices (LMPs) and transmission usage charges. In thisorder the
Commission required market participants to submit cost-based bids for Generation
Resources to the day-ahead market, Reliability Assessment Commitment (RAC) process
and real-time market for two months following the start of the Day 2 market. Our
purpose was not to manage potential market power, but rather to afford the Midwest 1SO
and market participants experience with the energy markets and congestion pricing under
LMP prior to allowing for the less restrictive energy bidding under the proposed TEMT.
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The Commission directed the Midwest 1SO to file tariff sheetsimplementing this
temporary transition LMP pricing plan. The TEMT Il Order stated that the tariff sheets
should describe the pricing mechanism and designate a sunset date upon which they will
expire and the longer-term LMP pricing tariff sheets become effective.*®

19. TheMidwest ISO states that it has added a new section 40.A that implements a
transitional LMP pricing plan under which market participants must submit cost-based
offers for Generation Resources to the day-ahead energy market, RAC and rea-time
energy market for 60 days after the Day 2 market starts. By its own terms, this proposed
transitional provision shall automatically sunset at the end of the 60-day period. The
proposed new provision also seeks to qualify section 39.2.5 (“ Generation Offer

(or Demand Response Resource Offer) Rulesin the Day-Ahead Energy Market”),
section 40.1.4 (“ Offer Requirements and Specifications for the RAC Process’) and
section 40.2.3 (“ Offer Rules and Obligations for Market Participants in the Real-Time
Energy Market”).

20. The Midwest ISO states that under this approach, the Independent Market Monitor
(IMM) and the Midwest 1SO will initially identify the appropriate cost components, and
then collect the relevant data from market participants. The IMM will use such datato
develop Reference Levels that shall be updated daily based on fuel price adjustments,
using an appropriate commodity price index (e.g., for gas or ail).

a. Comments

21.  WPS Resources expresses concern that the Midwest 1SO intends to adjust cost-
based bids resulting in potential over or under recovery, based on the Compliance Filing
statement that the Midwest I SO intends to adjust reference levels each day to reflect
changes in fuel market prices. WPS contends bids for generators with fixed price fuel
contracts should not be adjusted. WPS asserts more detail is needed so that market
participants have the information necessary to determine if the Midwest 1SO proposal is
compliant.

22.  Coalition MTC proposes that the Commission keep in place its cost-based bidding
until the Midwest SO and the IMM implement the required or expedited manual
mitigation procedures in the day-ahead market.

BTEMT Il Order at P 63.
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23.  Dominion supports the proposal to reflect variationsin fuel costs, plant operating
conditions, opportunity costs and arisk premium in the determination of generator costs.

24.  Detroit Edison requests that the Commission require the Midwest | SO to:

(1) clarify the exact cost components on which it plans to base the bids; (2) provide
affected parties with an opportunity to comment on such components; and (3) allow each
party to participate in the development of its own cost-based rate.

25.  Cinergy argues the Commission cannot mandate cost-based sales at the reference
levels determined by the IMM for Cinergy-owned generation since the process is not
fully developed, unclear and the Midwest 1SO has not shown that the process will
produce reference levels that will result in just, reasonable and not unduly discriminatory
rates. Cinergy also expresses concern that this compliance filing not limit Cinergy’s
rights to propose its own rates for its own generation or propose alternatives to the rates
set by the IMM. Cinergy reserves its rights with respect to the establishment of rates for
its own generation,™ its right to challenge IMM -determined rates under the just and
reasonable standard of section 205 of the Federal Power Act® (FPA) and to propose
aternative rates under the just and reasonable standard.

b. Discussion

26.  We clarify how the cost-based bidding transition mechanism works, to respond to
the issues raised by commenters. While the cost-based offer mechanism requires that
offers be cost-based, as we affirmed in the TEMT Il Rehearing Order,?! the final price
paid and received by market participantsin the LMP energy market will reflect the price
of the marginal unit that clears the market. Therefore, the purpose of the transitional
mechanism is not to tie the rate paid to recovery of each seller’s costs, asimplied by WPS
Resources. Further, in response to WPS Resources, the correct fuel priceto usein
establishing a spot production cost proxy to provide areference price for the spot offer is
the spot fuel price (based on the appropriate price index), as proposed by Midwest | SO,
not the pre-day-ahead contracted fuel price paid by the supplier. Our concern hereisto
limit spot offers, not to address the prices in long-term contracts.

19 See Atlantic City Electric Co v. FERC, 295 F.3d 1, 10-11 (D.C. Cir. 2002).
016 U.S.C. § 824d (2000).

2! See TEMT |1 Rehearing Order at P 91.
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27. Weaso clarify that entities that self-schedule will produce at their own marginal
production cost and not be exposed to the LMP energy markets (although still potentially
exposed to LMP-based congestion charges for transmission costs) nor have to submit
cost-based offers into those markets (as long as they do not physically withhold). Idedly,
of course, supplierswill find that it is more efficient to submit all their supply that isin
the price range of the spot market into that market, but thisis not a requirement of
participation in the Midwest 1SO energy markets. Under these terms, we do not expect
that the mechanism will restrict Cinergy’s ability to set its own rate for its own
generation. Inany event, Cinergy retainsits right to propose rates under FPA section 205
absent an agreement otherwise, so long as its proposal meets section 205’ s substantive
and procedural requirements.

28.  We believe the process outlined by the IMM for developing reference levels that
includes discussion with market participants of price forecasts, risk and opportunity cost
elements, provides for sufficient consultation with suppliers and will result in an accurate
assessment of costs, including fuel costs, thereby addressing WPS Resources’, Detroit
Edison’s and Cinergy’s concerns. We disagree with the Cinergy position that basing
cost-based offers upon Reference Levelsin section 40.A isnot clear. Section 40.A cites
to section 64.1.4 which provides, in section 64.1.4.b.i, for a process of calculating
reference levels based on an estimation of costs by the IMM in consultation with market
participants. We expect the IMM will develop cost estimates according to the steps
detailed in Dr. Patton’ s affidavit®® and based on the criteriain section 64.1.4.b.i, and
market participants will offer at these levels. Since nothing in the process outlined by the
IMM indicates that the determination of reference levels will be deferred, we do not
believe Cinergy’ s rights will be limited.

29.  While we recognize the concern of Cinergy that offers must be tied to the cost
formulas and the reference levels set by the IMM, we believe the goal of ensuring a
smooth market start-up will be facilitated to the extent the cost formula and the derivation
of costsfor cost-based reference levels can be understood by market participants and
reflect consultation with them.

30.  The consultation process, combined with the data collection and verification by
the IMM, will provide market participants with ample opportunity for input while also
ensuring an accurate assessment of costs. Parties may also file complaints with the
Commission to the extent they consider the operation of the mechanism unjust,
unreasonable and unduly discriminatory. We also consider the Midwest 1SO and IMM
identification and listing of the cost elements to be comprehensive and the description of

22 See Affidavit of David B. Patton, Ph.D. at P 31 (Oct. 5, 2004).



Docket No. ER04-691-004, et al. -13-

the process for devel oping cost-based bids complete, and therefore we have sufficient
information to make a determination that the mechanism results in just and reasonable
rates.

31.  Addressing concerns raised by Coalition MTC, we will not extend the
effectiveness of the cost-based offer mechanism beyond two months. Aswe stated in the
TEMT Il Rehearing Order, the safeguard is not a mitigation plan.”® We consider our
directives with respect to expedited mitigation, discussed below, to be the appropriate
method for ensuring effective mitigation during market start-up.

2. | ssues Related to the FTR Allocation Process

32. TheTEMT Il Order addressed a number of issues related to the FTR allocation
process, including conversion of existing transmission service to FTRs and the rules for
allocation and restoration of FTRs. The Commission found that the Midwest 1SO
allocation proposal largely placed network and firm point-to-point service on an equal
footing. However, the TEMT |l Order stated that entities converting existing firm point-
to-point transmission service should be allowed to aggregate their total eligible
megawaitts and all ocate those megawatts between their eligible points of delivery and
receipt among the four tiersin the same fashion that entities converting existing network
service are able to do. To the extent that such competition for particular paths resultsin
pro-rationing, both network and point-to-point service would have to be pro-rationed on
an equitable basis.

33.  TheTEMT Il Order also stated that the Commission will grant no FTR preference
between long-term contracts based on contract duration should a pro rata allocation
become necessary.

34. TheTEMT Il Order further required the Midwest SO to include initstariff a
provision guaranteeing that a customer with a transmission contract that is executed prior
to the effective date of the tariff but under which service will not commence until after
the start of the energy markets will receive the same rights as other existing customers
under the current OATT.

2 See TEMT |1 Rehearing Order at P 83.
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35. Additionaly, the TEMT Il Order required the Midwest 1SO to offer the “redirect”
option for such zonal FTR requests that PIM has recently established and the
Commission has approved.®

36. The Commission required a number of measures to extend eligibility for
restoration of base-load FTRs that were nominated but not awarded in the initial
alocation. The Commission extended eligibility for such restoration to existing firm
transmission service from resources that meet the proposed TEMT’ s definition of base-
load capacity or scheduling factor if only weekdays are considered. The Commission
also extended restoration on a seasonal basisto parties that have existing annual firm
transmission service under which they schedule power that meets the proposed TEMT'’ s
definition of base-load capacity or scheduling factor for the summer peak season. The
Commission also extended the restoration period to five years to alow for additional
experience and adjustment to the LMP and FTR pricing systems.

37. The Commission also rejected tariff section 43.2.5inthe TEMT |l Order and
required the Midwest | SO to establish a procedure for entities to make a showing that
existing base-load network or point-to-point rights qualify for restoration based on
capacity or scheduling factors over the prior 12 months.

38.  The Commission further required the Midwest | SO to offer nomination of monthly
FTRs, peak and off-peak, in Tiers 2, 3 and 4, if possible by thefirst allocation and if not,
then by the subsequent re-allocation.

39. Inthe TEMT Il Order, the Commission determined the initial FTR allocation
should remain valid only for alimited period, to allow market participants time to adjust
their positions based on market experience. The Commission also determined that
following that initial period, the Midwest ISO’sannual FTR allocation should follow
PIM’s schedule, from June 1 of each year to May 31 of the following year. The
Commission required the Midwest 1SO, with assistance from OM S and stakeholders, to
study the technical and implementation issues associated with an adjustment in the FTR
allocation after three months of market operations.

40.  Finaly, the Commission rejected proposed TEMT sections 43.2.6 and 43.7.3,
proposing remedial state action, because they were poorly defined and may be read to
improperly alter the boundaries between this Commission’s, and the state commissions
jurisdiction.

24 PIM Interconnection, L.L.C., 107 FERC 161,223 at P50 (2004).
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41.  InitsOctober 5 Compliance Filing, the Midwest 1SO has amended section 42.2.4,
which has been revised as section 43.2.4, to allow aggregation of the megawatt capacity
represented by point-to-point transmission service reservations and to extend the
restoration period from 3 yearsto 5 years.

42.  The Midwest |SO also modified section 43.2.4, to provide that a market
participant may aggregate the total amount of megawatts of its point-to-point
transmission service reservations and all ocate them between eligible points of delivery
and receipt. Sub-sections (a), (b), (¢) and (d), which respectively concern each of the
four FTR allocation Tiers, have also been supplemented by inserting the following phrase
after each relevant reference to point-to-point entitlements. “or aggregation thereof.”
The Midwest | SO states that since the option to aggregate point-to-point entitlementsis
mentioned in conjunction with the references to network service entitlements, the revised
tariff provisions “sufficiently imply that in situations where any pro-rationing is required,
FTRsfor point-to-point and network transmission service will be pro-rationed
equitably.”®

43. The Midwest |SO has amended section 43.2.1.ato clarify that if a party elects not
to exercise arollover right after having nominated FTRs for the corresponding
transmission service, the FTRswill be terminated. 1n support Midwest SO states that the
nominating party will not be compelled to hold such FTRs. Midwest I SO also claims that
If termination of such FTRs causes aviolation of simultaneous feasibility and revenue
inadequacy, paymentsto FTR holders will be prorated accordingly.

44.  The Midwest SO has revised section 43.2.1.ain order to state that transmission
contracts executed before the TEMT’ s effective date, but involving transmission service
that will not begin until after Day 2 market startup will have the same rights as other
existing customers with respect to eligibility for FTR allocation.

45.  Additionally, the Midwest 1SO claims that the rights of existing customers
concerning FTR allocation are subject to the condition that any market participant that
failsto provide al of the information requested during the FTR Registration period will
be deemed to have waived any rightsto participate in the initial FTR nomination process.

46. The Midwest SO also states that it has modified section 43.5.4.ato incorporate a
redirect option based on the approach the Commission has approved for PIM. Also the
Midwest 1SO has amended section 43.2.5 to allow FTR restoration for weekday-only
capacity, and to use a 12-month period for demonstrating eligible capacity and

% Midwest SO Transmittal Letter at 12 (Oct. 5, 2004).
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scheduling factors. In support, the Midwest | SO states that it interprets the full
discussion of the Commission to more narrowly require that this section be revised to
allow the weekday-only calculation of capacity, and the use of a 12-month period to
evaluate capacity and scheduling factors.®

47.  Inresponse to adirective to offer nomination of monthly FTRs, peak and off-peak,
inTiers 2, 3and 4, if possible by thefirst allocation and if not, then by the subsequent
re-allocation, the Midwest 1SO states that the earliest time it can offer monthly FTRsis
during the second annual allocation. The Midwest 1SO also states that it is not possible
to accept counterflow flowgate rights (FGRS) by the first annual allocation. Asin the
case of monthly FTRs, the Midwest SO’ s current systems are not yet capable of adding
counterflow FGRsto restore curtailed FTRs.

48. The Midwest | SO further states that the concept of adding counterflow FGRs to
restore curtailed FTRs has not been sufficiently defined to enable the Midwest SO to
identify and put in place the systems or adjustments required to implement such FGRs.

49. The Midwest 1SO states that it has discussed and studied with the OM S and the
stakeholders the technical and implementation issues arising from making theinitial FTR
alocation valid only for three months. The Midwest | SO claims that the parties have
opted to have afull re-allocation, and have agreed on an alternative timeline that retains a
six-month period for the initial allocation, to be followed by are-allocation for the
subsequent period until the following June 1 in order to synchronize its annual FTR
allocation with PIM’ s schedule.

50. TheMidwest SO has deleted the provisions of section 43.2.6 that provided an
alternate process for the restoration of FTRs and of section 43.7.3 that provided remedial
state action for the restoration of FTRs. Although the Commission invited the Midwest

I SO to consider revised proposals addressing alternative means for restoring FTRs, and
further encouraged state commissions to comment on any such proposals, the Midwest

| SO states that it has not had an adequate opportunity to develop such aternative
proposals. The Midwest | SO states that it will continue to evaluate, and discuss with
stakeholders, aternative proposals relating to FTR restoration.

51. TheMidwest ISO hasrevised section 43.2.4 of the TEMT to state that market
participants seeking to nominate, or be allocated FTRs associated with existing network
Integration transmission service entitlements must have associated Network Resources
designated for aterm of one year of longer. Midwest SO has also revised section 43.2.4

26 1d. at n.48.



Docket No. ER04-691-004, et al. -17 -

to provide a transition mechanism during the Midwest ISO’sinitial FTR allocation period
that will allow market participants with long term network integration transmission
service entitlements to nominate and be allocated FTRs from generation resources that
were used to serve the market participant’s network load over the prior twelve month
period when the market participant does not have Network Resources designated
annually or longer.

52.  The TEMT Il Rehearing Order addressed the issue of FTRs for parties with annual
network integration service but network resources that are designated as such for less
than one year, for example, for one season.?’ The Commission clarified that it did not
intend for such parties to be disqualified from the initial FTR allocation, given that they
have the expectation of continued long-term transmission service. The Commission
stated further that network resources that are clearly designated as such for particular
seasons (or months within a season) should only be eligible for FTRs corresponding to
those seasons.

53.  Finaly, the Midwest | SO states that as a result of the need for it to evaluate and
respond to the directives of the GFA Order, it appears that the earliest date that the four-
tier FTR alocation will be completed and available for Commission and market
participant review is January 31, 2005.

a. Comments

54. OMS supports the proposed two-staged implementation because the twelve month
period will coincide with the same twelve month period used by PIM, it will allow
market participants approximately three months of experience before making
nominations in the second stage and gives the Midwest 1SO and stakeholders a window
of opportunity to discover problems and propose changes before the subsequent
alocation process isimplemented.

55. OMS requests the Commission adopt the Midwest | SO proposal to allow FTRs to
be allocated to market participants that do not have network resources under contract for
one year or longer as atransition mechanism and renews its rehearing request that the
Commission allow FTRs to be allocated to market participants that have multi-year
contracts on seasonal network resources.

2’ TEMT Il Rehearing Order at P 157.
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56. Midwest TDUs assert that the Midwest 1SO proposes to allow only one month, not
the obligatory and necessary 90 days, for federal and state commission review of, and
stakeholder review of and business response to, finalized and filed FTR allocations.

57.  WPS Resources object that conditional firm transmission service customers are
not entitled to FTRs. WPS Resources consider this aspect of the proposal to be unjust
and unduly discriminatory because these customers must pay redispatch costs and, in
addition, pay congestion costs. Therefore, according to WPS Resources, these customers
will be billed twice for the same redispatch service.

58.  WPS Resources make several proposals with respect to shorter-term Designated
Network Resource (DNR) contracts, asfollows: (1) the Midwest 1SO should expand the
window during which customers with shorter-term DNR contracts could rearrange their
energy supplies from the first alocation period to the second allocation period, to allow
time for renegotiation; and (2) the Midwest 1SO should assure al load-serving entities
that they will be eligible to receive FTRs equivalent to the network load they serve with
short-term DNRs during the transition period. According to WPS Resources, FTR
entitlements for short-term DNRs should be allocated based on historical service
provided.

59. Coadlition MTC state the Compliance Filing inappropriately restricts FTR
nominations and candidate FTRs to yearly designated network resources.

60. Detroit Edison objects to the Midwest | SO proposal to define, in the initial FTR
alocation, additional annual FTR entitlements based upon generation resources that were
used to serve the market participant’s network load for any length of time during the prior
12-month period. Detroit Edison contends this provision is unduly discriminatory in
favor of retail access suppliersthat did not designate sufficient network resources to meet
their peak load on an annual basis by creating new FTRs for them to hedge the difference
between the amount of their peak load for which they have designated network resources
for ayear or more and their remaining peak load. According to Detroit Edison, the
proposal would allow retail access suppliers to designate FTRs from any generator relied
upon in the past year to supply their network load, even if these retail access suppliers
have not designated network resources for a year or more. Detroit Edison points out that
this provision is contrary to the Commission’s decision not to allow DTE to claim
seasonal FTRs, and instead to require DTE to seek to hedge thisrisk in subsequent FTR
auctions. Detroit Edison also asserts that the Midwest | SO proposal is problematic in that
historical energy use, not historical firm transmission reservations, is being proposed to
determine the éigibility for FTR allocations.
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61. Detroit Edison states that the proposal unduly and unfairly discriminatesin favor
of alternative energy suppliers and against traditional suppliers. If network customers
that have failed to secure network resources up to their forecasted load can clam FTRs
based on historical uses of a generator that are less than ayear in duration, Detroit Edison
believes there is no reason that an existing network customer should not be allocated
FTRs based on its prior firm transmission reservations used for seasonal purchases.
According to Detroit Edison, this should be made available as an option even for network
customers with existing annual DNRs equal to or greater than its peak load (i.e., network
customers should be able to choose which FTRs they wants to submit as candidates for
FTR alocation.) Additionally, states Detroit Edison, existing network customers should
be allowed to request such FTRs at the same time that the new FTRs are being created for
those alternative energy suppliers that have not secured network resources up to their
forecasted peak load.

62. Constellation argues that there is no basis for the Midwest 1SO’ s proposal to limit
the allocation of FTRs to Network Integration Transmission Service (network service)
customers associated with network resources designated on a less-than-annual basis to
theinitial allocation of FTRs. Constellation asserts the Midwest SO proposal is
inconsistent with the Commission determination that all network service islong-term
service and the Commission's recognition that a network service customer's utilization of
anetwork resource for less than one year "does not transform [the network service
customer's] long-term network service into a short-term transaction."?® Constellation
points out that the Midwest SO will deprive existing network service customers
(including wholesale customers and retail customers served by competitive suppliers) of
service equivalent to their existing transmission entitlements based solely on the duration
of the individual network resources that, when combined, supported their long-term
service over the year(s) that they have taken network service.

%8 See Madison Gas & Electric Co. v. Wisconsin Power & Light Co., 80 FERC
161,331 at 62,103 & n.4 (1997) (citing Promoting Wholesale Competition Through Open
Access Non-discriminatory Transmission Services by Public Utilities, Order No. 888,

61 Fed. Reg. 21,540 (May 10, 1996), FERC Stats. & Regs. 131,036 at 31,752-53 (1996),
order onreh’g, Order No. 888-A, 62 Fed. Reg. 12,274 (Mar. 14, 1997), FERC Stats. &
Regs. 131,048 (1997), order on reh’ g, Order No. 888-B, 81 FERC { 61,248 (1997),
order onreh’'g, Order No. 888-C, 82 FERC /61,046 (1998), aff'd in part, remanded in
part sub nom. Transmission Access Policy Study Group, et al. v. FERC, 225 F.3d 667
(D.C. Cir. 2000), aff'd sub nom. New York v. FERC, 122 S.Ct. 1012 (2002)).
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63. Constellation argues that a proposal to restrict the allocation of FTRsin this
manner clearly favors the incumbent load-serving entities that have fleets of "steel-in-the-
ground" network resources (and thus designated network resources of one year or
longer), and will disadvantage the new market entrants that rely on a portfolio of
purchases (and thus a collection of less-than-annual network resources). Constellation
states that this requirement will result in inefficient and uneconomical utilization of
resources, decreased service options and increased costs for end-use customers.
Constellation recommends the Commission require that the TEMT provide for FTR
alocations to al network customers, al of which are, by definition, long-term
transmission service customers, regardless of the duration of the network resources they
obtain from time to time. Constellation requests the Commission require the Midwest

I SO to strike its proposed insert on Substitute Original Sheet No. 613 ("that have been
designated for a period of one (1) year or longer") and the last sentence of its proposed
insert on Original Sheet No. 613A (“This provision shall only be effective during the
Transmission Provider’sinitial FTR allocation.”).

64. Dynegy asserts the Commission should reject the transition mechanism for initial
FTR alocation since: (1) it would award such customers FTRs to which they are not
justly entitled, through a proxy that relies on false assumptions; (2) this excessive award
would be to the direct detriment of those to which the FTR would otherwise have been
alocated; and (3) the self-reporting aspect with no verification by the resource owner is
an invitation to misrepresentation. Dynegy explains that to grant FTRs to such customers
intheinitial alocation asif they had firm transmission rights and generation capacity
over the previous twelve months would materially exceed their reasonable expectations,
and award them FTRs that they do not justly deserve. According to Dynegy, this
proposal would be awindfall to those customers, and would therefore be inequitable.
Moreover, states Dynegy, absent this proposal, network service customers that lack
annual DNRs will not be bereft of opportunities for obtaining congestion hedges
subsequent to the FTR allocation. Dynegy notes that the Midwest 1SO's FTR market will
provide such opportunities in the monthly and annual auctions.

65. Dynegy also contends that the process in the transition phase whereby network
service customers identify generation resources they used over the past twelve months
creates the potential for misrepresentation, since these entities may not have actually
purchased capacity from the generation resources, and also creates the potential for a
windfall for such network service customers. Dynegy also notes this processis
inconsistent with the Day-2 procedures that require proof that the Generation Owner
accepts designation as a network resource. Dynegy recommends a similar requirement
be established for the transition phase and that generation resources be notified at the
time of submission and participate in the verification process, all of which should precede
theinitial FTR alocation.
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66. Inits Answer, the Midwest | SO states that the transitional provisionsin the tariff
providing FTR entitlement for short-term designated network resources provides a
“reasonably balanced means’ for complying with the TEMT Il Rehearing Order while
al'so not providing parties with short-term transmission rights with favorable treatment.?
The Midwest | SO argues that the initial allocation period of six monthsis sufficient to
allow parties that hold short-term network resource designations to make arrangements to
increase their eligibility for FTRs in the subsequent allocations.

67. AMP-Ohio asserts that the Midwest 1 SO’ s proposed language on FTR allocation
(“. .. provided, that a Market Participant may aggregate the total MW of its Firm Point-
to-Point Transmission Service reservations and allocate them between eligible Points of
Delivery and Points of Receipt.”) misinterprets the Commission’s directive® that was
designed to place customers serving load with point-to-point transmission on alevel
playing field with network transmission customers. AMP-Ohio argues that the proposed
language will limit network service customers to nominating FTRs based on their
individual network service agreements, while point-to-point customers may aggregate
different transmission reservation serving different loads, allowing them to select the
most valuable FTRs earlier in the nomination process than network service customers.

68. AMP-Ohio states that the aggregation of reservations should be on aload basis
and proposes the following revision: “. .. provided, that a Market Participant may
aggregate the total MW of its Firm Point-to-Point Transmission service reservations used
to serve a single load and allocate them between eligible Points of Delivery and Points of
Receipt.”

69. Inits Answer, the Midwest | SO states that AMP-Ohio’ s position on aggregation
departs from the terms of the TEMT 11 Order and misconstrues the treatment of network
servicein FTR alocation. First, the Midwest 1SO argues that the TEMT 11 Order
intended for aggregation of point-to-point service between any eligible points of receipt
and delivery up to thetier limit. Second, the Midwest SO argues that it similarly
aggregates all network integration transmission service in the same fashion, allowing
market participants to allocate the megawatts between any eligible points of receipt and
delivery.

29 Midwest SO Answer at 10.

0 e TEMT Il Order at P 181.
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70.  Midwest TDUs assert that the Midwest I SO proposes to allow only one month, not
the obligatory and necessary 90 days, for federal and state commission review of, and
stakeholder review of and business response to, finalized and filed FTR allocations. Inits
Answer, the Midwest | SO argues that the review period will be sufficient given the
additional requirements on the process sincethe TEMT |1 Order and that market
participants should have focused their concerns on specific flaws in the process rather
than its outcome.

71.  Constellation’s Answer notes that the Commission clarified inthe TEMT 11
Rehearing Order that the Midwest SO must grant FTRs based on network resource
designations with a duration of less than one year. Constellation alleges that the Midwest
|SO’s Answer indicates that the Midwest | SO incorrectly believes that it may limit
awards based on such designations to the 2005 FTR awards only.

72.  IMPA and WPPI filed ajoint response to Midwest ISO’'s Answer. They argue,
similarly to AMP-Ohio, that they should be able to convert network service into FTRs
from network resources to network load in specific control areas rather than to the
aggregate of their network load across all control areas. They argue that this is necessary
because they must operate separate parts of their systems separately, on a control area
basis, reflecting the current operational and resource adequacy requirements of the
Midwest 1SO. Both parties state that the priority given to allocation of Option B GFAsin
Tier | crowds out certain FTRs that they would like to receivein Tier I. Thisis
exacerbated under the aggregation rule, because the GFAs may displace FTR awards in
control areas that the GFAs do not serve.

73.  IMPA further states that due to the seam between Midwest 1SO and PIM, IMPA is
eligible for insufficient FTRsin Tier | relative to itstotal load in PIM. However, IMPA
also provides an email that notes that itsload in PIM is served by “other resources’ than
those in Midwest | SO.

74.  IMPA and WPPI further claim that they had attempted to reach resolution on this
issue with Midwest 1SO in good faith before the close of the Tier | nomination process,
but that Midwest 1SO failed to clarify its position until making it known in its Answer.
They argue that Midwest 1 SO should not be able to change its interpretation of the tariff
after market participants have made decisions based on prior interpretations.

75.  IMPA and WPPI request that the Commission adopt AMP-Ohio’ s language and
direct Midwest 1SO allow GFAs and FTRs for loads in separate control areas to be
treated separately in the FTR allocation process, rather than aggregated. 1n the absence
of this change, they argue that market participants should be allowed to revisit their
alocation requests. However, they also note that if the Commission seeksto “rush to
completion of an the allocation process that is being built atop an unjust and unreasonable



Docket No. ER04-691-004, et al. -23-

first tier,”! the Commission should direct now that parties being harmed by Midwest
SO’ s error will be made whole at the next practicable opportunity, such as later FTR
alocation tiers or the next FTR allocation.

b. Discussion

76.  Inresponse to WPS Resources, we note that “ conditional firm service,” asreferred
to in its comments, is not a service provided under the OATT or proposed as a service
under the TEMT, nor isit adefined term in either the OATT or Module A of the TEMT.
We direct the Midwest 1 SO to provide an explanation of the service, and proposed tariff
language that describes the service and the applicable procedures for obtaining FTRS.
Based on that submission, we will address WPS Resources’ concerns.

77.  With respect to the Midwest 1SO’ s explanation that it cannot provide monthly
FTRs until the second FTR allocation, we will accept that implementation schedule. We
do so because we are convinced that otherwise, the initial FTR allocation will be delayed
to accommodate the increased FTR modeling runs, and hence the start of the market will
be delayed. In addition, we believe that most of the situations where parties could be
disadvantaged in the initial alocation period by the lack of amore “granular” FTR
duration have been addressed inthe TEMT Il Rehearing Order.

78.  With respect to the Midwest 1 SO’ s explanation that it does not have enough
definition for the concept of counterflow FGRs to allow for the implementation in the
initial FTR allocation, we agree. Aswe stated inthe TEMT Il Rehearing Order, upon
reconsideration, we found that at least in one interpretation, such rights could be assigned
to reduce parties' exposure to congestion charges, but only by shifting costs to other
parties (or the Midwest 1SO footprint as awhole through uplift) that were assigned to
“hold” the FGRs.** That was not our intention inthe TEMT 1l Order. Aswe said inthe
TEMT Il Rehearing Order, the stated objective of OM S and the Commission in
proposing such rights was to “reduce the harm” (if any) through the assignment of such
rights.*® Because FTR restoration will last for 5 years, thereis still time to work on
methods to improve coverage for parties that are adversely affected by FTR pro-rationing
and to reduce any uplift associated with the provisions to enhance FTR coverage. For
these reasons, we again urge OM S and the Midwest 1SO to continue to examine the

3 IMPA and WPPI, pg. 11.
2 TEMT Il Rehearing Order at P 181.

Bd.
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specification and implementation of counterflow FGRs and any other financial
transmission right concept that serves the goal of improving hedging against congestion
charges and file any workable proposals with us at the soonest possible date.

79.  With respect to the eligibility for FTRs of parties with network integration
transmission service but with network resources that are designated as such for less than
one year, we recognize that in revised section 43.2.4, the tariff offers FTR entitlements to
such resources, but only during theinitial FTR allocation period of six months. We
believe that this approach is not appropriate for parties that have expectations of long-
term transmission service. Hence, we will accept provisionally the revisionsto the
Midwest 1SO tariff, to be operative for the period that encompasses the initial FTR
alocation, but, for the reasons discussed below, will require Midwest SO to revise its
tariff in accord with the requirementsin this order at least 90 days prior to the second
FTR allocation.

80. InitsAnswer, Midwest | SO appears to identify at least two types of parties that
have contracts that fall under this category: parties with short-term designated network
resources that may not have multi-year contracts for those resources (e.g., competitive
retail choice suppliers) and parties with short-term designated network resources that do
have multi-year contracts, many on a seasonal basis. The Midwest |SO states that this
transitional provision provides a“reasonably balanced” means of providing FTRsto
parties that fall into this category generally for an adjustment period of 6 months while
not being too biased towards such resources and hence against network resources
designated as annual or more in duration.®* We would agree that such abalanceis
necessary, but neither the filed tariff nor the supporting documentation explains how the
balance is being struck. For example, inits Answer, the Midwest 1SO statesthat it is
registering seasonal network resources, but it is not clear whether these entitlements are
only for theinitial FTR allocation or whether seasonal resources that have network
service with a history of renewal will be eligible for subsequent FTR alocations. Itis
also not clear what the implications of thisrule are for load-serving entitiesin retail
choice states.

81. Wewill require the Midwest 1SO to clarify what the relationship is between short-
term, annual and longer-term network resource designation and eligibility for FTRsin the
FTR allocations subsequent to the initial Day 2 allocation.

3 Midwest 1SO Answer at 10.
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82.  Inshort, the transitional mechanism for assigning FTRs to parties with network
service but less than annual designated network resources is sufficient for the initial
alocation period. Inthat period, it should provide coverage for such parties, but restrict
their eligibility to nominate until later tiers that accommodate less than annual FTRs.
The tariff asfiled does not, however, provide adequate explanations for the continued
alocation of FTRs to such resources and hence we will require that the relevant tariff
sections are filed again not later than 90 days prior to the second annual FTR allocation.
This requirement should resolve Constellation’s concern that the Midwest ISO is
incorrectly construing the Commission’s requirementsin the TEMT |1 Rehearing Order.

83.  With respect to AMP-Ohio, we disagree that the aggregation of point-to-point
transmission service should only be with respect to serving asingle load. Pursuant to the
Midwest I SO tariff, network customers state their total FTR eligibility by aggregating
their total forecast peak |oad and can then specify receipt and delivery points among all
eligible network resources and loads.® Thereis no explicit requirement that FTR
eligibility for network service is aggregated by network service agreement, hence
network customers should not be at a disadvantage relative to point-to-point customers.

84. Inresponseto IMPA and WPPI, we note that all partiesin the Midwest 1SO with
Option B GFAs are subject to a certain amount of crowding out of their FTR nominations
inTierl. Inthe TEMT Il Order, we accepted the Midwest ISO’s FTR allocation process
(with modifications).* We understand IMPA and WPP!’s concern that their Option B
GFAs should not crowd out Tier | awards of FTRs in parts of their systems that the
Option B GFAs do not serve. But Tier | isnot the end of the FTR allocation process, so
it is premature to claim that the FTR awards will be unjust and unreasonable if thisruleis
in effect. Following Tier |, thereisthe Tier Il alocation, which isitself followed by a
restoration of base-load FTRs, and then by the subsequent rounds of the allocation. For
that reason, we see no need to restart the Tier | alocation at thistime,

85. Moreover, an examination of FTR settlement principles will show that any
feasible set of FTRs of the same megawatt amount awarded to cover aset of eligible
injection and withdrawal points, will have the same congestion cost hedging properties.
That is, even though the party requesting the FTRs believes that it will schedule
particular resources to serve load in one area and a diff erent set of resources to serve load
in another area, and that its FTRs should map that expected scheduling and dispatch, in
fact any feasible set of the allocated FTRs corresponding to the aggregate requested

* Module C, section 43.2.4, Original Sheet Nos. 613-25.

S TEMT Il Order at P 154.
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Injection and withdrawal quantities at the points will result in the same congestion hedge
under LMP. That is, an FTR could be specified from a source in one control areato a
sink in another control area and as long as the aggregate set of points of injection and
withdrawal were covered, the total awarded FTRs would have the appropriate hedging
property.®’

86. Wewill not require the Midwest I SO to change its interpretation of the current
rulesfor theinitial FTR allocation, and we do not believe that the current Midwest 1SO
ruleswill, in and of themselves, adversely affect the hedging properties of the awarded
FTRs. However, we do not at this time find anything unreasonable in IMPA and WPPI’'s
request that entities operating network resources and loads separately in multiple control
areas should be able to disaggregate their FTR requests to convert network service by
control areaif they so choose. However, we have not examined the implementation
aspects of thisoption. Hence, we will require the Midwest 1SO and stakeholdersto
examine the merits of this option and file the results with us no later than 3 months prior
to the subsequent FTR allocation.

87.  With respect to IMPA’ s claim of a seams problem in the FTR allocation, IMPA
does not make clear in the joint answer why it should be eligiblein Tier | for FTRs equal
toitstotal load in PIM and the Midwest 1SO. In particular, it notes that “other resources’
are used to serve that load but does not establish that those other resources are being
nominated for FTRs, whether in the Midwest |SO or PIM. Therefore, we do not find at
thistime that the Midwest 1SO has inappropriately characterized IMPA’ s eligibility for
FTRs.

88. Inresponseto Midwest TDUS protest about the lack of availability of the initial
FTR alocation for market participant review at least 90 days prior to the start of the

Day 2 market, we understand the concern that sufficient time be available to evaluate
FTR awards and seek corrective measures, if possible, by the Midwest 1SO. First, we
point out that results of the earlier tiers of the FTR allocation will be available before the

37 Consider the following example in which a party serves 30 MW of load in
control area A with 30 MW of supply also located in control area A and similarly serves
70 MW of load in control area B with supply located in control areaB. Itiséligiblefor
100 FTRs. Thefollowing are equivalent FTR alocations from the perspective of
congestion hedging (all injection and withdrawal points are those requested in the
nomination): (1) 30 FTRswith injection and withdrawal pointsin A and 70 FTRs with
injection and withdrawal pointsin B; and (2) 30 FTRs with injection pointsin A and
withdrawal pointsin B and 30 FTRs with injection pointsin B and withdrawal pointsin
A and 40 FTRswith injection and withdrawal pointsin B.
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final overall allocation result, alowing participants to monitor the process asit unfolds.
More generally, market participants must al'so understand that much of the delay in the
FTR alocation process has been due to adaptations in the allocation rules and modeling
to accommodate market participant concerns. Inthe TEMT Il Order, we stressed
compl eting the modeling accurately through more effective communication between
Midwest 1SO and participants and providing sufficient safeguards to protect the most
vulnerable partiesin the allocation. Then, in our TEMT Il Rehearing Order, we required
further changes in the FTR modeling, again to address concerns of market participants.
Further, inthe TEMT Il Rehearing Order, we noted that the FTR modeling assumptions
“are part of commercial readiness and that the Midwest SO would not certify readiness
in the event of continued problemsin theinitial allocation.”*® Hence, we will accept the
Midwest 1SO’ s proposed schedule for providing the final results of theinitial FTR
alocation to market participants. Upon review of theinitial FTR allocation, if wefind
that the results appear to undermine the benefits that we foresee from the Day 2 market,
then we will carefully consider whether adelay in the market start is required to ensure
that sufficient hedges against congestion charges are available for all parties and what the
best means are to do so.

3. Transitional Safeguardsfor FTR Allocation
a. Background

89. Inthe TEMT Il Order, the Commission found it appropriate to provide an
expanded congestion cost hedge to entities located in an Narrow Constrained Area
(NCA) designated as such at the start of the market or within six months of the start of
the market.*® This measure will be allowed for afive-year transition period. Our
decision to provide this coverage to entities in significantl y congested load pockets stems
from our intention to guarantee market participants that are highly dependent on existing
firm transmission service and that are potentially subject to high congestion charges that
they will receive sufficient FTRs or an equivalent financial hedge to hold them harmless
with respect to the changes in the market design. The Commission found this additional
hedge particularly appropriate given that the proposed Midwest 1ISO FTR allocation
provides for flexible FTR nomination, which could result in oversubscription on the most
congested lines.

¥ TEMT Il Rehearing Order at P 190.

B TEMT Il Order at P 90.
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90. The Commission directed the Midwest 1SO to file tariff sheets detailing the
additional congestion hedge for NCAs as well astariff sheets setting out the uplift
recovery and credit mechanism associated with the transition FTR process, including
specification of the schedule through which uplift costs will be recovered.®

91. Inthetransmittal letter accompanying the October 5 Compliance Filing, the
Midwest 1SO states that it has incorporated the TEMT |1 Order’s eight “rules’ into anew
section 43.2.6 of the TEMT, but is not clear on how to implement some of them.*

92. TheMidwest ISO claimsthat it intends to treat a Network Resource as “internal”
If such resource isinterna to the state although external to the control area. Moreover,
Midwest 1SO states that since thisrule refersto “Network” Resources, the rule implicitly
excludes Point-to-Point Transmission Service into NCAS.

93. Inthe case of importsinvolving a system purchase for which a particular generator
cannot be identified as the energy supplier, and for which a capacity factor consequently
cannot be determined, the Midwest | SO states that it shall use the scheduling factor for
the transmission service to determine the order in which the FTRs must be nominated.

94. Initscompliancefiling, the Midwest | SO states that paragraph 92 also requires the
entity electing coverage to schedule in the day-ahead market its external resources
specified in external FTRs. The Midwest 1SO states congestion coverage shall apply to
the lesser of the capacity associated with the FTR or the capacity scheduled in the day-
ahead market. If load scheduled in the day-ahead market isless than the sum of the
external FTRs sinking at the load zone CPnode,* the congestion relief will be deemed

.

* The transmittal letter indicates that the Midwest 1SO has deleted the text of
section 43.2.6 of the TEMT, and that in its place the Midwest 1 SO has added the NCA
congestion hedge provisions required by the TEMT Il Order. Midwest 1SO Transmittal
Letter at 15 (Oct. 5, 2004).

2 CPnodes are individual points for which bids and offerswill be submitted to the
Midwest | SO.
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available for the lesser of the sum of the FTRs or the load scheduled. If the sum of the
schedules of the resources and imports for the external FTRs exceeds the scheduled [oad,
the congestion relief would be allocated on a pro-rata basis to the holders of the FTRs.*

95.  With respect to the TEMT |1 Order’ s limits on “congestion relief” payments
through the real-time energy market to holders of the enhanced coverage that change
their real-time schedules beyond atolerance band based on the day-ahead schedule, the
Midwest 1SO requests that the Commission convene atechnical conference after
November 15, 2004, when the Midwest 1SO will comply with the GFA Order, to discuss
suchissues. In support, the Midwest | SO states that a technical conference will enable
the Commission staff, the IMM and stakeholders to discuss the optimal methodol ogy for
implementing this rule and how it can best be integrated with the other tariff provisions,
such asthe GFA provisions. The Midwest 1SO also notes that the Commission requested
that the IMM review the efficacy of thisrule.*

96. Inthe TEMT Il Rehearing Order, the Commission modified some of the rules for
the additional congestion protection that had been required in the TEMT 11 Order.
Notably, the Commission agreed with WUMS Load-Serving Entities to allow this
coverage to extend to all resources with existing long-term transmission service that are
located outside the NCA, rather than outside the control areaand the state boundaries.*
The Commission removed the penalties for deviations from the day-ahead schedule to
support the efficiency of the dispatch, but required the IMM to monitor such deviations.*
The Commission clarified that uplift to support this additional coverage would be
assigned to all Midwest 1SO load (rather than being localized in the NCA) and would not
be assigned to neighboring 1SOs.*” And the Commission clarified that parties seeking the

* The Midwest 1 SO states that it intends to file a mechanism to correct pricesin
case of temporary market or system operational problems three months before market
Start.

“ Inthe TEMT Il Rehearing Order, however, the Commission waived this
requirement and instead directed the IMM to file a monitoring plan to detect patterns of
inefficient scheduling and associated mitigation measures. The IMM’s compliance filing
is due on January 7, 2004.

 TEMT Il Rehearing Order at P 117.
®d.

“71d.
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congestion protection would not have to nominate the total FTRs associated with their
forecast peak load, but would be subject to the requirement to hold counterflow FTRs
inside the NCA,, if that supported the awards of External FTRs.*

b. Comments

97. WUMS Load-Serving Entities claim the proposed Compliance Filing fails to
address the end date transition for congestion cost coverage, thereby unreasonably
prejudicing WUMS L oad-Serving Entities.

98. WUMS Load-Serving Entities request clarification that the congestion cost
guarantee not expire in the middle of the FTR year, and that the coverage remain
effective until the first allocation process following the termination of the five-year
transition period.

99. WUMS Load-Serving Entities request that in section 43.2.6.athe word “holds’ be
replaced with the phrase * has requested and been denied in the alocation process’ to
ensure that the additional protection is applied accurately to those entities that do not
have sufficient FTRs. WUMS L oad-Serving Entities state that if the party already holds
such FTRs, then it does not need additional coverage.

100. WUMS Load-Serving Entities request the Commission to require the Midwest

I SO to revise the definition of External FTRs to apply to network resources external to
the WUMS NCA, consistent with the Commission’s apparent goal to protect the WUMS
load-serving entities from increased congestion costs for resources external to the WUMS
NCA inthe Day 2 market. The WUMS Load-Serving Entities submit that making
eligible for coverage FTRs from network resources “external to the NCA” would be the
correct approach to achieve the Commission’s objectives in crafting such protection and
to minimize any potential uplift to others.

101. WUMS Load-Serving Entities also contend that the Commission should require
the Midwest I SO to revise the tariff language in section 43.2.6.a.iii to state clearly that
“credits’ shall be applied so that the net congestion charge associated with External
Resources scheduled in accordance with the tariff is zero, consistent with the TEMT ||
Order.

®d.
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102. WUMS Load-Serving Entities further request the Commission to clarify the effect
of the requirement in section 43.2.6.a.iv.c that entities must nominate the total FTRs
associated with forecast peak |oad, consistent with the WUMS LSES' rehearing request
and direct the Midwest 1SO to clarify the condition so that if an entity does not desire to
nominate FTRs equal to its peak, it need not do so (i.e., the requirement should be up to
its peak). Thisrevision to the condition, according to the WUMS Load-Serving Entities,
would serve the Commission’s dual goals of providing extended protection against
congestion costs, while at the same time minimizing potential uplift costs to other market
participants.

103. Inits Answer, the Midwest | SO states that it believes that WUMS Load-Serving
Entities have misread the TEMT 1l Order. Midwest I SO argues that revenues from all
alocated External FTRs will be used to compensate eligible parties for congestion costs
or used against accumulated uplift costs associated with the additional congestion hedge.

104. Midwest TDUs assert that the Midwest | SO’ s response to other FTR-related
rulings is too weak to assure holders of existing long-term firm rights that they will
receive the substantial hedging that the Order directs. In particular, they request that
partiesin PIM are allocated uplift charges to support the expanded congestion cost
coverage for NCAs.

105. Codlition MTC claimsthat the Midwest SO has not completely complied with the
TEMT Il Order, which required the Midwest 1SO to file tariff sheets setting forth the
uplift recovery and credit mechanism associated with the transition FTR process,
including specification of the schedule through which the uplift charge will be recovered.
Coadlition MTC states that while the Midwest | SO identified in its compliance filing that
the uplift is charged to all load, the Midwest I SO has failed to identify the rate schedule
and/or rate design through which costs associated with the uplift credit in section 43.2.6.b
will be recovered from customers.

106. AMP-Ohio asserts there is nothing inthe TEMT Il Order mandating that uplift
charges be recovered from all load. AMP-Ohio arguesthat it is more equitable to
allocate these charges to the NCAs in which the congestion occurs.

C. Discussion

107. With respect to the Midwest | SO’ s request for atechnical conference to discuss
the implementation of the TEMT 11 Order’ s limits on real-time congestion relief
payments to parties with the enhanced congestion cost protection, given that the
Commission removed this requirement in the TEMT |1 Rehearing Order, thisissueis
moot.
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108. We will accept WUMS Load-Serving Entities’ request that the additional
congestion cost protections for NCAs will expire with the annual FTR allocation
subsequent to the 5-year period measured from the start of the Day 2 market. We do not,
however, agree with WUMS L oad-Serving Entities that such parties will be left “without
FTRs.” The TEMT Il Order and the Midwest 1SO tariff filed in compliance make clear
that parties electing such coverage will hold FTRs. So upon expiration of such coverage
they would still hold FTRs. However, in keeping with the concern raised by WUMS

L oad-Serving Entities we do agree that, if the expanded coverage terminates prior to the
annual FTR allocation, such parties could have difficulty adjusting their FTR portfolio
(through the monthly FTR auctions) to fit their new circumstances. Hence, we will grant
their request.

109. We agree with WUMS Load-Serving Entities that the words “holds External
FTRS’ in section 43.2.6.a could be changed to improve clarity, although the intent of the
section appears clear and we agree with Midwest 1SO in its Answer regarding the role of
External FTRsin relation to the additional congestion hedge. Aswe stated in the
TEMT Il Order, the purpose of the additional coverage isto alow those parties that are
eligible for such External FTRs to nominate al such External FTRs for external sources
that they need for full protection and to receive as many External FTRs as possible
through the annual FTR allocation. However, any surplus revenues produced by the
External FTRswould be assigned by Midwest 1 SO to the costs, if any, of providing the
additional coverage.®® To be clear, we will require the Midwest I SO to make the
following changeto the tariff: the words*“It holds External FTRS" should be replaced
with the phrase “It is eligible for External FTRs that were nominated but not awarded
through the FTR allocation process...” We will aso require that the Midwest 1SO add
the settlement rules for External FTRs to the tariff.

* For example, Entity A is eligible for 100 FTRs to a generation unit designated
as “externa” to the NCA. It receives 80 External FTRs through the annual allocation
process. For some hours of the year, these External FTRs generate surplus revenue: that
IS, FTR revenues are greater than congestion charges associated with the external
resource. These surplus revenues are held by the Midwest 1SO. In other hours, the
80 External FTRs are not sufficient to cover congestion charges associated with the
external resource. In those hours, the Midwest 1SO uses the surplus FTR revenues, if
available, or uplift charges to provide the party with the External FTRs with a net zero
congestion charge.
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110. Inthe TEMT Il Rehearing order, the Commission addressed WUMS L oad-
Serving Entities' request for coverage for External Sources to include those outside the
NCA but within the state. Compliance with that order will require the Midwest 1SO to
replace the phrasein section 43.2.6.a.1, “those that have source points outside the Control
Area and the state...” with “those that have source points outside the NCA.”

111. We addressed WUMS Load-Serving Entities' request that entities eligible for the
expanded congestion cost hedge not be required to nominate FTRs up to their peak load
inthe TEMT Il Rehearing Order. There we stated that our language in the TEMT |1
Order “could be too stringent and could require parties within an NCA to nominate and
accept FTRs from intermediate and peaking resources in the NCA that they do not
want.”* Our revision of this requirement was aimed at nominations of FTRsinternal to
the NCA. However, to be eligible for External FTRs, the party that elects the additional
coverage must nominate all the eligible External FTRs associated with the existing
transmission service that it istrying to hedge.® The tariff should be modified slightly to
make this point clear. In section 43.2.6.a.iv.a, the tariff statesthat “...Market Participants
that wish to maintain eligibility for expanded Cost of Congestion relief for External FTRs
are not required to nominate all FTR entitlements...” This appearsto be consistent with
the TEMT |l Rehearing Order. Section 43.2.6.a.iv.b then makes clear that failure to
nominate an FTR entitlement eligible to be an External FTR for an external resource will
result in failure to be eligible for the additional coverage. However, in section
43.2.6.a.iv.c, the tariff statesthat parties seeking the enhanced coverage “ must nominate
Candidate FTRs up to each Market Participant's total FTR nomination eligibility by the
end of the nomination process.” To be clear, this section should read “ must nominate
Candidate External FTRs up to each Market Participant's total External FTR nomination
eligibility by the end of the nomination process.”

112. We agree with Coalition MTC that the Midwest 1SO has not included enough
specificity inthe TEMT asto the rate design of the uplift charge. Therefore, we direct
Midwest 1SO to revise section 43.2.6.b to reflect how the uplift chargeis calculated and
assessed to load.

 TEMT Il Rehearing Order at P 118.

> For example, if a party has existing firm transmission service for up to 100 MW
from a generation resource external to the NCA, it must nominate 100 MW of FTRsto be
eligible for the additional coverage.
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113. Inresponse to Midwest TDUs, we have already clarified inthe TEMT Rehearing
Order that entitiesin PIM will not be assessed uplift charges to support the expanded
congestion cost protection for partiesin NCAs.>

114. Inresponse to AMP-Ohio, we addressed the reasons why uplift to support the
expanded congestion cost hedge for NCAs will not be alocated to the NCA in the
TEMT Il Rehearing Order.

4, Automatic and Expedited Mitigation
a. Background

115. Inthe TEMT Il Order, the Commission found that while real-time markets could
mitigate much of the potential for the exercise of market power in the day-ahead market,
some exercise of market power there can still occur. Given these concerns, the
Commission directed the IMM to devise appropriate tariff language for the Midwest 1SO
to filein its compliance filing to implement an automatic mitigation procedure or other
measures (such as manual expedited mitigation) to prevent the one-day lag in mitigation
that would otherwise occur in the day-ahead market.

116. ThelMM and the Midwest 1SO now propose an expedited mitigation procedure
under which day-ahead mitigation will be triggered for all resource offers that exceed
conduct thresholds, without regard to whether such offers violate market impact
thresholds.

117. TheIMM also recommends that the Commission not approve the conduct-only
expedited mitigation proposal for several reasons. Dr. Patton explains that
implementation of such a procedure will likely result in mitigation occurring on adaily
basis to suppliers that do not have market power. Additionally, Dr. Patton notes that
under the proposed expedited mitigation proposal, there will be an increased demand on
the IMM to address unit-specific mitigation questions from such suppliers, especially
regarding those suppliers specific reference levels. Finally, Dr. Patton explains that
application of such an expedited mitigation measure will not likely be effective because
the day-ahead market is voluntary, and suppliers can simply not offer their resources, or
submit high-priced virtual load bids at their generator’ s location to nullify the mitigation.

°2 See TEMT |1 Rehearing Order at P 111.

3.



Docket No. ER04-691-004, et al. -35-
b. Comments

118. Midwest TDUs state that the IMM has not justified its position. According to
Midwest TDUs, mechanisms to implement automated or expedited manual mitigation
appear insufficiently explored and the Commission has at least two viable aternatives to
the IMM position: (1) apply mitigation based upon the conduct thresholds alone; or

(2) extend cost-based bidding until automated or expedited manual mitigation can be
implemented. The Midwest TDUs contend that the FPA does not allow the Commission
to choose the IMM position, which results in customers being exposed to unmitigated
exercises of market power in the day-ahead market.

119. Codlition MTC states that the Commission should not accept Dr. Patton’s request
that the Commission not implement the expedited (conduct test only) mitigation
procedures for the day-ahead market, which the IMM and the Midwest 1SO filed in order
to comply with the TEMT |1 Order’ s requirement for prospective mitigation in that
market. Coalition MTC states that the procedures should be implemented because:

(2) the FPA requires the Commission to ensure that rates are just and reasonable; (2) the
claimsthat limited mitigation will not be effective are premised upon factual
misstatements; and (3) the Midwest SO and the IMM have failed to demonstrate that
expedited mitigation is not aviable alternative. Alternatively, if the Commission does
not reject the IMM's request, Coalition MTC requests that the Commission maintain cost-
based bidding until automated or expedited manual mitigation measures are in place to
ensure that day-ahead markets produce just and reasonable prices.

120. Coadlition MTC explains that the Commission cannot permit market-based sales
absent “empirical proof” that “existing competition would ensure that the actual priceis
just and reasonable.” > According to Coalition MTC, contrary to the IMM’ s assertion
that the day-ahead market is strictly voluntary, in fact it relies on a must-offer
requirement for designated network resources. Also, whilethe IMM asserts generators
will employ virtual bidding to circumvent mitigation in the day-ahead market, Coalition
MTC saysthis strategy would produce price divergence between day-ahead and real-time
markets. Coalition MTC dismisses the IMM’ s claim that the conduct-only approach
would be ineffective as an attempt to blame problems on behavior that has no relationship
to either the conduct or impact tests associated with either day-ahead or real-time
markets. Finally, Coalition MTC claims that the IMM has provided insufficient
information for the Commission to render conclusions about the viability of expedited
manual mitigation and does not address options for managing I T resources.

> Coalition MTC Protest at 5 (quoting Farmers Union Cent. Exch., Inc. v. FERC,
734 F.2d 1486, 1510 (D.C. Cir. 1984)).
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121. Incontrast, a number of commenters agree with the IMM’ s recommendation not
to implement the interim mitigation approach asit would result in over-mitigation, and
mitigate when there has been no market impact. Dominion says this would be
compounded by the must-offer requirement on generators. WPS Resources recommends
that the Commission require the Midwest | SO to upgrade its software so that automatic
mitigation will occur at the start of the Day 2 markets, rather than adopting the interim
mitigation. Cinergy cites to Commission precedent rejecting automatic mitigation
procedures due to the lack of software for such procedures.®™ Cinergy agrees with the
IMM recommendation and says that the expedited manual mitigation would result in
mitigation of suppliersthat do not have market power, and harm the market, consumers
and competition, as Dr. Tabors explains.® Cinergy also notes that imposing mitigation
on suppliers without market power will likely make the process of setting unit reference
levels more contentious.

122. LG&E considers the expedited mitigation procedures unjust and unreasonable
because mitigation is triggered by conduct only, with no regard to market power. LG&E
states that the IMM isfactually incorrect when he states the day-ahead market is
voluntary since DNRs must offer. Therefore, according to LG& E, these units must offer
into a flawed expedited procedure.

C. Discussion

123. Inthe TEMT Il Rehearing Order, the Commission alowed the IMM to delay
adoption of the automated mitigation or expedited manual mitigation for the day-ahead
market.”” However, to address concerns about the possibility for the exercise of market
power, the Commission required the IMM to do the following three things: (1) file
guarterly reports to show where mitigation would have been applied were there not alag
in mitigation, and to show the associated dollar impact on the market; (2) develop and file
a safety-net plan for instituting mitigation if a pattern of behavior developsin the day-
ahead market in which mitigation is repeatedly needed but cannot be applied due to the

> Cinergy Protest at 3 (citing Midwest Independent Transmission System
Operator, Inc., 102 FERC 161,280 at P 105 (2003)).

°6 See Exhibit CIN-4 at 21.

>’ TEMT Il Rehearing Order at P 258-59.
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lag; and (3) file a plan and an associated timeline under which it will resolve this problem
for the longer term by instituting automated or expedited manual mitigation in the
market.”® We believe that these measures will appropriately address the potential for the
exercise of market power while allowing market operations to begin in atimely manner.

124. The TEMT Il Rehearing Order appropriately addresses the parties' concerns. We
understand that market participants must participate in the day-ahead market to some
degree, and that is why we have set out protections for that market, as discussed above.
The requirements for reporting of any under-mitigation and the development of a safety-
net plan means that the Commission can avoid over-mitigation in the day-ahead market
while ensuring that it is not left unprotected if a pattern of abuse develops. The
requirement for the Midwest I SO to continue to pursue expedited manual or automatic
mitigation reflects our belief that such mitigation is feasible, and should be enacted as
soon as possible.

125. Assuch, we will alow the Midwest SO to remove section 64.2.2.b from its tariff,
consistent with our ruling inthe TEMT Il Rehearing Order. Thereafter, it must also
provide the required quarterly reports (showing where mitigation would have been
applied were there not alag in mitigation, and showing the associated dollar impact on
the market) until it has imposed automatic mitigation or expedited manual mitigation in
the day-ahead market.

5. Control Area Mitigation
a. Background

126. Inthe TEMT Il Order, the Commission found it appropriate for the IMM to
monitor for anti-competitive problems at the control arealevel. However, because the
control area operators responsibilities vary across the Midwest 1 SO, the Commission
directed the IMM to develop and implement a monitoring plan, and to notify the
Commission should it find any such behavior.

127. The Midwest SO states that it has coordinated with the IMM to develop and
implement a plan for monitoring and reporting anti-competitive behavior at the control
arealevel. ThelMM has proposed using a conduct and impact framework to monitor and
report anti-competitive behavior at the control arealevel. Under this proposed
framework, the IMM will focusfirst on the conduct of the entity in question and then
determine if such conduct had a significant impact on market outcomes. The market

8 Seeid. at P 2509.
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Impact is measured by the change in LMPs, uplift expenses, or other specified market
outcomes. The IMM saysthat actions that do not have a material effect on the market
results are not likely to reflect attempts to exercise market power or to manipulate market
outcomes. Control area operators actions that significantly affect market outcomes that
cannot be justified by the control area operation would be referred to the Commission for
enforcement under Market Behavior Rule 2.

128. Dr. Patton’ s testimony says that there are two exceptions to the presumption that
actions not affecting market outcomes in the short-run do not warrant investigation or
enforcement: (1) undue discrimination and affiliate favoritism; and (2) actions that have
long-term market effects. Undue discrimination and affiliate favoritism would be
detected via control area market screening and via the anonymous complaint process in
Module D. Dr. Patton says that the IMM would identify actions and policies by control
area operators that have market effects, such as by creating barriers to efficient entry of
new generation.>® Information on both classes of these exceptions would be reported to
the Commission for appropriate action.

129. In monitoring control areas, the IMM says it will focus on specific control area
functions that may raise significant issues.®® These functionsinclude: (1) maintenance of
operating reserves and regulation; (2) load forecasting; and (3) local reliability and
congestion management requirements. The IMM will attempt to identify reserve
surpluses, shortages and uneconomic actions taken by the control areas that will
significantly affect the Midwest 1SO markets. The IMM will perform independent load
forecasts to detect any systematic load forecasting errors. If forecasting errors by control
areas result in operator actions that adversely affect the market, the IMM says it will
consult with the Midwest | SO and the Control area about the causes of the errors and
report its findings to the Commission. The IMM will monitor constraint information and
associated redispatch information, and screen for redispatch instructions that are
inconsistent with local constraints. If the redispatch instructions cannot be justified and
either materially affect the market outcomes or harm competing market participants, the
matter will be referred to the Commission for action under Market Behavior Rule 2.

> Affidavit of David B. Patton, Ph.D. at P 12-13 (Oct. 5, 2004).

% However, the IMM says the monitoring will not be limited to these functions to
the extent that other functions and responsibilities are a source of market power,
manipulation, or discrimination concerns.
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130. The Midwest SO has added a new section 53.1.g to the monitoring section of the
TEMT which specifies the conditions, functions, or actions that will be monitored with
respect to control area operators. The new language says that the following will be
monitored:

The actions taken by Control Area Operators, including but
not limited to: a) the conduct of Control Area Operators,
including, but not limited to, unnecessarily withholding
capacity from the Energy Markets by arranging for more
spinning, non-spinning and Operating Reservesthan is
justifiably needed for reliability purposes, b) causing more
units to be committed through the RAC process or other
supplemental processes than needed for reliability purposes,
c) taking actions that are economically inefficient to resolve
imbalances in the Control Aread) failing to maintain
reasonable levels of ACE and e) and (SIC) redispatching
Generation Resources in amanner that is not necessary to
resolve local constraints or satisfy local reliability
requirements.

b. Comments

131. LG&E arguesthat the Midwest 1SO proposal subjects control area operators to
Commission jurisdiction over their actions to maintain reliability, thereby creating
conflicts between NERC and the IMM. LG& E contends that it is unclear whether a
control area operator will be penalized if it follows a NERC directive. According to
LG&E, the standards provide no clear guidance as to which entity would make
determinations on a “legitimate reliability reason” or what criteria would be used and
therefore it isimpossible to predict the type of conduct considered impermissible.

132. LG&E clamsthe IMM plan isinconsistent with the Balancing Authority
Agreement, filed on October 5, 2004. Specifically, the IMM plan does not recognize that
the Balancing Authority Agreement gives the Midwest | SO the authority to commit units,
that the balancing area operator follows the Midwest 1SO’ s directions regarding unit
commitment, the Midwest I SO approves and confirms the implementation of Scheduled
Interchange with External Balancing Authorities, and the Midwest 1SO calculates the Net
Scheduled Interchange for each Balancing Authority and performs inadvertent
interchange tasks.
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133. LG&E statesthat the IMM’s description of Operating Reserves and Regulation is
in conflict with section 4.12.2 of the Balancing Authority Agreement. According to
LG&E, that section provides that Balancing Authorities are only responsible to
"coordinate the deployment of regulation and operating reserves within the Midwest
ISO" and specifically states that the Midwest 1SO “shall provide the information to the
Balancing Authority necessary to allow the deployment.” In the October 5 Compliance
Filing, Dr. Patton states that he is concerned that, to the extent reserves are held on
relatively low-cost resources or excess quantities of reserves are maintained, the LMPs
may be adversely affected.®* However, under the Balancing Authority Agreement, the
Midwest 1SO coordinates the information with the Balancing Authorities, according to
LG&E.

134. Midwest SO TOs object to sections 50.3, 53.1.g and 61.1 which require control
area operators to comply with the obligations of the IMM’s plan, make control area
operators subject to the IMM’ s responsibilities and add control area operators as entities
from which the IMM may obtain data. Midwest SO TOs state that these provisions
impose obligations on control area operators and therefore are inconsistent with the terms
of the Balancing Authority Agreement filed on October 5, 2004, raise the same legal
issues the Midwest 1SO TOs sought to avoid by entering into the Balancing Authority
Agreement, and raise enforceability issues, i.e., if thereis not jurisdiction over control
area operators performing control area functions, then the tariff provisions can not be
enforced against the control area operators. Therefore, the Midwest 1SO TOs propose
that the Midwest SO revisethe TEMT to state that for the purposes of Module D, the
references to control area operators are to market participants with control area functions
and any obligations relate only to such market participants.

135. LG&E aso contendsthat it is unclear why the IMM must establish additional
processes for standards of conduct complaints that are normally handled by the
Commission. In contrast, Midwest TDUs assert the identification of monitored activity
set forth in section 53.1.g., should specifically cover: (1) affiliate favoritism or
preference; and (2) control area operation in a discriminatory manner. According to the
Midwest TDUs, the market benefit that can be derived from control area operation can
lead to discriminatory conduct and impede competition. The Midwest TDUs also note
that Module D contains no requirement that the IMM report to the Commission conduct
that is preferential or discriminatory, despite Dr. Patton’s statement that such “conduct
will be identified and referred to the Commission even when it does not significantly

®! Affidavit of David B. Patton, Ph.D. at P 15 (Oct. 5, 2004).
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affect aggregate market prices or costs.”®? For this reason, state the Midwest TDUS,
Module D needs to be revised to specify that preferential and discriminatory conduct will
be monitored and reported.

136. The Midwest TDUs also claim the IMM should report all other conduct that falls
under section 53.1.g rather than applying a market impact screen. The Midwest TDUs
explain that, given the range of possible harms stemming from abuses of control area
operations, distilling the harm to a quantity that triggers the IMM's reporting obligation
could be extremely difficult, time-consuming and ineffective due to the great potential for
gaps caused by the inability to anticipate all the ways the market could be manipulated.
According to the Midwest TDUS, this problem pertains especially to affiliate favoritism
or discriminatory behavior that can undermine confidence in a supposedly open, non-
discriminatory market, with or without areadily quantified market impact. The
Midwest TDUs say that thus, Module D should require reporting of all conduct that falls
under section 53.1.g, and not just conduct that also satisfies a market impact screen.

137. Also, the Midwest TDUs contend the IMM's reporting obligation with respect to
control area operators should not be limited to conduct violating Market Behavior Rule 2,
which the IMM seems to contemplate.*® They say that Market Behavior Rule 2, which is
acondition to market-based rate tariffs, could well not reach some control area
operations, for example, to the extent that such operations do not occur under market
based rates. In addition, the standard remedy for market behavior rule violations —
disgorgement of ill-gotten profits and possibly revocation of market-based rate authority
—may not be appropriate or relevant to control area operation misconduct.

138. LG&E aso considersthe use of terms such as “legitimate safety or reliability
concerns,” “unnecessarily withholding,” and “justifiably needed” in the standards for
monitoring of control area operators, to be unreasonably vague.

©21d. at P 12.

% Seeid. at P11. Seealso Module C, section 53.3, Original Sheet No. 716A.
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139. Inthe TEMT Il Order the Commission established that it is appropriate for the
IMM to monitor for anti-competitive problems at the control arealevel, including
withholding on so-called reliability grounds and for affiliate favoritism.** The
Commission directed the IMM to develop and implement a plan for dealing with
anticompetitive behavior at the control arealevel, and to notify the Commission should it
find any such behavior. Control areasin the Midwest 1SO have avariety of
configurations for control of generation and transmission. Most control area operators
own both transmission and generation, and control load within their control areas. Some
control area operators that only own transmission may, nevertheless, have affiliates that
own generation or control load within the control area. We agree with the IMM that
these relationships may motivate anti-competitive behavior on the part of control area
operators. We also agree that independent control area companies will need to be
monitored to assure that they do not engage in anti-competitive conduct.

140. Thisissueis particularly important in the Midwest 1SO, where there are 37 control
areas within its reliability authority and 21 within its markets, and control areasretain a
number of crucial functions including coordinating operating reserves and regulation,
load forecasting, relieving constraints not recognized in the Midwest 1SO model, and
redispatching generation as needed to relieve those constraints.®> Maintaining these
functions at the control arealevel provides control area operators with opportunities for
anti-competitive behavior that must be monitored.

141. Werecognize the concerns raised by LG& E about the Midwest 1SO’s proposal in
light of the scope of our jurisdiction and possible conflicts with NERC directives. We do
not foresee any circumstances in which the Midwest 1SO’ s proposal would override
NERC directives and do not intend such aresult. Asto jurisdiction, we believe thisissue
IS premature, in that we can not anticipate all jurisdictional issues that may arise at this
time. We will address jurisdictional issues as they occur when the market is running. For
today, sufficeit to say that we cannot authorize any IMM actions exceeding our

®TEMT Il Order at P 256.

% Pursuant to the TEMT 11 Order, the Midwest ISO and the Midwest SO TOs
filed a Balancing Authority Agreement on October 5, 2004, that proposes to reallocate
energy market functions between the Midwest 1SO and the control areas (known under
the NERC Functional Model as Balancing Authorities). Our findingsin this section are
subject to the outcome of the Commission’s consideration of the Balancing Authority
Aqgreement.
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jurisdiction under the FPA, and anyone subject to such action who believes it to exceed
our jurisdiction may raise the issue with the Commission. We will review such matters
expeditiously.

142. In establishing standards for monitoring and mitigating, it is important for market
participants to have a clear idea of what constitutes inappropriate market behavior. To
the degree possible, standards must be laid out in the tariff and must be objectively
guantifiable. Just asfor the actions of other market participants, thisis true for those of
control area operators. It isalso important that the control area operators not be penalized
for following the directions of NERC, the Midwest 1SO, local reliability committees or of
individual states, or for actions taken for alegitimate business purpose.

143. Wefind that some of the procedures discussed in the IMM’ s testimony for
monitoring of control area operators are not laid out in the tariff. In particular, the IMM’s
testimony discusses conduct and impact as a screening mechanism for referral of actions
to the Commission. The testimony says:

Consistent with the monitoring and mitigation provisions
proposed for all other types of conduct identified in Module
D, we propose the use of a conduct and impact framework to
monitor the Control Area Operators. Under this framework,
we will focus first on the conduct of the entity in question and
then determine if such conduct had a significant effect on the
market outcomes.*®

While conduct to be monitored is laid out in section 53.1.g of the tariff, it is not clear if
all instances of such conduct are to be screened for a market impact. No definition of
impact is given beyond the statement in the testimony that conduct will be examined to
seeif it hasasignificant impact. The thresholds in the tariff for conduct and impact are
in the mitigation section of the tariff, which does not appear to apply to actions of control
area operators.®” Thetestimony also refers to “actions that cannot be justified by the
Control Area Operator” being referred to the Commission, but the tariff does not appear

% Affidavit of David B. Patton, Ph.D. at P 9 (Oct. 5, 2004).

%" We do not believe that instances of anti-competitive control area operator
behavior that do not have a market impact (which is yet to be defined by the IMM) need
be reported to the Commission, as requested by the Midwest TDUs. However, we agree
that all instances of affiliate preference or discrimination or those actions having long-
term impacts should be reported.
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to provide for consultation between the control area operator and the IMM. The only
such consultation is found in section 63 which does not appear to apply to the actions of
control area operators.

144. Nor do the standards for control area operators conduct contained inthe TEMT
reflect that monitoring for control area operators are relevant only for actions over which
they have control and discretion. The tariff language on monitoring of control area
operations must make the standards objectively quantifiable, and to clarify that the
control area operators’ actions will not be subject to enforcement action when they are
following the directions of NERC, the Midwest 1SO (as may be reflected by their roles
specified in the Balancing Authority Agreement), local reliability councils, or of
individual states. Indeed, it is actions of the control area operators beyond these required
actions that should be the focus of monitoring and ultimately mitigation.

145. We aso find that the standards laid out in the TEMT for monitoring control area
operators actions are not sufficiently objectively quantifiable and must be revised. For
example, we find that in section 53.1.g, both occurrences of the language “ but not limited
to” must be removed. The phrase “unnecessarily withholding” must be further defined.
Some of the other concerns about lack of specificity in the tariff and potential penalties
for actions required by other parties can be solved simultaneously. We find that the
language “...by arranging for more spinning, non-spinning and Operating Reserves than
Isjustifiably needed for reliability purposes’ is not sufficiently clear, and require the
Midwest 1SO to replace it with “by arranging for more spinning, non-spinning and
Operating Reserves than is required by Regional Reliability Committee guidelines.” This
also addresses the issue L G& E raises, eliminating the penalization of parties for
following NERC guidelines on these issues. Also in section 53.1.g, we find that the
language “needed for reliability purposes’ associated with the RAC process is too vague,
and will require the Midwest 1SO to replace the specified language with “than the
Midwest SO determines in the RAC process.” Likewise, we find that the language
“failing to maintain reasonable levels of ACE” is not objectively identifiable, and the
Midwest 1SO must replace it with “failing to maintain levels of ACE required by the
reliability coordinator.”

146. We disagree with LG& E about the need for processes to deal with standards of
conduct complaints. This section of the tariff is establishing procedures for the IMM to
monitor for such violations and to report them to the Commission. Wefind that it is
appropriate for the tariff to detail the IMM’ s obligation to monitor for conduct whichis
discriminatory or involves affiliate favoritism. We agree with the Midwest TDUs
assertion that the identification of monitored activity set forth in 8 53.1.g. must
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specifically cover: (1) affiliate favoritism or preference; and (2) control area operationin
adiscriminatory manner. Also, Module D must be revised to specify that preferential and
discriminatory conduct by control area operators will be monitored and reported to the
Commission.

147.  With respect to the Midwest TDUS' concern regarding Market Behavior Rule 2,
we agree that the IMM'’ s reporting obligation should not be limited to Market Behavior
Rule 2, asit will not cover control area operator actions that do not occur under market-
based rates. We believe that the IMM should report all control area operator actions that
are anti-competitive. Aswe stated inthe TEMT Il Order, there are anumber of waysin
which a control area operator could manipulate the market. For example, while the
operating reserve decisions made by control area operators do not encompass market-
based offers, the designation of generators to provide operating reserves could affect
energy market pricesin amanner that confers advantage to a particular seller of energy.
However, we believe that the tariff already covers such reporting by the IMM. Section
53.1.g establishes that it will monitor for such behavior. Section 63.3.d of the tariff
establishes that the IMM shall monitor for other categories of conduct that distort
competitive outcomes of any of the markets of the Midwest | SO, and provides that it will
seek authorization to mitigate the effects of such conduct from the Commission.

C. Readinessand Market Startup Safeguards
1. Reliability, Perfor mance Assessment and Audit
a. Background

148. The TEMT Il Order listed three primary readiness issues that need to be addressed
in order to implement the Day 2 markets reliably and effectively: (1) generic reliability
Issues, especially those identified by the Task Force and subsequent NERC audit;

(2) rediability issues that could emerge as aresult of the implementation of the Day 2
market — for example, as control area operators change functional responsibilities; and
(3) readiness to operate the market such that, assuming that reliability is ensured, market
systems and measurements used to develop market prices are sufficiently accurate and
dependable.

149. Initsfiling, Midwest 1SO states that consistent with the directives of the TEMT 11
Order, the compliance filings for the “cut over” plan and price correction mechanism, as
well as certain aspects of the other safeguards, will be filed on December 1, 2004, with
the exception of the requirement of a certification of readiness, which will be filed on
January 30, 2005. With the present filing, the Midwest | SO states that it submits
explanations and proposed tariff language addressing the 60-day compliance
requirements of the first, third, fourth, and fifth transitional safeguards.
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150. The TEMT Il Order noted that “the Midwest 1SO has not explicitly addressed in
the proposed TEMT the matter of ensuring that the transition in functional
responsibilities will not adversely affect reliability.”® The Commission therefore
ordered the Midwest 1SO to file an explanation of this matter.*® In its compliance filing,
the Midwest | SO states that the revised TEMT provisions ensure that the transition in
functional responsibilities will improve reliability because the Midwest 1SO has reached
a settlement with the Transmission Owners and the Balancing Authorities to clarify the
functional responsibilities of each entity. Midwest | SO states that a detailed settlement
agreement with proposed modified TEMT provisionsis being filed concurrently with the
subject Compliance Filing in accordance with paragraph 138 of the TEMT I Order.”

b. Protests and Comments

151. OMS agrees with the Midwest | SO compliance language regarding the continuing
process between the Midwest | SO and OM S regarding market readiness. OMS states it
will use the Metrics Interpretative Guide and Readiness Advisor process to obtain
information to make recommendations on additional metrics and may make an
informational filing 30 days prior to market start-up to advise the Commission on OMS's
views on market readiness

152. WPS Resources states that the Midwest 1SO has not adequately satisfied the
metric-related requirements specified in the TEMT 11 Order.” WPS Resources cites to
the incompl ete and vague guidelines, and the fact that the commercial operations and
readiness plan are not addressed in the October 5 Compliance Filing.

® TEMT Il Order at P 54.
% d.
" Midwest ISO Transmittal Letter at 10-11 (Oct. 5, 2004).

" See TEMT Il Order at P 55.
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153. Inasmuch asthe Midwest ISO and OM S are meeting to discuss metrics related to
commercial operations readiness and the testing plan, as confirmed by the OMS in their
comments, we consider the Midwest 1SO to be in compliance with the requirements of
the TEMT Il Order. Based on representations of OM S, we expect these consultations to
continue with additional refinement of the metrics as necessary, thereby addressing the
concerns of WPS Resources.

154. Wefind the Midwest 1SO response to be acceptable on the reliability impacts of
the functional responsibilities transition. We are addressing the issue of functional
responsibilities in a separate order on a Balancing Authority Agreement filed, as required
by the TEMT Il Order, by the Midwest 1SO and Midwest | SO TOs on October 5, 2004.

2. Transitional Safeguardsfor Exposureto Marginal Loss Charges
a. Background

155. We have supported the use of marginal lossesin LMP in prior Midwest SO orders
because it |eads to aleast-cost dispatch that reflects the true costs of transmission.”
Knowing the loss component of the locational price allows the dispatcher to serve load at
aparticular location with less expensive generation than if losses were not taken into
account in the dispatch. The scope of the Midwest SO market, with significant potential
losses if certain generation were dispatched for spot power through the centralized
market, makes it important to ensure that a true least-cost dispatch is attained.

156. Aswith other aspects of the energy markets, inthe TEMT Il Order we determined
that it was necessary to take steps to build experience with LMP while mitigating its
impact for a period of time.

157. However, the transition to LM Ps reflecting marginal losses has been contentious
in other 1SOs and RTOs with respect to the allocation of the surplus loss revenues,
leading to revisionsin the allocation methodology once experienceisgained. To give
market participants more time to adjust to the LM P approach for setting prices and to
develop confidence in market processes, the TEMT Il Order stated that the Midwest SO
must implement LMP with marginal losses, but refund the difference between the
marginal loss charge and either an average loss or a historical loss charge to all existing
transmission customers. Entities will be given this refund based either on historical loss

2 See, e.g., Declaratory Order at P 31.
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charges associated with existing transmission service, or otherwise on average loss
charges calculated by the Midwest 1SO.”® Inthe TEMT Il Order, the Commission made
thistransitional loss refund approach available to all existing transmission customers for
aperiod of five years and to all new transmission customers for a period of one year from
the start of the Day 2 markets.”*

158. The Commission directed the Midwest 1SO to develop a single methodol ogy for
the refund of the difference between marginal and average losses and to file tariff sheets
implementing the transitional 1oss cal cul ation measure and refund mechanism within

60 days from the date of the TEMT I1 Order.

159. The TEMT Il Order additionally directed the Midwest | SO to continue discussing
with its stakehol ders the post-transition method for refunding the marginal losses surplus,
and to submit an appropriate refund method to the Commission.”

160. Initscompliance filing, Midwest | SO has revised section 40.6 to provide for a
transitional mechanism, available for a period no longer than five years, to refund to load-
serving entities the difference between the marginal loss charge and average losses on a
Balancing Authority Areabasis.”® Under this approach, customersin Balancing
Authority Areas that have the highest actual losses will receive a greater proportion of the
Marginal Loss Surplus share than customersin Balancing Authority Areas with relatively
lower losses. The Midwest |SO states that a significant mgjority of Market
Subcommittee members supported the adoption of arevised “loss pool” approach that
would more specifically define the “pools’ to which excess revenues will be refunded
based on Balancing Authority Areas.

BTEMT Il Order at P 74.
“1d. at P73.
S1d. at P 79.

® The TEMT defines “Balancing Authority Area” as: “The collection of
Resources, transmission systems, and L oads within the metered boundaries of Balancing
Authority.” Module A, section 1.18, Original Sheet No. 51.
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161. TheMidwest 1SO aso states that many stakeholders agreed that appropriate
aspects of this modified “loss pool” approach should also be incorporated into the
transitional method for refunding the difference between marginal and average losses.
According to the Midwest | SO, this approach provides more granularity and, as such, less
averaging.

162. TheMidwest 1SO claims that the proposed revisions to section 40.6 optimally
address the concerns identified by the Commission regarding the initially proposed
method for refunding surplus revenues resulting from collection of marginal losses. The
Midwest | SO states that the proposed modified approach targets the refund of such
surplus with more specificity than theinitial TEMT proposal. The revised methodology
also refunds surplus losses revenue to entities based on the difference between the
marginal losses amounts collected and average losses experienced by such entities on a
Balancing Authority basis.

163. Incontrast to the TEMT Il Order, the Midwest SO believes that it is not
appropriate to distinguish between existing and new customers under this transitional
framework because the energy markets will be more successful if the TEMT does not
discriminate between different types of energy transactions, even during alimited
transition period.”” In support, the Midwest | SO points out that stakeholders voted
overwhelmingly (22 to 3) in favor of a*“non-discriminatory” approach.

164. TheMidwest ISO has also revised section 38.8.3.b.iii to clarify that the
determination of the difference between marginal losses and system losses shall be based
on procedures that will be detailed in the Business Practice Manuals.

b. Protests and Comments

165. Midwest TDUs assert that the methodology for the marginal 1oss surplus refund
proposed by the Midwest 1SO will divert refunds from the market participants who
disproportionately fund it (typically small, transmission-dependent |oad-serving entities)
to other market participants who happen to reside in the same control area (typically
larger load-serving entities that operate control areas).

" Midwest 1SO Transmittal Letter at 7 (Oct. 5, 2004).
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166. Midwest TDUs state that the Midwest | SO inappropriately departed from the
intent of the TEMT 11 Order by rejecting the “bifurcated” approach that distinguished
between existing and new transmission customers. Midwest TDUs imply that thiswill
disadvantage |oad-serving entities that will have to pool their refunds with both existing
and new customers.

167. WPS Resources contend that the Midwest 1SO proposal is not in compliance with
the TEMT Il Order because it does not contain: (1) adescription of the method the
Midwest SO would use to calculate marginal |osses per transmission customer;

(2) amethod to devel op average system losses and associated costs; (3) a process by
which the Midwest SO will determine historic loss payments per transmission customer;
and (4) amethodol ogy to calculate the refund necessary to protect market participants
from increased |oss costs or the procedure to provide the refund. WPS Resources states
that the revised section 38.8.3 provides for the Business Practice Manuals to contain the
detailed procedures to determine the difference between marginal and system average
losses. However, WPS Resources note that the manual s are incomplete and contain no
detail.

168. Dominion claims the determination of the difference between marginal and system
losses must be detailed in tariffs, and not in the Business Practices Manual as proposed
by the Midwest 1SO, because these provisions impact rates and the Midwest 1SO filing
does not comply with the Commission directive to file tariff sheetsto implement the
transitional loss calculation.”® Dominion also supports the Midwest 1 SO proposal to
define “loss pools’ asindividual Balancing Authority Aress.

169. Detroit Edison supports the Midwest SO proposal to refund excess payments on a
Balancing Authority Areabasis.

170. Dynegy supports the marginal loss refund and urges the Commission to accept it
as the most equitable solution reached by a clear consensus of stakeholders.

C. Discussion

171. Wewill accept the Midwest SO’ s proposal to apply the TEMT Il Order’s
requirement for atransitional safeguard on marginal loss charges through the refund of
the marginal loss charge surplus on a Balancing Authority basis, rather than through the

8 See TEMT Il Order at P 657.
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previously proposed “loss pools.” We agree that this approach has greater granularity
than the prior one, and is consistent with our intentions with respect to not exposing
participants to charges different than their average actual losses. It also hasthe
advantages of stakeholder support and ease of implementation.

172. We are concerned, however, that there could still be some market participants
within the Balancing Authority that are not made eligible for a sufficient share of the
refund through the load ratio share calculation. This could include entities with remote
generation well outside the territory of the Balancing Authority. We will require the
Midwest 1SO to explain how it is determining the marginal loss surplus refund for such
entities.

173. Weare also concerned, as per the views expressed by WPS Resources, that the
tariff does not address the needs of parties with historical loss charges as required by the
TEMT Il Order. If amarket participant currently has a transmission contract with
another party that specifies an average or incremental |oss charge for each transaction
over some period, and the parties seek to continue to settle against that contract for the
transition period, then the Midwest 1SO should provide any loss charge data that would
facilitate meeting the contract terms.” We will require the Midwest 1SO to explain how
such historical loss contracts are being accommodated.

174. We will accept the Midwest SO’ s and stakeholders' decision to adopt a
non-discriminatory approach to the refund of the marginal loss surplus, rather than the
“bifurcated” approach that we required inthe TEMT Il Order. Our purposein the

TEMT Il Order was not to add additional complexity to the start of the Day 2 market, but
rather to provide an accurate marginal loss price signal as soon as possible for new
transmission customers and devel opers of new generation and transmission. We note
further that our requirement that Midwest 1SO review and improve the accuracy of the
refund over time should alay Midwest TDUS' concern that new customers will dilute the
refunds to existing customers.

" For example, party A has a transmission contract with party B that includes a
3 percent average loss charge calculated over some period, such as one season. If
average actual losses are higher than 3 percent, then party A benefits; if they are lower,
party B benefits. The marginal loss surplus refund method the Midwest | SO proposes
should keep party A paying very close to its actual losses; however, these |osses on
average may be higher (or lower) than party A’s historical loss charges under its
contracts. Party B, under the contract terms, should then be responsible for the portion of
party A’sloss above this average; similarly, party A should be required to pay back to
party B when it pays |oss charges below the contracted amount.
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175. With respect to WPS Resources’ concerns about lack of detail on the refunding
mechanism, we note that in our TEMT |1 Order, we directed the Midwest SO to file
tariff sheetsimplementing the transitional loss calculation measure.® Therefore, the
Midwest 1SO did not comply with the Commission’ s requirements by referencing the
Business Practice Manuals for the necessary detail. We required the methodology to be
included inthe TEMT because it directly impacts the rates paid by transmission
customers.®® The Midwest ISO is therefore directed to put the detail implementing the
transitional loss calculation and refund mechanism in the TEMT.

D. Other Issues Related to the FTR Allocation Process
1. [llustrative FTR Allocation
a. Background

176. The TEMT Il Order recognized and agreed with many of the concerns about the
illustrative FTR allocation results. The Procedural Order previously stated our interest in
not repeating the illustrative FTR allocation, but rather moving towards a process to
establish afinal initial alocation that addresses stakeholder concerns about the FTR
modeling and allows sufficient time to correct errors and include adjustments to the
alocation (e.g., by state commissions) before the start of the Day 2 market. The
Procedural Order requires that the initial alocation be filed 90 days prior to the start of
the market.®

177. Initscompliance filing, the Midwest | SO states that it has cancelled any further
“illustrative” FTR allocations.

b. Discussion

178. We accept the Midwest |SO’s compliance, viaits transmittal letter, with our
decision not to require further illustrative FTR allocations prior to the first actual initial
FTR allocation.

% See TEMT 11 Order at P 75.
81 See 18 C.F.R. § 35.1(a) (2004)

82 See Procedural Order at P 95.
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2. FTR Rulesfor Generation Additions and Retirementsand
Network Upgrades and Expansion

a. Background

179. TheTEMT Il Order directed the Midwest SO to clarify the rules for FTRs from
network resources that are retired. 1f a network resource is retired, then this could change
the feasible set of FTRs. Maintaining the outstanding FTR associated with the retired
resource could then create arevenue inadequacy. The Midwest SO and stakeholders
should determine whether to alow the FTR to remain as-is through the allocation period,
whether to adjust it for purposes of simultaneous feasibility, or whether to terminate it.

180. The Commission also directed the Midwest | SO to begin discussions with
stakeholders on the need for, and feasibility of, long-term FTRs within 180 days of the
start of the Day 2 markets.

181. Initscompliancefiling, the Midwest | SO clarifies that maintaining FTRs
associated with retired network resources would not necessarily have an adverse impact
on simultaneous feasibility or on revenue adequacy. Simultaneous feasibility is more
likely to be threatened by the termination of FTRS pertaining to retired network
resources, and would in no event be undermined by the retention of such FTRs. The
Midwest 1SO proceeded to have discussions with stakeholders whether such FTRs should
be kept intact through the allocation period, adjusted for purposes of simultaneous
feasibility, or terminated. The Midwest SO and the stakeholders agreed that such FTRs
shall remain in effect through the end of the allocation period.

b. Protests and Comments

182. WPS Resources is opposed to requiring market participantsto retain FTRs after a
generator isretired. WPS Resources specifically object to the requirement that market
participants must retain counterflow FTRs, that they were forced to accept during the
Restoration Phase, beyond the useful life of the market participant’s generator.

WPS Resource considers this policy discriminatory.

183. Inits Answer, the Midwest | SO states that retirement decisions are made
sufficiently in advance that market participants should be able to adjust FTR holdings
accordingly, e.g., by nominating FTRs such that FTR and generation unit retirements
coincide.
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184. We will accept the Midwest | SO’ stariff revision that FTRs associated with retired
unitswill remain in effect through the allocation period.

185. Wedo not understand WPS Resources contention that a market participant
assigned counterflow FTRs in the restoration phase would have to hold those FTRsfor a
retired unit. The revised tariff section 43.6.4 states that Midwest SO will not settle
counterflow FTRs with the holder of such FTRsfor the remainder of the allocation period
after the unit retirement. Thiswould seem to address WPS Resources concern.

3. FTRsin Retail Choice States

186. Inthe TEMT Il Order, the Commission found that it was appropriate that Auction
Revenue Rights (ARRSs) will follow load shifts on adaily basis and that the TEMT was
not clear in thisregard. Hence, the Commission required the Midwest 1SO revise its
tariff accordingly to clarify thisrule.

187. The Midwest ISO states that it has revised section 43.7.2 to clarify that ARRs will
follow load shiftsdaily. Dominion counters that the Midwest I SO inadvertently omitted
this section in its compliance filing.

188. AsDominion notes, the Midwest 1SO has not filed the revised section 43.7.2. We
will therefore require the Midwest 1SO to file this section within 30 days of the date of
this order.

4, Locational Marginal Pricing
a. Background

189. The Midwest SO proposed to use LMP to settle energy sales and purchasesin the
day-ahead market and the real-time market, to calculate transmission usage chargesin
both of the markets, and to settle FTRs in the day-ahead market. The Midwest 1SO
further notes that LM P provides along-term price signal that can be used to assist
Investment decisions in generation and transmission. The Commission conditionally
accepted Midwest |SO’s proposal inthe TEMT Il Order.

190. Inthe TEMT Il Order, the Commission required the Midwest SO to clarify that
external transactions will not be double-charged for congestion and losses. The
Commission also required the Midwest | SO to clarify that power delivered from anon-
jurisdictional Midwest SO generation unit with existing firm transmission service at the
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Midwest SO boundary is not subject to congestion or loss charges. However, if such a
unit schedules power into the Midwest 1SO footprint, or offers it into the Midwest 1SO
energy markets, it will be scheduled and dispatched in accord with LMPs.

191. Initscompliancefiling, Midwest | SO states that external transactions will not be
double-charged for congestion and losses and that section 39.3.3.c of the TEMT has been
modified to make such clarification.

192. Additionally, Midwest I SO clarifies that power delivered from a non-jurisdictional
Midwest 1SO generation unit with existing firm transmission service at the Midwest SO

boundary is not subject to congestion or loss charges. However, if such a unit schedules

energy into the Midwest 1SO footprint, or offersit into the Midwest 1SO energy markets,
it will be scheduled and dispatched in accordance with LM P scheduling procedures.

b. Comments and Protests

193. WPS Resources assert the Compliance Filing is deficient since it does not clarify
that external transactions will not be double-charged for congestion and losses, as
required by the TEMT Il Order. Inits Answer, the Midwest 1SO responds that this point
has been clarified in section 39.3.3.c.

C. Discussion

194. WPS Resourcesisincorrect in stating that the tariff is not in compliance on the
issue of double-charging external transactions. Asthe Midwest SO notes, this
requirement has been complied with in revised tariff section 39.3.3.c.%

E. Marginal L osses
1. Background

195. Inthe TEMT Il Order, the Commission approved the Midwest 1ISO’s
implementation of LMP with a marginal loss component with clarification and
modification and subject to the safeguard measure discussed in the order. The marginal
loss pricing rules will be applicable to all entities requesting new transmission service
from the Midwest 1SO one year after the start of the Day 2 markets and to all market

% Thisisin the redlined version of the tariff on Original Sheet No. 517. The
redlined version does not include all section numbering, so it may appear asif aredline
section is part of another section.
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participants following the termination of the transition period delineated in

section 1V (B). The Commission also required the Midwest 1SO to consider additional
measures to provide loss hedging instruments for new transmission customers at the
termination of the transition period, if not sooner.

196. The Commission also required the Midwest 1SO and stakeholders to develop
proposals for financial loss rights that could be implemented following the termination of
the transition period.

197. The Midwest | SO states that after discussions with its stakeholders, it has
developed atransitional refund mechanism it believes complies with the TEMT Il Order.
The Midwest | SO maintains that further refinement of along-term marginal losses
surplus refund mechanism will occur within a reasonable period of time. The Midwest

| SO further notes that it will work with stakeholders to devel op additional methods for
hedging losses once the transition period is terminated, such as financial loss rights.

2. Discussion

198. Given that we have accepted Midwest SO’ s proposal not to distinguish between
existing and new transmission customers during the transition period on marginal losses,
we will not at this time establish atimeframe for consideration of how marginal 1osses
will be treated following that period. However, we encourage the Midwest | SO and
stakeholders to monitor the experience with marginal loss pricing, to evaluate how other
regional markets undertake refunds of surplus marginal loss charges, and to study new
instruments for hedging loss charges.

F. Market Monitoring and Market Power Mitigation
1. Mitigation of Cost-Based Bids
a. Background

199. During the 60-day initial start-up when sellers will submit cost-based bids, the
IMM proposes a 10 percent threshold to screen for violations of the cost-based offer
requirement. Dr. Patton testifies that the 10 percent threshold has been adopted to reflect
uncertainties in the underlying cost parameters. For example, the fuel prices used to
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adjust the reference prices can vary from actual pricesincurred by suppliers due to: the
one-day lag in the reporting of gas price information through public sources, the lack of
data on imbalance charges and other ancillary fuel expenses, and basis differentials
between the plant’s location and public pricing point.**

200. ThelMM proposesto report to the Commission's Office of Market Oversight and
Investigation, on aweekly basis (with automatic notification of the seller), offers that
exceed the threshold. This approach relies on the Commission’s enforcement authority to
ensure compliance with the cost-based offer requirement. As an alternative, the IMM
software would be modified to implement ‘mitigation’ of bids based only on conduct
rather than on conduct and impact using thresholds based on known or expected
variations such as fuel cost changes.

b. Protests and Comments

201. Midwest TDUs assert that the IMM proposal will cause price increases resulting
from excessive offers to go unremedied, and rates will be unjust and unreasonable. The
proposal, according to the Midwest TDUS, represents the kind of ex post mitigation that
is at odds with the Commission’s preference for ex ante mitigation regi mes.

202. Asan adternative, the Midwest TDUs propose that the IMM implement mitigation
based only on conduct offers. Midwest TDUs contend that sellers are required to submit
cost-based offersin any event during the 60-day period, so there is no harm to
automatically mitigating them down to the cost-based reference level when their bids
exceed the threshold by 10 percent.

C. Discussion

203. ThelMM’s proposal for dealing with cost based bidsis appropriate. Cost-based
bids are being implemented for an interim two-month period only, during market start-up.
During this period, market participants will have a clear idea of their reference prices.

We do not expect bidding that exceeds the 10 percent thresholds. The rules establish a
clear standard for bidding regardless of market conditions. Rather than mitigating such
bids, referring them for enforcement action is appropriate. We believe that using the
Commission’s enforcement authority for bids exceeding a company’ s threshold is
sufficient to deter this behavior. We do not believe it is necessary to have the software
modified to implement mitigation of bids based only on conduct rather than conduct and
impact using thresholds based on known or expected variations such as fuel cost changes.

8 See Affidavit of David B. Patton, Ph.D. at P 32 (Oct. 5, 2004).
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2. BCAs
a. Background

204. The Commission directed the IMM to coordinate with the Midwest | SO so that
active BCAs and the associated flowgates are identified on the Midwest SO website, as
well as all prior BCAs and the associated flowgates.

b. Discussion

205. The Midwest ISO modified its tariff such that active and prior BCAs are to be
listed on its website. However it did not provide that the associated flowgates would be
listed. We direct the Midwest 1SO to modify section 63.4.2.e accordingly and file the
change within 30 days of the issuance of this order.

3. NCAs
a. Background

206. Inthe TEMT Il Order, the Commission stated that the language in section 63.4.1.e
could lead to a misinterpretation, and required the Midwest | SO to change the language
to make clear that the NCA distinction will be removed only if the transmission
constraints defining the area are expected to be binding for less than the 500 hours,
perhaps because they have been binding for less than the 500 hours in the past.®

207. The Midwest SO says it has inserted language in section 63.4.1.e to clarify that an
NCA designation will be removed only if transmission constraints are expected to be
binding for less than 500 hours.®®

S TEMT Il Order at P 284.

% The TEMT Il Order noted that the Midwest TDUs incorrectly referred to
section 64.3.1.ein their discussion of the definition of NCAs, and that the Midwest 1SO
should “file to correct this cross-reference,” which should have been to section 63.4.1.e.
See TEMT Il Order at n.199. However, the Midwest 1SO does confirm the accuracy of
the Commission’ s statement that the provision that should have been cited is
section 63.4.1.e. The Midwest | SO seeks guidance on what other corrective steps, if any,
the Commission requires the Midwest | SO to take on such athird-party mistake.
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b. Protests and Comments

208. Midwest TDUs assert the submitted tariff sheet (No. 759) still includes language
permitting removal if “transmission constraints ... have been... binding for fewer than five
hundred (500) hours during a given twelve (12)-month period.” Accordingly, Midwest
TDUs request that the tariffs be modified to reflect the Commission directive.

C. Discussion

209. Wefind that the modified language in section 63.3.4.1.eis not in compliance with
the Commission's order. In particular, the point of the required change was that an NCA
designation could be removed if the transmission constraints are expected to be binding
for less than 500 hours, but not automatically just because there were less than 500 hours
in which the constraint was binding the previous year. Rather, the number of hours of
constraint in the previous year could be considered in the assessment of whether the
constraint was expected to be binding 500 hours or more in the next year. The insertion
of the word “only” does not allow for other reasons for the removal of the designation of
an NCA area such as when there are no longer any pivotal suppliersin the area. Thus, we
require the Midwest 1SO to modify section 63.4.1.e to remove the word “only” and the
words “have been or.” The Midwest SO must file this tariff change within 30 days of
the issuance of this order.

4, NCA ldentification and Designation
a. Background

210. Theanaysis performed by the IMM found only two flowgates that meet the
definition of aNCA and that are not within the WUMS or Northern WUMS region. The
Commission questioned the IMM’ s assertion that flowgate Rocky Run-Northpt+Weston-
Rocky Road should not be an NCA because it is expected to affect only alocalized area
and price effects are likely to be small. The Commission directed the IMM to clarify
why this flowgate should be omitted from NCA status.

211. The Midwest SO was directed to clarify or correct the tariff languagein

section 65.2.2.e such that it is evident which mitigation measures are to remain in effect
for the duration of any hour in which thereis an interval for which such mitigation is
deemed warranted. In particular, the Midwest 1SO was directed to make clear what type
of withholding section 65.2.2.e applies to, and whether it appliesto BCAs, NCAs or both.
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212. Also, the Commission found that the text of the IMM’s analysis submitted with
Dr. Patton’s testimony listed the flowgates that significantly limit importsinto WUMS
and North WUMS. It did not, however, include six flowgates that are included in

Table A-1 of Appendix A of that analysis, which details flowgates into and within
WUMS.®" However, the Commission noticed that six other flowgates are listed twicein
the text of the market analysis, and we believe that this may be an editoria error.® The
Commission directed the IMM to clarify in a compliance filing why the six flowgatesin
the Appendix but not the list of flowgates associated with the WUMS and North WUMS
NCAs should be omitted, or revise the list of flowgatesto include them. The
Commission also directed the IMM to identify in that compliance filing all units that,
under the current proposal, will be subject to NCA thresholds.

213. The Midwest | SO saysthat it has revised sections 65.2.2.e and 64.1.1.e to make
clear which mitigation measures are to remain in effect for the duration of any hour in

which thereis an interval for which such mitigation is deemed warranted; what type of
withholding section 65.2.2.e applies to; and whether it appliesto BCAs, NCAs or both.

214. According to the IMM, there are two reasons for the Rocky Run-Northpt+Weston-
Rocky Road not being classified asan NCA. First, the effect of the constraint is
extremely local with the units at a single plant primarily affecting the flows over the
flowgate. Second, the generating plant is owned by the same company that serves the
load in the area whose LM Ps would be affected by the constraint. The incentive for the
participant to withhold the resourcesislimited. The IMM has committed to monitor this
constraint to determine whether athird NCA should be defined and report on thisissue to
the Commission once the market is in operation.®

% These include Stiles-Amberg 138 for Morgan-Plains, Stiles-Pioneer for N.Appl-
WhiteClay 138, Green Lk-Roeder 138 for N Appleton-Ror, N.Appleton-L ostdauphin 138
for Kewaunee Xfrm, and Kewaunee 345/138 Xfrm, Kewaunee Xfrm-N Appleton.

% These include Flow South, Highway V-Preble 138 Flo Lost Dauphin-Red
Maple, Highway V-Preble+N Applton-White Clay, N Appleton-Wh Clay 138 for Stiles—
Pulliam 138, Stiles4-Pulliam 138+Stiles5-Pulliam 138, and Stiles-Amberg & Stiles-
Crivitz Flo Morgan-Plains.

% See Affidavit of Dr. David B. Patton, Ph.D. at P 40 (Oct. 5, 2004).
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215. The Midwest | SO submitsthe IMM’ s clarification regarding propriety of omitting
or including the flowgates associated with WUMS and North WUMS in the list of NCAs.
According to the IMM, the omission of these six flowgates was an editorial error. A
revised Market Analysis report isincluded in the compliance filing.

216. Inthe compliance filing, the Midwest 1 SO also submitted the IMM'’ sidentification
of all unitsthat will be subject to the proposed NCA thresholds.

b. Protests and Comments

217. Midwest TDUs claim that the list of units subject to NCA thresholds is nhot up to
date and therefore units are missing. Also, according to Midwest TDUS, the list entries
should reflect CPnodes (individual points for which bids and offers will be submitted to
the Midwest | SO) rather than generating units. They say this would be particularly
helpful in the case of jointly-owned units, because the list would reflect the bidders
subject to the NCA thresholds and whose behavior the mitigation measures are designed
to monitor.

C. Discussion

218. While the Midwest I SO has made some modifications to 65.2.2.e in order to
clarify the language, we find that one additional change is needed so that conduct
thresholds for both physical and economic withholding are referenced. In particular, the
Midwest 1SO must add the language "and 64.1.2", to section 65.2.2.e, so that it reads
"...in accordance with the conduct thresholds of Sections64.1.1 and 64.1.2..." The
Midwest 1SO is directed to make this change within 30 days of the issuance of this order.

219. We accept the IMM’ s justification for not declaring Rocky Run-Northpt+Weston-
Rocky Road to be an NCA. As stated, the IMM should continue to monitor to seeif a
changein statusis needed. We also accept the corrections to the flowgate list associated
WUMS and North WUMS.

220. ThelMM hasfiled thelist of generating units that will be subject to the proposed
NCA thresholds asrequired. If thelist isnot current, the IMM must re-file that list
within 30 days of the issuance of thisorder. We do not believe it isimportant for the
IMM to identify the CPNodes associated with the NCA. The purpose of the posting of
the units associated with the NCA isto let the bidders know if their units are associated
with the NCA, and thus, which thresholds will apply to them. Bidderswill know their
units, even if only partial ownership isinvolved.
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5. Reference Levels
a. Background

221. The Commission accepted the approach proposed inthe TEMT for calculating
reference levels. The methods used are similar to those approved in other markets that
mitigate through conduct and impact thresholds.*® However, the Commission believed
that the process of determining the reference levels should be laid out in more detail. In
that regard, the Commission ordered the IMM to file with the Commission to more
clearly specify what factorsit considers in the marginal cost calculation in order to
include legitimate risks and opportunity costs in establishing reference prices.” The
Commission also directed the IMM to discuss how these costs are estimated for different
output levels.

222. Inhisaffidavit, Dr. Patton explained: (1) the processthe IMM will use to
determine unit-specific reference levels; (2) the factors that the IMM will consider in the
marginal cost calculation in order to ensure that reference levels include legitimate risk
and opportunity costs; and (3) how such costs are estimated for different output levels.*

223. According to Dr. Patton, in the case of the normal reference price process, a
market participant may propose for IMM review avalue that reflects its opportunity costs
and explain how it calculated the value. The IMM will be collecting specific information
throughggts cost-based data survey that will allow the Midwest | SO to calculate these
factors.

224. Dr. Patton further explained that for energy limitations, he will generally forecast
the highest-priced hours in which an energy-limited resource can be expected to operate.
Dr. Patton states that a rational supplier would offer its resource at no lower than this

value. He addsthat energy-limited participants expectations regarding prices may vary

% See, e.g., New York Independent System Operator, Inc., 99 FERC 1 61,246 at
62,045 (2002).

% Examples might include fuel costs at different output levels, risks of breakdown
at certain levels of output, and costs of repairs, as well as the opportunity cost of not
being able to run the unit whileit is down.

% Affidavit of David B. Patton, Ph.D. (October 5, 2004).

% 1d. at 29-36.
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from his own and will typically accept the participants’ price forecast unlessit is
substantially higher without reasonable justification. Since hourly price data will not
exist prior to the start of the Midwest 1SO markets, the IMM will develop hour price
forecasts using hourly price data from adjacent regions together with the daily bilateral
prices available from Megawatt Daily for locations in the Midwest to estimate hourly
pricesin the Midwest region.

225. Dr. Patton indicated that a similar process will be used to estimate risk factors
where relevant for certain generating resources. He states that the cost-based survey will
collect the parameters necessary to calculate the expected value of the operational risks
facing a generating unit.

226. The compliance filing states that both the risks and opportunity costs can vary
over the output range of the resource. To account for these changes over the output range
of aunit, the IMM will rely primarily on information provided by the supplier indicating
how the limitations and risk parameters change at different output levels. The
methodology for calculating the values would be the same as described above although
the input parameters can change by output level.

b. Protests and Comments

227. According to the Midwest TDUSs, the Commission should reject the IMM's
proposal to rely on data, especially price forecasts, from sellers who will have great
interest in inflating price forecasts and cost estimates.* At a minimum, the Commission
must insist that the IMM make objective determinations regarding opportunity and risk
costs consistent with the TEMT Order's requirement that the “IMM should independently
establish the reference levels.” **

228. Parties also raised issuesin the Order on Rehearing, which the Commission
deferred to this Compliance Order. In particular, Ameren wanted additional specificity in
how reference levels will be set, aswell as a definition of what constitutes “legitimate
risks and opportunity costs.” Ameren also said that the Commission should clarify
definitions and parameters to be used in undertaking the standardized survey and setting
theinitial reference levels, in order to provide for consistent reference levels among
entities with similar cost structures.

“TEMT Il Order at P 306.
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C. Discussion

229. We believe that the detail the IMM has provided on the calculation of reference
pricesis sufficient. However, in any surveys for determination of reference prices that
the IMM issues, it must include basic definitions of the terms, so that there will be
consistency across market participants in developing reference prices. With respect to
Ameren’s concerns, we believe that "legitimate risks and opportunity costs' include
intertemporal opportunity costs caused by run-time restrictions, operational risks such as
the risks of unit failure (including costs of repairs and costs of foregone sales during the
repair period), short-term fluctuationsin fuel prices or availability, and possibly, other
factors.

230. Wefind that the IMM's proposal for price forecasts for energy limited resourcesis
acceptable. The IMM will only accept the price forecasts when they are not substantially
higher than its own forecasts. These resources will have an incentive to produce during
all the peak hours that they can, and it isin the market's interest to alow those resources
to be conserved (by having areference price that reflects their intertemporal opportunity
costs) for hours when those supplies are most valuable. If the thresholds were set too
low, these resources might have their bids accepted during non-seasonal peak hours,
making them unavailable when they are needed more. That said, the IMM should
monitor for energy limited resources making price forecasts over time that are
substantially out of line with prices that occur in the market.

231. Weaso believe that it is appropriate for the IMM to use the information it gathers
on operational risksin the surveysto help establish reference prices. Thisinformation
will alow the IMM to make adjustments, when appropriate, to the basic figuresit has for
operational risks for different types of units.

6. Behavior Subject to Mitigation
a. Background

232. Inthe TEMT Il Order, the Commission found the types of conduct to be subject to
mitigation are appropriately identified.” However, the Commission concluded that the
Midwest 1SO had not defined some of the types of conduct subject to withholdingin a
manner that includes clear, objectively quantifiable standards. In particular, physical
withholding and what actions constitute false deratings or inappropriate outages or
unavailability of aunit are not sufficiently defined. The Commission required

%1d. at P327.
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clarification of what operating atransmission facility in a manner inconsistent with
“Good Utility Practice” means. The Commission also stated that operating afacility in a
manner that “ causes or contributes to a Binding Transmission Constraint” is not
sufficiently limited to justify the label of physical withholding, and required the Midwest
SO to clarify the phrase.

233. The Commission further directed the Midwest 1SO to establish clear, objectively
identifiable standards for what constitutes an improper balance between bidding in the
day-ahead and real-time energy markets.

234. The Midwest | SO states that it has clarified the definition of physical withholding
in section 63.3.ain order to provide “clear, objectively quantifiable standards’ on:

(1) what actions constitute fal se deratings or inappropriate outages or unavailability of a
units; (2) what manner of operating a transmission facility would be considered
inconsistent with Good Utility Practice; and (3) what manner of operation that “causes or
contributes to a Binding Transmission Constraint” could justifiably be defined as
physical withholding.

235. Inthe compliance filing, the Midwest I SO states that the TEMT has been revised
to specify that false deratings or inappropriate outages of a generating unit involve taking
units out of service for technical reasons that are either untrue or exaggerated.

236. The Midwest ISO states that it has modified the TEMT to clarify that a
transmission facility shall be considered physically withheld if the outage or derating
involves al three of the following conditions. (1) it is uneconomic, in the sense that it
could have been scheduled or conducted at much lower foreseeable cost to the market
(e.g., if it could have been done during off-peak hours); (2) it is not justified by legitimate
safety or reliability concerns (the Midwest I SO believes that this standard is more
specific than the previous version’s general reference to “ Good Utility Practice’); and
(3) it contributes to a binding transmission constraint. The Midwest | SO says that the
revised proposition’s enumeration of such conditions uses the conjunction “and,”
correcting the earlier version’s use of “or,” which inaccurately suggested that any kind of
congestion-causing derating constitutes physical withholding.

237. The Midwest | SO states that it has revised section 65.4.2.d to establish +10
percent as the threshold level of divergence between the day-ahead and real-time market
prices at which the IMM would determine that an unwarranted divergence in energy
prices was caused by a participant’ s conduct that should be mitigated.
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b. Protests and Comments

238. Midwest SATCs consider the proposed revisions to section 64.1.1.d to be vague
and subjective, particularly the term “legitimate safety or reliability concern.” Midwest
SATCs propose that this term be replaced by “Good Utility Practice” and that the
definition be supplemented with clarifications that, in the context of transmission facility
outages, the term “ Good Utility Practice” means compliance with any reliability
standards applicable to the operation of atransmission facility, such as those that may be
imposed by NERC, local reliability committees or individual states. This
recommendation, according to Midwest SATCs, is consistent with guidance provided
elseawhereinthe TEMT Il Order, wherein the Commission advised that it “expects public
utility compliance with NERC's reliability standards, clarifying that Good Utility Practice
includes compliance with these standards.”® Midwest SATCs also propose that

section 64.1.1.d should: (1) reference those provisions of the tariff and related Market
Protocols and Business Practices that govern outage scheduling;” and (2) include a
statement indicating that in no event will an entity be deemed to have engaged in physical
withholding if it complies with those provisions, protocols, and practices.

239. Midwest SATCsrequest that a presumption be made, unlessit is established that
such functional separation is compromised, or that afacility is taken out of service for the
purpose of influencing prices or conditions in the market, that transmission facility
outages scheduled by transmission owners and independent transmission companies are
consistent with Good Utility Practice. Midwest SATCs also request that the Commission
direct the Midwest I SO to consult with transmission owners and independent
transmission companies (including al of the Midwest SATCs) before submitting a
revised physical withholding provision in this proceeding.

%1d. at P42.

%7 See Module C, section 38.1.1.e, Original Sheet No. 350 (entrusting the Midwest
| SO with the responsibility to “. . . coordinate and reschedul e as necessary transmission
facilities outage schedules operated within the Transmission Provider Region.”). See
also Draft Market Protocols § 7.2 (November 2003) and draft Business Practices Manual
for Outage Operations (July 2004) (both available at:
<http://www.midwestmarket.org/Docs/GuidingDocuments.htm>) (establishing guidelines
for scheduling transmission outages).
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240. WPS Resources claims that the Midwest | SO proposal to force convergence of
real-time and day-ahead market LMPsis unnecessary and likely to stifle markets. WPS
Resources assert the Midwest 1SO inappropriately applied the methodology to all
transactions, whereas the IMM proposed to restrict it to virtual transaction behavior.
WPS Resources also points out that Midwest | SO reliance on ISO-NE and NY SO data
for the proposed 10 percent threshold is misplaced, since those markets are long-standing
tight power pools. Also, according to WPS Resources, those markets gave market
participants a significant period of time to gain experience before imposing convergence
penalties. Inlight of these facts, WPS Resources propose that price divergence outside
the band be treated as a threshold for initiating an investigation to determine whether a
market participant engaged in virtual transactions acted improperly.

241. AMP-Ohio contends that the Midwest | SO did not comply with the Commission’s
directivesinthe TEMT Il Order because section 65.4.1.d.i does not identify what type of
deviation istargeted and the deviation is defined as greater than and less than 10 percent,
which isauniversal set, and section 65.4.1.d.ii failsto define what will be considered a
“substantial portion” of load served in the real-time market. AMP-Ohio recommends the
tariff must define and quantify “ substantial portion” by providing a screen for the amount
of energy that aload-serving entity can purchase from the real-time markets.

C. Discussion

242. The Midwest | SO states that the TEMT has been revised to specify that false
deratings or inappropriate outages of a generating unit involve taking units out of service
for technical reasons that are either untrue or exaggerated. In addition, it saysthat a
transmission facility shall be considered physically withheld if the outage or derating
involves al three of the following conditions. (1) it is uneconomic, in the sense that it
could have been scheduled or conducted at much lower foreseeable cost to the market
(e.g., if it could have been done during off-peak hours); (2) it is not justified by legitimate
safety or reliability concerns (the Midwest | SO believes that this standard is more
specific than the previous version’s general reference to “Good Utility Practice”); and
(3) it contributes to a binding transmission constraint. The Midwest 1SO says that the
revised proposition’s enumeration of such conditions uses the conjunction “and,”
correcting the earlier version’s use of “or,” which inaccurately suggested that any kind of
congestion-causing derating constitutes physical withholding. We agree that outages
(either complete or partial) must be true, unexaggerated, and economic in that the outage
or derating is scheduled, to the degree possible, at atime that minimizes the cost to the
market (such as during off-peak periods), before being determined to be physically
withheld. We also find that the phrase “legitimate safety or reliability concern,” like
“Good Utility Practice,” is not sufficiently objectively quantifiable for the determination
of what conduct qualifies as physical withholding.
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243. Physical withholding is addressed in sections 63.3.aand 64.1.1.d of the TEMT.
We do not see the changes that the Midwest 1SO discusses having made here in the
definition of physical withholding in either section, except that 64.1.1.d has removed the
language “inconsistent with Good Utility Practice,” and has replaced it with “not justified
on the basis of |egitimate safety or reliability concerns.”®® In particular, the Midwest 1SO
has not specified that atransmission facility shall be considered physically withheld if the
outage or derating involves all three of the following conditions. (1) it is uneconomic, in
the sense that it could have been scheduled or conducted at much lower foreseeable cost
to the market (e.g., if it could have been done during off-peak hours); (2) it is not justified
by legitimate safety or reliability concerns; and (3) it contributes to a binding
transmission constraint. The only “or” (in section 63.3.a) has not been replaced. In
addition, sections 63.3.aand 64.1.1.d appear inconsistent, in that section 63.3.a.i retains
the language “ Good Utility Practice” while that same language has been replaced in
section 64.1.1.d. We also do not see the language the Midwest 1SO says it submitted on
false deratings or inappropriate outages.

244, Wefind that the Midwest 1SO has not defined some of the types of conduct
subject to withholding in a manner that includes clear, objectively quantifiable standards
asrequired. It has not redefined physical withholding and the concepts of what actions
constitute fal se deratings or inappropriate outages or unavailability of aunitinan
acceptable manner.* The TEMT Il Order required clarification of what it means to
operate atransmission facility in a manner inconsistent with “Good Utility Practice,” yet
no change was made in section 63.3.a.i. Section 64.1.1.d changes the language from
“inconsistent with Good Utility Practice” to “not justified on the basis of legitimate safety
or reliability concerns.” However, we agree with Midwest SATCs that the language
“legitimate safety or reliability concerns’ isvague and subjective. It isnot objectively
guantifiable, and thus we will not accept this language.

245. The Midwest 1SO must re-file within 30 days of the issuance of this order to
provide for objectively quantifiable standards for the determination of physical
withholding. In doing so, it must define the concept of false deratings. It must also
define economic operation of facilities as operating the facility such that the outage or
derating is scheduled, to the degree possible, at a time that minimizes the cost to the

% However, we accept the changes to section 63.3.a that were made to remove the
language “but is not limited to” and “or contributesto.”

% Elsewhere in that order, we directed the removal of the phrase “, but is not
limited to,” from section 63.3.a.i, and “or contributesto” from section 64.1.1.d, and we
accept those changes.
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market (such as during off-peak periods). In addition, the Midwest | SO must replace the
language “ Good Utility Practice” and “legitimate safety and reliability concerns’ with
language that is objectively quantifiable. The Midwest SO must modify the phrase at
the end of section 63.3.a.i from “or causes a Binding Transmission Constraint” to “and
causes a Binding Transmission Constraint.” The standards should specify that market
participants will not be determined to be guilty of physical withholding when they are
following the directions of control area operators, NERC or the Midwest 1SO.

246. However, in response to Midwest SATCs, we do not believe that the market
protocols and business practices should govern the interpretation of what constitutes the
physical withholding, because they are subsidiary to the tariff. However, a market
participant could certainly cite to those protocols and practices in any investigation of
physical withholding that is conducted. We will not require the Midwest 1SO to consult
with market participants before devel oping the standards defining physical withholding.

247. Contrary to the comments of WPS Resources, we believe that the proposed tariff
language appropriately focuses on both virtual and other market participant bids, as was
specified in the proposed tariff language evaluated in the TEMT Il Order. In addition,
the Midwest | SO was instructed to adopt tariff language that clarified what an improper
bal ance between bidding in the day-ahead and real-time markets would be, not to develop
astandard that would be aflag for further review.

248. The phrase “substantial portion of their loads” must be defined in section 65.4.2.d.
We find that the changes made to sections 65.4.2.d and 65.5.c, laying out standards for
what constitutes improper balance of prices in the day-ahead and real-time markets, are
appropriate. However, in section 63.3.a.iv the term “substantial divergence” needsto be
defined relative to this standard, either directly or by citation to sections 65.4.2.d and
65.5.c. In both of these sections, however, the Midwest SO has not changed the
language “ contributed to” to “caused,” asthe TEMT Il Order required."® These
additional changes must be filed within 30 days of the issuance of this order.

100 The TEMT Il Order noted in a number of places, Module D of the TEMT uses
the phrase “causes or contributes to” or sometimes just “contributes to” to identify
conduct that is, essentially, proscribed. We found that, in the context of Module D,
proscribed conduct should be conduct that “causes,” and that the phrase “ contributes to”
merely adds duplicative and unnecessary language and may create confusion and
uncertainty in the future. Accordingly, in Module D of the TEMT, we directed the phrase
“contributes to” to be removed wherever it appears, and replace it with “causes.” The
Midwest 1SO states that it has removed the phrase “contributes to” whenever it appearsin
Module D and replaced it with the word “ causes.”
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249. Finally, the Midwest SO claims that it has revised sections 65.2.2.eand 64.1.1.e
to make clear which mitigation measures are to remain in effect for the duration of any
hour in which there is an interval for which such mitigation is deemed warranted; what
type of withholding section 65.2.2.e applies to; and whether it appliesto BCAs, NCAs or
both. However, section 65.2.2.e now refersto the conduct thresholds for economic and
physical withholding in section 64.1.1. Only the thresholds for physical withholding are
included in this section. The Midwest 1SO must add a reference in section 65.2.2.e to
section 64.1.2 as well, in order to capture the thresholds for economic withholding.

7. Sanctions
a. Background

250. Penalty charges are imposed upon market power abuses that cannot be dealt with
prospectively, such as physical withholding that can only be identified ex post through
investigations and/or audits. In cases dealing with physical withholding, uneconomic
production, or deviations from “Good Utility Practices,” it appears that evaluation of the
conduct would involve subjective judgments. The Commission’s Market Behavior Rules
establish that this type of inquiry is to be conducted by the Commission, not by the
market monitor. Recent Commission decisions have authorized market monitors to
enforce certain |SO and RTO tariff mattersif those matters. (1) are expressly set forthin
the tariff; (2) involve objectively-identifiable behavior; and (3) do not subject the seller to
sanctions or other consequences other than those expressly approved by the Commission
and set forth in the tariff.'®* The Midwest 1SO’s proposal did not meet these
requirements, particularly the requirement that the enforcement relate to objectively
identifiable behavior.

251. Assuch, the Commission required that, in the event that the IMM identifies
potential tariff violations for which penalty charges are provided in the tariff, the IMM
shall refer such matters to the Commission. The Commission stated that it believed that
TEMT section 65.3 is sufficiently detailed to guide the IMM with respect to identification
of behaviors that warrant referral for penalty charges. Thus, rather than to provide abasis

191 See | nvestigation of Terms and Conditions of Public Utility Market-Based Rate
Authorizations, 105 FERC 61,218, clarified, 105 FERC 61,277 (2003), order on reh’g,
107 FERC 161,175 (2004). See also California Independent System Operator
Corporation, 106 FERC 161,179 (2003), reh’ g denied, 107 FERC 61,118 (2004), reh’g
pending (permitting the CalifornialSO’s market monitor to administer certain behavior-
related tariff provisions and to charge penalties for certain behavior).
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for the IMM and RTO to undertake the imposition of penalty charges (as stated in the
tariff), section 65.3 criteria should be used to trigger areferral to the Commission. The
Commission would then exercise its judgment as to whether the tariff has been violated,
and any associated penalty charge may be proper.

252. The Commission also required the Midwest 1SO to include the Commission’s
Market Behavior Rule 2, as applicable, in its tariff.'*

253. Further, the Commission ordered that until the TEMT establishes clear,
objectively quantifiable standards for what constitutes an improper bidding balance
between the day-ahead and real-time markets, it may not establish limitations (such as
how much can be bid in each market) on such behavior. Additionally, the Commission
stated that the TEMT must establish clear, objectively identifiable standards for what the
limitations will be before it can impose such limitations.

254. Finally, the Commission found that section 65.4.3.c states that “ The Allowance
Level and the Penalty Level shall be established at levels deemed effective and
appropriate to mitigate the market effects described in this Section 64.4.” However, there
IS no section 64.4 in thetariff. The Midwest SO was directed to correct the tariff to
provide the appropriate citation.

255. Inresponse, the Midwest 1SO saysit has incorporated Market Behavior Rule 2 in
anew section 53.3.

256. The Midwest 1SO also states that the October 5 Compliance Filing has established
clear, objectively quantifiable standards for: (1) what constitutes an improper bidding
balance between the day-ahead and real-time markets (as previousy discussed); and

(2) the limitations for bidding into the day-ahead and real-time energy markets.

257. Finally, the Midwest | SO says, the typographical error in the cross-referenceto a
non-existent section 64.4 has been corrected to refer to section 65.4.

192 | n exercising its discretion to determine the appropriate remedy for violations
of Market Behavior Rule 2, as added to the Midwest | SO’ s tariff, the Commission will
apply the policies and principles set forth in Investigation of Terms and Conditions of
Public Utility Market-Based Rate Authorizations, 105 FERC {61,218, clarified,

105 FERC 161,277 (2003), order on reh’g, 107 FERC 61,175 (2004), and subsequent
relevant precedent.
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b. Discussion

258. Wefind that the Midwest I SO has not modified itstariff to provide that the IMM
will forward potential violations that would be subject to penalty charges to the
Commission for a determination of whether sanctions are appropriate. Instead, the
TEMT continuesto refer to the Midwest 1SO imposing penalty chargesif the IMM
determines that the market participant has engaged in the stated behaviors, without any
reference to the Commission making a determination with respect to the appropriate
sanctions. The tariff must be modified to provide that if the IMM identifies potential
tariff violations for which penalty charges are provided in the tariff, it must make a
confidential referral of the violations to the Commission for the Commission to determine
the appropriate penalty charges, which the Midwest SO can then collect. The Midwest
SO must modify its tariff accordingly within 30 days of the issuance of this order.

259. The Midwest 1SO has included a modified Market Rule 2 initstariff, in anew
section 53.3. In particular, the Midwest | SO has changed the wording from "Actions or
transactions undertaken by a seller" in Market Rule 2 to "Actions or transactions
undertaken by a Market Participant." However, given that the Midwest SO isusing the
Market Behavior Rule 2 for Control Area Operators' behavior (in addition to using it for
sellers), we find that this change is appropriate because, as modified, it allows for the use
of therule for control area operators.

260. With respect to the tariff language associated with limitations for bidding into the
day-ahead and real -time markets when an imbalance occurs between the markets, we find
that the Midwest | SO has added in section 65.5.3 clear limitations to be placed upon
virtual bidders when there is an improper balance between the day ahead and real time
markets. However, the Midwest | SO has not established clear standards for limitation on
bidding into the day-ahead and real -time markets when the bidding is by a market
participant that makes purchases on behalf of aload-serving entity. The Midwest ISO
must modify section 65.4.3 of its tariff to establish clear standards of the degree to which
such a market participant’s bidding will be constrained.

261. The Midwest SO did not file atariff change with respect to section 65.4.3.c,
which states that “ The Allowance Level and the Penalty Level shall be established at
levels deemed effective and appropriate to mitigate the market effects described in this
Section 64.4.” Thereisno section 64.4 in the tariff. The Midwest SO must correct the
tariff to provide the appropriate reference.
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262. Finally, the Midwest | SO has struck the entire dispute resolution section 67 from
its tariff in compliance with the TEMT 11 Order.'®® However, upon consideration of the
Midwest 1SO’ s revised tariff sheet, we find that subsections 67.d and -.e, which included
measures to deal with improper substitution of a default offer and a statement that
section 67 does not restrict parties’ rights to make appropriate filings with the
Commission, remain a necessary part of the TEMT. These subsections do not address
penalty charge determination by the Midwest 1SO and have not been rendered
unnecessary by the Commission’s rejection of such measures. We therefore direct the
Midwest 1SO to reinstate these subsections.

G.  System Supply Resources, Demand Response Resour ces, Offer Caps
and Emer gency Procedures

1. Demand Response Resour ces
a. Background

263. The Commission generally agreed with the goals and overall framework of the
proposed Demand Response Resources (DRR) program. The Commission did direct the
Midwest 1SO to revise section 39.2.10.b to describe how Midwest SO will identify
DRRs available only in Maximum Generation Emergencies. Also, the Midwest 1SO was
directed to explain what price verification of DRR offers above the $1,000 safety-net
level would entail.** Third, the Midwest 1SO was ordered to provide further detail on
how it intends to measure the response of DRRs and what actions it would take for non-
compliance. Also, Midwest SO was directed to explain how DRR measurement
concerns are properly addressed by not paying DRRs a revenue sufficiency guarantee,
not subjecting them to penalties for uninstructed deviations or the $1,000 bid cap that
appliesto generation resources. Finally, the Midwest | SO was ordered to explain why
DRRs should not: (1) participate in the RAC process; (2) serve as a capacity resource; or
(3) provide operating reserves. And, as noted previously, the Commission required
further explanation for the lack of symmetry between generation and demand response
resources.

18 TEMT Il Order at n.223.

104 See Module C, section 40.2.3.b.ix, Original Sheet No. 550.
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264. The Midwest | SO states that it has revised section 39.2.10.b to state that it will
identify DRRs available only in Maximum Generation Emergencies. DRRswilling to
curtail only under emergency conditions shall be accommodated by allowing market
participants to designate these assets as only available under emergency situations during
the registration process.

265. Inits October 5 Compliance Filing, the Midwest 1SO states that all offers made by
DRRs over $1,000/MWh will be monitored per the terms of Module D of the TEMT,
because the asymmetric treatment between generation resources and DRRS creates
potential opportunities for market manipulation.

266. Midwest | SO also states that the ability of DRRs to respond as intended will be
verified as part of the registration process for DRR certification. The responses of DRRs
shall be measured by metering or statistical estimation. The measurement of DRR
responsesis an element of DRR market design being addressed in the Midwest 1SO
stakeholder process. If aDRR failsto comply with the demand response related
instructions of the Midwest 1SO, the following actions will be taken: Failure to comply
with dispatch instructions will be reported to the market monitor, and after further review
could be subject to the sanctions contained in Module D of the TEMT.

267. The Midwest | SO states that DRRs will not be subject to penalties for uninstructed
deviations, and that DRRs will not be subject to the $1,000/MWh offer cap that appliesto
generation resources. Because of the difficulty in measuring compliance of DRRs to
dispatch instructions and because these issues are being addressed in the Demand
Response Task Force, the Midwest | SO states that it is appropriate at this time to relax
the uninstructed deviation penalties, $1,000/MWh offer cap and revenue sufficiency
guarantee.

268. The Midwest | SO states that after further review, DRRs should be eligible to
participate in the Midwest | SO RAC process because of the certification steps contained
within the registration process. Similarly, DRRSs can serve as capacity resources or
provide operating reserves to the extent existing state or reliability resource organizations
alow.
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b. Protests and Comments

269. Coalition MTC asserts that the Midwest SO erred in deleting language that
provides an exemption to demand response resources from uninstructed deviation
penalties.

C. Discussion

270. With the exception noted by Coalition MTC, the Commission accepts the Midwest
SO’ s compliance filing as it appliesto DRRs. The Midwest | SO must address Coalition
MTC’ s concern that an exemption from uninstructed deviation penalties for DRRs was
inadvertently deleted from the tariff inits next compliance filing.

2. Emergency Procedures
a. Background

271. The Commission accepted the proposed Emergency Procedures subject to
modifications.'® First, the Midwest 1 SO was directed to modify the TEMT to assure that
the least-cost option, whether economic or emergency, is scheduled or dispatched.
Second, the Midwest 1SO was directed to integrate notification and emergency purchases,
in contrast to purchases from the emergency range, into the sequence of steps used to
resolve real-time shortages. Third, the Midwest 1SO was ordered to exclude market
participants from making separate offers for emergency purchases to the extent each is
aready providing offers for supplies outside the economic minimum and maximum
range. Fourth, the Midwest SO was directed to specify inthe TEMT the information
DRRs are required to provide to support bids above the $1,000 bid cap applicable to
generation resources. Finaly, the Commission ordered the Midwest 1SO to modify the
TEMT to allow such resources to respond on an emergency basis only, in addition to
participating by bidding into the markets.

272. Midwest SO claimsthat it has modified its Emergency Procedures to ensure that
the Midwest | SO would deploy the Generation Resources constituting the |least-cost
option to address the emergency, regardless of whether the least cost option is from an
economic or emergency supply.'®

195 e TEMT Il Order at P 387.

1% The tariff revisions involve the combination of Subsections (a) and (b) of
section 39.2.10; and the combination of Subsections (a) and (c) of section 40.2.15.
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273. Midwest I SO states that as directed by the TEMT |1 Order, it has revised
sections 39.2.10 and 40.2.15 to integrate notification and emergency purchase procedures
into the sequence of steps used to resolve real-time shortages.

274. Midwest SO has also added a new step to the Emergency Procedures for the real-
time energy market in section 40.2.15 to permit the use of emergency purchases, with
notification, to address shortage conditions.

275. The Midwest | SO has also revised section 40.2.17(a) to provide that market
participants already providing offers from supplies outside the economic minimum and
maximum range are excluded from making separate offers for emergency purposes.

276. Finally, the Midwest SO has modified sections 39.2.5(f) and 40.2.3(b)(ix) to
provide additional details on the information that DRRs will be required to providein
support of bids above the $1,000 bid cap.

277. Partiesdid not comment on the tariff changes to the emergency procedures and the
Commission accepts this aspect of the compliance filing.

b. Discussion

278. We accept the Midwest | SO’s modifications to sections 39.2.10 and 40.2.15 that
assure that the least-cost option, whether from the economic or emergency range, is
scheduled and dispatched, and that describe a process for acquiring supplies from
emergency purchases. However, sections 39.2.5.f and 40.2.3.b.ix, that provide additional
information on DRRs, have been omitted. Also, sections 40.2.15.c and 40.2.17.a have
been omitted, and section 40.2.15.n appears to be misnumbered. We direct the

Midwest 1SO to make appropriate corrections to these sections of the TEMT in its next
compliance filing, in accordance with the instructionsin the TEMT 11 Order.

H.  Resource Adequacy Requirements
1. Designated Networ k Resour ces
a. Background

279. Inthe TEMT Il Order, the Commission required the Midwest 1SO to flexibly
apply the Network Resource requirementsinitially in recognition of the need to allow
time for atransition period. The Commission also required the consistent use of the
definition of Network Resources in section 1.217 for the interim Resource Adequacy
Requirement (RAR) proposal. The Commission further directed the Midwest 1SO to file
additional details about the specific resources that qualify to satisfy the Network
Resource requirements.
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280. Inaddition, the Commission directed the Midwest SO to revise Origina Sheet
No. 819, section 69.1, titled Designation of Network Resources to make this sentence
grammatically correct by deleting the word “designated” before the word “Network” and
by making “Resources’ singular.

281. The Midwest | SO states that it has revised section 69.1.3 to eliminate the reference
to agrace period for compliance with the new Network Resource requirements. The
Midwest 1SO believes that a grace period is no longer necessary since section 69.1.3.e
states that pre-existing Network Resources accepted by the Midwest 1SO and confirmed
by Network Customers before the effective date of the TEMT shall be deemed to satisfy
the deliverability requirements of Module E for the term of the confirmed designation.
Therefore, such pre-existing Network Resources have thus been effectively grandfathered
under the new requirements of Module E.

282. The Midwest | SO claims that aresource shall qualify as a Network Resourceif it
meets. (1) ownership or equivalent contractual right requirements under section 69.1.2.a,
which has been revised to include an explicit cross-reference to the definition of Network
Resource in section 1.217; and (2) deliverability requirements under section 69.1.2.b.
Deliverability requirements shall be determined in accordance with the testing and study
process that has been further specified in the revised version of section 69.1.3. The
Midwest | SO also states that it amended sections 30.1 and 70.1.2 to clarify that DRRs
and behind-the-meter generation may also qualify as Network Resources if they
otherwise meet the requirements for such resources.

283. The Midwest |SO states that it has revised section 69.1 (“Designation of Network
Resources’) to delete the word “ designated” and to make the phrase “Network
Resources’ singular.

b. Protests and Comments

284. The Midwest TDUs assert that instead of simply adopting the preexisting
definition of Network Resourcesin section 1.217, asthe TEMT |1 Order directed, the
Midwest 1SO's compliance filing adopts a new definition, and thereby further confuses
the requirements for Network Resource designation. The Midwest TDUs explain that the
Midwest I SO claimsto have made “ appropriate tariff revisions to clarify how resources
may qualify as Network Resources based on criteria consistent with the definition of a
Network Resource in Section 1.217.”*

197 Midwest TDUs Protest at 19 (quoting Midwest 1SO Transmittal Letter at 29
(Oct. 5, 2004)).
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285. Further, state the Midwest TDUs, the Midwest | SO goes on to explain:

A resource shall qualify as a Network Resource if its meets:
(i) ownership or equivalent contractual right requirements
under Section 69.1.2.a, which has been revised to include an
explicit cross-reference to the definition of "Network
Resource" in Section 1.217; and (ii) deliverability
requirements under Section 69.1.2.b.*%®

According to the Midwest TDUSs, the Midwest SO’ s purported compliance is neither
compliant nor a reasonable mechanism to ensure resource adequacy. The Midwest TDUs
contend that the compliance filing fails to follow the Commission's express directive
since the proposed tariffs require contractual rights “equivalent” to ownership. The
Midwest TDUs propose that the Midwest 1SO be instructed to remove the “ownership or
equivalent contractual right” requirements and substitute a reference to section 1.217 as
the TEMT Il Order required.

286. The Midwest TDUs further contend the Midwest I SO erred by substituting
aggregate deliverability for load-specific deliverability. The Midwest TDUs claim this
approach iswrong for reliability and inconsistent with Order No. 2003-A's'™ express
provision for network customers to obtain load-specific deliverability for Network
Resources by requesting network service along with energy resource interconnection

service.

287. The Midwest TDUs state that the Midwest 1SO’ s use of an aggregate deliverability
standard for new Network Resources and extensions of existing Network Resources
beyond their current reservation runs counter to the Order No. 2003-A clarification that a
network transmission customer can designate a new Network Resource, with Network
Resource designation and upgrade requirements based upon the specific deliverability of

108 Id

19 gandardization of Generator Interconnection Agreements and Procedure,
Order No. 2003, 68 Fed. Reg. 49,845 (Aug. 19, 2003), FERC Stats. & Regs. 1] 31,146
(2003), order onreh’g, Order No. 2003-A, 69 Fed. Reg. 15,932 (Mar. 26, 2004), FERC
Stats. & Regs. 1 31,160 (2004) (Order No. 2003-A), order on reh'g, 109 FERC § 61,287
(2004) (Order No. 2003-B).
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the new resource to the customer's particular network loads.™'® Furthermore, the Midwest
TDUs point out, the Midwest 1 SO's departure from load-specific deliverability
undermines its ability to tie the Network Resource designation process to long-term
transmission rights, which are necessary to provide load-serving entities and the
investment community the delivered price certainty required for investments in basel oad
coal-fired generation, which in turn is crucial to maintain reliability and assure long-term
price stability.

288. The Midwest TDUs also claim the Midwest SO’ s use of an aggregate
deliverability standard directly conflicts with several state and Regional Reliability
Committee resource adequacy requirements. For example, MAPP's resource adequacy
requirements expressly require aresource to be deliverable to the individual load-serving
entity claiming it as reserves."™ The Midwest TDUs state that the Midwest 1SO proposal
to adopt an aggregate deliverability standard ignores the reality of transmission
constraints and threatens the Midwest 1SO's ability to ensure that |oad pockets stay lit.
According to the Midwest TDUS, this proposal is patently inconsistent with the Policy
Satement on Matters Related to Bulk Power System Reliability,™? in which the
Commission committed to ensuring appropriate reliability standards are in place before
allowing an SO or RTO to become operational.

289. WEPCO objects to the requirement in section 69.1.3.v that an existing Network
Resource must be designated on the Midwest SO Open Access Same-Time Information
System (OASIS) in order to be deemed deliverable at the outset of the Midwest 1SO
energy market, thereby excluding a number of existing, interconnected generation units

119 See Order No. 2003-A at P 535 (resources taking Energy Resource
Interconnection Service can also be designated as Network Resources, using a process
"completely analogous to the approach that a Network Customer now uses when it
constructs a new Network Resource to serve its Network Load"); In The Matter Of:
Consent Markets, Tariffs And Rates - Electric, 852nd Commission Meeting, Open
Meeting, Tr. at 34:11-17 (March 3, 2004).

! Section 4.2.2.6.1.4 of the MAPP Generation Reserve Sharing Pool Handbook
requires that a“supplier's generation equipment is connected to the transmission system
through facilities adequate to deliver the required capability to the purchasing Pool
Participant.” See also section 4.2.2.4 and 4.2.3.1.6 (accreditation only for resourcesto the
level of their firm transmission).

12 See Policy Statement on Matters Related to Bulk Power System Reliability,
107 FERC 1 61,052 at P 36 (2004).
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that are currently Designated Network Resources. Therefore, WEPCO requests that the
Commission require the Midwest SO to amend its proposal in section 69.1.3.v to include
all interconnected generation units currently designated as Network Resourcesin its
determination of deliverability, irrespective of whether those units are somehow
associated with OASIS. To do otherwise according to WEPCO, may render a significant
number of units otherwise clearly designated as Network Resources, undeliverable or
subject to proof of deliverahility, this notwithstanding that those units currently are used
to serve network load.

290. WEPCO also requests that section 69.1.3 be amended to provide for the rollover
of network resource designations at the end of the 10-year period for those units that will
continue to be designated as Network Resources, thus, avoiding the potential issue of a
currently designated resource arbitrarily losing that designation.

291. MidAmerican expresses concern that section 69.1.3 indicates that all generation
resources must be located within the Midwest 1SO, which would unreasonably limit the
amount of supply by excluding external resources from qualifying as Network Resources.
Mid-American cites section 69.1.3.iii, which addresses generation resources
“interconnected to the Transmission System,” thus excluding external resources. Mid-
American aso notes that this section appears to conflict with the definitions of
Generation Resource in section 1.121,**® External Resources in section 1.95™ and
Network Resource in section 1.217,*> which, taken together, indicate that external
resources can qualify as Network Resources.

C. Discussion

292. Wefind that the Midwest | SO has generally complied with the Commission’s
directiveinthe TEMT Il Order to clarify the qualifications for designation of Network
Resources, except in limited places detailed below. We accept that pre-existing
designated network resources will be “grandfathered” under the new language in
section 69.1.3 of Module E.**® This decision is consistent with our conditional approval

3 Module A, section 1.121, Original Sheet No. 80.
141d. at section 1.95, Original Sheet No. 73.
115 |d. at section 1.217, Original Sheet No. 106.

18 Midwest SO Transmittal Letter at 29 (Oct.5, 2004). We note that the Midwest
| SO cites section 69.1.3.e, but the tariff lists a section 69.1.3.v, Original Sheet No. 823B.
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of the interim plan in Module E on the basis that it is a short-term transition mechanism
to ensure that the day-to-day reliability needs of the region are met similar to the way
they aretoday.*” Therefore, it is reasonable for the Midwest 1SO to allow existing
Network Resourcesto qualify as Network Resources under the new regional reliability
requirements of Module E. We also accept, asfiled, the Midwest 1SO’s new definition in
section 1.217a, Network Resource I nterconnection Service.™®

293. We disagree with the Midwest | SO’ s statement on page 29 of their transmittal
letter that the reference to a grace period at the discretion of the Transmission Provider in
section 69.1.3 has been eliminated. Although the grace period language was removed
from section 69.1.3, it was simply moved to a new section 69.1.4, that clearly lists a
possible grace period for compliance with the Network Resource requirements.

However, we will not direct the Midwest 1SO to eliminate this section despite its
apparent conflict with the transmittal letter. If the Midwest 1SO does indeed find that it is
no longer necessary to allow for a grace period they can choose not to allow one
according to section 69.1.4. Wefind that it is acceptable that the Midwest 1SO retain the
discretion to alow for a grace period for compliance as long as the grace period is
extended to al market participants subject to the requirements of Module E.

294. The Commission accepts the Midwest 1SO proposal to use aggregate deliverability
in section 69.1.3 as the standard to determine which resources a load-serving entity may
count on for reserves. We disagree with the Midwest TDUS comments that adopting an
aggregate deliverability standard ignores transmission constraints. We find that the
Midwest SO must take constraints into account to determine whether or not aresourceis
deliverable under the System Impact Studies requirement of section 69.1.1.b.**°
Accordingly, we do not find that reliability will be negatively impacted by the

Midwest 1SO’ s adoption of an aggregate deliverability standard.

295. Moreover, we disagree with the Midwest TDUs that the Midwest ISO’s
requirement for aggregate deliverability is counter to the provisions of Order No. 2003-A.
Order No. 2003-A gave independent transmission providers, such as RTOs, flexibility to
determine their interconnection procedures.*”® Additionally, as noted by the Midwest

117 See TEMT Il Order at P 421.
18 Module A, section 1.217a, Substitute Original Sheet No. 106.
119 Module E, section 69.1.1.b, Substitute Sheet No. 821.

120 Order No. 2003-A at P 48.
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TDUSs, Order No. 2003-A statesthat “. . . a Network Customer that does not need all of
the features of Network Resource Integration Service (NRIS) may determine the most
economical and practical approach to interconnecting a new Network Resource isto
request Energy Resource Interconnection Service and at the same time request Network
Integration Transmission Service under the Transmission Provider’s OATT.”*?! Existing
resources that are interconnected to the transmission system prior to NRIS being offered,
or have been interconnected with Energy Resource Interconnection Service, may request
performance of deliverability study by making arequest for NRIS under Attachment X or
Attachment R to the tariff.'? Taken together, the Commission finds that these
requirements demonstrate that there is flexibility built into the Midwest 1SO’ s interim
resource adequacy plan in regards to the designation of Network Resources.

296. Under aregional market structure, the designation of a Network Resourceisa
contractual term and does not imply that the resource will always physically provideits
capacity to the designated load. Going forward, other economic arrangements may
become necessary under the new market structure to ensure that all loads are covered by
sufficient reserves and that proper investment incentives are in place. However, we
reiterate that this is an interim resource adequacy plan. The long-term resource adequacy
plan will include capacity payments to ensure that efficient financial investmentsin
Network Resources are made. We direct the Midwest 1SO to consider, with its
stakeholders, the deliverability of Network Resources on alocational or zonal basisin the
development of the permanent resource adequacy plan. The Commission has previously
found in the New England RTO that a zonal deliverability standard can help to ensure
that market participants do not pay for capacity they cannot use due to system
constraints.**® A properly structured permanent resource adequacy plan will provide
reasonable assurances to the investment community about the financing of basel oad
generation resources. As previously stated, we encourage all stakeholders provide their
input on the long-term plan through these forums.

21 1d. at P 535.
122 See Module E, section 69.1.3.ii. Original Sheet No. 823A.

123 See Devon Power LLC, 107 FERC 161,240 at P 9 (2004), order onreh’'g,
109 FERC 1 61,154 (2004).
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297. We withhold judgment on the Midwest |SO’s compliance filing regarding the
designation of Network Resources in section 69.1.2.a. While the Midwest 1SO states that
it complied with the TEMT |1 Order’ s directivesto clarify Network Resource
requirements and use the definition of Network Resource consistently,™** the Midwest
SO did not file arevised Original Sheet No. 820. We assume thisis an oversight on the
Midwest 1SO’s part and therefore we again direct it to file section 69.1.2.a, Original
Sheet No. 820, including an explicit cross-reference to the tariff definition of a Network
Resource in section 1.217. Regardless of the Midwest 1SO’s oversight, we decline to
adopt the Midwest TDUS' suggestion to delete the “ ownership or equivalent contractual
rights’ requirement from section 69.1.2.a because the Commission interprets this section
as sufficiently flexible to satisfy the Midwest TDUS' concerns. The Commission reads
the essence of the Midwest TDUS' argument and the Midwest SO’ s definition in
section 1.217 as meaning that various generation resources may qualify as Network
Resources provided that the same capacity is not simultaneously claimed by two parties.
Aswritten, section 69.1.2.a allows a generation resource to be designated as a Network
Resource by fulfilling either of two requirements.**® This flexibility coupled with an
explicit cross reference to the Network Resource definition in section 1.217 as directed
above will satisfy the Midwest TDUS' concerns because the Midwest SO cannot violate
one section of the tariff to enforce another.

298. We agree with WEPCO that the requirement in section 69.1.3.v that Network
Resources designated under the OA SIS reservation process may exclude existing
Network Resources. We direct the Midwest I SO to amend section 69.1.3.v to include all
Interconnected generation units currently designated as Network Resources, irrespective
of whether or not those units are associated with the OASIS process.™® Thiswill
maximize the available pool of potential Network Resources to ensure that the reliability
needs of the region are met. Interconnected generation units must still be able to satisfy
the tests for aggregate deliverability and be certified deliverable according to the
requirements of section 69.1.3.v.

124 Midwest 1SO Transmittal Letter at 29 (Oct. 5, 2004).

12% The two requirements are in section 69.1.2.a.i (designating a generation
resource registered with the Midwest I SO by the market participant) or section 69.1.2.a.i
(designating a generation resource registered with the transmission provider by another
market participant and providing proof that the generation owner accepts the designation
of Network Resources and the commensurate responsibilities). See Module E,
section 69.1.2.a.. -.ii, Original Sheet No. 820.

16 Module E, section 69.1.3.v, Original Sheet No. 823B.
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299. Wewill not direct the Midwest 1 SO to adopt WEPCO'’ s suggestion to allow for an
automatic roll-over of the 10-year reservation term of Network Resources. We reiterate
that the requirements of Module E are temporary and they will sunset upon the adoption
of a new permanent resource adequacy plan. Going forward, Network Resources will
need to be evaluated under the new paradigm and it is therefore inappropriate to order
10-year roll-over rights that guarantee current Network Resources remain designated as
such.

300. We agree with MidAmerican that external resources should be able to qualify as
Network Resources provided that they pass the deliverability test and the external
resources are willing to pay for any necessary upgrades should the resource fail to pass
the Market Transition Deliverability Test.*?” We also agree that section 69.1.3 requires
additional clarification to make this known and consistent with the rest of the tariff.
Therefore we direct the Midwest 1SO to modify section 69 to state that external resources
may qualify as Network Resources provided that they are deliverable to load within the
Transmission Provider region as specified by section 69.1.2.b.**® The Commission
directs the Midwest I SO to submit this tariff clarification in a compliance filing within
30 days.

2. Twelve Percent Default Reserve Margin

a. Background

301. Inthe TEMT Il Order, the Commission agreed with the Midwest SO on the need
for a default reserve margin and also agreed with intervenors that the proposal the
Midwest 1SO filed did not contain sufficient details for proper evaluation. The
Commission directed the Midwest 1 SO to file the necessary details, including the reserve
margin calculation, capacity that counts toward satisfying the reserve margin, the
conseguences of non-compliance and the effective time period of this requirement.

1271d. at section 69.1.3.iv, Original Sheet No. 823B.

128 1d. at section 69.1.2.b, Substitute Original Sheet No. 821.
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302. Inresponse to these Commission directives, the Midwest | SO reiterated that the
12 percent reserve margin is not a generally applicable minimum reserve requirement.
Instead, it is adefault provision that the Commission has found reasonable to apply
where there is no applicable state or Regional Reliability Committee reserve margin
requirement.’®® Any entity, therefore, that is subject to any state- or Regional Reliability
Committee-established reserve requirement will not be subject to the reserve requirement
established in Module E.

303. The Midwest I SO has added a new section 68.2.3 outlining the method of
calculating the reserve margin and the available capacity to satisfy that margin. Under
this provision, each year |oad-serving entities are required to submit forecasted monthly
peak hour demand and capacity information from which the Midwest 1SO shall calculate
the reserve margin. Reported capacity must be supported by network resources that meet
Module E’s contractual and deliverability requirements. However, the Midwest |SO
states that existing designated Network Resources accepted by the Midwest 1SO and
confirmed by network customers before the effective date of the TEMT shall be deemed
to satisfy deliverability requirements during the term of the confirmed designation.**

304. If amarket participant fails to comply with the 12 percent reserve margin
requirement, the Midwest | SO states that it shall report the violation to the Commission
and recommend reasonabl e penalty charges or other remedies enforceable through
Commission proceedings pursuant to section 38.2.8. Finally, the Midwest 1SO stated that
the 12 percent margin requirement will sunset upon the Midwest | SO adoption of a
permanent RAR plan.

b. Protests and Comments

305. The Midwest TDUs object to the Midwest SO’ s requirement that non-control area
TDU interruptible load must carry reserves, arguing that the requirement is
discriminatory and contrary to Commission regulations.**!

129 See TEMT Il Order at P 415.
130 Module E, section 69.1.3.v, Original Sheet No. 823B.

131 See 18 CFR § 35.13(h)(28)(iii)(A)(1) (net peak load restricted to peak firm
load).
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306. The Midwest TDUs state that those who purchase firm system power, backed by
the seller’ sreserves, should not be deprived of their arrangement and be forced to carry a
reserve responsibility that they have paid another responsible entity to bear. According to
the Midwest TDUSs, the Adjusted Capacity and Adjusted Demand and related definitions
should be modified so that the Midwest 1SO’ s reserve calculation places responsibility
for carrying reserves for a specified load once and on the entity contractually obligated to
provide them. The Midwest TDUs claim that the Midwest 1SO’ s resource adequacy
procedures should use a single set of definitions for purchases and sales “assured
available by the reserve capacity of the supplier” to make sure only one entity and the
right entity is held responsible for carrying reserves associated with afirm system
purchase or sale.

307. WPS Resources assert the Midwest | SO proposal is deficient because it fails to
explain how it will verify load-serving entities compliance with resource adequacy
requirements, including those set by states and Regional Reliability Committees. Also,
states WPS Resources, the proposal is not clear on whether the default 12 percent reserve
margin is a planning reserve margin or an installed reserve margin and WPS Resources
requests the Commission to clarify whether entities subject to a state or Regional
Reliability Committee-imposed reserve requirement that is less than the Midwest ISO’'s
default 12 percent reserve margin are exempt from the Midwest 1SO’ s higher default
reserve requirement. Also, WPS Resources request clarification on the following:

(1) whether the 12 percent default reserve margin would apply at the start of the Day 2
markets; and (2) the procedures by which the Midwest 1SO would determine whether its
load-serving entitiesin the East Central Area Reliability Coordination Agreement
(ECAR) or other regions would satisfy its requirements. Finally, WPS Resources assert
that the October 5 Compliance Filing does not provide the Midwest 1SO with the
authority to assess penalties if load-serving entities fail to satisfy its requirements.

308. LG&E requests clarification from the Midwest SO that an appropriate adequacy
standard isin effect for load in Kentucky. LG&E states that Kentucky has a state
Integrated resources process in effect and does not have retail access. Thus, LG& E
maintains that it has an obligation to serve native load and adequate resources to fulfill
those obligations.

309. Detroit Edison urges the Commission to accept the 12 percent reserve margin and
expresses concern with the Midwest SO’ s statement that there is no need for an annual
planning reserve requirement for ECAR. Detroit Edison states that this will degrade
reliability since over 40,000 megawatts of load may be excluded from the requirement.
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310. WEPCO assertsthat the Midwest | SO should explicitly state that the exclusi on for
lower reserve margin requirements applies only to state mandated annual requirements
and specifically state that lower daily operating reserve margins are insufficient to meet
this exception.

311. AMP-Ohio contends that the Commission must direct the Midwest 1SO to inform
each transmission customers serving load in the Midwest | SO region which reserve
margin standard applies as well as evaluate each customer’ s resources. AMP-Ohio
further recommends the Midwest 1SO be required to provide its findings to each
customer and allow each customer to challenge the findings.

312. WPS and Quest protest the requirement in section 68.2.3 that market participants
may only update their adjusted capacity up to 30 days prior to the first day of any month.
WPS and Quest further argue that the Commission should direct the Midwest 1SO to
allow changes to adjusted capacity and adjusted demand until the day-ahead scheduling
deadline.

C. Discussion

313. Wefind the Midwest |SO’s compliance filing provides sufficient details on the
12 percent default reserve margin for Commission acceptance. We approve of the
limited nature of this requirement, along with its stated interim effective period.**
However, despite the Midwest 1SO’ s statement that the 12 percent requirement will
sunset upon the Midwest | SO’ s adoption of a permanent resource adequacy plan, the
tariff does not reflect this. Therefore, for clarity, we direct the Midwest SO to state in
Module E that its requirements will sunset upon the adoption of a long-term resource
adequacy plan in the Midwest 1SO in a further compliance filing within 30 days.™** We
find this to be consistent with the Commission’s prior directivesinthe TEMT Il Order
regarding Module E.***

132 See Midwest 1SO Transmittal Letter at 31 (Oct. 5, 2004).

133 The statement should be placed in the Introduction of Module E, Original
Sheet No. 810.

134 See TEMT |1 Order at P 411 (“We direct that the interim tariff sheets will
sunset upon Commission approval of a permanent RAR plan that includes an Installed
Capacity component.”).
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314. Wewill not direct the Midwest | SO to make the clarifications requested by
WEPCO. Wefind that section 68.2.3 is sufficiently clear to determine that the 12 percent
reserve margin requirement does not apply in states where areserve margin presently
exists and that the Midwest 1SO will not require any reserve margin that is in excess of a
state' sreserve margin. We will aso not direct the Midwest 1SO to clarify that this
default reserve margin requirement refers to a planning reserve margin. As noted
elsewherein this order, the 12 percent requirement is very limited in scope and it will
sunset upon the adoption of a permanent resource adequacy plan for the Midwest 1SO.

315. The Commission does not agree with WPS Resources that the Midwest | SO must
develop aregion-wide resource adequacy program that applies across the entire Midwest
| SO footprint before the Midwest Market launch of the Day-2 markets. Wefind that itis
appropriate to allow the Midwest SO to rely on the pre-existing reliability standards in
the interim period until a permanent plan that enjoys stakeholder input is adopted.
However, we clarify that we interpret section 68.2.3, where it states that the Midwest 1SO
will not require any reserves in excess of such requirements established by any state, to
mean that the Midwest 1SO will not change preexisting reserve standards regardless of
whether they are higher or lower than 12 percent. We also clarify that all requirements of
Module E, except in the case of auniversal grace period, apply at the start of the
Midwest | SO Day-2 markets and sunset upon the adoption of along-term resource
adequacy plan as discussed herein.

316. We acknowledge AMP-Ohio’s concerns regarding tariff customers' lack of
understanding about which resource adequacy standards and requirements are applicable
to them. Inresponse, we note that the treatment of state standards regarding resource
adequacy was clarified in the TEMT Il Rehearing Order.™® It isinstrumental to the
success of any market that its participants understand the rules they must abide by. We
encourage communication between the Midwest 1SO and all of its market participants so
that any questions regarding applicable rules are answered prior to market start-up to
ensure a successful market launch. However, we decline to adopt AMP-Ohio’s
suggestion that the Commission require the Midwest 1 SO to contact each transmission
customer serving load in the Midwest 1SO region to inform them of applicable standards,
evaluate the customer’ s resources, and then allow each customer to challenge any
findings made by the Midwest 1SO. The tariff isagenerally applicable document, but the
resource adequacy requirementsin Module E are meant to codify regional standards and
will therefore vary by region. Itisimpractical for the Midwest 1SO to state in its tariff
what reserve numbers apply to each individual market participant. Furthermore, much of
the requested dialogue between the Midwest | SO and load-serving entities isinherent in

13° See TEMT |1 Rehearing Order at P 326-28.
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the application of the Module E requirements. Market participants subject to the
requirements of Module E notify the Midwest | SO which resources they intend to
designate as Network Resources. More specifically under the 12 percent reserve margin,
load-serving entities submit their forecasted monthly peak hour demand and capacity
from which the Midwest | SO will calculate the requirement. In all of these requirements
the Commission anticipates that there will be dialogue before appropriate standards are
determined.

317. Wedeclineto adopt Detroit Edison’ s request for an annual reserve margin of

12 percent to apply to all load-serving entities. Granting this request would distort the
backstop nature of the default reserve margin requirement. The Commission
conditionally approved the 12 percent reserve margin, pending more details, on the basis
of the Midwest ISO’s commitment to codify the pre-existing state and Regional
Reliability Committee reliability standards in the interim period until a permanent plan
that includes stakeholder input is filed with the Commission. In this case we accept the
Midwest | SO’ s statement that this requirement is not generally applicable as a minimum
reserve requirement. Therefore any entity that is already subject to a state or Regional
Reliability Committee-established reserve requirement will not be subject to the default
reserve margin in Module E. We find that for the interim period when Module E isin
effect, a 12 percent reserve margin only applicable where no pre-existing standard isin
effect is areasonable requirement, because present reserve margins are effective and will
be preserved. However, we are not prejudging the merits of a minimum reserve
requirement as part of the permanent resource adequacy plan and we encourage Detroit
Edison to raise their views through the resource adequacy stakeholder process underway
to develop the permanent plan.

318. Wedeclineto direct the Midwest I SO to clarify that Kentucky has an appropriate
resource adequacy standard in effect for native load. We find the Midwest ISO’s
assertion that “any entity that is subject to any state- or RRO-established reserve
requirement will not be subject to the reserve requirement established in Module E” to be
sufficient to provide reasonabl e assurances to states, such as Kentucky, that to the extent
that they have reserve marginsin place no additional reserves will be required by Module
E.**® The Midwest 1SO has given assurances in the new section 68.2.3, in addition to
those given in its transmittal letter, that it will not require any reserve margin that isin

136 See Midwest 1SO Transmittal Letter at 30 (Oct. 5, 2004).
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excess of such requirements established by any state in which the Midwest 1SO
operates.™ Finaly, we note that if LG&E is concerned that an appropriate adequacy
standard isin effect for load in Kentucky, thisissue would be most appropriatel y
addressed by the Kentucky Public Service Commission.

319. We accept the Midwest 1SO’s new definitions in sections 1.3aand 1.3b to clarify
their calculations of Adjusted Capacity and Adjusted Demand. We accept the

Midwest 1SO’s new definitionsin sections 1.118a and -b and sections 1.296a and -b. We
agree with comments that both the buyer and seller should not have to bear redundant
responsibilities for reserves. However, we do not interpret the combination of these

six sections (1.3a, 1.3b, 1.1183a, 1.118b, 1.296a, and 1.296b) to result in buyers paying
twice for the same reserves. We likewise accept the definitionsin sections 1.153a and
1.153b for Interruptible Demand and Interruptible Load respectively. The Commission
disagrees with comments that the definition of Interruptible Load has to treat non-Control
Areainterruptible load as firm. Section 1.153b defines interruptible load as the amount
of customer load, in accordance with contractual arrangements, that can be interrupted by
the control area operator.*® Therefore if the TDUs have contracts for interruptible load
where they call the interruption and not the control area operator, they can notify the
control area operator of these arrangements, and if the 12 percent reserve requirement
applies, it will be calculated accordingly. We find that thisis a reasonable arrangement
in those limited circumstances where there is no state or RRO standard in effect.
Presumably the control area operator already knows of these contractual arrangements
and therefore the needed reserves will not increase substantially going forward under the
interim plan. Finally, we note that the definitions related to reserve-sharing are further
discussed infra, in section 1V.J.1 of this order.

320. We do not agree with WPS and Quest that section 68.2.3 should be modified to
allow adjustments to adjusted capacity and adjusted demand until the day-ahead
scheduling deadline. It isimportant to note that according to section 68.2.3, compliance
with the 12 percent reserve margin is only applicable to those market participants that
operate in states in which the Midwest | SO is unable to determine whether a pre-existing
adequacy standard isin effect.™ WPS and Quest did not claim in their protest that they
would be subject to the 12 percent reserve margin, but the Commission understands that
they have customersin many states. Thirty days strikes the Commission as an

37 Module E, section 68.2.3, Original Sheet No. 818B.
38 Module A, section 1.153b, Substitute Original Sheet No. 88.

139 Module E, section 68.2.3, Substitute Original Sheet No. 818.
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appropriate balance between giving the Midwest 1SO adequate time to calcul ate new
adjusted capacity and adjusted demand requirements, while allowing market participants
areasonable opportunity to update changes to their contractual arrangements.

321. However, the Commissionisin limited agreement with WPS and Quest regarding
updates to adjusted demand. The Midwest SO filed a new section 68.2.3 which states
that market participants are permitted to update adjusted capacity up to 30 days prior to
thefirst of any month, but the Midwest | SO did not include updates to adjusted demand.
Updates to capacity and demand are meant to reasonably reflect the contractual
arrangements of market participants subject to the 12 percent reserve margin requirement,
and the Commission finds the exclusion of updates to adjusted demand to be unbalanced
and unjustified. Therefore, the Commission directs the Midwest 1SO to modify section
68.2.3 to state that market participants are permitted to update adjusted capacity and
adjusted demand based on current contractual arrangements up to thirty days prior to the
first day of any month.**

3. Jurisdictional Issues
a. Background

322. The TEMT Il Order required the Midwest I SO to explain the source of its
authority to require market participants that are currently members of reserve sharing
groups to receive prior approval from the Midwest | SO before withdrawing from reserve
sharing groups, per the terms of section 68.1.1.d.

323. Inthe October 5 Compliance Filing, the Midwest | SO states that as the NERC
Reliability Authority, the Midwest SO isresponsible for ensuring reliability of
operations and supply. Such responsibility means, at a minimum, that market
participants must provide the Midwest | SO with notice of their intent to withdraw from
any reserve-sharing group of which they are amember. In addition, any such market
participant seeking to withdraw from a reserve-sharing group also must provide the
Midwest SO with information adequate to demonstrate the ability of the market
participant to meet its resource adequacy requirements.

10 \We direct the Midwest I SO to modify Original Sheet No. 818B through a
compliance filing within 30 days of the issuance of this order.
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b. Protests and Comments

324. The Midwest TDUs assert that the Midwest 1 SO’ s proposed reserve-sharing
definitions are inconsistent and inappropriate since they conflict with current industry
practice, in which non-control area TDUs actively participate in such groups (e.g.,
MAPP). If read to exclude non-control areas from participating in reserve sharing,
according to the Midwest TDUs, these discriminatory definitions would unfairly deprive
such TDUs of the essential reliability and economic benefits of reserve sharing, unduly
burdening small systems in a manner long recognized to be contrary to the FPA.***

325. Exelon renewsits protest that the Midwest 1SO has no authority to require its
approval before members of reserve sharing groups may withdraw. They argue that the
Midwest SO did not provide any justification or legal authority, beyond being a
Reliability Authority, for such arequirement in their compliance filing. According to
Exelon, aReliability Authority in the NERC Functional Model has no authority to
interfere with agreements for reserve sharing entered into voluntarily by control areas.
Further, they assert that the rules for withdrawal from reserve sharing groups are
generally provided for in agreements between the control areas. However, Exelon does
not object to arequirement only to provide notice of intent to withdraw from reserve
sharing groups. Inthat case, Exelon requests that the Midwest SO make a further
compliance filing to amend section 68.1.1.d to state this change.

C. Discussion

326. We agree with Exelon that the NERC Functional Model does not grant the
Midwest 1SO the authority to require its approval before members of reserve sharing
groups may withdraw from these groups. In the transmittal letter accompanying the
Midwest 1SO’s compliance filing, the Midwest | SO explains that as the Reliability
Authority, it is responsible for ensuring the reliability of operations and supply.** The
Midwest 1SO then goes on to state that it interprets this responsibility to mean that at a
minimum market participants seeking to withdraw from reserve sharing groups must give
notice of their intent and provide the Midwest 1 SO with information to demonstrate that
the market participant can continue to meet its resource adequacy requirements.

! See e.g., Gainesville Utils. Dept. v. Florida Power Corp., 402 U.S. 515 (1971)
(Gainesville).

192 See Midwest 1SO Transmittal Letter at 31 (Oct. 5, 2004).
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327. The Commission agrees with the Midwest SO’ s limited interpretation of its
authority regarding the withdrawal of members from reserve sharing groups. We
interpret the Midwest 1SO’ s need for adequate information to demonstrate continued
compliance with the requirements of Module E to mean that market participants that
withdraw from reserve sharing groups are required to show how they will continue to
secure adequate reserves. Therefore, we direct the Midwest SO to revise

section 68.1.1.d of the TEMT to strike “the prior approval of” and replace with “giving
prior notice to”. In addition, we direct the Midwest | SO to further state in section
68.1.1.d that members of reserve sharing groups seeking to withdraw must continue to
abide by the requirements of Module E and adequately demonstrate that the withdrawing
reserve group member can continue to meet its applicable reserve requirements. In
addition, we do not view the Midwest | SO as having the authority to exclude non-control
areas from participating in reserve sharing groups. Accordingly, we direct the Midwest

I SO to revise section 1.261a, defining a Regional Reserve Sharing Agreement, to expand
its applicability, pluralize Control Area(s), and identify their reference to “not
members.”**

4. Commission Directives
a. Background

328. Inthe TEMT Il Order, the Commission emphasized that our approval of Module E
was conditioned on it being a short-term transition mechanism to ensure that the day-to-
day reliability needs are met similar to the way they are today. However, expeditious
progress toward a long-term RAR plan for the entire Midwest 1SO region is essential.
The Commission directed that Midwest 1SO sunset the interim tariff sheets contained in
Module E when the long-term RAR tariff sheets are approved by the Commission.'

329. The Commission aso directed the Midwest | SO to file additional support about
the specific resources that may qualify as Network Resources and to use its existing
definitions of DNRsin lieu of anew definition in section 69.2. The Commission also
directed the Midwest I SO to file the procedures for Alternative Capacity Resources to
gualify to meet DNR requirements.

3 The Commission finds this definition lacks clarity and directs the Midwest 1SO
provide clarity for this statement, “Control Areathat are not members’ to explain what
membership isreferred to by this statement. See Module A, section 1.261a, Substitute
Origina Sheet No. 117.

% See TEMT |1 Rehearing Order at P 330.
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330. Midwest SO states that it is diligently working with individual state
policymakers, state regulatory agencies, OMS and Regional Reliability Committees on
the development of along-term RAR plan and proposes to have in place a long-term
RAR plan on or about June 1, 2006.

331. Inthetransmittal letter accompanying its compliance filing, the Midwest SO
acknowledges that the must-offer requirement established in section 69.2 of Module E
will sunset when the Commission approves a permanent RAR plan.**

332. TheMidwest I SO states that it has added one sentence to section 30.1 to clarify
that DRRs and behind-the-meter generation can be designated as Network Resources by
meeting the same Network Resources requirements and following the same procedures
applicable to other resources. On the other hand, the TEMT uses the term “alternative
capacity resources’ to refer to the DRRs and behind-the-meter generation that elect not to
qualify as Network Resources or that other circumstances preclude from so qualifying,
but nonetheless may receive special treatment to the extent that they satisfy the criteriato
count toward the state or Regional Reliability Committee resource adequacy standards.

333. The Midwest I SO further states that DRRs and behind-the-meter generation
constitute alarger set of resources where alternative capacity resources are a subset.
DRRs and behind-the-meter generation can qualify as Network Resources under the same
terms applicable to other resources, but even if they do not qualify (i.e., by their own
choice or by reason of incidental circumstances — not by their very nature), they can till
be treated as alternative capacity resources. Thus, thereis no need to specify separate
Network Resource criteria and procedures for DRRs and behind-the-meter generation.
The sub-category of alternative capacity resources does not prevent DRRs and behind-
the-meter generation from qualifying as Network Resources, if they choose to do so, and
they meet the other Network Resource requirements.

b. Protests and Comments

334. Dominion asserts the proposed timeframe for implementing a permanent resource
adequacy requirement unnecessarily delays implementation until June 2006. Dominion
recommends that the Commission order implementation no later than December 31,
2005. Dominion states that the Midwest | SO is not complying with Commission
guidance to expedite its development of a permanent resource adequacy model.**

%> See Midwest 1SO Transmittal Letter at 30 (Oct. 5, 2004).

148 See Declaratory Order at P 49-50.
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C. Discussion

335. We accept the Midwest 1SO’ s statement that it intends to file along-term resource
adequacy plan on or about June 1, 2006.**" We find that thisis a reasonable time frame
to develop along-term resource adequacy plan that can satisfy both stakeholders
concerns and the region’ s reliability needs. The Commission clarified the requirements
of any long-term resource adequacy planinthe TEMT |l Rehearing Order, stating that
the long-term plan could not directly conflict with the PIM resource adequacy plan and
reiterating its encouragement of a common installed capacity market with PIM.**®
Therefore, we deny Dominion’ s request to reject the Midwest 1SO’ s proposed time frame
for implementing a long-term resource adequacy plan by June 1, 2006. We agree with
Dominion that expeditious progress to the filing of along-term plan is essential, but we
disagree that December 31, 2005 has any significance other than being six months earlier
than the current Midwest | SO proposal.

336. We note the Midwest 1SO’ s statement that they have added a sentence to

section 30.1 to clarify that Demand Response Resources may qualify as Network
Resources.™*® However, the Midwest 1SO did not file tariff sheetsto this effect.
Therefore, the Commission directs the Midwest 1 SO to file section 30.1, with a sentence
stating that Demand Response Resources may qualify as Network Resources, in a
compliance filing within 30 days of this order.*

l. Attachment L: Credit Policy
1. Overall Credit Requirements
a. Background

337. Inthe TEMT Il Order, the Commission found that the Midwest SO did not
adequately explain the methodology that underliesits proposed Table 1. Therefore, the
Commission directed the Midwest 1 SO to refile Table 1 with amatrix similar to PIM’s or

47 See Midwest 1SO Transmittal Letter at 31 (Oct. 5, 2004).
198 See TEMT |1 Rehearing Order at P 319.
149 See Midwest 1SO Transmittal Letter at 29 (October 5, 2004).

150 Module B, section 30.1, Original Sheet No. 307.
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NYISO’sor to thoroughly justify any differences. In addition, section Il (B), Original
Sheet No. 1219, lists a credit score range of 1 to 6. This conflicts with the scoresin
Table 1, which run from 0-6. The Midwest SO was directed to explain or eliminate this
discrepancy.

338. The Commission also directed the Midwest 1SO to definein Module A the
financial measures: (1) Tangible Net Worth; (2) Working Capital Limit; (3) Operating
Cash Flow; and (4) any other undefined terms that it intends to use in conjunction with
Table 1.™" In addition to defining al relevant terms, the Midwest 1SO must include
calculations and justifications for each.

339. Inaddition, the Commission ordered the Midwest I SO to adopt an unsecured
credit “floor,” similar to the onein use in the NY SO markets, in its credit assessment of
public power participants to ensure their ability to fully participate in the Midwest 1SO
markets."™>* However, the Commission previously allowed PIM to retain some discretion
initscredit policy to consider alternative measures to determine financial strength and
creditworthiness for cooperative and municipal participants. The Commission accepted
the Midwest |SO’s proposal to retain the same discretion in its credit policy.™® The
Commission found that that discretion is to be permissible so long as it does not work to
exclude otherwise creditworthy participants.

340. The Midwest ISO hasrevised Table 1 of Attachment L to eliminate the
distinctions between five business sectors. Instead, the Midwest 1SO explains that the
new Table 1 provides the suggested unsecured credit limit as afunction of an entity’s
credit score and its tangible net worth depending on whether the entity is classified asa
“Public Power” entity or a“Non-Public Power” entity. Public Power entities are
generally organized as not-for-profit companies with limited member equity. By
contrast, Non-Public Power entities are generally for-profit enterprises with substantial

! For guidance we directed the Midwest 1SO to review the NY1SO OATT,
Fourth Revised Sheet No. 69.

152 See NY1SO OATT, Attachment W, Original Sheet No. 729B.

153 See PIM, Attachment Q, Original Sheet No. 523 C& F, where it states that, “In
the credit evaluation of Cooperatives and Municipalities, PIM may request additional
information as part of the overall financial review process and will consider other
alternative measures in determining financial strength and creditworthiness.”
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owner equity. Assuch, al other things being equal, a Public Power entity will have
significantly less tangible net worth than a Non-Public Power entity, even if both are:

(a) electric utilities, (b) serve the same amount and type of electric load, (¢) own the same
amount and type of electric generating capacity, and (d) have similar operating expenses.

341. Inorder to account for the different capitalization structures between public power
entities and non-public power entities, the Midwest | SO states that the Credit Practices
Task Force, a stakeholder group, voted to adopt the two sets of valuesin Table 1 of the
revised Attachment L — one set of values for public power entities and one set of values
for non-public power entities. The Midwest 1SO argues that the credit scoring model in
the revised section I1.A of Attachment L was developed over several months by a cross-
section of stakeholders.

342. Additionally, the Midwest I SO has corrected the typographical error in Table 1 to
reflect a potential range of scores of 1 to 6 (rather than O to 6).

343. The Midwest SO states that it has also revised its credit policy to provide an
unsecured credit floor for public power entities of $250,000. The unsecured credit floor
Is now embodied in anew section 11.B.2 of Attachment L.

b. Protests and Comments

344. The Midwest TDUsclaim the TEMT identifies, but fails to define, nine
guantitative benchmarks that account for 40 percent of public power entities' credit score.
They also assert the creditworthiness standards need to be revised to accurately reflect
public power creditworthiness standards.*>* As examples, Midwest TDUs propose the
definition of Debt to Equity be modified to account for revenue deferral and that Tangible
Net Worth should be modified to include both cash and equity. Midwest TDUs also
propose that the Midwest | SO-proposed earnings-related benchmarks (Earnings Before
Interest and Taxes (EBIT) Interest Coverage, Earnings Before Interest, Taxes,
Depreciation and Amortization (EBITDA) Interest Coverage, and Pre-Tax Return on
Equity) be revised to 5 percent weights for each, rather than the proposed 10 percent
weights.

> Midwest TDUs cite to typical measures of public power creditworthiness, as
used by major credit agencies, such as Current Ratio, Debt Service Coverage, Days Cash
on Hand, Operating Margin, Net Plant as aratio to Net Debt, and Debt asaratio to
Equity and Deferred Revenue.
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C. The Midwest | SO’s Answer

345. The Midwest SO filed amotion for leave to answer the comments about its
compliance filing, regarding, among other topics, its credit policies and standards. The
Midwest | SO stated that it intends to submit a*“clean-up” filing to fix several
grammatical errors and omissions from the October 5 Compliance Filing, about 60 days
prior to market launch or January 1, 2005.'>°

346. The Midwest SO acknowledged the Midwest TDUS' concerns that several
guantitative financial measures used in the credit scoring process were omitted from the
compliance filing and stated that it will include those itemsin its clean-up filing. The
definitions the Midwest 1 SO states it omitted accidentally were related to public and non-
public power ratios used in the credit scoring model.**®

347. The Midwest SO also responds to the Midwest TDUS' claims that the tariff’'s
financial benchmarks understate the creditworthiness of public power entities. They
answer that the creditworthiness benchmarks proposed are based on an analysis of a
universe of public power entities only, and the benchmarks are therefore reasonable and
appropriate. Also, the Midwest | SO states that the standards were discussed by

stakehol ders representing both public and non-public power sectors, and not asingle
public power entity opposed the final public power credit scoring model. However,
according to the Midwest 1SO, the Midwest TDUs did not participate in this stakeholder
process. The Midwest SO concludes that it is unfair for the Midwest TDUs to propose a
new credit scoring approach after the fact, which deprives other stakeholders of an
opportunity to discuss this aternative. Therefore, the Midwest SO states that the credit
scoring model provides reasonable creditworthiness standards that are adequate for the
market start.

348. The Midwest SO next responds to numerous comments submitted by Epic and
SESCO listing the genera system enhancements they seek and in particular the allocation
of the total credit limit to FTR auctions and virtual transactions. In general, the Midwest
| SO states that it does not have the resources to implement all of the changes sought by
Epic and SESCO prior to market start-up, and instead the Midwest | SO suggests that
Epic and SESCO should submit their proposals through the stakeholder process to
determine whether the incremental improvements merit additional expenditures.

155 \We note that January 1, 2005 is a holiday, so the filing would most likel y be
received on January 3, 2005.

156 See Midwest 1SO Answer at 14 n.27 for alisting of the omitted terms.
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349. The Midwest SO acknowledges two flaws in the creditworthiness standards. The
firstisinthe formulafor the Total Potential Exposure calculation regarding the
Maximum Negative Bid, because it currently includes negative FTR bids and offers; it
should be limited to only FTR offers. The second flaw relates to the FTR Auction
Potential Exposure calculation. The Midwest | SO agrees with Epic and SESCO that both
sides of abid/offer at a particular node should be counted whether or not they are of

equal value for the FTR Auction Potential Exposure calculation. The Midwest | SO states
that it will make these changesin its clean-up filing 60 days before market start-up.
Nevertheless, the Midwest | SO urges the Commission to reject Epic and SESCO’s
arguments because they contain fundamental flaws in their reasoning.

350. Regarding the FTR auctions, the Midwest 1SO states that Epic and SESCO fail to
account for the possibility that all negative bids may not be accepted and therefore if the
credit requirement does not account for this other market participants are exposed to
increased risk of non-payment. According to the Midwest | SO, this security shortfall
occurs because not enough negative bids could be accepted to offset al of the positive
bids accepted and there would be insufficient funds owed to the market participant from
the negative bids to offset the exposure to non-payment created by acceptance of the
positive bids.

351. Regarding the virtual megawatt-hours limit, the Midwest | SO proposes new
language for section 111.A of Attachment L that states in the tariff that the sum of the
absolute value of virtual bids/offers may not exceed its virtual megawatt-hours limit.

352. Finaly, the Midwest I SO responds to Epic and SESCO’ s complaint that the
Midwest 1SO retained the use of the 97th percentilein the credit calculation for virtual
trading, but properly shifted to the 50th percentile for the FTR Auction market. The
Midwest 1SO responds that Epic and SESCO failed to convince other stakeholders of the
merits of their position during the stakeholder process, and the TEMT |1 Order did not
require the Midwest 1SO to change the calculation of the proxy price for virtual trading.
Therefore, the Midwest | SO asserts that the Commission should not allow Epic and
SESCO to revise the tariff now, without giving other stakeholders the opportunity to
respond, because other stakeholders will be carrying the risk of any credit defaults.

d. Discussion

353. We generally accept the Midwest | SO’s compliance filing, subject to the revisions
directed herein, and we direct the Midwest 1SO that in the interest of reducing the number
of filings to the Commission, they may consolidate their clean-up edits filing with the
30-day compliance filing directed elsewhere in this order.
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354. Wefind that the Midwest SO’ s answer responds to the Midwest TDUS' concerns
about the omission of 9 quantitative terms from the credit scoring model. We withhold
judgment on the omitted terms until the Midwest 1SO submits them through their clean-
up filing or the 30-day compliance filing. We also acknowledge and agree with the
Midwest TDUs at footnote 45, that they retain the right for further comment on the
definitions when the Midwest 1SO submits them.

355. Inregardsto the Midwest TDU’ s comments on the quantitative criteria terms used
in the credit scoring model in the Midwest |SO’s compliance filing, we disagree. We
find the Midwest 1SO’ s proposal to weigh qualitative criteria heavier than financial
criteriato develop atotal composite credit score for public power utilities a reasonable
and acceptable approach.™ Likewise, we find the Midwest 1SO’ s proposal to weigh
financial criteria heavier than qualitative criteriafor non-public power entitiesin the
development of the total composite credit score to be reasonable and acceptable.**® The
Midwest 1SO’s proposal is consistent with the Commission’s recent policy statement
where we stated that RTOs must consider both qualitative and quantitative factors in their
assessment of credit risk.”™ In general, we agree with statements that public power
entities have good credit records and that this may not be reflected through financial
statements alone. Therefore the Midwest 1SO proposal to weigh qualitative factors
heavier than financial ones demonstrates to the Commission that public power market
participants will not be discriminated against in the credit scoring process. For example,
the Midwest | SO states that the qualitative score will assess all non-financial information,
and at aminimum will include these characteristics: rates/regulations, legal risks,
demographics, pricerisk, credit ratings, other. We find these terms enable the Midwest

| SO to capture the unique nature of the public power market participant’s good credit
where it may not be reflected through a solely financial measure, such as tangible net
worth, alone.

57 public power sector market participants’ credit scores are devel oped through
analysis of afinancial score that is weighted 40 percent and a qualitative score that is
weighted 60 percent. See Attachment L, Substitute Original Sheet Nos. 1219-1219B.

158 Non-public power sector market participants credit scores are devel oped
through analysis of afinancia score that is weighted 60 percent and a qualitative score
that is weighted 40 percent. See Attachment L, Original Sheet Nos. 1219B-D.

159 See Policy Statement on Electric Creditworthiness, 109 FERC 161,186 at P 13
(2004) (Creditworthiness Policy Statement).



Docket No. ER04-691-004, et al. -101 -

356. We note that the Midwest SO has a vibrant stakeholder process underway and
that stakeholdersvoted 17 in favor to 3 not in favor, for the final credit scoring model,
with no public power participants voting against the model.™® Thisisasignificant
margin of passage and the Commission values the stakeholder process to determine
regional creditworthiness requirements.'® Because credit is a collective market
mechanism, in that all market participants share in the extension of credit and therefore
share in the losses, significant weight should be given to the outcome of the stakeholder
process. While the Commission cannot accept any proposal from the stakeholder process
that is unduly burdensome or unduly discriminatory, we find the Midwest SO’ s current
proposal is not unduly burdensome or discriminatory, as discussed more fully below. We
encourage all Market Participants to participate in the stakeholder process and to vet their
proposal s through that forum to gauge overall stakeholder benefits before submitting
proposals to the Commission. Finaly, we note that 1SO and RTO credit policies are
subject to further refinement, and customers that believe they have been discriminated
against in the credit scoring process have remedies available to them. %

2. Market Activity Categoriesand Total Potential Exposure
a. Background

357. The Commission directed the Midwest | SO to adopt atwo-day collateral window
in the same manner as directed for PIM.'® In addition, the Commission directed the
Midwest 1SO to clarify the proposed “MPD” calculation, particularly the definition of the
“proxy” it refersto, and explain why the Midwest 1SO does not accommodate seasonal

160 see Midwest 1SO Answer at 15.

161 See Creditworthiness Policy Statement at P 2 (“ The Commission believes that
the development of creditworthiness requirements specific to each ISO/RTO through a
stakeholder process is appropriate because of the greater variability and difficulty
required to measure the credit exposure of providing these additional services.”).

162 seeid. at P 15.

183 pJM Interconnection, L.L.C., 104 FERC 161,309 at P 23 (2003), order on
reh’g, 109 FERC {61,286 (2004). PIM was directed to report on the feasibility of a
one-day credit window. The collateral window in the Midwest SO will begin as
two days at market startup, but may be revisited in the future.
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variations in the calculation through the use of a price differential that is less than

12 months.*® The Commission noted that PIM uses a rolling two-month reference
period, and NY1SO uses arolling 90-day window.'® The Commission also directed the
Midwest 1SO to clarify the Virtual Transactions Credit Requirement by filing in

section 111 A.1, Original Sheet No. 1223, a definition of each of the three acronyms used
to calculate this requirement. Such a clarification should include what each letter of the
MPD, the DMWHhL, and the VMEW stands for.

358. Additionaly, the Commission directed the Midwest 1SO to clarify and sufficiently
justify the necessity of additional creditworthiness requirements beyond those that apply
to virtual transactions or other market activities. Should the Midwest 1SO retain distinct
FTR Credit Auction requirements, the Commission directed it to clarify the acronyms
used for the calculation similar to those directed for virtual transactions. Thisincludes
the acronyms: MPB, MNB, P, and G outlined in section I11 B.1, Original Sheet No. 1226.

359. Further, the Commission directed the Midwest 1SO to file all formulas relating to
the Total Potential Exposure calculation, for all categories of market activity.

360. The Midwest SO states that it has reduced its proposed six-day estimated
exposure window for virtual transactions to atwo-day estimated exposure window. This
change has been made in the formula for establishing Virtual Transmission Potential
Exposurein section 1V.A.3 of Attachment L. The Midwest 1SO also commits to study,
with stakeholder involvement, the feasibility of moving to a one-day virtual transactions
estimated exposure window, and will file a progress report within 180 days of the date of
the TEMT Il Order.

361. Inthe compliancefiling, the Midwest SO has clarified the calculation of the
virtual transactions credit limit in the Credit Policy by explaining: (1) what each letter of
the acronyms “MDP,” “DMWhL” and “VMEW" stand for; (2) explaining within the
definition of “MDP” what a*“proxy” for the first day of each month would be; and

(3) by explaining why the Midwest 1 SO does not accommodate seasonal variationsin this
calculation through the use of a price differential that is less than twelve months.'®
Midwest I SO has also added additional details to the formulafor determining the virtual

164 See Attachment L, Section 111(A)(1), Origina Sheet No. 1223.

1%° See PJM OATT, Attachment Q, Substitute Original Sheet No. 5231.01; NY1SO
OATT, Attachment W, First Revised Sheet No. 734.

186 TEMT Il Order at P 447.
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transactions credit limit, as specified in section IV.A.3. Midwest I SO further states that
“MDP’ stands for “Market Price Differential,” “DMWhL” stands for “Daily MWh
Limit,” and “VMEW?” stands for “Virtual Measured Exposure Window.”

362. Inthe absence of Midwest | SO-specific historical data, the Midwest 1SO states
that it turned to actual historical data used in settlements for the PIM, ISO-NE and

NY SO energy markets during 2003. The Midwest 1SO believes the actual historical
price differentials from these three markets will serve as a reasonable proxy for the
97th percentile price differential that would exist in the Midwest SO energy markets
were actual historical dataavailable.

363. The Midwest I SO states that the data used for proxy development was actual day-
ahead and real-time LM Ps reported by each of these market operators as used in billing
calculations. A random sample of LMP billing node differentials was created by the
Midwest SO from the raw data obtained. Sample size was just over 1,000,000 aggregate
node differentials for PIM, 130,000 node differentials for NY SO, and based on al
elemental node differentials for ISO-NE from commencement of market start-up on
March 1, 2003 until December 13, 2003. The Midwest SO created the 97th percentile
value for each data set using the following formula, assuming normal distribution:

97th percentile = mean + (approximately 1.88 * standard deviation).

364. The Midwest SO claims that the proposed twelve-month average data is expected
to provide the best proxy because it represents a blend of data from the prior year-season

and data from more current periods. In addition, a 12-month average will provide a more
stable proxy so that market participants can better manage their credit.

365. The Midwest SO states that in Attachment L, thereis not a separate credit
requirement for virtual transactions and for the FTR auction. Instead, a portion of the
Participants Total Credit Limit is allocated to FTR auction activity and virtual transaction
activity. The balance of the Total Credit Limit is available for all other transmission
service and market activities. The need to alocate a portion of the Total Credit Limit to
these two activities is due to the inability to simultaneously compare exposure to non-
payment across all transaction activities when deciding whether to accept or reject a bid
or offer, where the decision to accept or reject is based on whether sufficient credit was
available to support the bid or offer.
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366. Theformulafor calculating the FTR Auction Potential Exposure now states that
“MPB” standsfor “Maximum Positive Bid,” “MNB” stands for “Maximum Negative
Bid/Offer,” “P’ stands for the “ Set of all positive Bids to be submitted by a given Market
Participant during an open FTR Bid window” and “G” stands for the “ Set of all negative
Bids or Offers to be submitted by a given Market Participant during an open FTR Bid
window.” %’

367. The Midwest SO states that it has removed from the TEMT all “Category A” and
“Category B” language. Specifically, section I1.G of the Credit Policy has been deleted
inits entirety, and section IV.A has been revised to remove the last paragraph in this
section, which had discussed how the Total Potential Exposure calculation would have
been altered for Category B participants.

368. Indoing so, the Midwest 1SO states that it is compelled to point out to the
Commission two facts. First, Attachment L as submitted did not contain an
unconditional requirement for a Participant to grant afirst-priority security interest in
accounts receivable. This“requirement” wasin reality an option for those Participants
that wished to have their credit limit based on their net bill and not gross charges owed.
Second, the removal of this“option” potentially exposes all Participants to a significant
uplift of an uncollectible obligation in the event a Participant declares bankruptcy, and a
bankruptcy judge finds that the Midwest SO must pay to the bankrupt entity all FTR
revenue owed without netting this revenue against charges owed to the Midwest SO on
behalf of market participants. Thisis because under the revised Attachment L as ordered
by the Commission the credit limit is compared to the net financial obligation to
determine if sufficient credit support has been provided relative to a Participant’ s activity.
Thislevel of credit support will not be sufficient to cover the gross charges of a bankrupt
Participant under the circumstances described above.

b. Protests and Comments

369. Epic and SESCO claim that the net effect of the Midwest 1SO's proposed credit
policiesisthat for at least fifteen days of each month avirtual trader that wishesto
participate in the FTR market loses the ability to useits full posted collateral. They add
that although atrader may have $1 million in posted collateral, only afraction of this
credit may be useable for up to one-half of the month. The effect of this policy,
according to Epic and SESCO, isto needlessly increase credit costs and to depress highly
beneficial trading activity. Epic and SESCO further assert that the net result of this
process is underutilized credit dollars and depressed trading activity.

167 Section 1V.A .4 of Attachment L.
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370. Epic and SESCO propose that the Midwest 1 SO be directed to eliminate distinct or
“alocated” credit requirements from its proposed tariffs. Epic and SESCO assert that the
values of the total FTR auction bids, along with other market activities, should be looked
at together because, so long as a participant does not exceed the Total Credit Limits
Imposed by the Midwest 1SO, thereis no risk to the market and no separate contract or
credit allocation is needed. According to Epic and SESCO, if the Midwest ISO is
concerned that it does not have the ability to see exposure on a simultaneous basis, it can
consider all bids/offers on a “last in/first out” basis. Epic and SESCO explains that when
adaily bid/offer for the virtual and/or physical market is received by the Midwest 1SO, it
would essentially be time-stamped. As bids/offers are entered into the FTR market they
would be time-stamped as well. At the deadline for the particular market, the Midwest

I SO could then run a credit check against the participant's total available credit. Epic and
SESCO aso claim that if the market participant exceeds its credit limit, the Midwest SO
could remove bids/offerson a“last in/first out” basis until there is enough credit available
to cover al positions. Once the corresponding FTR market is settled, the Midwest SO
could then reevaluate the available credit based on the cleared FTRs.

371. Epic and SESCO recommend that the Commission: (1) direct the Midwest ISO to
eliminate separate virtual trading megawatt-hours limit and contract; (2) reject the
proposed FTR “allocation” process; and (3) require that al credit must remain available
to trade across market segments.

372. Epic and SESCO assert the Midwest | SO should only require an entity to post
collateral to cover its “positive” exposure when bidding in the FTR auction. The
Midwest 1SO proposal increases the credit requirement by requiring that credit owed to
the Midwest I SO as another element of market exposure and adds them to the MPB.

Epic and SESCO also argue that the tariff should use the greater value of the bid/offer for
calculating the credit that must be provided, rather than counting both bids and offersif
the two are not equal as the Midwest | SO proposes.

373. Epic and SESCO state that the 97th percentile for virtual trading is too restrictive
and should be set at the 50th percentile used for the FTRs auction markets. Epic and
SESCO also claim that there is no basis for discriminating against virtual trading since
both virtual trading and FTRs are financial transactions. Epic and SESCO cite datafrom
other markets, such as PIM, to demonstrate that the 50th percentile is reasonable.
Finally, Epic and SESCO object to the discriminatory treatment of financial traders that
are required to sign a contract that limits the total megawatt-hours that can be bid or
offered.
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C. Discussion

374. We accept the Midwest 1SO’s compliance filing clarifying the requirements to
engage in areas of market activity such as virtual trading, FTR auctions, and the physical
energy market. We find that the Midwest SO’ s creditworthiness proposal does not
create excessive collateral burdens on those participants that wish to participate in the
various areas of market activity. We aso recognize the Midwest 1SO’ s current inability
to simultaneously see exposure across various types of market activity.'® We agree with
the Midwest I SO that system enhancement proposals from stakeholders should be
submitted through the stakeholder process.*® However, in general, credit allocated to a
market participant that is not exposed to claims against it, should be available to the
market participant as soon as is reasonably possible. For example, there may be merit to
the adoption of a*“last in/first out” process, where bids are “time-stamped” and available
credit could be recalculated after market settlement. However, the Commission finds that
the absence of a process to time-stamp bids at market start-up does not result in undue
discrimination and to order it now would undercut the stakeholder process which must
consider the implementation costs of this proposal.

375. We accept the Midwest 1SO’ s proposed remedy for the FTR Auction Potential
Exposure calculation.’™ Wefind that it is acceptable for the Midwest 1SO to rename the
Minimum Negative Bid as the Minimum Negative Offer to reflect that it will only be
composed of negative FTR offers. We will allow the Midwest SO to submit this change
through its proposed clean-up filing 60 days prior to market start-up or through a
compliance filing within 30 days of this order to eliminate redundant filing burdens on
the Midwest | SO.

376. We likewise accept the Midwest SO’ s proposed remedy to correct Attachment L,
section I11.A .4, titled “ Enforcing the Virtual MWh Limit.”*"* This correction will count
both sides of abid/offer at a particular node, regardless of whether the bid and offer are
for the same MW value.

1688 see Midwest 1SO Answer at 17.
169 eid.
701d. at 18.

171 Attachment L, Substitute Sheet No. 1225.
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377. We agree with the Midwest 1SO that the TEMT Il Order only directed the
Midwest 1SO to clarify the definition of the proxy and explain why it does not
accommodate seasonal variationsin the calculation.'” We find reasonable the

Midwest 1SO’ s explanation that absent any real operating data, it used historical price
datafrom the eastern energy markets during 2003 as a proxy for the 97th percentile price
differential that would exist in the Midwest | SO markets were actual historical data
available. However, we share EPIC and SESCO’ s concerns that while the Midwest 1SO
adopted the use of the 50th percentile for the credit calculation for the FTR auction
market, they retained the use of the 97th percentile for the virtual trading credit
requirement. Therefore, we direct the Midwest 1SO to submit through a compliance
filing within 30 days of the issuance of this order, justification for the adoption of the
50th percentile for FTRs, and retention of the 97th percentile for virtual transactions.

378. We agree with the Midwest 1SO that EPIC and SESCO’ s argument regarding the
potential exposure calculation for FTR auctions cannot be accepted because they assume
that all negative FTR bids will be accepted to offset its positive FTR bids.*”® This could
create a Situation where there are insufficient funds owed to the market participant to
cover the acceptance of positive FTR bids. Therefore, the Total Potential Exposure
calculation must reflect this possibility to ensure that credit allocations are not
overextended. However, as previously mentioned, the time period required by the
Midwest I SO to clear bids and calculate credit exposure should be as short as reasonably
possible. The Midwest ISO’s proposal for the FTR auctions is reasonable for market
start-up, but the Midwest SO and its stakeholders should continue to study ways reduce
the time required to clear credit allocations and streamline the creditworthiness
requirements to eliminate unnecessary burdens.

379. Wedisagree with the Midwest 1SO’ s statements about the removal of the
Category A and B language from Attachment L. We do not view the Category A and B
distinction as atrue “option” for participants subject to the creditworthiness requirements
of the tariff. The Commission understands the Midwest 1SO’s desire to secure the
interests of itself and Market Participants in any future bankruptcy proceedings.
However, we find that all Market Participants should be able, and would most likely
desire, to have their credit limit based on their net bill, not their gross charges owed.
Therefore, Category B classification was an option that Market Participants would have
only taken if they could not have legally granted a first-priority security interest to the

Y2 TEMT Il Order at P 447.

173 Accepted negative FTR bids create funds owed to the market participant versus
accepted positive FTR bids which create charges owed by the market participant.
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Midwest I SO, and was therefore discriminatory to groups of stakeholders that rely on
debt financing through the Rural Utilities Service. Accordingly, the Commission cannot
approve of arequirement that is not used in the other established regional energy
markets, and does not have any legal precedent in bankruptcy law.*"

3. Financial Reporting and Financial Security
a. Background

380. Inthe TEMT Il Order, the Commission directed the Midwest 1SO to explicitly
state in section V.B.1 of Attachment L the interest rate and methodol ogy used to calculate
any interest that accrues to the benefit of participants that post cash deposits, and to revise
Exhibit V, the Cash Collateral Agreement, accordingly.*” The Commission further
directed the Midwest I SO to revise Section V.B.1 to release and pay interest on a
guarterly basis, and Exhibit V, the Cash Collateral Agreement.

381. TheMidwest ISO statesthat it has revised its Credit Policy in order to: (1) state
the interest rate and the methodology for calculating interest on cash deposits, and
(2) provide for the quarterly release and payment of such interest.*™

b. Discussion

382. We accept the Midwest 1SO’s compliance filing, which states that interest will
accrue on cash deposits at the Midwest | SO’ s overnight bank rate and that accrued
interest will be released quarterly to the applicant and/or participant.*”” We also accept
the Midwest | SO’ s changes to Exhibit V, the Cash Collateral Agreement, to reflect the
statement of interest.'”®

174 See Hol stein testimony at 13 (Mar. 31, 2004).
> TEMT Il Order at P 460.

176 The relevant revisions were made to section V.B.1 and the Cash Collateral
Agreement attached as Exhibit V to Attachment L.

77 Attachment L, Substitute Original Sheet No. 1241.

178 1d. at Substitute Original Sheet No. 1277.
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4, Billing and Invoicing
a. Background

383. Wedirected the Midwest 1SO to state in section 7.6 of the TEMT that the invoice
schedule shall be weekly, and to clarify its procedures to invoice for the energy markets.
We determined that section 11.1 should be revised to include a sentence that states the
Midwest 1SO officia credit policy isfound in Attachment L. Thiswill provide additional
clarity and is consistent with the previously-approved, corresponding section 11 of the
PIM tariff.'"

384. Wedirected the Midwest 1SO to revise sections 7.5 and 7.9 regarding disputed
amounts. The Midwest SO must include specific provisions for the resolution of
invoicing disputes or areference to direct readers to the relevant area of the tariff.
Furthermore, section 7.9 must mirror the language in section 7.5 so that Transmission
Customers and market participants have equal right to dispute invoice amounts.

385. Weaso directed the Midwest I SO to revise the definition of default, in
section 1.62, to include areference to the default provisionsin section 7.13 and list the
distinct default timelines for Transmission Customers and market participants.

386. The Commission directed the Midwest I SO to either remove specific language and
replace it with “subject to the receipt of approval from the Commission,” or identify any
circumstances, other than in the circumstance where an alternate supplier is required
under a state retail access program, in which the Midwest SO would argue that it is
appropriate to terminate service without prior Commission approval.*®

387. Wedirected the Midwest | SO to remove the language in section 7.8 stating that
“upon the occurrence of a default, the Transmission Provider shall (i) suspend any
pending Market Activities of the Market Participant and (ii) annul any eligible confirmed
transmission reservations of the Market Participant” immediately and prior to
Commission approval.’®* Similarly we also directed the removal of language in

section 7.4 that states, “upon the occurrence of a default, the Transmission Provider, or

179 See Qutback Power Marketing v. PIM Interconnection, L.L.C., 105 FERC
161,106 at P 3 n.3 (2003).

180 See PIM Interconnection, L.L.C., 95 FERC {61,215 at 61,712 (2001).

181 Module A, section 7.8, Original Sheet No. 172.
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ITC where applicable, shall annul eligible confirmed reservations of the transmission
customer...” ¥ Annulments of eligible confirmed transmission reservations have
previously been found to amount to termination of service, which is subject to
Commission review and approval.

388. Finally, we ordered the Midwest I SO to remove the words “without limitation”
and replace them with the word “reasonable.” %3

389. The Midwest I SO has added the phrase, “On aweekly basis,” to the beginning of
section 7.6 of the TEMT to clarify that the Midwest 1SO will use weekly billing and
invoicing procedures, including those related to the energy markets.

390. The Midwest SO stated in itstransmittal letter that it has also revised section 11.1
of the TEMT to add a sentence stating that its official credit policy isfound in
Attachment L.

391. Additionaly, Midwest 1SO states that it has revised sections 7.5 and 7.9 of the
TEMT to provide that invoicing disputes shall be resolved pursuant to the dispute
resolution procedures in section 12 of the TEMT.

392. The Midwest SO has revised the definition of Default in section 1.62 to include a
reference to the default provisionsin section 7.13 and to list the distinct default timelines
for transmission customers and market participants.

393. The Midwest SO has partially revised section 7.14.ato replace the clause “ subject
to the receipt of any approval of the Commission that may be necessary” with “subject to
the receipt of approval from the Commission.”

394. The Midwest SO has removed the language in section 7.8 stating that “upon the
occurrence of a default, the Transmission Provider shall (i) suspend any pending Market
Activities of the Market Participant and (ii) annul any eligible confirmed transmission
reservations of the Market Participant” immediately and prior to Commission approval.
The Midwest | SO has also removed similar language in section 7.4 that states, “upon the
occurrence of a default, the Transmission Provider, or ITC where applicable, shall annul
eligible confirmed reservations of the transmission customer...”

182 1. at section 7.4, Original Sheet No. 161.

183 PJM OATT section 16.2, Original Sheet No. 52.
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395. Finaly, the Midwest I SO has revised section 7.14(d) to remove the words
“without limitation” and to include the word “reasonable” with respect to the collection
of attorneys' fees.

b. Discussion

396. We accept the Midwest 1SO’s compliance filing regarding the billing procedures
listed in section 7 of Module A, except as noted otherwise herein. The Midwest SO
statesin its transmittal letter that it revised section 11.1 to cross-reference

Attachment L ;" however, the Midwest I SO did not file a redlined/strikeout and clean
tariff sheet to comply with this directive. Therefore, we direct the Midwest 1SO to refile
section 11.1, Original Sheet No. 209, to include an explicit cross-reference to the credit
pol icylé? Attachment L in afurther compliance filing within 30 days of the date of this
order.

397. We accept the Midwest 1SO’ sfiling to revise the definition of default, to state the
use of weekly invoicing, to remove the language authorizing automatic suspension of
market activitiesin section 7.4 and 7.8, and to revise section 7.14.d. to replace “without
limitation” with “reasonable.”

398. Wefind that the Midwest 1SO did not comply with the Commission’s directivesin
regards to section 7.14.ato remove the language “ subject to the receipt of any approval
from the Commission that may be necessary.”*® We find that the Midwest SO
complied with the directive by revising section 7.14.a.iv, but neglected to revise

section 7.14.a.ii to remove similar language. Therefore, we direct the Midwest 1SO to
revise section 7.14.ato remove all language stating, “ subject to the receipt of any
approval from the Commission that may be necessary,” and to replace it with “subject to
the receipt of approval from the Commission.”*®’

184 See Midwest 1SO Transmittal Letter at 38 (Oct. 5, 2004).
18 See TEMT Il Order at P 474.
186 1d. at P477.

187 Module A, section 7.14.a, Substitute Sheet No. 184-185.
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5. Uplift Chargefor Uncollectible Default Accounts
a. Background

399. The Commission directed the Midwest ISO inthe TEMT |1 Order to modify its
proposal to explain the process for a defaulting customer to cure the default after the
uplift charge for its bad debt is assessed to other customers.’® Additionally, the
Commission ordered the Midwest 1SO to state in the TEMT that any amounts later
recovered for a particular bad debt 1oss should be allocated to the customers that paid the
uplift charge resulting from that bad debt loss.

400. The Commission found inthe TEMT Il Order that the Midwest 1SO’ s proposed
formularate in the TEMT satisfies the notice requirements of the FPA for charging the
uplift charge.’® However, the formulafor the allocation of the uplift charge contained
minor flaws that need to be addressed by the Midwest 1SO.**

401. The Commission also required the Midwest SO to incorporate into the TEMT a
requirement found in PIM’ s uplift charge provisions that requires a member in default to
take all possible measures to mitigate the impact of the default on other members not in
default —including, but not limited to, loading its own generation to supply its own load
to the maximum extent possible.*** Additionally, the Commission required that the
Midwest 1SO clarify the provision to specify the steps that it will ordinarily take before
implementing the uplift charge.

188 See Attachment U to NY 1SO’s OATT, section 4.0 which requires among other
things, that a defaulting customer pay all outstanding and unpaid obligations to cure the
defauilt.

189 gee Public Utilities Commission of the State of California v. FERC, 254 F.3d
250, 254-56 (D.C. Cir. 2001). See also Alabama Power Company v. FERC, 993 F.2d
1557, 1567-68 (D.C. Cir. 1993).

19 For example, we stated that in the formula component “% Loss for MPa,” the
term “Charges’ should read “Market Charges’ and the component should have a divisor,
presumably “MPall (Market Charges + Market Credits)” to create a percentage. Inthe
formula component “Loss Obligation of MPa,” the term “Total Loss’ should read
“Uncollectible Obligation.”

191 See PJM Operating Agreement at section 15.4.
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402. InitsOctober 5 Compliance Filing, the Midwest | SO states that it corrected the
minor flaws in the formularate for allocating the uplift charge for uncollectible debt to
market participants. The Midwest SO also states that it has modified the TEMT to
specify the steps it will ordinarily take before implementing the uplift charge; to explain
the process for a defaulting customer to cure a default after the uplift charge for its bad
debt has been assessed to other customers; and to clarify that any amounts later recovered
for a particular bad debt loss should be allocated to the customers that paid the resulting
uplift charge. Additionally, the Midwest 1SO has incorporated a requirement that a party
in default take all possible measures to mitigate the impact of the default on other non-
defaulting parties.

b. Discussion

403. We believe that further clarification is necessary in section 7.10.c which states that
any funds attributable to a bad debt that has already been uplifted to market participants
will be returned to the market participants on a pro rata basis. Since there are many
potential methods to allocate the funds on a pro rata basis, section 7.10.c is not
sufficiently clear asto the allocation method for returning the funds to those that
previously paid the uplift. We direct the Midwest SO to clarify that the allocation
methodology for the return of funds previously uplifted is the same methodology that was
used for the uplift.*

404. Additionally, section 7.10 of the TEMT is not sufficiently clear regarding the steps
the Midwest 1SO will take to minimize the bad debts loss.'*® Specifically, the Midwest
SO’ s proposed language would allow it to take alternate actions to minimize the
uncollectible costs of enforcement or collection even if such action resulted in alarger
total uplift charge.™® The Commission explained inthe TEMT Il Order that the

192 See Attachment U to NY1SO’s OATT, section 3.0 which requires the same
methodology be used for allocating the recovered uplifted funds as was originally used
for the uplift charge.

193 See TEMT 11 Order at P 492.

194 For example, pursuant to the proposed language, the Midwest 1SO may forgo
taking any of the steps, as delineated in section 7.10 of the TEMT, before implementing
the uplift charge because it would save the Midwest | SO uncollectible costs of
enforcement or collection. However, such action by the Midwest | SO would inevitably
result in a higher uncollectible obligation on market participants and quite likely a higher
uplift charge.
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Midwest I SO could take alternate actions, as necessary, to minimize the (total) bad debts
loss. The Midwest SO must modify the proposed language to clarify that the alternate
action may be taken as necessary, if the Midwest | SO believes that the alternate action
will reduce the total uplift charge assessed to market participants.

405. Further, the Midwest 1SO has corrected some of the minor flawsin the formula
identified by the Commission inthe TEMT Il Order, however, other flaws remain. For
example, “MP ALL Market Charges = Market Creditsin weekly invoicing cycle” should
read “/ MP ALL (Market Charges + Market Credits) in weekly invoicing cycle.”

J. Other Tariff Issues
1. Miscellaneous M odule A | ssues
a. Background

406. The Commission’sjurisdiction over distribution facilitiesis defined in arecent
order addressing a variety of generation interconnect issues and the application of

Order Nos. 2003, et al., to the Midwest 1SO.'® That order clearly contemplates
Commission jurisdiction over low-voltage transmission facilities to the extent they are
used to transmit electric energy in interstate commerce on behalf of awholesale
purchaser pursuant to a Commission-filed OATT, and the low-voltage transmission
facilitiesin question are “owned, controlled, or operated by the Transmission Provider or
the Transmission Owner, or both, [and] are used to provide transmission service” under
the Midwest SO OATT.**® Accordingly, the Commission directed the Midwest 1SO to
revise the definition to reflect the Commission’ s definition.

407. The Midwest SO states that it has revised the definition of “Distribution
Facilities” to conform to the definition that the Commission has approved. In addition,
the Midwest 1SO also revised the related definition of “Wholesale Distribution Service.”

1% See Midwest Independent Transmission System Operator, Inc., 108 FERC
161,027 (2004).

19 Seeid.
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408. The Midwest SO added a number of new definitionsin sections 1.3.aand -.b;
1.18.a; 1.30.a; 1.60.a; 1.61.aand -.b; 1.69.a; 1.75.a; 1.80.a; 1.86.aand -.b; 1.94.a; 1.98.3;
1.105.¢; 1.118.3, -.b and -.c; 1.125.a; 1.142.a; 1.151.a; 1.153.aand -.b; 1.167.a; 1.188.7;
1.217.a; 1.223.3, -.b and -.c; 1.237.a; 1.238.a; 1.250.4, -.b, -.cand -.d; 1.261.a; 1.296.a
and -.b; 1.330.aand 1.334.a

b. Protests and Comments

409. AMP-Onhio asserts the Midwest | SO designates “ Distribution System” as a defined
term in the definition of “Energy Resource Interconnection Service,” but thereisno
corresponding definition in Module A.

410. Midwest TDUs assert that the Midwest 1SO’ s proposed reserve-sharing definitions
are inconsistent and inappropriate since they conflict with current industry practice in
which non-control area TDUs actively participate in such groups (e.g., MAPP). If read to
exclude non-control areas from participation in reserve sharing, according to Midwest
TDUSs, these discriminatory definitions would unfairly deprive such TDUs of the

essential reliability and economic benefits of reserve sharing, unduly burdening small
systems in a manner long recognized to be contrary to the FPA.**" Nor does it make
sense, according to Midwest TDUS, to restrict reserve sharing benefits to agreements
between Midwest | SO and non-Midwest | SO member control areas.

C. Discussion
411. We accept the Midwest 1SO revision to the definition of “Distribution Facilities.”

412. We agree with AMP-Onhio that “Distribution System” is undefined and therefore
direct the Midwest 1 SO to define this term.

97 See, e.g9., Gainesville.
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413. Both definitions of Reserve Sharing cited by Midwest TDUs provide for control
areas to share in the provision of Operating Reservesin response to the loss of a
Generation Resource. These actions will ensure reliability will be maintained for the
overal system, thereby providing reliability and economic benefits to all entities that use
the system including TDUs. Therefore we do not agree with Midwest TDUs position that
these arrangements, as defined, will burden small systems.'*®

414. The Midwest | SO has been organized so that control area operators manage all
the reserve requirements of their control area, and share reserves with other control areas
If needed in the limited circumstance discussed above. We believeit isimportant that the
current roles be maintained during market start, thereby ensuring a smooth market start-
up and avoiding confusion. To the extent parties wish to explore aternative methods of
sharing reserves in the future, we encourage them to do so in the Midwest | SO
stakeholder process. Finally, we do not agree with the Midwest TDUS' statement that
reserve sharing is limited to agreements between Midwest 1SO and non-Midwest 1SO
member control areas. The definition of Reserve Sharing in section 1.269 applies to
Control Areasthat are designated to operate consistent with the Midwest 1SO policies
and procedures, which is a broader definition than just non-Midwest SO member control
areas

415. We accept the new definitions added by the Midwest 1SO inasmuch as they clarify
the applicability and intent of other provisions of the TEMT.

2. Schedule 4: Michigan
a. Background

416. Inthe TEMT Il Order, the Commission required the Midwest | SO to eliminate the
Michigan-specific Schedule 4s. The Commission explained that while control area
operators and generators work cooperatively with the Midwest SO to balance the
system, ultimately the Midwest 1SO is the entity that provides the energy imbalance

1% \We note, as the Commission did in the TEMT |l Rehearing Order, that
Gainesville does not provide guidance inasmuch as that decision did not address reserve
sharing. See TEMT Il Rehearing Order at P 213.
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service and charges market participants for the service. The Commission stated that it
had also previously required the elimination of the Midwest SO’ s Michigan-specific
Schedule 4s as of January 1, 2003.*°

417. The Commission directed the Midwest 1ISO inthe TEMT Il Order tofilea
Schedule 4 to its TEMT to set forth the terms, conditions and rates for region-wide
energy imbalance service. The Commission stated that Midwest | SO is supposed to
include an energy imbalance schedule inthe TEMT in order for the TEMT to be
complete and compliant with Order No. 888.%° The Commission stated that the energy
Imbal ance schedule submitted in the compliance filing should, similarly to PIM’s and
NYISO’'s Schedule 4, explain when the service is provided and require the Midwest 1SO
to offer this service to serve load in the Midwest 1SO’ s footprint, and the Transmission
Customer must purchase the service from the Midwest 1ISO. Additionally, the
Commission stated the Schedule 4 should also provide the energy imbalance rates, which
were presumably the hourly LMPs.

418. The Midwest 1SO filed two compliance filings to satisfy the Commission’s
requirements. In the September 7 Compliance Filing, the Midwest 1SO proposes to
eliminate the Michigan-specific Schedule 4s that have been retained inthe TEMT. The
Midwest 1SO submits in the October 5 Compliance Filing anew Schedule 4 for regional
energy imbalance service, stating that it will offer energy imbalance service and that the
service must be purchased from the Midwest ISO. Additionally, the proposed Schedule 4
states that imbalances will be resolved over asingle hour at the real time LMP. However,
Midwest 1SO’s energy imbal ance proposal is different from the energy imbalance
schedules accepted by the Commission for other 1SOs in that the proposed Schedule 4
does not include a deviation band of +/- 1.5 percent.

b. Protests and Comments

419. Inresponseto the September 7 Compliance Filing, the Midwest SATCs indicate
that they support the withdrawal of the Michigan-specific Schedule 4s but ask the
Commission to acknowledge that the Midwest 1SO is the provider of last resort for
imbalance service and the administrator of imbalance service. Midwest SATCs reiterate
this request in response to the October 5 Compliance Filing, stating that the filed

19 The Commission also stated that if Detroit Edison wants Schedule 4 of its
Ancillary Services Tariff eliminated, it must file a notice of cancellation with the
Commission. TEMT Il Order at n.315. Seealso 18 C.F.R. § 35.15 (2004).

200 See TEMT 11 Order at P 516 (citing Order No. 888 at 31,715).
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schedule should be revised to explicitly state that the transmission owners, independent
transmission companies and control area operators are not required to provide or
administer the service.

C. Discussion

420. We accept the Midwest 1SO’ s September 7 Compliance Filing eliminating the
Michigan-specific Schedule 4s. However, we rgject as unnecessary the Midwest SATCs
requests for further clarification. We have aready acknowledged in our TEMT Il Order
that the Midwest 1SO is ultimately the provider of the energy imbalance service and as
the provider of the service, the Midwest SO must, by definition, administer the service.
We acknowledged inthe TEMT Il Order that the control area operators and generators
must work cooperatively with the Midwest 1SO to balance the system (e.g., respond to
the Midwest | SO’ s dispatch instructions); however, they are not the providers of the
service and customers would not contract with them to receive the energy imbalance
service. Thus, we believe the language in the proposed Schedule 4 is sufficiently clear
that the Midwest 1SO, as the Transmission Provider, will provide this service since it will
offer the service and customers must purchase the service from the Midwest 1SO.

421. With respect to the lack of a deviation band, we note that other LM P-based
markets have incentives for transmission customers to minimize deviations. For
example, for deviations outside of the band, PIM pays only 70 percent of the LMP for
over-delivery and requires payment of the higher of 150 percent of the LMP or
$100/MWh for under-delivery. The Midwest SO’ s proposal does not have these
incentives and the Midwest | SO has not supported any change from the current
Commission policy of incorporating deviation bands in energy imbalance provisions.
Therefore, we will require the Midwest 1SO to either incorporate a deviation band in its
energy imbalance provision, as existsin the other LMP-based markets, or explain with
testimony why a deviation band is not necessary.

422. Inthe TEMT Il Order the Commission encouraged the Midwest I SO to submit its
revised inadvertent energy proposal when it filed its energy imbalance schedule so that
the Commission could review both proposals at the same time to ensure that customers
would not be charged twice for the same imbalances. Midwest 1SO has submitted its
energy imbalance provision but not its revised inadvertent energy provision. Therefore,
our conditional acceptance of the energy imbal ance schedule is subject to the resolution
of the revised inadvertent energy provision.
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3. Miscellaneous M odule C Issues
a. Penaltiesfor Uninstructed Deviations
I Background

423. The Commission conditionally accepted the uninstructed deviation penalties
proposal in section 40.3.4, subject to the Midwest | SO’ s compliance with certain
directives. The Commission directed the Midwest 1SO to clarify the process it intends to
use for generators that trip after receiving dispatch instructions, particularly if they
propose exemptions from deviation penalties.

424. The Commission noted inthe TEMT Order that the future tariff filing must
include language on the procedures and criteriafor certifying intermittent resources.”*
Those procedures need to be completed and filed with the Commission prior to market
start-up. In addition, the Commission required the Midwest SO to file more detail on the
resources that are eligible to be exempt from uninstructed deviation penalties, such as
emergency conditions, resources in test mode, resources in start-up or shut-down mode,
and run-of-the-river hydro units. The Commission aso directed the Midwest 1SO to
develop procedures to exempt intermittent resources and file those procedures with the
Commission prior to market start-up.

425. The Midwest | SO states that it will not provide dispatch instructions to generators
that trip. Once the data received by the Midwest I SO indicates that a generator is no
longer on-line, the Midwest SO will continue to issue a zero dispatch instruction until
the data indicates that a generator is on-line. Consequently, explains the Midwest | SO,
no exemption to the uninstructed deviation penalty is necessary in thisinstance.

426. Finaly, the Midwest 1SO has submitted tariff provisionsto: (1) clarify the
procedures and criteriafor certifying and exempting intermittent resources; and

(2) provide more detail on resources eligible to be exempt from uninstructed deviation
penalties.

21 Seeid. at P 99.
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i. Protests and Comments

427. Coalition MTC did not object to the proposed tariff changes to accommodate
intermittent resources. However, it does object to the removal of language that provides
an exemption for DRRs on Substitute Original Sheet No. 587. Coalition MTC states that
this appears to be atypo because it conflicts with page 27 of the Midwest | SO transmittal
letter for the compliance filing. Therefore Coalition MTC asks the Commission to direct
the Midwest | SO to reinstate the exemption for demand response resources.

. Discussion

428. We accept the Midwest 1SO’s compliance filing regarding our directives from the
TEMT Il Order to revise the uninstructed deviation penalty structure so that over-
generation and under-generation are both penalized at 40 percent of the applicable LMP.
We likewise accept the Midwest 1SO’s clarification of the certification of intermittent
resources and exemptions to the deviation penalties, with one exception discussed below.

429. However, we find that the Midwest SO has not complied with the Commission’s
directive to clarify the procedures for generators that trip after receiving dispatch
instructions.”” The Midwest |SO’s clarification stated that it would not continue to issue
dispatch instructions to generators that are not on-line and therefore no additional
exemption to the uninstructed deviation penalty is warranted. However, the scenario in
guestion was not treatment of generators that are clearly off-line; instead the directive for
clarification references cases where the Midwest 1SO has already sent a dispatch
instruction to a generator that trips offline after the instruction has been sent. Therefore,
the Midwest | SO is directed to clarify, within 30 days, whether units that trip after
receiving dispatch instructions are exempt from deviation penalties.

430. Inaddition, the Commission agrees with Coalition MTC that the removal of
language that exempts DRRs from uninstructed deviation penalties on Substitute Original
Sheet No. 587 wasin error. We direct the Midwest 1SO to resubmit Substitute Original
Sheet No. 587 with the section on Treatment of Demand Response Resources
reinstated.”®

292 Speid. at P 533.

203 Module C, section 40.3.4.d.ii, Original Sheet No. 587.
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b. Generator Shortfall Uplift Charge

431. Inthe TEMT Il Order, the Commission directed the Midwest | SO to clarify the
TEMT to state that the Midwest SO will determine, on adaily basis, whether a generator
recovers its costs, consistent with Dr. McNamara' s testimony.

432. Initscompliancefiling, the Midwest SO has amended sections 39.2.9.f and
40.2.13 to clarify that the Midwest I SO shall determine the generator shortfall uplift
charge on adaily basis.

433. We accept the Midwest 1SO’ sfiling as compliant with the Commission'STEMT ||
Order. However, we note that we required additional changes to the generator shortfall
uplift sectionsinthe TEMT Il Rehearing Order and we will address those issuesin a
future order onthe TEMT Il Rehearing Order’s compliance filing.

C. Inadvertent Energy
I Background

434. Inthe TEMT Il Order, the Commission rejected the Midwest SO’ s i nadvertent
energy proposal, without prejudice to the Midwest 1SO’ s filing a new proposal.”** In
doing so, the Commission identified a number of issues requiring further clarification.
The Commission stated that the Midwest 1SO should explain step-by-step how it plans on
calculating inadvertent energy and charging or crediting the costs of inadvertent energy.
Additionally, the Commission encouraged the Midwest | SO to explain whether its
Inadvertent energy proposal is compatible with PIM’ s and whether it will facilitate a
move to a common market. The Commission also directed the Midwest SO to

address why section 40.7.2 refers to “market ratio share,” and whether the proposed
billing determinants are just and reasonable®® and how in-kind payments with external
control areas would be alocated. The Commission recognized intervenors’ concerns that
there may be overlaps with energy imbalance service and directed the Midwest SO to

24 TEMT Il Order at P 597-98.

2> The Commission also stated that if the Midwest 1SO intends to use the billing
determinantsin Schedule 17 for inadvertent energy, it should include support
demonstrating the proposed billing determinants are just and reasonable. Moreover, the
Midwest 1SO should incorporate into section 40.7 of the TEMT its proposed billing
determinants rather than reference Schedule 17 billing determinants which may change as
aresult of future Commission order.
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explain how it would avoid such overlaps. The Commission encouraged the

Midwest 1SO to file a new inadvertent energy provision when it files its Schedule 4 for
energy imbalance service to permit sufficient time for Commission review of both
provisions prior to the commencement of the energy markets.

435. Inthetransmittal letter to its October 5 Compliance Filing, the Midwest | SO
clamsthat it hasinitiated its review of the issuesidentified by the Commission in
connection with arevised inadvertent energy proposal, but is not prepared to submit such
anew proposal with this compliance filing. The Midwest | SO states that it requires more
time to fully evaluate the issues raised by the Commission, discuss these issues with its
stakeholders, and reach an appropriate resolution prior to making another filing with the
Commission. The Midwest 1SO intends to continue this process and submit a revised
Inadvertent energy proposal for Commission review prior to commencement of the
energy markets.”®

i. Discussion

436. Asdiscussed above, the Commission encouraged the Midwest ISO inthe TEMT 11
Order to file itsinadvertent energy proposal at the sametimeit filed its energy imbalance
Schedule 4 to facilitate the concurrent review of both provisions by the Commission.

The Midwest | SO has submitted its proposal for energy imbalance service but not for
inadvertent energy service. Therefore, we have conditionally accepted the energy
imbalance service subject to the acceptance of Midwest 1SO’ s revised inadvertent energy
provision. We direct Midwest I SO to file within 30 days from the date of this order its
Inadvertent energy proposal.

206 Midwest 1SO Transmittal Letter at 42-43 (Oct. 5, 2004).
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d. Attachment W: Market Participant Agreement
I Background

437. The TEMT Il Order directed the Midwest SO to modify section 38.2.2.h of the
TEMT to state that the Market Participant Agreement in Attachment W will be executed
upon the Midwest 1SO’ s approval of the rest of the Market Participant Application.?®” In
lieu of asigned Market Participant Agreement, the Commission permitted the Midwest
ISO to require a Market Participant Applicant to submit a representation, such as a letter,
that the applicant will be able to execute the Market Participant Agreement when its
application is approved.

438. The TEMT Il Order further directed the Midwest 1SO to hold the requirement to
execute the Market Participant Agreement in abeyance for parties that have outstanding
GFA issues, pending resolution of those issues through a subsequent order in this
proceeding.”®

439. Finally, the Commission directed the Midwest 1SO to modify or clarify the
requirements listed in sections 8.0 and 9.0 of the Market Participant Agreement. Asfiled,
section 8.0 indicates that a market participant must notify the Midwest SO in writing “ of
any unexpected material adverse change in circumstances that may affect the Market
Participant’ s status as a Market Participant, within twenty-four (24) hours of learning of
the requirement.”?® Section 9.0 states that a market participant must “notify the
Midwest 1SO in writing of any non-material adverse changes’ that may affect the

Market Participant status at least 72 hours prior to the change.”*® The Commission held
that any adverse change to market participant status would be material, and instructed the
Midwest 1SO to revise section 9.0 accordingly — perhaps by deleting “non-" so that the
paragraph would refer only to “material adverse changes.” The Commission added that if
the Midwest I SO intended for market participants to notify the Midwest 1SO of non-
material changes, the Midwest SO must clarify this. The Commission also required the
Midwest 1SO to add definitions of material and non-material adverse changesto the
Market Participant Agreement and to provide relevant examples of each. Additionally,

27 TEMT Il Order at P 603.
208 5oe Procedural Order at P 78.
209 Attachment W, Original Sheet No. 1691.

21914, at Original Sheet No. 1692.
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the Commission required the Midwest I SO to clarify what notification, if any, it will
require of a market participant that expects a material adverse change that will affect the
market participant’s status, and what event will trigger the notification requirement.

440. Initstransmittal letter, the Midwest 1SO states that it has amended

section 38.2.2.h in order to: (1) remove the requirement that market participant
Applicants execute the Market Participant Agreement before the Market Participant
Application is approved; and (2) hold in abeyance the requirement for execution of the
Market Participant Agreement with respect to parties that have pending GFA issues
before the Commission.

441. The Midwest 1SO goes on to say that it has deleted the prefix “non-" from the
phrase “non-material adverse change” in section 9.0 of the Market Participant
Agreement. (We note that the Midwest I SO has also, of its own accord, inserted the
words “that the Market Participant intends to implement and” between “circumstances
that” and “may affect” in that section.) It has made asimilar deletion in section 38.2.3.b
of the TEMT. The Midwest I SO thinks these deletions render it unnecessary to provide a
definition and examples of “material adverse change.” It notes that Module A of the
TEMT contains definitions of the terms “Material” and “Material Change.” ***

442. Finaly, the Midwest 1SO clarifies that the notice contemplated by section 9.0 of
Attachment W concerns future changes that the market participant itself is about to
implement, and which are therefore within its foresight and control.

i. Discussion

443. The Midwest 1SO’s proposed changes to Attachment W largely satisfy the
requirements of the TEMT Il Order. We will accept them subject to further modification.

444, The Midwest 1SO’s amendments to section 38.2.2.h satisfy the Commission’s
requirementsthat: (1) Market Participant Applicants not be required to execute the
Market Participant Agreement prior to the Midwest 1SO’ s approval of the Market
Participant Application; and (2) parties with outstanding GFA issues not be required to
execute the Market Participant Agreement until those issues have been resolved. The
Midwest SO has also elected to insert a requirement that the Market Participant
Applicant represent, as part of its application, that it will be able to execute the

21 Module A, sections 1.190-91, Original Sheet Nos. 97-98.
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Market Participant Agreement when its application has been approved. We accept the
Midwest 1SO’ s proposed tariff language. We will require the Midwest I SO to correct the
reference to “Docket No. EL04-401-000" in the last sentence of this section. The
reference should be to Docket No. EL 04-104-000.

445.  We accept the Midwest | SO’ s revisions to section 9.0 of Attachment W and to
section 38.2.3.b of the TEMT. Removing the prefix “non-" and adding the words “that
the Market Participant intends to implement and” better clarifies that section 8.0 applies
to material adverse changes that the market participant does not expect, while section 9.0
appliesto material adverse changes that the market participant anticipates and can
control. We note that section 9.0 does not appear to address circumstances in which a
market participant reasonably anticipates, but cannot control, an adverse material change
(such as a change to the status of its Designated Agent), yet section 38.2.3.b appears to
require a Market Participant Applicant to notify the Midwest SO of such achange. We
do not understand why the TEMT makes this distinction. We will therefore require that
the Midwest | SO further modify section 9.0 of the Market Participant Agreement to insert
the phrase “learns of or” between the words “Market Participant” and “intends’ in the
modified section 9.0.

446. Finaly, wergect the Midwest | SO’ s assertion that deleting “non-" from

section 9.0 of the Market Participant Agreement and section 38.2.3.b of the TEMT make
It unnecessary to define a material adverse change. While both sections 8.0 and 9.0 now
apply to material adverse changes only, there islittle context to lend meaning to the
phrase “material adverse change.” We acknowledge that Module A defines “Material”
and “Material Change.” However, these definitions are financial in nature, while market
participant status also depends on technical and operational capability.?? We reiterate
our requirement that the Midwest 1SO provide examples of material and non-material
changes; however, we will waive the requirement that the Midwest 1SO add these
examples to the Market Participant Agreement itself. The Midwest SO may comply
with this requirement by providing an explanation in its next compliance filing.

212 5ee e.g., Module C, section 38.2.2.b, Original Sheet No. 368 (specifying that a
market participant or its Designated Agent must comply “with all applicable metering,
data storage and transmission, and other reliability operation, planning and accounting
standards and requirements for operating in the Transmission Provider Region . .. .").
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e Schedule 17

447. Midwest TDUs complain that the Midwest SO made changes to the billing
determinants of the administrative charge for the energy marketsin Schedule 17 that
were not required by the Commission.?®* Further, Midwest TDUs state that the proposed
change in the billing determinant could result in double-counting.

448. Initsanswer, the Midwest 1SO states that the proposed change to the billing
determinant should have been taken out because the change was made to reflect the
Midwest 1SO’ s revised inadvertent energy proposal (which ultimately was not included
in the compliance filing). The Midwest SO states that it is prepared to support its
changeto the billing determinant when it filesits revised inadvertent energy proposal.

449. Sincethe Midwest | SO has acknowledged that the change was not intended to be
made in thisfiling and that it will support the proposal in afuture filing, we will reject the
modification to the billing determinant without prejudice to Midwest 1SO’ s future
inadvertent energy filing.

K. Seams | ssues
1 Background

450. Inthe TEMT Il Order, the Commission required the Midwest | SO to file any
seams agreements resolving seams issues, or to file a status report regarding the progress
of seams resolution, including detailed plans as to how Midwest SO will address seams
absent seams agreements, so that the most current seams resolutions can be factored into
the FTR allocations.

451. Regarding PIM, the Midwest | SO states that in accordance with previous
Commission orders, a Joint Operating Agreement was executed by the Midwest 1SO and
PIM (Midwest | SO-PIM JOA), and filed with the Commission.”** The provisions of the

%3 The billing determinants for the Schedule 17 charge are the sum of all
Injections and extractions from the transmission system and virtual trades which are
defined as the estimated Bids or Offers settled in the day ahead energy market which are
not actually injected or extracted from the transmission system.

214 See Midwest 1SO Transmittal Letter at 43-44 (Oct. 5, 2004) (citing Alliance
Companies, 100 FERC 161,137 (2002); Midwest Independent Transmission System
Operator, Inc. and PJM Interconnection, L.L.C., 106 FERC 1 61,251, order onreh’g,
108 FERC 161,143 at P 58, 59 (2004)).
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Midwest | SO-PIM JOA and the congestion management process incorporated into the
Midwest |SO-PIM JOA are now being implemented on schedule, asindicated in periodic
reports to the Commission.

452. With respect to MAPP, the Midwest | SO states that the non-Midwest SO
members of MAPP have met with the Midwest 1SO several times over the last six months
to develop a Seams Operating Agreement (SOA). According to the Midwest I SO, the
parties have reached agreement in principle on the most important seams issues to
facilitate the administration of the MAPP Schedule F tariff after the start-up of the
Midwest | SO energy markets. Structured as an agreement between the Midwest 1SO and
MAPPCOR, the document is pattered after the Midwest | SO-PIM JOA, athough
modified to reflect that there is no RTO-to-RTO relationship as there iswith PIM and
that reliability coordination is already provided under an existing agreement between the
Midwest 1ISO and MAPPCOR. The document contains assurances of continued data
transfers from MAPPCOR to the Midwest 1SO. The parties planned to continue meeting
after the filing of the compliance filing to work out the remaining issues.”*> On
December 1, 2004, the Midwest 1SO filed a status report on the negotiations. It stated
that the parties are still working on finalizing the agreement and only afew detailed
issues remain outstanding, including the issue of netting generation-to-load impacts, and
the question of how to share unused flowgate allocations. The parties calculate that to
successfully resolve outstanding issues, reduce the agreement to afinal written form and
obtain stakeholder approval, they will need until January 15, 2005. The Midwest ISO
contends that this schedule will still provide the Commission with adequate time to
review the agreement before energy market start-up.

453. Regarding the Tennessee Valley Authority (TVA), the Midwest 1SO states that
PIM, Midwest SO and TV A signed a data exchange agreement in May 2004 to address
the exchange of critical operating data to enhance real time operations among the three
reliability coordinators, which will provide better visibility by all three partiesinto the
systems of the others.

454. Further, the Midwest SO claims a Joint Reliability Coordination Agreement
addressing other aspects of seams operations is now being negotiated. That agreement,
also patterned after the JOA, would provide for additional coordination of flowgates
among the three parties. Nothing in the Joint Reliability Coordination Agreement will

21> The Midwest 1SO clarifies that the issues raised by Otter Tail regarding the
difficulty of establishing the energy marketsin Otter Tail’s control area as aresult of the
joint ownership of generation and North Dakota Export (NDEX) redispatch rules are
being addressed in the context of the MAPP seams discussions.
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contradict or modify the JOA between PIM and Midwest 1SO, filed with the
Commission. Because TVA isnon-jurisdictional, and because the JOA controls the two
entities that are jurisdictional, there is no plan to file the Joint Reliability Coordination
Aqgreement.

455. The Midwest SO also states that it has executed an Interim Coordination
Agreement with the Ontario Independent Market Operator (IMO) to address seams
operating issues. The Interim Coordination Agreement establishes aframework to
resolve operating issues across the international interconnections in Michigan, Minnesota
and Manitoba, and provides for the exchange of critical operating data, including data
relating to outages.

456. The Midwest ISO states that a“ coordination committee” has been formed to
implement details of the Interim Coordination Agreement and to address future operating
Issues, including: (1) data exchange requirements, formats, and methodol ogies;

(2) developing and issuing operating instructions and security limits; (3) implementing
the requirements of the applicable NERC regional coordinating committee; and

(4) providing assistance in an emergency and system restoration.

457. The Midwest 1SO states that it began negotiations with Southwest Power Pool
(SPP) on seamsissuesin late 2003, using the PIM agreement as the pattern for
discussions. On August 2, 2004, SPP filed an unexecuted JOA asits compliancefiling in
Docket No. ER04-1096-000, noting that the Midwest | SO had declined to execute a JOA
unlessit included enhanced coordination principles. The Midwest 1SO filed a protest,
attaching an alternative draft JOA.

458. On October 1, 2004 the Commission issued an Order in Docket No. ER04-1096-
000, accepting SPP' s JOA for filing as an interim solution, subject to SPP's committing
to file by December 1, 2004 either: (1) arevised JOA with the Midwest | SO addressing
market-to-non-market issues (including a congestion management process and
coordinated flowgates); or (2) an executed version of the draft JOA included in the
Midwest SO’ s protest.”*® On December 2, 2004, SPP filed an executed JOA.

218 sputhwest Power Pool, Inc., 109 FERC 61,008 at P 2, Ordering Paragraph
(2004).
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459. Inthe event that one or more of the seams arrangements cannot be concluded with
adetailed resolution of all issues, Midwest 1SO plans to continue meeting with the
affected neighbor to reach a mutually satisfactory outcome. Until that time, the

Midwest | SO states that its energy markets will operate as the PIM market does today,
and will schedule all transactions asindicated in it tariffs.

460. The Midwest 1SO and its neighbors will use TLRs to address |oop flow
congestion, in the absence of other alternatives. The data exchange agreements, which
have been acceptable to all parties, will improve the ability of the Midwest ISO to
identify and address congestion in these circumstances, and to minimize the use of TLRs.

2. Protests and Comments

461. WPS Resources assert that the October 5 Compliance Filing is deficient because it
does not adequately address seamsissues asrequired inthe TEMT 11 Order. For
example, although the methodology for coordinating flowgates has been discussed, the
flowgates that will subject to reciprocal control have not been listed and the allocation of
flowgate capacity between Midwest | SO and MAPP entities has not been resolved.

WPS Resources state that various seams agreements must be coordinated to avoid
unintended consequences.

462. LG&E contends that the data exchange agreement between the Midwest 1SO, PIM
and TVA isinsufficient and does not resolve critical seamsissues. According to LG&E,
the Midwest | SO’ s characterization of those discussions indicate no issues have been
resolved, does not put into effect any plan of redispatch or reliability coordination.

463. Detroit Edison claims that the Interim Coordination Agreement between the
Midwest 1SO and the Ontario IMO isinsufficient and does not resolve critical seams
issues. In particular, Detroit Edison argues that a mechanism must be developed to
provide for payment of LMP market costs caused by redispatch within the Midwest SO
to avoid a TLR affecting the Ontario IMO. Based on the transmittal |etter that
accompanied the October 5 Compliance Filing, Detroit Edison states that no issues have
been resolved and therefore the Commission should order the Midwest 1SO to vigorously
pursue a complete resolution of all seamsissues with the IMO and to report regularly to
the Commission on the progress made.

3. Discussion

464. We are encouraged by the progress the parties have made toward filing an SOA,
developed by MAPP members and the Midwest | SO, by the commencement of the
energy markets. |If the parties are unable to file the SOA by January 15, 2005, the
Midwest SO must file another status report on that date. When the parties reach
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agreement on the allocation of flowgate capacity between the Midwest 1SO and MAPP,
we will address the specifics of the proposal. We are satisfied with the procedures the
Midwest | SO proposes to use in the interim until the seams agreements can be filed.?*’
With respect to LG& E’ s concerns, we note that the data exchange between the Midwest
SO, PIM and TV A islimited to the exchange of real-time operational data between the
Midwest 1SO and PIM energy markets and the TV A area, which is not an energy market.
We expect that reliability issues between TVA and the Midwest | SO will continue to be
resolved in the same way they are currently, so that redispatch and possibly TLR
procedures will continue to be used. Therefore, the exchange of data represents an
enhancement in reliability coordination that is helpful, but not critical, to market start.
Likewise, with respect to Detroit Edison’s concerns, we consider the Interim
Coordination Agreement between the Midwest 1SO and the Ontario IMO to be limited to
real-time operational issues, and therefore the data exchange amounts to an enhancement
to reliability coordination and is not meant to be a replacement for ongoing reliability
procedures currently in effect such as redispatch. Accordingly, we consider the progress
made on these agreements sufficient for market start-up purposes. We do not see the
need for the filing of additional reports. Our requirement for a progress report in the
TEMT Il Order was to ensure that the most current seams resolutions could be factored
into FTR allocations. Inasmuch as these data exchange agreements will not affect FTR
alocations, we will not require updates.

465. We agree with Detroit Edison that a mechanism needs to be developed to provide
for the payment of new LMP market costs caused by redispatch within the Midwest 1SO
to avoid aTLR affecting the IMO. We note that the Midwest 1SO-PIM JOA includes a
provision that in the event that redispatch occurs in order to coordinate congestion
management during the market to non-market phase, including redispatch necessary to
respect the other party's flowgate, the party responsible for the flow that required the
redispatch shall bear the costs of the redispatch to the extent the costs may be recovered
under the party's OATT. Accordingly, we direct the Midwest I SO to develop such a
mechanism in an agreement with the Ontario IMO and to file the agreement before
market start-up.

21" See TEMT 11 Order at P 639 (finding that the absence of seams agreement
should not impede energy market start-up, but the Midwest | SO must have at least a
specific, transparent plan for how it will handle the market-to-non-market seams).



Docket No. ER04-691-004, et al. -131-
L. Business Practice Manuals

466. Midwest 1SO TOs cite sections 38.1 and 39.2.5.a as examples of sections that
should be revised, per the TEMT I Order,?*® to the extent that they define rates, terms
and conditions of service by reference to the Business Practices Manual instead of setting
them forth in the TEMT and rate schedules. Our standard for inclusion of provisionsin
the tariff are those practices that affect rates and services significantly, that are
realistically susceptible of speculation and are not so generally understood as to render
recitation superfluous.?® Section 38.1 states the Transmission Provider shall provide all
market services for the energy markets and Markets Activities in accordance with the
terms of this Tariff, Business Practices Manuals, and related agreements. To the extent
the Midwest I SO hasincluded provisionsfor servicesin itstariff that meet our standards,
asdirected inthe TEMT Il Order, and Midwest | SO TOs have not provided information
to indicate otherwise, we do not have a basis to require additional items be added to the
tariff. Section 39.2.5.a states that standing offers may be updated or removed by making
the offer unavailable, consistent with the Business Practices Manual. This service
provision does not trigger the tariff filing requirements of our standard, in that it
represents an administrative process that is not asignificant activity. Therefore, we will
not require these provisions be included in the tariff.

M.  Acceptanceof Tariff Revisions and Compliance Filing Deadlines

467. We accept the Midwest 1SO’ s proposed revisions and deletions, as required by the
TEMT Il Order and not discussed elsewhere in this order, to the following sections:
38.2.4; 38.6.8; 40.3.4.c.ii; 51.2.b.i; 52.3.b; 53.1.f; 53.2.a.i; 54.3.b and -.c; 63.2.a., -.ii;
63.2.b; 63.3.a.i, and. iii; 63.3.b and -.e; 63.4.1.g; 63.4.2.d; 64.1.1.e; 64.1.3.a.i and -.ii;
64.2.1.a; 65.3.1..b and -.d; 65.3.2.4, -.b, -.c, . d and -.e; 65.3.3; 65.3.4; 65.5.3.3; and 66.b.

468. We have reviewed the filed tariff sheets and, with the exceptions described above,
find them to be just and reasonable. We therefore accept the Midwest 1SO’s compliance
filing, asmodified. The tariff sheets we have accepted above will become effective,
subject to further orders, on March 1, 2005. With respect to the tariff sheets to which we
have required further modifications, we will require the Midwest SO to file
modifications.

218 |d. at P 656.

219 gee Prior Notice and Filing Requirements Under Part |1 of the Federal Power
Act, 64 FERC 161,139 at 61,988 (quoting City of Cleveland v FERC, 773 F.2d 1368,
1376 (D.C. Cir. 1985)).
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469. To the extent that the order does not specify due dates for individual compliance
requirements, the Midwest 1SO is required to address those requirements within 30 days
of the date of thisorder. The Midwest |SO must address all compliance requirements
within 30 days of the date of this order; however, it may elect to satisfy any portion of the
compliance requirements this order imposes by including its responses in the “clean-up”
filing it plansto make 60 days prior to market start-up.

The Commission orders:

(A) TheMidwest ISO’'s compliancefiling is hereby accepted in part, as
modified, and rejected in part as described in the body of this order, to become effective
March 1, 2005.

(B) TheMidwest SO is hereby required to make compliance filings as
described in the body of this order.

By the Commission. Commissioner Kelliher dissenting in part with a separate
statement attached.

(SEAL) Commissioner Kelly concurring in part with a separate
statement attached.

Linda Mitry,
Deputy Secretary.
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Appendix A

Parties Filing Pleadings Responsive to September 7 Compliance Filing

Midwest SATCs— American Transmission Company LLC, GridAmericaLLC,
International Transmission Company and Michigan Electric Transmission
Company, LLC

Michigan Agencies — Michigan Public Power Agency and Michigan South Central
Power Agency

WPS Resour ces — WPS Resources Corporation, on behalf of Wisconsin Power Service
Corporation, Upper Peninsula Power Company, WPS Power Development Inc.,
and WPS Energy Services Inc.

Parties Filing Pleadings Responsive to October 5 Compliance Filing

AM P-Ohio — American Municipa Power-Ohio, Inc.

Cinergy — Cinergy Services, Inc.

Coalition MTC — Codlition of Midwest Transmission Customers

Constellation — Constellation Power Source, Inc. and Constellation NewEnergy, Inc.

Detroit Edison — Detroit Edison Company

Dominion — Dominion Retail, Inc., Dominion Energy Marketing, Inc. and Troy Energy,
LLC

Dynegy — Dynegy Power Marketing, Inc. and Dynegy Midwest Generation, Inc.

Epic and SESCO - Epic Merchant Energy LP and SESCO Enterprises LLC

Exelon — Exelon Corporation

LG&E - LG&E Energy LLC

MidAmerican — MidAmerican Energy Company

Midwest | SO TOs— Ameren Services Company, as agent for Union Electric Company
d/b/a AmerenUE, Centra Illinois Public Service Company d/b/a AmerenCIPS and
Central Illinois Light Co. d/b/a AmerenCilco; Aquila, Inc. d/b/a Aquila Networks
(f/k/aUtilicorp United, Inc.); Cinergy Services, Inc. (for Cincinnati Gas & Electric
Co., PSI Energy, Inc. and Union Light Heat & Power Co.); City Water, Light &
Power (Springfield, Illinois); Hoosier Energy Rural Electric Cooperative, Inc.;
Indianapolis Power & Light Company; LG& E Energy Corporation (for Louisville
Gas and Electric Co. and Kentucky Utilities Co.); Minnesota Power (and its
subsidiary Superior Water, L& P); Montana-Dakota Utilities Co.; Northern Indiana
Public Service Company; Northern States Power Company and Northern States
Power Company (Wisconsin), subsidiaries of Xcel Energy, Inc.; Northwestern
Wisconsin Electric Company; Otter Tail Corporation d/b/a Otter Tail Power
Company; Southern Illinois Power Cooperative; Southern Indiana Gas & Electric
Company (d/b/aVectren Energy Delivery of Indiana); and Wabash Valley Power
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Association, Inc.

Midwest SATCs— American Transmission Company LLC, GridAmericaLLC,
International Transmission Company and Michigan Electric Transmission
Company, LLC

Midwest TDUs — Great Lakes Utilities, Indiana Municipal Power Agency, Lincoln
Electric System, Madison Gas and Electric Company, Midwest Municipal
Transmission Group, Missouri Joint Municipal Electric Utility Commission,
Missouri River Energy Services, Southern Minnesota Municipal Power Agency,
Upper Peninsula Transmission Dependent Utilities and Wisconsin Public Power
Inc.

OM S - Organization of MISO States

WEPCO - Wisconsin Electric Power Company

WPS and Quest — WPS Energy Services, Inc. and Quest Energy, L.L.C.

W PS Resour ces — WPS Resources Corporation, on behalf of Wisconsin Power Service
Corporation, Upper Peninsula Power Company and WPS Power Development Inc.

WUM S L SEs — Wisconsin Electric Power Company, Edison Sault Electric Company,

Wisconsin Public Service Corporation, Upper Peninsula Power Company, Wisconsin

Power and Light Company, Madison Gas and Electric Company, Wisconsin Public

Power, Inc. and the Wisconsin Retail Customers Group (consisting of Wisconsin

Industrial Energy Group, Inc., Wisconsin Paper Council, Wisconsin Merchants

Federation and Citizens Utility Board)






UNITED STATES OF AMERICA
FEDERAL ENERGY REGULATORY COMMISSION

Midwest Independent Transmission Docket Nos. ER04-691-004
System Operator, Inc. ER04-691-007
EL 04-104-006

(Issued December 20, 2004)

Joseph T. KELLIHER, Commissioner dissenting in part:

| dissent from the portion of this order that accepts the Midwest Independent
Transmission System Operator, Inc.’s (M1SO) compliance filing authorizing the MISO’s
Independent Market Monitor (IMM) to establish reference prices. In my view, authorizing
MISO’s IMM to establish reference prices constitutes an unlawful delegation of the
Commission’ s ratemaking authority.

Section 205 of the Federal Power Act (FPA) vests exclusive authority with the
Commission to set the rates and charges for wholesale electric sales of energy.' As
described in the Commission’ s order, reference prices, while perhaps not “rates”
themselves, ultimately dictate the price that generators are paid in certain circumstances.?
They certainly do not appear to be formularates.®> Moreover, this order clearly states that
MISO’'s IMM will “establish” reference prices.* These reference prices may serve asa
price cap. Thus, in my view, the conclusion is inescapable that by authorizing the IMM to

116 U.S.C. § 824d (2000).
2 Order at PP 229-31.

® In calculating reference prices, the IMM considers “legitimate risks and
opportunity costs,” which are broadly defined to include “intertemporal opportunity costs
caused by run-time restrictions, operational risks such as the risks of unity failure
(including costs of repairs and costs of foregone sales during the repair period), short-term
fluctuationsin fuel prices or availability, and possibly, other factors.” Opinion at P229.

4 Order at P 231.
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establish reference prices, the IMM is performing a ratemaking function assigned to the
Commission under the FPA.

Under U.S Telecomm. Ass' nv. FCC, ° federal agencies such as the Commission
cannot subdelegate their authority to outside entities--private or sovereign--absent an
affirmative showing of congressional authorization.® The FPA contains no provision
authorizing the Commission to delegate its ratemaking authority. Moreover, the U.S.
Court of Appealsfor the District of Columbia Circuit recently rejected the notion that
market monitors like the IMM can be deemed “the functional equivalent of Commission
staff.”” Sincethe IMM is an outside party, the Commission cannot lawfully delegate its
ratemaking authority to the IMM by authorizing the IMM to establish reference prices.
Accordingly, | dissent from that portion of the Commission’s order.

Joseph T. Kélliher

> 359 F.3d 554 (D.C. Cir. 2004)
®d. at 565-66.

" Electric Power Supply Association v. FERC, No. 03-1182, dlip op. at 17 (D.C. Cir.
Dec. 10, 2004).
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(I'ssued December 20, 2004)

KELLY, Commissioner, concurring:

Midwest 1SO’ s proposed organized markets, like other organized markets,
grant independent market monitors (IMM) a certain amount of flexibility to deal
with situations that may arise. One example of such IMM flexibility isthe ability
to determine reference prices for mitigation purposes.

As | understand the process, the IMM must be able to react very quickly to
changes in market conditions to prevent relatively small and transient market
problems from cascading quickly into general market failures, as happened in
Californiaduring its 2001 crisis. Because no standard regulatory process could
keep up with this necessarily fast pace, IMM -determined reference prices are not
filed for prior approval by the Commission. Given the great complexity of the
market rules and procedures for organized markets, especially during start-up, this
flexibility to react quickly appears essential.

On the other hand, concerns have been raised that affording this level of
discretion to market monitors may be an inappropriate delegation of the
Commission’s duties.

| am sensitive to these concerns but | also believe that organized markets,
like the one that Midwest SO is creating, require an IMM to have this type of
flexible authority to address problemsin real time. Organized markets generate
tremendous volumes of data and the longer a problem is allowed to persist, the
greater the volume of information that must be studied and the more difficult it
becomes to address the problem in atimely fashion. In organized markets the
public is best served through real-time correction of problems, which requires an
IMM to have adequate authority to act in atimely manner.

While attention needs to be given to the scope of authority we permit the
IMM to exercise, | do not believe that this compliance filing is the proper placeto
explore options not contemplated in the earlier orders dealing with the Midwest
SO’ s proposed organized markets. The ultimate answer may be for FERC to
become the employer of the IMM, either through contract or directly, or for FERC
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to have appellate review of some IMM decisions, but these concepts are more
appropriately considered in other proceedings.' Perhaps the Commission’s
response to EPSA on remand will address this concern aswell. In the meantime, |
support this aspect of the current Midwest 1SO market design, for without it, the
public will not be adequately protected.

Suedeen G. Kelly

! Especialy in light of the recent court remand on the issue of ex parte
communi cations between the Commission and market monitoring units [Electric
Power Supply Ass'nv. FERC, No. 03-1182, 2004 U.S App. Lexis 25470, (D.C.
Cir. Dec. 10, 2004)(EPSA)]. Among other things, EPSA essentially rejected the
Commission’s attempt to treat IMMs hired by regulated entities as “the functional
equivalent of [FERC] employees’ (Id. at * 17).



