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PROCEEDI NGS
(10:05 a.m)

CHAI RMAN WOOD: Good norning. This open neeting
of the Federal Energy Regul atory Conm ssion will cone
together to consider the matters whi ch have been posted by
the Secretary in accordance with the Governnent in the
Sunshine Act for this tinme and pl ace.

Pl ease join us in our Pledge to the Flag.

(Pl edge of Allegiance recited.)

CHAI RMVAN WOOD: Before we start our business
today, | would like to present two awards, the first of
which is to John Anom, who retired January the 3rd, after
30 years of Federal Governnment service.

He began in 1972 at the Federal Power Comm ssion,
and |l ater spent two years at DOE and three at the NRC, and
spent the |last 18 years at FERC.

During his career, he has worked on a number of
el ectric cost-based and market-based rate filings. During
his time at FERC, he has al so served as one of the chief
techni cal experts on QF matters, witing and review ng many
dozens of qualifying facility orders and training Staff on
t hese issues.

He's a highly respected expert, in and outside
the industry and we hate to lose him But we can't |let him

go without letting himknow we appreciate him So, John,



conme on up and get your Career Service Award. It's
presented on the occasion of your retirenment.

(Appl ause.)

CHAI RMAN WOOD: Presented on the occasion of the
retirement of John Anomi, in gratitude and recognition of 30
years of dedicated service on behalf of this nation's energy
custonmers and the vision, mssion, and val ues of the FERC.

(Appl ause.)

CHAI RMAN WOOD:  Si nce February 2002, we have had
a FERC International Fellow, Naofum Suzuki represented the
Governnment of Japan's M nistry of Econony, Trade, and
| ndustry. Nobe, which is what we call him started his
research fell owship at FERC studyi ng energy regul atory
theory in the United States. What a year to have that
t opi c.

H's maj or interest during that tinme has been how
FERC does its work, and has focused on the different offices
of FERC, including External Affairs, Markets, Tariffs, and
Rates, Admi nistrative Litigation, and OMJO. He's closely
foll owed our work on standard nmarket design, on the rate
approval process, and, npbst recently, on market oversight.

' m pl eased to announce today that as M. Suzuk
| eaves, we're also working with the Mnistry of Econony,
Trade, and Industry to bring another International Fell ow

from Japan, scheduled to start in My.



In recognition of M. Suzuki's work at the
Comm ssion, |I'd like to present himwith a commenorative
pl aqgue as well. It reads: FERC, in recognition for
i nternational fellowship presented to Naofum Suzuki, for
exceptional personal comm tnment and dedication to gain
knowl edge of energy nmarket regul ations and to foster better
rel ati ons between our nations. Again, with nmuch
appreci ati on and best wi shes on the occasion of your
departure formthe Federal Energy Regul atory Comm ssion, on
this date, cone on up.

(Appl ause.)

CHAI RMVAN WOOD: This is given with many good
wi shes and much appreciation.

(Appl ause.)

CHAI RMAN WOOD: Madam Secretary?

SECRETARY SALAS: Good norning, M. Chairnman, and
good norning, Comm ssioners. The follow ng itenms have been
struck fromthe agenda, since the issuance of the Sunshine
Notice of this neeting on January 8th: AE-4, E-1, E-4, E-
13, and H-2.

The consent agenda for this norning is as
follows, Electric: E-2, E-7, E-8, E-12, E-16, and E-17.

Gas: G1, G2, G3, G4, G5, Gob, G7, G8, G
9, G 10, and G 13.

Hydro: H-1, H-3, H-7, and H- 9.



Certificates: C-2 and C 3.

Comm ssi oner Massey will vote first this norning.

COVMM SSI ONER MASSEY:  Aye.

COW SSI ONER BROWNELL: Aye.

CHAI RMAN WOOD:  Aye.

SECRETARY SALAS: The first item for discussion
this norning is E-3, Proposed Pricing Policy for Efficient
Operati on and Expansion of Transm ssion Gid, with a
presentati on by Andre Goodson, acconpani ed by M ke Donni ni
Steve Pointer, and Ki m Bose.

MR. GOODSON: Good norning, M. Chairman and
Comm ssioners. E-3 is a proposed policy statenent that
woul d create rate incentives for transm ssion owners that
transfer operational control of their transm ssion
facilities to a regional transm ssion organi zation, form
i ndependent transm ssion conpanies within RTOs, or pursue
addi ti onal measures that pronote efficient operation and
expansi on of the transm ssion grid.

The proposed policy statenent concludes that
I ndependent regional grid operation and coordination w ||
i nprove grid performance, reduce whol esal e transm ssion and
transaction costs, inprove electric reliability, and nake
el ectrical whol esale conpetition in nore effective in ways
that benefit all custoners.

Under this proposed policy, any entity that



transfers operational control of transm ssion facilities to
a Conmm ssi on-approved RTO, would qualify for an incentive
adder of 50 basis points on its return on equity for al
such facilities transferred.

Further 1 TCs that participate in RTOs and neet
t he i ndependent ownership requirenent, would qualify for an
additional incentive adder of 150 basis points. In
addition, the proposed policy would provide an incentive
adder of 100 basis points for investnment in new transm ssion
facilities which are found appropriate pursuant to an RTO
pl anni ng process.

Finally, the draft invites coments on the
proposed policy statements within 45 days of publication in
t he Federal Register. This concludes our presentation.

COWM SSI ONER MASSEY: | will be voting for this
proposed policy statement. It is performance-based, and
there are three kinds of performance that it tal ks about.

If you're a transm ssion owner, the first step
is, join an RTO. [If you do that, you will be rewarded by
the Comm ssion with an enhanced return.

Number two, if you're within an RTO and you

di vest your transm ssion -- no strings attached, not passive
ownership, no affiliation with merchant interests -- you
wll be rewarded by the Conm ssion.

Performance, Step Nunmber Three: If you invest in



transm ssion, particularly the kinds of transm ssion
enhancenents that you can actually achieve, those that are
environnentally friendly, those that use new technol ogi es,
t hose that expand the capacity of the grid and actually get
acconplished, you will be rewarded by the Conm ssion.
Those of you here that foll owed the debate over
i ncentives for transm ssion operation over the past few
years, may be surprised that I"'mwlling to vote for this
proposed policy statenment, because | have objected in the
past to, quote, "throw ng noney at transm ssion," end quote.
My own view is that this policy announced in this
proposal today is well conceived. It will incentivize the
ki nds of performance that this agency finds to be in the
public interest, the kinds of performance that will actually

elimnate discrimnation once and for all.

That will allow -- that will create nore
efficient markets. As has been pointed out, it will mke
the grid nore reliable. 1t's tine for the Comm ssion to

take this step, so this proposed policy statenment has ny
support, although |I nust say that | will be very interested
in the comments that we get on it.

The m x of transm ssion incentives that we
propose, as far as |I'm concerned, are not chiseled in stone.
' mopen to ideas about how to inprove this proposed policy

statenment, but | do believe it's tinme for this Comm ssion to



send a clear statenment that good performance in transm ssion
owner shi p and expansion and in transm ssion operation, wl
be rewarded. Thank you.

COWM SSI ONER BROWNELL: It's hard to match that
el oquence, but | want to say that | will be voting for this.
| am particularly pleased. This was a wonderful opportunity
for the three of us and our staff, and certainly hard work,
as always, by the Comm ssion staff to really work cl osely
together to talk about the inportant elenments that we see
and put value on to enhance the grid and to nove the
restructuring of this market forward.

| just want to say |I'mgrateful for the thoughts
and input fromny coll eagues, because, actually, this was
kind of fun, and we don't often necessarily have, as we are
chal l enged with difficult issues, an opportunity to as
t hought ful and work together as closely, so | thank you for
t hat .

This is all about what restructuring nmeans. |It's
about innovation, independence, and efficiency, and | think
that as this debate noves forward, that's what we ought to
keep our eye on. W're |ooking at ten years of
di sinvestnent; we're | ooking at increased costs because of
constrai nts and power quality disturbances; we're | ooking at
opportunities denied to new and efficient generation;

We're | ooking at opportunities denied to the
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i nnovative technol ogies that are on the market that address
many of the environnental issues that are inportant to all
of us.

I, too, look forward, actually, to the coments,
because this is a very, very inportant step, and | want to
be sure that, in fact, we're sending the signals that we
intend to send. So | would encourage everyone in the
mar ket pl ace to participate.

| would also | eave people with the thought that

when we tal k about transm ssion pricing and we tal k about

i nvestnent in transm ssion, we talk in terms of mllions and
billions of dollars, w thout ever sharing with the custoner,
the reality that a very small investnent in transm ssion

brings all kinds of rewards to the custoner, to the end-use
cust oner.

Once again, that is, of course, why we're here,
and | think we need to be nore effective in translating
t hese investnents to what they nean for that end-use
cust oner.

We had a | ot of discussion about that, and so |
woul d encourage those of you who are followi ng this also not
to leave it up here in those billions of dollars, because
that is not very nmeaningful to the people who are paying
those bills every nonth.

That is why we're rewardi ng i nnovati on,
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i ndependence, and efficiency. Thank you.

CHAI RMVAN WOOD: | shoul d exercise ny prerogative
and go first next tinme. Andre, Steve, Mke, and all the
ot her folks that worked with y'all -- Kimwas working as
well -- thank y'all for a quick turnaround on this. It
really started when we were presented the opportunity in the
M SO rate case, back in Cctober, to tal k about concrete ways
that the Conmm ssion can, in fact, put its noney where its
nouth is on i ndependence.

| certainly think that the di scussions on
i ndependence in here were, | think, well thought out and
appropriate. W did ask in here and do | ook forward to
feedback on -- I'mnot certain we got the nunbers right, but
if there are additional gradations between RTO nmenbership
and i ndependent transm ssion conpany status that are worthy
of some gradation in between the 50 basis points and the
total of 200 basis points that are awarded for those two
endpoi nts on the book shelf, it's the third category that we
put in here that was really the main reason we had to do
this in Decenber.

| think we do still leave it open in asking a
number of questions on how do we actually get the right
ki nds of investnment. As one who is still engaged in a
| awsuit in nmy prior job, for approval of construction of a

brand new ri ght-of-way across a nunber of ranches and rural
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areas of southern Texas, |'mvery m ndful that there are
different ways to get transm ssion enhanced so that power
can nove nore efficiently and at better cost to custoners.

One of those is certainly use of the new
technol ogies. W' ve seen probably on at | east a weekly or
bi weekly basis, innovators out there in the industry who are
taking risks and creating new entrepreneurial opportunities
to invest in the grid, not just in hardware, but in the way
that the grid is actually nmanaged and di spat ched.

We've tal ked to a nunber of transm ssion owners
or potential transm ssion owners about their plans for
i nproved performance. Managing this inportant asset -- as
Nora points out, this inmportant asset conprises nmaybe three-
tenths of a cent of every 8 to 10-cent kilowatt hour sold in
this country.

It's a very small part of the overall equation,
but as we have learned, it is the absolutely critical part
to making sure that the conpetition between and anpng
generation sources actually yields a benefit.

I f you have insufficient transmssion to tie
together ten different generation owners that have access to
a given custoner, then that customer doesn't get the benefit
of the fact that each of those ten can conpete agai nst each
other, both in the long-term market and in the short-term

mar ket, and put downward pressure on price and upward
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pressure on service.

That's what we're all about; that's what this
Comm ssi on has been about since Congress told it to get
about that back in 1992, and I think certainly that we have
the incentives of putting rewards on people who take the
ri sks and who enhance the benefits of the overall systemto
ultimately reward custoners.

Those are the kinds of things that we need to be

doi ng, so | appreciate the collegiality of us. | appreciate
your long history of this, Bill, and your advice to us on
what you thought this ought to ook Iike. I'mreal pleased

that we got here, and |I'm hoping that the parties in the
outside world will help us make it even better.
We'll look forward to seeing those coments | ater
on this Spring. And it has nmy full support. Let's vote.
COWM SSI ONER MASSEY:  Aye.
COW SSI ONER BROWNELL:  Aye.
CHAI RVAN WOOD:  Aye.
19
20
21
22
23
24

25
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SECRETARY SALAS: The next item for discussion is
E- 15, Communi cations with | ndependent Market Mnitors, with
a presentation by Susan Court.

MS. COURT: Good norning, M. Chairmn,

Comm ssioners. E-15 is an order nodifying the application
of the Comm ssion's ex parte Rule, Rule 2201, to
communi cati ons between the Comm ssion and its Staff, and
Comm ssi on- approved market nmonitors with respect to issues
i nvol ved in pending contested on-the-record proceedi ngs.

Specifically, the order creates an exenption as
permtted under Rule 2201 for such communications. The
order explains that less fettered communi cati ons with market
nmonitors will enhance the Commi ssion's efforts to receive
timely reports fromthose nonitors, even though the
information may be related to contested on-the-record
pr oceedi ngs.

The order reasons that Comm ssion-approved nmarket
nonitors are akin to an extension of the Conm ssion's own
Mar ket Monitoring Staff who may freely tal k about thensel ves
anong i ssues in contested proceedings, so it nakes sense
that the two groups of nonitors should be able to talk to
each other about matters that may be related to such
proceedi ngs.

For |ike reasons, the order does not require

t hese otherwi se prohibited off-the-record comruni cations to
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be di sclosed or noticed in the Federal Register.

Lastly, the order recognizes that there are two
i nstances where unfettered communi cation may be unfair to
parties in contested proceedi ngs where a market nonitor
himself is a party in a contested proceeding or where the
mar ket nonitor is appearing on behalf of a party in such a
proceedi ng. Accordingly, the exenption created by the order
will not apply in those situations.

In brief, this order confornms to the Conm ssion's
concerted efforts to keep on top of what's happening in the
ener gy markets.

Thank you.

COWM SSI ONER MASSEY: Qur pai nful experience has
taught us that electricity markets can get out of hand very
qui ckly. The market nonitors that are on the ground
wat chi ng these markets very closely are the Conmm ssion's
eyes and ears. We nust be able to comrunicate with our eyes
and ears quickly so that we can fix problens that arise.

This order has ny full support. It would nmake no
sense what soever to have our eyes and ears in the
mar ket pl ace cut off fromus so that we cannot communicate
with them listen to their analysis of what's wong with the
mar kets and what's right with the markets and quickly take
positive steps in the short termto fix failures and nmake

t he kind of changes that we need to make in market
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structures on a long-term basis to ensure custoner benefit.

So this is a very good order that will enhance
the ability of Bill Hederman's shop to do its job well, and
enhance the ability of the entire Conm ssion to stay on top
of what's happening in nmarkets.

MS. BROWNELL: | think this is a great expression
of the seriousness with which we take our responsibility in
terms of market nonitoring. | just have one or two
questions, Susan. |In exploring the devel opnment of this, are
we assured that there are no rules within the 1SGOs com ng
t he other way that would be barriers to this kind of free
comruni cation and tinmely conmmuni cation that we envision?

MS. COURT: | can't tell you for sure,

Comm ssioner, if there are such. | would expect that if
there are, this is the type of order that m ght give people
a vehicle. This docket, this discussion today m ght give
peopl e an opportunity to bring that to our attention.

don't know anything in particular that would necessarily bar
conmmuni cati on the other way.

MS. BROWNELL: 1'd like to hear fromthe market
nonitors thensel ves and obviously any interested parties
just to be sure that this is working both ways.

The other thing that | would encourage, and I
think the Market Mnitoring G oup has made sonme efforts in

t hese communications, is the tineliness of conmunications.
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We're all now struggling with the challenge of recreating a
mar ket two years after the fact.

We've periodically had sone situations in other
mar ket pl aces where it's been six or seven nonths before we
were able to get the facts.

| think that now that we are staffed up, and I
t hink now that we've devel oped better relationships, |
encourage everyone to kind of have that sense of urgency.
Because every m nute that goes by that there's a dysfunction
in the marketplace is a cost for customers and frankly makes
it nmore difficult for all of us to solve the problem

So |'m hoping we can address sone of those issues
as well.

CHAI RMAN WOOD: | think we can. | think clearly
a couple of things had to happen. One was to have a hone
for those folks to plug back into the Comm ssion, and that's
one of the functions that OMO clearly has under its w ng.
And another is to actually take care of issues like this
that are structural inpedinents to a kind of open
di scussion. Certainly thinking through -- | met Dr. Shifrin
from California, and our abilities or nonabilities to visit
during a lot of this crisis and her oversight commttee with
Dr. Wallach and others out there that are hel pful and
t hought ful people that we would |ike to be able to continue

to talk to them
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And back on Decenber 3rd and 4th or 2nd and 3rd
-- 1 was there on the 3rd -- the market nonitoring units
fromall the existing and prospective RTOs were here for a
t wo- day workshop. And | would say really fromthe
roundtabling that | listened in on, this was the first topic
out of the box that was raised by the market nonitors as a
real problemthat needed to be fixed.

And I'm pl eased that a nere five weeks later,
which is |ight speed in regulatory tineline, we have before
us a fix to address their problem

Now | think one of the things fundamental here
that we didn't focus on as nmuch is that what we really want
here and may not have today in the various |1SOs yet and RTOs
Is a true independent market nonitor. That's the predicate.
And where those don't exist, this freedomis not so broad.
And | think that that's appropriate.

I think we want to nmake sure that the market
nonitors are independent in nanme and indeed, that they are
not just functionaries of the individual marketplaces, that
t hey were objective extensions of our objectivity into these
markets to | ook at the pros and cons of all the activity out
t here.

So this order makes that independence requirenent
enphatic. But as a reward for that independence, nmuch |ike

our last discussion, fromthat comes a different way of
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treating things on a regulatory format.

So | think it's needed and | do appreciate,

Susan, you and Darryl and the fol ks on your staff working
with really across the agency on a | ot of input on getting
this right, and | do support it.

Let's vote.

COW SSI ONER MASSEY:  Aye.

MS. BROWNELL: Aye.

CHAI RVAN WOOD:  Aye.

SECRETARY SALAS: The next itemis C-1, Energency
Reconstruction of Interstate Natural Gas Facilities Under
the Natural Gas Act with a presentation by Gordon Wagner,
acconpani ed by Berne Mosl ey.

MR. WAGNER: Good norni ng, Chairman,

Comm ssioners. In the wake of the events of Septenber 11th,
2001, Comm ssion Staff sought to assess the extent to which

FERC s statutory and regulatory authorities m ght be used to
assi st pipelines in responding to a sudden, unexpected

di sruption in natural gas service.

The Conmm ssion and the industry have had
ext ensive experience with disruptions due to natural
di sasters, such as earthquakes and | andsli des, or accidents
such as excavation breaching a pipeline. However, the
Comm ssion and the industry have not had sim |l ar experience

with emergencies due to deliberate danage to gas facilities.
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To consider the consequences of and how to
respond to an intention attack on gas facilities, the
Comm ssi on and the Departnment of Transportation's O fice of
Pi peline Safety jointly convened a conference in April 2002
whi ch brought together representatives of federal, state,
| ocal agencies, energy industry sectors, trade groups and
i nterested individuals.

Among the concerns expressed was the request that
t he Comm ssion ensure that interstate pipelines be able to
act expeditiously to restore service in an enmergency. This
Noti ce of Proposed Rul emaking is a response to that request.

Al t hough the Conmm ssion all ows pipelines several
options to respond in an energency, in sone situations our
exi sting authority may take too long to inplenent, or where
rapid reconstruction is permtted, may apply only to a
limted class of facilities or only for a limted period of
tinme.

In response, this Notice of Proposed Rul emaking
woul d expand the scope of activities that a pipeline m ght
undertake pursuant to Part 157, Bl anket Certificate
Aut hority. Alnpst all interstate pipelines currently hold
bl anket certificates. Blanket certificates give pipelines
the authority to construct new facilities on their own
initiative without first submtting an application to the

Comm ssion then waiting for project-specific approval.
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Currently, blanket authority is restricted to

| ateral lines and relatively mnor system nodifications.

The draft NOPR woul d increase the scope of projects

perm tted under blanket authority in an energency.
Specifically, the NOPR would allow pipelines to act under

bl anket authority in an enmergency, to replace mainline
facilities along a route other than an existing right of
way, to commence construction w thout the existing bl anket
certificate regulation's 45-day prior notice waiting period,
and to undertake projects that exceed the existing bl anket
cost limtations.

The reporting requirenments would be anended so
that a natural gas conpany acting under Part 157 in response
to an enmergency would report to the Comm ssion before
conmenci ng an energency reconstruction project and then
coul d proceed w thout awaiting further Comm ssion action.

Where appropriate, a Comm ssion Staff menber will
be on site to nonitor reconstruction activities. The NOPR
is intended to address a situation where a main line is
damaged and then access to that damage site is restricted
due to investigation or contam nation. Under the proposed
expanded bl anket authority, a pipeline would be able to
build around the damage site to reconnect its main line in
order to restore service.

Thi s proposed expanded bl anket authority would
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only apply in energencies and would not alter pipeline's
obligations to conply with existing environnental, safety
and | and acqui sition requirenents.

Thank you.

COWM SSI ONER MASSEY: This proposal addresses a
problem that exists now. And that is that there may be no
way for the pipeline to ensure the rapid restoration of
service if it is attacked.

And this proposed rul emaki ng addresses t hat
probl em and says to the pipeline, we want you to be able to
restore service as quickly as possible. You can depart from
the existing right of way. The Conm ssion's existing
| andowner notification provisions would still apply. You
still have to conply with environnmental rules and
regulations in taking the steps necessary to restore
service.

The Commi ssion will in nost cases provide a staff
person that will be on site with you as you take whatever
steps are necessary to restore service. So the Conmmi ssion
will be involved in the process, but you don't have to seek
formal approval from the Conmm ssion for taking whatever
steps are necessary.

Have | stated this accurately? 1| have? OCkay. |
think this is a carefully bal anced approach, and it has ny

support. Clearly the Conm ssion needs a policy with respect
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to this unfortunate kind of issue, but we need a way for
pi pel i nes wi thout having to go through a full Section 7(c)
process to restore service as quickly as possible while
conmplying with environnental |aws.

Thi s proposal has mnmy support.

MS. BROWNELL: Good effort, and | appreciate the
t hought ful ness and actually the ability to work with the
ot her agencies. W need all the exanples of that successful
relati onship that we can give to the public.

| have one question. | guess we raised the issue
of the definition of emergency. |In your description you
descri be an emergency as the result of a deliberate act of
terror. And we don't actually define that in the order, but
we raise the question in terns of how we would actually
define an enmergency. |Is that correct?

| just want to be sure that we're applying this
in the right set of circunmstances, particularly given the
I ssues that Comm ssioner Massey has rai sed about | andowner
and environnental concerns.

MR. WAGNER: That would be the intended
circunstance. W don't expand the definition beyond that.

MS. BROWNELL: But we do raise the question for
the public to respond to this? Okay. Good.

| think this is a good order. | think it's very

i nportant, but as with all new ventures, | think it's
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i nportant to pay attention to the details, and |I'm
particularly interested in exactly what the circunstances
are that we envision and that everyone understands that so
we're not in a position where soneone nakes an
interpretation of an energency and proceeds with sonething
that we didn't envision and support.

So | think that's an area that we really need to
work on. Thank you. And | certainly will support this.

CHAI RMAN WOOD: As will I, and appreciate your
work and the contribution fromthe many parties who work
with us in the workshop and since then on these issues.

So | support it. I'mready to vote.

COW SSI ONER MASSEY:  Aye.

MS. BROWNELL: Aye.

CHAI RVAN WOOD:  Aye.

SECRETARY SALAS: Qur next itemthis nmorning is
A- 3, Seanms Resol ution presentation. And our guests for this
presentation this norning are M. Bill Miseler, President
and CEO for the NYISO, Jim Torgerson, President and CEO f or
M dwest | SO, Rich Wbdyka, Senior Vice President for PIM
And they are acconpani ed by M. David LaPl ante, Vice
Presi dent of Market Devel opnent for |1SO New Engl and.

MR. MUSELER: Good nor ni ng.

CHAI RVAN WOOD:  Wel conme back.

MR. MUSELER: Thank you. This nmorning | will
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give you a brief update on the status of the Northeast
seans. This is a report on the work that New Engl and PIJM
and New York have been doing and is our quarterly report as
you requested when we set this process up approxi mtely nine
nont hs ago.

We have hard copies of the schedul es thensel ves,
which will be very difficult to see on the screens. There
are hard copies in the back, and I will describe the
projects that were conpleted in the third quarter of 2002
and then the deliverables for 2003 and beyond, and then you
had al so asked about how we were ensuring that with the
mar ket s, the New Engl and market, the New York SMD-2 narket
com ng forward, how we were trying to coordinate to make
sure that those market rules did not create seans issues.

So at the end, the last itemI'l|l cover will be
t hat .

As | said, the schedule is hard to read, but it
i's in your handout and it is in the back. Going to the
fourth quarter of 2002 deliverables, Item 28, the New York
Hydro Quebec Interconnection Agreenment was signed by both
parties in October, so that was conpl et ed.

"1l just junp to 28(a) and then come back to 29.
PIM did inplenment its spinning reserves market in Decenber
of 2002.

Wth respect to Item 29, the coordination of
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controllable tie lines between New York and PJM these are
the lines from Ramapo and then down through New Jersey and
into New York. As | believe you're aware, you did issue an
order on Phase | of that proceeding. Unfortunately,
settl ement discussions did not succeed, and that is now
again before you in the litigation process.

So we did attenpt to get that resolved by the
parties. This is really an issue nore between a New York
transm ssion owner and a PJM transm ssion owner. The New
York 1 SO and PJM believe that we can inpl enent whatever the
outconme of that litigationis. So this will not be an
operational problem It's just a matter of getting the
litigation resol ved.

So | just wanted to point that out. W don't view
it as a problemgetting it inplenmented, but it's an issue
t hat wound up on your plate.

(Slide.)

The next itemis the Regional Resource Adequacy
Model , and here New York, New England, PJM and our
st akehol ders have worked very well together. And the
deliverable in the fourth quarter was to reach an agreenent
on submtting joint comments in the SMD docket, in your
overal | docket.

Originally, before -- actually before SMD cane

out, we had started this process, and our goal was to have a
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separate filing on ICAP at that time. But everyone agreed
that the right way to do this was to operate in the context
of the SMD proceedings. W have -- it's also in the
del i verabl es for next quarter -- but we actually did file
joint coments, so you have a unified position fromPJM New
Yor k and New Engl and on that.

That group used to be called JCAG It is now
called RAM to conformjust to the term nology of your SMVD
NOPR -- is ongoi ng.

| SO New Engl and presented their Resource Adequacy
Model at your technical conference in Novenmber of 2002, and
we believe that was well received. So those deliverables
wer e acconpl i shed.

CHAI RVAN WOOD: Bill, let nme ask you a question
there. At that Novenber conference | recall there being
soneone, |'m not sure who, stating that there was going to
be a filing in the February timeframe from New York, or
di scussion in New York.

Davi d, you were there. \What am | renenbering
here? Something that was going to cone out on resource
adequacy fromthe New York parties.

MR. MUSELER: Go ahead, David.

MR. LaPLANTE: | don't have it.

MR. MJUSELER: | don't know if this canme up at

t hat conference, but what New York is tal king about is in
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the context of the types of itens that are in the JCAG RAM
agenda, New York, its market participants have been trying
to come up with a revised | CAP proposal to get it on because
of the problens in terms of the ampbunt of revenue that's
bei ng generated by the current |1 CAP rules is when you | ook

at the need to attract investnent in New York In generation,

it looks like our current rules -- and that's why we're in
this joint proceeding -- are inadequate.
So what | believe you heard was that we may file

sonet hi ng whi ch woul d be a nodification of what New York
does now, consistent, not inconsistent with the direction
we're taking in RAM but we felt we may need to do sonet hing

for next sumrer so we don't go through another cycle in the

mar ket .

CHAI RMAN WOOD: That's what |'m renenmberi ng.

MR. MUSELER: But it would not be the final
answer. It would be an interim neasure that we in New York

woul d try to propose.

Item 38 is the open scheduling system and we did
achieve the m | estone of conpleting market trials. W had
mar ket participants working with us in Decenber. Those
trials were successful. And I'lIl report in the 2003
timeframe of our plans for where we're going with that.

But also 1 SO New Engl and and the I MO are

di scussi ng the expansion of OSS to them This is a
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communi cati on nedia that transfers data, market data back
and forth so that you don't -- it assists in reducing
schedul i ng check-out anonmalies, tagging anomalies, as well
as -- it used to stand for one-stop shopping. |t does
acconplish that so people don't have to put it inin two
different markets if you're doing transactions between the
mar ket s.

But it appears now that this data transfer is
going to be the largest benefit. So the initial discussions
and the initial setup is with PIM and I'll report in a
little bit on that. But now all four of us, actually, New
Engl and, the 1SO and PJM was working on this with us
earlier, | think are all in this ganme and all believe that
we should nmove that up a little bit on the burner.

COWM SSI ONER MASSEY: That would apply to
schedul ing across the interfaces?

MR. MUSELER: Yes sir.

COWM SSI ONER MASSEY: | see. You would all apply
-- the three 1SOs would apply identical requirements? O is
it something |less than that?

MR. LaPLANTE: A participant who wanted to
transact between two |1 SOs now has to submt a transaction
separate in each 1SO. It would allow themto submt the
transaction only once and then submt the transaction to

both ISOs for them and this reduces errors in ternms of e-
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tags and schedules. So it nmakes it nore likely that the
transaction actually flows.

MR. MUSELER: It actually deals with the
di sparate rules. To the extent that we have not gotten the
rules to be exactly the same on both sides, this harnonizes
those rules so the transaction will follow. For exanple,
different ranp rates in different 1SOs, this takes that into
consi deration and says is the transaction feasible, and if
so, it schedules it.

All of these things kind of were being done
manual |y by the operators. The operators would have to
check avail abl e capacity, they'd have to check ranp rates,
and then they'd have to make sure that they did the
schedul i ng checkouts, which are basically be operators going
down a |ist and the other operator concurring that they got
the transaction. And this is exactly the transaction, the
source, the CINC, the tag nunmber, and this all will do all
that automatically.

It doesn't set the rules. It makes sure that the
rules work together to get the transacti on.

COW SSI ONER MASSEY: There's no technical
barrier to this. [It's just agreeing on a system and
applying it?

MR. MJUSELER: Yes. |It's technically not sinple,



COW SSI ONER MASSEY: It's doabl e?

MR. MUSELER: Yes sir.

COWM SSI ONER MASSEY: It's really inportant.

MR. MUSELER: We think it is, because it also
cones into what we'll probably talk about a little bit
| ater, that this system or sone simlar systemw | be
needed to deal with interregional congestion redi spatch.
You need the conmuni cati on mechani sm sonewhere, and we
believe this thing will do it. 1It's been designed to be
able to be able to do that.

That's the list of the fourth quarter

deliverables, as | nentioned, with the exception of Item 29.

that's in litigation before you. The goals for the fourth
guarter were acconplished.

Movi ng on to 2003-2004.

(Slide.)

What's in front of us, and one of them has been
acconpl i shed.

I[tem 30, this is on page 6. 1SO New England is
on track to inplement SMD-1 on schedule. Dave LaPl ante can

certainly answer any questions you nay have in that regard.

31

Item 31, New Engl and I CAP i nplenmentation, is also

on track and subject to market trials.
ltem 33 is just a follow up to the agreenent we

reached in the fourth quarter. And that is, we did file
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the joint coments -- New York, New England and PJM -- on
the framework for the regional resource adequacy nodel.

Item 38, the open scheduling system As | said,
mar ket trials were successfully conducted in Decenber.
Commerci al deploynent of this is on track for March, and the
first deploynent is between New york and PIM So we believe
that that will work pretty well. W don't anticipate any
pr obl ens.

Then as | said earlier, we are in discussions
with both New England and the IMOto see if we can expand
this systemto those two control areas as well.

Moving to Item 32 on page 7.

(Slide.)

The New York SMD-2. The redo of our market to
neet the conditions of the NOPR and al so replace a fair
amount of our infrastructure is scheduled for the first
quarter of 2004, with nmost of the work being done this year,
and market trials scheduled to start before the end of this
year, before the end of 'O03.

We'll talk a little |ater about coordinating the
rul e changes with the nei ghboring I SGCs.

The New York PJM Congestion Redi spatch pilot was
achieved. It was actually achieved in the third quarter.
And | just wanted to report that it actually is in use.

It's alimted area, but we picked it, PJM and New York
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pi cked it because it was a limted area, and we thought we
coul d denonstrate the feasibility of it without trying to
the entire control areas. It's in Western New York and
East ern Pennsyl vani a.

We actually, with the cooperation of the
gener ati on owner involved, because we did not know how we
could do this froma confidentiality standpoint, the
generation owner involved agreed to work with us. W
actually send real tinme bid data formthe New York generator
to PIM So when PJM has -- there are two units in New York
t hat have a very high contribution to a congestion situation
in the PIM

So when PJM sees that they have congestion over
certain lines in eastern Pennsylvania, and that congestion
can be solved by two generating units in New York, PJM
actually through us redispatches those units and noves them
to solve the congestion problem and we have a settl enent
systemto deal with how we conpensate those units or how PIJM
conpensates those units.

This is working right now. | don't have the data
for Decenmber, but it was used six tinmes in Novenmber, and it
works. So it's a fairly what 1'll call very basic
redi spatch. Not the elegant way you'd like to do it
ultimately, but | know that M SO and PJM are working on

simlar things in their venue. W're very encouraged that



this shows at |east that there's a way to do it. W're
actually continuing discussions with PIM and New Engl and in
this regard.
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New York has been doing work with MT and sone
ot her contractors to cone up with a way to expand this,
basically to redi spatch across price differences between the
control areas. The redispatch is fairly, | don't want to
say easy, but figuring out how to do that and redispatch the
units in the other control area is the easier part of the
problem The tougher part of the problemis how are you
going to settle that? How are you going to settle the
actual paynents for it. But we do have ideas on how to do
that and I think what we'd like to | eave you with here is
that the three northeast 1SCs and | believe the M SO also in
their work with PIJM have this as a high priority.

In the | ast week, we've had a fairly extensive
meeting with PIMand |I'm neeting with New England on this to
conpare notes to say how are you guys looking at it, how are
we | ooking at it so that we can hopefully conme to a way that
we all decide. This is howwe'll do it across the whole
region, not just between the two control areas.

CHAI RMAN WOOD: Can you connect the dots for ne
bet ween the OSS where you can schedule it across multiple
areas, and then the actual dispatch and then the ultimte
settlement. Tell me kind of how those three --

MR. MUSELER: The OSS if that's the ultimte
mechani sm chosen and at | esat we in New York and the other

| SOs in the northesat believe that that's probablly the way
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to do it. That's nore of a communications systemthat lets
the two markets exchange market data and operational data to
set the hour ahead schedul e.

Ri ght now when it goes into operation it will be
dealing with hour ahead scheduling. What we're talking
about here is noving towards real tinme scheduling when
congesti on exi sts between the two control areas. |In other
wor ds, congestion translates into price differences across
the seans, so the redispatch project is designed to deal
with that price differential when congestion occurs between
the control areas, and it will have to be -- and |I'mgetting
alittle out of nmy depth here because I"'mnot the IT techie
but it will operate in what is now the standard real tine
di spatch, the security constrained dispatch which actually
tells which unit where to go and sets the price and sets the
LOW price. That's what we have to devel op.

As | said earlier, we beileve the OSS w ||
facilitate this. That will allow the two markets to
exchange the information and exchange the operational data,
the bid data, and then the dispatch data. But the actual
application that's going to say okay, how does the PJM
mar ket deci de which units to redi spatch and how nmuch and the
sane thing on the other side.

That application will have to be put into the

real time dispatch applications of all the 1SOs that are
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doing this but that's doable. W think that's doabl e.

As | said, once we can solve the issue of how are
we going to settle this, because the easiest way to do it is
probably not the right way. There is a relatively easy way
to do it but it involves the 1SOs taking positions in the
market, and I think we don't agree that that's a good thing
to do. So then getting it to work with the market
mechani snms, this is sonething we have to and are worKking
with the stakeholders with the nmarket participants on in
terms of how are we going to design that settlenment system
So it's doable but we've got to get the conceptual issues
agreed to.

CHAI RMAN WOOD:  You answered a nonment ago about
the need to get the generators up and kind of in the | oop
and the exchange of confidential information. |[Is that going
to be a tricky issue fromhere on out? 1|s there sonething
we can do?

MR. MUSELER: | think we will have to propose to
use sonething that will allow the I SOs to exchange that bid
data. We hopefully can work with our market participants to
gi ve you sonmething that's a consensus position. W are only
able to do this with PJM because the owner of those
particul ar generating units agreed to allow us to exchange
that informtion.

CHAI RMAN WOOD: If you all were a single contro
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area that wouldn't be an issue, right?

MR. MUSELER: That's correct, it would not be an
i ssue.

CHAI RMAN WOOD: My mind, | have been, since the
NERTO was wi t hdrawn. One of the benefits that we could get
el sewi se through coordination, but we wouldn't get through
merger. You and | have tal ked about this recently. 1In real
time the coordination of redi spatch across the boundaries in
real time is one we haven't captured. So I'mreally very
interested in what you all can do and what we can back you
up to do to nake sure that potential benefit of a single
control area across a |arger area than we have today can be
captured anyway with two control areas. And |I think this
issue wll still happen, Jim over in your area, as long as
there are nultiple control areas, and | know that's
anticipated for sone tine.

COWM SSI ONER MASSEY: So Rich, in this exanple of
the two units, are they in the New York region? Do you
i nclude themthen in your security constraint to dispatch?
Is that the way it works?

MR. WODYKA: At the right tinme, we do. W don't
include themuntil there actually cones a constraint that we
have to utilize those units for. Oherwise they're not in
our dispatch area.

COWM SSI ONER MASSEY: How significant an issue is



this for the region. How often is that you say to yourself,
boy, if | just had control over this generating unit that's
across the border that's not in ny control area | could
solve this problemeasily.

MR. WODYKA: This is a very current issue. |It's
a big issue with us and MSO. This is one of our critica
i ssues as to how to solve sone of our seans issues with
M SO. This pilot work done in New York is going to go a
|l ong ways to at lesat coming up with a concept that we can
utilize across any seam No matter where we are, we are
goi ng to have boundaries with neighboring systens at sone
point in the geography. This will enable us to handl e that
across the congestion across these boundari es.

COWM SSI ONER MASSEY: And it's technically
doable? It's just harder with nultiple control areas, is
that right? Do you think there's any efficiencies? How
woul d you describe it?

MR. WODYKA: Again this is a pilot. | think the
pilot will prove out what we can and cannot do and what
benefits it does bring and does not bring type thing. |
don't want to prematurely state what's going to be
acconplished but | think this is going a |ong way towards
i ssues we need solved that we're working on as well as in
t he northeast.

COWM SSI ONER BROWNELL: How long is the pilot?

39
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MR. MUSELER: It's indefinite.
MR. WODYKA: Again, on a nonth-to-nonth basis we
don't know how many times we're going to utilize the
infrastructure. It really depends on how the systemis

wor ki ng and where the constraints are.

As Bill indicated, six tinmes in Novenber, and I
don't have the statistics either for December. It could
have been zero or it could have been 20. | honestly don't
know. It really depends on what experience we get over the

next period of time, but I knowthis is a very active
di scussi on which we're having with M SO as far as the
resol lution of congestion across our seans with M SO and how
we're going to do this.

COW SSI ONER MASSEY: Jim you're not going to be
a single control area, are you? So this must occur within
M SO anong the control areas within M SO

MR. TORGERSON: Keep in mnd we're not running
the market yet but it clearly is an issue. W'IIl be telling
the different control areas which ones to dispatch, and
we're going to have to get the information from each one and
get the bids fromeach one. So we'll operate it across al
these control areas.

COWM SSI ONER MASSEY: The difference is you have
control over all the control areas.

MR. TORGERSON: And the difference Rich was
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tal ki ng about is who has control over those generators.
That's what we're working out so that when there is a
situation we're utilizing a generator in a different area in
PIJM for exanple, that could alleviate a problemin the M SO
that we work out how that's going to occur and then the
conpesnation for that and howit's going to work and we'l
bot h be doing the LMPs which again have to be consistent so
the pricing gets determned correctly. So those are the

i ssues and actually it's as Rich said; we're working on it

ri ght now.

We have an issue with working today between the
PJM havi ng the market and us not, we have to deal w th that
over the next year until we have our market operation, and
then we have the issues of market-to-market and the things
we were just tal king about.

CHAI RVAN WOOD: As of today it's a seam between
control areas that has to be worked on still? The fact that
the 1SOis going to be coterm nous with the control area on
the three; actually PJM now has PJM West. How do you al
deal with that within one RTO? Do you have to deal with the
sanme issue?

MR. WODYKA: PJM and PJM East are effectively
operated as a single control area. W basically to dynam c
scheduling across that interface every five mnutes and true

up the ties. It's a different operation.
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MR. MUSELER: (oi ng back to your original
question, the other benefits that we can hopefully get with
coordi nation even in the absence of the NERTO in the case of
New York and New Engl and. The single |largest one is the
elimnation of pancaking. Also | think PIMand M SO s work
is going to kind of blaze the trail there, and we think we
shoul d build on that as quickly as possible across the
entire northeast. Even the IMOis interested in that. The
Committees are interested in trying to find a way to
el i m nat e pancaki ng as wel |.

CHAI RMAN WOOD:  Should we set up a forum as we
did in the mdwest for that to happen with a tinme certain?

MR. MUSELER: Again, | think probably there's
going to be sonme kind of a nodel that PJM and M SO are goi ng
to come up with which may set the way, but ny opinion,
speaking for nyself now, my opinion is that it would be
hel pful if you did do that, if you set up a technica
conference, again probably after they've settled what
they're doing, and then got the rest of us in because this
I's one area, as opposed to the interregional redispatch
which is really in our hands with our stakeholders | think,
so we can work on that.

The pancaki ng i ssue obviously has a big state PUC
conponent and agai n speaking for nyself now, getting all of

t hose parties, the PUCs and hte |ISOs and the TOs in the sane
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room woul d be very helpful in terns of driving that thing to
some kind of a resolution. Because it's adm nistrative,
there's not a technical problemhere. There's not a
software problemin how we elimnate the pancaking. That's
easy to do once you decide the policy issues.

CHAI RMAN WOOD: Thank you. Let me just ask for a
frame of reference. What is the through and out rate for
each of the three northeastern RTOs, |SG0s?

MR. MUSELER: For New York, it's about five-and-
a-half to six dollars.

MR. LaPLANTE: New England is around five bucks

al so.

CHAI RMAN WOOD: Per negawatt hour?

MR. LaPLANT: Yes.

MR. WODYKA: | think the new PIMis about two
dol I ars.

CHAI RVAN WOOD: So for PIJMinto New York woul d be
about two doll ars.

MR. LaPLANT: New Engl and woul d support a
technical conference also. |It's clearly a policy issue that
the I SOs need help to resol ve.

CHAI RVAN WOOD: | think we saw with you two guys
it's not really, you can't really drive the outcone there.
You' ve got broad stakeholders and it's really at our

doorstep that that kind of stuff sits. W're willing to do
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that. We'll keep that under advi sement and nove on that
when appropriate.

MR. MUSELER: The last issue is a short
di scussion in response to your question about how are we
coordinating the rule changes in SVMD-2; 2.0 in New York, 1.0
in New Engl and. For exanple, PJM has just inplenented their
Spi nning reserve.

(Slide.)

We needed to make sure that all of those things
are not going to cause seans problenms. The diagramis
actually I think fairly representative of this. There have
been sone of these issues that Phil Harris and | have dealt
with or Gordon van Welie and | have dealt with. O hers of
them were taken into consideration in the design of new
syst ens.

The | SO New Engl and SVMD 1.0 is based |argely on
PJMs rules, particularly with respect to the seans. New
Yorks SMD 2.0 originaly didn't start as a response to your
NOPR because that didn't exist. It started as a response to
maki ng the New York dispatch rules at the interface be
consistent with PIMs so the initial design of our SMD 2.0,
as far as the interface is concerned, canme fromPJM That |
think was a good basis, that we shouldn't run into too many
problens in these designs. But the devil is always in the

details. So the VPs, folks |Iike Dave LaPl ante, Chuck King,
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Ken Wallant from PJM have an on-going di al ogue at their
|l evel . They're the three officers in charge of the markets
and they have had neetings with --

"Il switch to the next page now to be a little
nore specific.

(Slide.)

The VPs have periodic joint neetings. There's a
pl anni ng session schedul ed for January 28th to |lay out our
pl ans for coordinating the market rule changes that are
comng in for the next year. So there's a neeting schedul ed
for January 28th with the officer level. W also have
meeti ngs between the stakehol ders and the chairman, the vice
presi dents and sone of the managers, and the | ast neeting of
that group was in the fourth quarter of '02 Novenber 21st,
and there's a neeting scheduled in the first quarter of '03.
That's to nake sure that on these rule change issues the
st akehol ders are al so cogni zant of the direction we're
t aki ng.

Moving to page ten. | won't go through all of
those itens |listed under the first bullet.

(Slide.)

But it's an exanple of the kinds of things at the
staff level there are working groups on to make sure we deal
with all of that. The joint working groups, | think, are

probably equally or even nore inportant. The JCAG now, the
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RAM gr oup does have stakehol ders involved init. | think
that's a good exanple of how, on an issue specific basis we
have been able to put together these ad hoc groups
consisting of the right people, and nobody's excluded from
t hem

Typically you have people that have interests in
sone specific issues working on that. W are in the process
of form ng another joint working group with the market
participants on controllable line scheduling. Both will be
within the control areas. W have controllable |ine
scheuling but nore inportantly and that is an issue within
hte control areas but nore inportantly now that the HVDC
lines are going to probably be the | argest new transm ssi on
I nvestnment thta we're going to see, at |esat between New
Yor k and New Engl and and between New York and PJM 1| believe
all of the proposed projects except two are all HVDC.

So the scheduling and the operation of all of
these controllable flow lines is sonething that sounds |ike
it sholdn't be tough but turns out to be tough. That's why
we're formng a separate group to concentrate on. Sonetines
t hese groups have gotten to the point, not recently, but
where they wound up having to neet every week or every other
week to really drive these issues. That they have been
ef fective and hopefully that one will also be successful.

CHAI RMAN WOOD: You're referring to which
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transm ssion facilities? The HVDC, which ones? Are there
sone prospective ones.

MR. MJUSELER: Cross Sound Cabl e between New York
and New England is one if we can get by the environnenta
problem that that particular cable is having. There are
proposed |ines between New Jersey and New York and New
Jersey and Long Island, and |'m sure there are some in M SO
and other places. But even if only a quarter of these lines
that are proposed cone in, we still need to deal with them
And as | said, between New York and PJM there are two
proposed AC projects. One is just a radial |ine and that
one will not be a problem assum ng the econom cs work and
they go forward and build it.
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That really concludes our report for this quarter
on the PJM New York, New Engl and seans issues. | think
we' re maki ng good progress.

As you pointed out, the two | argest seans issues
fromthe standpoint of custonmer value are the pancaki ng and
the interregional dispatch. |f you can help, particularly
with the first one, we would sure appreciate it.

CHAI RVAN WOOD: Message delivered and received.
Back to the very first itemyou nentioned, the Hydro Quebec
Line, | renmenber one of the issues that canme up in
di scussing the NERTO nerger is that the dispatch of that
line or the end-use capacity on that line could actually get
ki nd of nmoved up to the full value of the Iline.

I's that sonet hing that was addressed in that
Oct ober protocol? Am |1 renmenbering exactly?

MR. MJUSELAR: You are. The October protocol did
not include using the rest of the line. That's a project
that we have in New York, working with New Engl and.

The entire line can be used. The issue is being

able to have the owner and LIPA -- and |I'm not sure which
one has the financial benefit here -- but to actually sell
t he unused portion conpetitively, LIPA -- if LIPA contracts
for energy from New England -- and it neets New Engl and's

security requirenments, they can use the entire capacity of

the line. There is no limt on being able to flow across
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the |ine.

The issue is if LIPA only uses 80 percent of it
for transactions to them they'd like to be able to sell the
| ine capacity to sonebody else, to sell to a custoner in
Rhode Island or vice versa.

It's unlikely that we're going to have spare
capacity on Long Island, but in the unlikely event we ever
did, it mght want to go the other way.

CHAI RMAN WOOD: So the Hydro Quebec Line is
dedi cated 100 percent to the use of LIPA?

MR. LaPLANTE: Are you talking about the Cross-
Sound Cable? | think he's asking about the New York-Hydro
Quebec agreenent that was signed.

CHAI RMVAN WOOD: | "'m sorry. Stepping back to the
one that was on the Hydro Quebec, there was a discussion,
and | renenber -- maybe it wasn't you all; nmaybe it was the
TOs from New Engl and, but one of the concerns is that that
2000 negawatts --

MR. LaPLANTE: Right, the 2000 negawatts between
Hydro Quebec and Sandy Point.

CHAI RVAN WOOD: | renenber this other issue. |
understand that you said on that one, Bill. That makes
sense.

MR. LaPLANTE: There's been sone tariff changes

that make it easily to use the full capacity of the |ine.
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As part of SMD in New Engl and, we had di scussions with the
owners of the Hydro Quebec Line, and they changed their
scheduling protocols to nake it easier to use the full Iine,
so we were successful there.

MR. MUSELAR: There also is an issue with the
Hydro Quebec Line to upstate New York. You may have heard
about that one from Hydro Quebec. That interface and the
line is rated for about 2300 negawatts, and we routinely
can't operate it nmuch above 1500.

That's due to internal constraints on the New
York systemin central New York, voltage constraints. That,
in nmy view, is essentially in the realmof the overall
pl anni ng and transm ssion i nvestnent area.

If transm ssion reinforcenments in central New
York were made to fix the voltage situation, we could use
the full capacity of that |ine, and, assum ng the
conpetitiveness of the bids was appropriate, nore would fl ow
on it. But we can't open it up wi thout transm ssion
enhancenments in New York

The New York system -- that's not the only place
where the New York systemis constrained; it's constrained
in the mddle of the state, downstate, particularly trying
to get into New York, and now we have constraints in western
New York that we never had before.

So this transm ssion i nvestnent issue or
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pl acenent of generators in different |ocations, is a real
I ssue for us.

CHAI RVAN WOOD: What is the nature of the New
York 1SO pl anning process to address those?

MR. MJUSELAR: Current New York | SO does not have
pl anni ng authority. The type of planning order that New
Engl and has from you, which allows for something that |
believe is consistent with the NOPR, New York does not have
t hat aut hori zati on.

We actually can only do planning studies by
tariff, if we are requested to by the State of New YorKk.
They have requested us to do sone planning studies, so we
are, but that's one of the things that the NERTO application
was going to take care of, and we will certainly have to
file something when you final SVMD order cones out, to be
conpliant with that.

That's a major deficiency in the New York
situation right now W don't have planning authority.

CHAI RVAN WOOD: Do we need to wait for the Order?
Can that go into effect tonorrow?

MR. MUSELAR: We are working with the Public
Service Comm ssion in the State of New York, based on the
pl anni ng studi es they asked us to do, to try to cone up
internally, between the New York transm ssion owners, the

Power Authority of the State of New York, and the Public
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Service Conmmi ssion, to try to pick high-value transm ssion
projects and to decide what to do about them

The 1SO can't mandate that; the Public Service
Comm ssion could, and we're trying to give themthe facts
and the amount of congestion costs that would be saved if
sonme of these projects were, in fact, noved forward.

Qur feeling was -- well, let ne back up again.
We are, in New York and New England, trying to nove forward
as far as we can on the interregional planning process, and
I think our direction right nowis to try, even if we can't
get to the end of the process where sonmebody can, 1'l| say,
dictate that a project need to be built -- that's obviously
t he nost controversial phase.

But if we can get through the points where we
deal with how you do the analysis, what are all of the
ground rules and initial assunptions, and actually do the
pl anning, that's going to take a year. That's what we're
trying to do now, and | think we'll have agreenent w th our
st akehol ders, and we do have agreenment with New England to
nove forward and get that process started.

And we' ve got, between the two NERC regions,
bet ween PJM and NPCC -- our planning process is under the
auspices of NPCC -- we will coordinate with PJM bet ween
t hose two NERC regions.

CHAI RMAN WOOD: Where does it stand now as far as
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with the state PUC and what they have asked y'all to do?
What is the tinme line on that?

MR. MUSELAR: We've actually conpleted the
analysis. We have a transm ssion report that's being
revi ewed by our market participants right now. | would
anticipate that no later than the end of next nonth, that
that report will be public.

CHAI RVAN WOOD: And then at that point, the state
PSC tal ks about siting an expansi on?

MR. MUSELAR: At that point, it would have to be
matter of whether or not someone either -- whether the TO
voluntarily would decide that they wanted to try to nove
forward on sonme transm ssion enhancenents or whether the PSC
woul d decide that it's in the state's interest to do that.
| can't predict that outcone.

CHAI RMVAN WOOD: Can a non-TO nerchant generat or
or merchant transm ssion devel oper conme into New York? Are
you famliar with the state siting laws, as to if they could
do that or not? | know they can cone into New York Harbor
and all of these other activities. | just wonder if they
can relieve some of the congestion.

MR. MUSELAR: | should know that, but | don't.

Let nme not specul ate, but we'll get you that answer.
CHAI RVAN WOOD: | do renmi n concerned, you know,

that your state that's got sonme hi gh-cost generation, you've
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got a line that's one-third able to be used at peak from
Hydro Quebec, which we know is pretty dependable, and a
cost-effective power source, and then the increasing
constraints within the state.

We can't assunme that rules are going to fix all
of that. |It's going to need sonme hardware, and | know, from
talking to Noreen, that's work in progress. | just want to
see it get done in the tinme avail able, so we don't have
i ssues with service up there and price.

COWM SSI ONER MASSEY: The interregional dispatch
i ssue, is there any policy on certainty that nakes that
difficult to acconplish, or is it sinply a matter of doing
it?

MR. WODYKA: | think it's nmore just an equity
i ssue of how do you conpensate the parties across the
boundaries. That, to ne, is the key issue we need to solve
and need your gui dance on.

COWM SSI ONER MASSEY: Do we need to say sonething
about that?

MR. WODYKA: It's between us and M SO, for
example. It's part of the inter-RTO rate design that is
under settlenent discussions.

MR. MUSELAR: | think we, working with the market
participants, need to bring you a rock in that case and

suggest it later to deal wth.
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COWM SSI ONER MASSEY: So you will propose
sonmething and we'll act and it will be fairly certain, what
the policy is?

CHAI RMAN WOOD: Isn't the interregional rate
i ssue related to how enbedded costs of transm ssion are
being treated, not how the energy market is being dealt with
in real time?

MR. TORGERSON:. It's really the enbedded
transm ssion, you're right. The energy market -- PJM and we
wll resolve the pricing on that for the energy conponent
when we go to LIMP.

CHAI RMAN WOOD: But your question, Bill, was what
the interregional coordination that the pilot program --

COWM SSI ONER MASSEY: It could be pilot, it could
be broader. Just being able to call on generation in

anot her control area to solve congestion.

CHAI RMAN WOOD: Yes. |'m wondering why that is,
really.

MR. WODYKA: It's coupled to a transm ssion use
I ssue on allocation of transmssion as well. [It's a

mul ti pl e-part problem not just the energy market part; it's
the transm ssion and allocation issue as well and who pays
for that.

CHAI RMAN WOOD: At the border, in a pilot

program Do you want to ask about the seam the M SO and
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PJM at the border? Are you just treating that as a
continuation of the financial transm ssion rights in the New
York 1 SO, or are they converted to a physical right at sone
bor der point?

MR. MUSELAR: Neither. That's why, as Rich
points out, it's a nultipart problem Renenber that there
is only a single proxy bus in New York and New Engl and at
whi ch you can | ook and determ ne the price differenti al
across the border.

These lines that we're tal king about are part of
that. So the pilot does not deal with the price differences
bet ween those two proxy buses; they could be anything.

The pilot deals with there's congestion goi ng on
in PIMthat we can solve in New York. That's why expandi ng
this to actually the two nmarkets dealing with congestion
t hat causes price differences at those two proxy buses, is a
nore difficult and conplicated problem because you're really
dealing with, as Rich points out, both necks. You're
dealing with congestion and you' re dealing with LBM
di spat ch.

That's why where you all have heard a | ot of
l egitimate conplaints, particularly |last sumer, where there
was | arge price differences between PIJM and New York or New
York and New Engl and, and yet there was room |l eft on the

transm ssi on system
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So the question was, why isn't that price
di fference being arbitraged? That's where we have to go,
because it wasn't being arbitraged, because you can only
change the schedul e once a hour. That's the short answer,
because you couldn't do it real-tine.

This deals with -- and there nmay not be any
congestion in the condition |I just described; there m ght
not be any congestion across the interface.

If there were no congestion across the interface,
and it was all one control area, there wouldn't be a price
difference there. So, part of it is just because the
scheduling is only done once an hour, and we nove to 15-

m nute scheduling and that will nake that better, but won't

solve it conpletely.

You will still have, because the markets are
different, you will still have the possibility that wl
happen, even in 15-m nute scheduling. You'll still have

price differential inside of that. One LBMP will start to
nove one way or the other, so you're |eaving noney on the
t abl e.

That's why the final step is to arbitrage. It
may or may not have a congestion conponent, but, renmenber,
there's a price differential across the seam That neans
there's noney to be saved.

Utimately, that nay be two steps away. |It's
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multiple steps away fromits pilot, but the pil ot
establ i shed that we know how to nove the data, and we know
how to redi spatch, but the rest of this is not sinple, and,
as Rich points out, it is nmuch capacity.

That's why | think we need to struggle with this
and bring you a recomendati on.

MR. WODYKA: Just to add a second piece to that,
Is the transm ssion allocation issue, is the primal flow
i ssue of generation in one systemutilizing the transm ssion
of a neighboring systemtype thing? And who has the rights
and who receives the conpensation fromthat? It's a
mul ti part problem

CHAI RMAN WOOD: The conpensation you' re talking
about is related to the enbedded cost of the transm ssion
conpensation?

MR. WODYKA: Correct.

CHAI RMAN WOOD: If that's dealt with, then what
remains? Are the issues any nore than what Bill just laid
out, Rich?

MR. WODYKA: | think that would cover the
spectrum of the issues that would enable us to solve this.

CHAI RMAN WOOD: I n that regard, then, the
resolution of the underlying interregional rate issue
bet ween PIM M SO, and between PJM and New York, and,

potentially, New England, is sonething that would at | east
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take the transm ssion and the rights component off the
table, so that you can focus on the operational aspects and
how to get fromthat 15-m nute market down to real tine.

MR. WODYKA: That's what's known as the real -tine
system to facilitate the relief of congestion in other
systens and fairly conpensate those units for doing that.

CHAI RMAN WOOD: Is this properly teed up in the
206 proceedi ng as sonething that would be an outcone?

MR. WODYKA: It is for PIM and M SO. The
extension i s what you suggested earlier, the devel opnent of
a Northeast solution across the region froma single-area
per spective.

CHAI RMAN WOOD: You're not going to be held to
this answer, since |'masking it cold. Wat should we do
with regard to that issue? |It's clearly nmoving forward on
the PIM and M SO si de.

MR. WODYKA: As Bill suggested, once the issue
bet ween PJM and M SO is done, that could set a nodel for a
solution in the Northeast as well. [It's the sequence of
events here.

COWM SSI ONER MASSEY: Once you work that out
technically, what's fair conpensation and so forth? That
will just be a nodel for PJM New York; is that what you're
sayi ng?

MR. WODYKA: We're working with MSO. That's one
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of our critical issues, is, how to handl e congestion between
PJMand MSO. It's a multifaceted problem and Jim al ready
said that where we are today is, PIMis going to have its
markets in our territory, operational before M SO s.

That presents one set of issues we have to deal
with on how to handl e congestion. When the markets
interrupt MSO, then it's nore conpatible and there is a
different solution, but, again, |I think we're all on the
sane page, marching down to solve these issues.

COW SSI ONER MASSEY: Are you going to cone up
with a solution, even before the market is submtted in
M SO, a solution that can then be used as precedent for New
Yor k?

MR. WODYKA: The solution with us in New York is
nore |ike the second stage in M SO.

VWhat we're doing with PIMin New York is really
t he prototype for what we're going to do when PJM and M SO
have markets. That is the prototype.

MR. TORGERSON: There actually is a session --
think it's next week.

MR. WODYKA: There's a session tonorrow.

MR. TORGERSON: And there's another one next week
to deal with the market-to-market issues that PIJIM and M SO
have, and this is one of the things clearly on the table

that has to be dealt wth.
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CHAI RVAN WOOD: But it's envisioned in the
Oct ober 2004 market, that the issues of real-tinme dispatch
that Bill has been laying out will be sonmething that will be
addressed by the integrated plans, or is that sonething that
m ght be --

MR. WODYKA: | think they will be addressed by
the end of 2003.

MR. TORGERSON: They have got to be addressed by
t he end of 2003 when we have our market operational.

CHAI RMAN WOOD: It's interesting that the rate
pancaki ng stuff is noving faster here, and then kind of the
I ntegrated seans operational issues, that's good. That's
the | aboratory that we're | ooking for in these markets as

they go to work.

So, gosh, I"'malready to do the next one of these
quarterly updates. | hope it's as good as the | ast one.
appreciate, Bill, your report on the three Northeastern

RTGs, and we've also got Jimand Richard tal king about. Do
we have any nore questions for David or for Bill? You m ght
have sonme, so hang tight. W' re going to switch alittle
bit.

MR. HEDERMAN. M. Chairman, | had one quick
question. It relates to the New York and PJM seam In m d-
to | ate- Novenber, a hot spot arose in northwestern

Pennsylvania. It did not have the direct consequences for
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custonmers, because of the FTR allocation, but as |
understand it, it was not until this week that the cause was
det erm ned, which was sone generators that were down in
west ern New YorK.

| was wondering if there were any | essons drawn
fromtrying to track that down, that either we can help
with, or that you' re drawing for your own interaction?
8
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MR. WODYKA: | would just say | think we have
been coordi nating nuch better. I'ma little disappointed it
took us that long to find out the cause of this. |'m not

exactly famliar with the circunmstances, so you're probably
ahead of ne.

MR. HEDERMAN:. Thanks. We're working on that at
the staff level, but | just wanted to take advantage of this
to check in on that. Thanks.

CHAI RMAN WOOD:  Okay.

MR. TORGERSON: |'m pl eased to have the
opportunity to update the Conm ssion on our progress on the
elimnation of seans and al so on market devel opment. We've
made substantial progress, but there still is a lot to be
done. For the Mdwest 1SO we commt to continue our
efforts to bring the Conmi ssion's vision to fruition. All |
woul d ask fromthe Conm ssion is a steady and consi st ent
regulatory commtnent to ultimte nmarket objectives.

The regul ated comunity is reluctant to give
t heir whol e- hearted support to an issue they feel may change
In mdstream So assurances that this won't be the case
shoul d assist in the efforts.

CHAI RMAN WOOD:  For exanpl e, what?

MR. TORGERSON: They're afraid, and | think you
m ght have heard it when you were out at our place, that the

SMD, when it cones through, will change what we have done
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and cause us to have considerably nore costs in nodifying
what we've put in place. So having sonething that's
consi stent and will be consistent with SMD 1 think is the
key, and that's what we want to make sure happens. And I
t hink giving assurances to the people that that will be the
case will help facilitate it.

So we are |l ooking to get --

CHAI RMAN WOOD: | think we've got a filing that
we're scheduled to | ook at on the 20th of February that asks
a |lot of those are we going in the right direction kind of
questi ons.

MR. TORGERSON: The blueprint I'm working from
was |aid out in the Comm ssion's July 31st order. There,

t he Comm ssion inposed a nunber of conditions that nust be
satisfied in order to accommodate the RTO sel ection of the
former nmenbers of the Alliance, and those conditions were to
mnimze the transm ssion to a single market spanning the

M dwest |1 SO PIJM footprint with a functional market in place
by Oct ober 2004 accommpdate | TCs that through common control
have managed seans between PJM and M SO.

NERC approval of reliability plans addressing
parallel flows contract the capacity in electric peninsulas,
differing definitions and procedures between RTOs and sone
facilities in close proximties under different RTGs,

devel opnent of joint Mdwest | SO PJM operational agreenents
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detailing how seans will be managed in the transition to a
si ngl e market.

The elim nation of through and out rates for the
transactions with M SO PJM obviously is very inportant and
has to occur and to hold harmess utilities in Wsconsin and
M chigan from any | oopflows. Those are all the issues
outlined in the July 31st order of things we had to take
care of.

Tal king froma comon mar ket perspective, the
M dwest |1 SO and PJM have established a nunmber of working
groups to devel opnent of a functioning conmon nmarket. Today
significant progress has been nmade on the devel opnent of
dat a exchange standards.

In addition, the parties have sel ected a vendor
that will create the standard tenplate for the joint common
mar ket portal.

And finally, the joint Mdwest | SO PJM joint
common agreenent for their sharing of financial obligations
and intellectual property rights related to the devel opnent
and i npl ementation and | ong-term mai ntenance of all efforts
associated with the joint and comobn market.

By May 2003, we expect to adopt a coordinated TLR
procedure to manage connon constraint to flowgates. And by
Decenber of 2003, we expect to inplenent a coordinated

mar ket - based transm ssi on managenent system It's the one
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we were tal king about before based on security constrained
econom ¢ dispatch policies that share information on
fl owgates across regi onal nmarket boundari es.

Al these efforts will lead to the initiation in
Oct ober 2004 of a single interface for all custonmers in the
M dwest |1 SO and PJM which will provide one-stop shopping
for market and transm ssion services throughout the joint
region.

W were a little behind in our IT plans, and the
M dwest |1SO needs to take the blame for that. M IT fol ks
were focused on an industry-wi de solution for data exchange.
I have had them refocused on a single comon market with PIJM
as a top priority, but not ignoring the other |SOs and RTGs
and the solutions we conme up wth.

The first step toward the establishment of a
joint and conmon market is the creation of an SMD-conpli ant
mar ket for the Mdwest ISO. To this end, in Decenber the
MSO filed a petition for declaratory order seeking
Comm ssi on approval of central elenments of its market rules.
Those rules would provide for security constraint dispatch,
day ahead and real tinme energy markets.

Energy pricing and congestion managenent will be
ef fectuated through LMP, and the M dwest SO will offer
financial transm ssion rights to allow participants to plan

ahead. We'Il initiate an SMD-conpliant nmarket for the
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M dwest 1SO footprint by the end of 2003, and that wll
| eave us on schedule to inplenment the joint portal with PIM

Participant training for this market 1is actually
schedul ed to begin in March and run through August. In
August we will then start the market trials for the market.
Some issues do remain outstanding. The coll aborative
st akehol der process used to develop the M dwest | SO narket
rul es produced deviations from PJM s current market
i npl enent ati on.

M SO and PJM have identified those rules that can
be different, those that need to be the same. Qur analysis
iIs going to be presented to the stakehol ders at a neeting
next week to resolve those serious issues that are created
by those differences.

Barring any unforeseen devel opnments, it appears
that the M SO and PJM shoul d be able to inplenment the joint
and common mar ket by Oct ober of 2004 as directed with Gid
America. In July 2002, MSO filed an unexecuted | TCh
agreenment that set forth the ternms for the MSO and Gid
Anmerica to integrate their three nmajor transm ssion systens
into the M SO

July 31st, the Comm ssion accepted that agreenent
to get a participation agreenent anong the three conpanies
of Gid America and National Gid, which is their managi ng

menber . And on Novenber 1st, M SO and Gid Anerica fil ed
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executed agreenments on the July 31st order. Then by order
of Decenber 19th, the Conm ssion accepted those agreenent.

Gid Anerica intends to comence operation during
April of 2003. So it will be fully operational during the
summer of 2003 peak season. Gid Anerica and M SO are
jointly on tinme to neet that April date. W have an
excell ent working relationship with Gid America. The M SO
expects Grid Anmerica to be a robust addition to its
member ship. Mreover, we |ook forward to the insights and
best practices that National Gid may provide, which was
anot her requirenent to utilize technol ogies, and we're
working with Nation Gid given their expertise in the UK
to help cone up with new options for the transm ssion
system

NERC s approval of the Mdwest |1SO and PJM s
respective reliability plans requires that the reliability
seans issues identified by M SO and PJIMto NERC be resol ved
and that the solutions to those seans issues are
i npl emented. The progress on that, the first issue is the
ATC/ FC cal cul ati on.

A draft agreenment has been reached. W're in the
process of finalizing that agreenment, initiating an
i npl enment ati on process. The M SO PJM data exchange
agreenent will be conpleted and i nplenmented before the PIM

mar ket expands to ensure nodels are synchronized, we've



agreed on that.

The second issue is congestion managenent, a
joint working group has identified proposed sol utions that
have been set forth in a revised whitepaper issued January
13t h.

NERC approval has been secured for nodified TLR
approval to be used during the transition period. For the
long term we've resolved the market flow cal cul ati ons.
RTO s LMP engine will calculate nmarket flows and i ncl ude
areas outside its market with at | east the | evel of detail

as the NERC | DC nodel .
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Mar ket flows will be provided in the NERC I DC for

internal flows where TLR may be called, and e-tag
transactions will reflect the granularity provided before
t he mar ket expansion.

A third issue involves devel opnent of the commopn
nomencl ature and neetings are schedul ed on January 21st to
address standardi zed procedures for dispatch timng and
mar ket power bids in day-ahead market, market mtigation,
| oad pockets, FTRs, | osses, operating reserves, long-term
gener at or adequacy and coordi nati on.

Two proposed options have been devel oped to
determ ne the magnitude of firmtransm ssion allocation on
each RTO flowgate. It is uncertain if either nethod is

going to be acceptable to stakehol ders. Stakehol ders have
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rai sed concerns that the proposals will legitimze and
provide entitlement to parallel flows.

The Mdwest 1SOis waiting for stakehol der
f eedback, which we will get next week, on both options, and
any alternate proposals by stakehol ders before reconmendi ng
either an option or a new alternate proposal. |In addition,
we need to ensure the ATC/ FC coordi nati on agreenent is
integrating into the allocation and prioritization of firm
and nonfirm uses of the transm ssion system and ensuring PJM
econom ¢ di spatch of an entity doesn't conflict with the
M SO Priority 6 network service from undesi gnated resources.

Congesti on managenent of | oopflows. Three
options were proposed. MSOis waiting for feedback. W
expect that next week. Before recommendi ng any of those
options, we need to make sure that tag flowis basically
backed out of the market fl ows.

The elim nation of rate pancaking remains a work
I n progress, though I"moptimstic that an acceptable
solution will be forthcom ng. Notwi thstandi ng numerous
nmeeti ngs and good faith proposals, the parties failed to
achi eve a consensual resolution of through-and-out rates by
t he Septenber 16th date mandated in the July 31st order.
Heari ngs have been held before Judge Grossman with the
evidentiary record actually cl osed yesterday.

| understand that there's a very raw | evel of
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support for the elim nation of through-and-out rates, with
nost of the controversy centered around transm ssion or
mtigation neasures. Also followi ng the Comm ssion's
actions on interlocutory appeal, the parties have requested
| eave to resunme settlenent negotiations in the formal

sessi ons schedul ed for January 24th.

" m hopeful that a negotiated resolution is
possi bl e and helps to achieve this result. So as far as the
settl ement process doesn't delay the time of this
resol ution, we remain convinced that elimnation of rate
pancaking is essential to efficient market operation and
menmbership stability.

On the hold harm ess provision, as of yesterday,
the parties engaged in extensive settlenment negotiations
before Judge Dowd. Wth respect to the |oopflow issues,
again it's nmy hope that a conprehensive resolution of these
i ssues can be achieved in a |arger settlenment of economc
i ssues related to the integration of the former Alliance
conpani es.

I n conclusion, | have been encouraged by the
| evel of coordination between M SO and PJM  Both
organi zations really are blessed with dedi cated
professionals that are commtted to the formation of the
RTOs and having reliable operation and efficient market

out comes.
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The | argest remaining hurdle is to secure the
support for our endeavor. There has been sone resistance to
mar ket devel opnment by participants that fear that the effort
is not worthwhile or a concern that the rules are going to
be changed in m dstream

| do share the Comm ssion's view that a |arge
liquid market will procure significant benefits and is
essential to allow voluntary RTO choices. So anything that
t he Comm ssion can do to allay those concerns, and | think
you're actually doing it already. So it's just a matter of
continuing it, would be encouraged and to share our
ent husi asm

Thank you very nuch

CHAI RMAN WOOD:  Thank you, Jim | know that you
all are doing a lot to nake the integrated portal work kind
of prospectively, and know from our discussions from NERC
and NAESB kind of the interplay of the 1SGCs there.

| just want to do kind of another check. Are we
all on the sane page? | don't want to see any industry
efforts on the software delay, defer or ultimtely alter
y'all who are really at the front of the pack.

Y' all have a role to play there, and | haven't
really kind of circled back to make sure that that
triumvirate of inplenmentation is working as to this specific

group of issues relating to the software and nmarket



i ntegration.

MR, TORGERSON: | don't think there's any del ay.
The things we're working out with PIM We had actual ly
started on the data exchange working with a very broad
group. That was del aying our interactions with PIM  Qur
peopl e got nore focused on trying to nake sure things were
going to work in California and Texas and everywhere el se,

so we backed off fromthat.

And we're working directly with PJM again on what

data exchange information software we're going to need for
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the single market, keeping in mnd that it could be utilized

by other RTOs, other 1SOs, and we are keeping in contact.

There's an 1 SO Cl O council that nmeets every few nonths where

t hey' re exchangi ng informati on and data, and their plans to
make certain that the software devel opnent that Rich and

are taking care of could be utilized by others, or if they

have sonething that we can use that we're hearing about that

al so.

| don't see any delay there, and | think the
efforts in the software devel opnent are going forward
post haste right now.

CHAI RMAN WOOD: Looking at a nunmber of the cost
benefit studies for setting up 1 SOs around the country, |
think, quite frankly, there is this assunption that we're

going to have to reinvent the software wheel at every step
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And if you guys are kind of |eading the pack, certainly on
t he Eastern Interconnection and perhaps in the country, 1'd
just as soon see that be something that there's a m ndset
toward that being where we go nore broadly because of al
the i ssues you address here.

There's probably ten ways to address it, none of
which is any nore religious than the other. It's just that
that's the way that works. | just want to namke sure that in
our | guess blessing of different organizations to kind of
take the lead on these fronts that there's a pretty clear
under st andi ng that the ones who are having to inplenent it
to make it work in real time are the people who should be
running at the head of the pack.

So if that changes, let nme know. |I'mvery
interested to make sure that these and you all working with
NAESB, wor ki ng with NERC, mutually enforce each other and
not spend a |lot of time worrying about turf issues because
that's not what we need to have around here.

MR. TORGERSON: We agree. We do not want to have
three different options for everything. | like
standardi zation, and | think it's the nost effective and
cost effective way to do things. Wen we conme up with
sonething -- we have people working with NERC and NAESB
right now -- we will keep that in m nd.

CHAI RMAN WOOD: Great .
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COWM SSI ONER MASSEY: | have a question. Is
M dwest RTO and PJM headed toward a single security
constrai ned bi d-based dispatch?

MR. TORGERSON: What we're going to have in
Oct ober of "04 will be we'll have two systenms doing that.
But yes, we'll be sharing the information and making certain
that the LMPs that are cal cul ated by each one are

coor di nat ed.

W will have two systens, though. It's not going
to be one systemdriving the entire region. In October
2004, we will be | ooking at whether we want to go to one

system after that if the econom cs make sense to do it.
COWM SSI ONER MASSEY: If I'min the market
selling power, will | know that there's two systens, or wl
it operate as if it's one systen?
MR. TORGERSON: It'll operate as though it's one.
MR. WODYKA: Just to add to that, you saw the
I ssue we tal ked about earlier utilizing generation in one
area to solve a problemin the other. If we can solve that
problem which we think we can, maybe the practicality of
having that single system do everything is not necessary.
That's what we need to eval uate.
COWMM SSI ONER MASSEY: \When the bids come in and
you stack them do you have two stacks or one stack?

MR. WODYKA: You woul d have one stack for each



regi on, and when there was congestion relief needed across
t he boundary so to speak, you would utilize the nobst
efficient solution for that, even if it was in your
nei ghbori ng system

MR. TORGERSON: We will be sharing those bids
with each other so we know which bids to utilize.

MR. WODYKA: Effectively what that does is that
creates that seanl ess marketpl ace across the entire region.

CHAI RVAN WOOD: |I's that the sanme kind of
resolution |ike what Bill, your pilot programw th PJM was
doing? Howis it different?

MR. WODYKA: That's exactly what we're headed
t owar ds.

COWM SSI ONER MASSEY: So if |I'm a generator, it
| ooks like a single market to nme?

MR. WODYKA:  Yes.

COWM SSI ONER MASSEY: It's no nore conplicated
for ne.

MR. TORGERSON: If you're a generator let's say
in the Mdwest 1SO you'll be making the bid in the M dwest

SO We will then share that data with PIM | f they need

to utilize that generator to relieve a constraint or
congestion, they will do that and they'll already have the
prices and the LMPs will be cal cul at ed.

So, yes, to the generator, you' re going to have

/6
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access to the whole market. It's a matter of where you're
going with the portal, whether it's through the M dwest | SO
we haven't decided exactly howit's going to work here,

whet her it's going to be entrance points for the M dwest | SO
and PJM or we're just going to do one entrance point. That
one we're still working on, what makes the nost sense there.

MR. WODYKA: The coupling of the portal as a one-
st op-shop type environnment with this open scheduling
architecture that we're working with in the Northeast,
coupling all that stuff together is going to nmake a very
seanl ess mar ket pl ace.

COWM SSI ONER MASSEY: But if I'ma generator in
the Mdwest RTO, |I'mjust bidding into the Mdwest RTO
mar ket ?

MR. TORGERSON: Initially. But the bids will be
reflected in the entire market.

MR. WODYKA: |If you wanted to bid out of that
specific market to serve load in an adjacent region, you
could do that through that system

COW SSI ONER MASSEY: Okay. So | can serve | oad
in PUIMand I'min M SO?

MR. TORGERSON:. Yes, that's the plan. They'll be
able to do that.

CHAI RMAN WOOD: As a practical matter, that wll

put a | ot of the generators closer to the seam at the heart
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of your market.

MR. TORGERSON: Exactly, yes.

COWM SSI ONER MASSEY: Just t hi nki ng.

CHAI RMVAN WOOD: It's scary sonetines.

(Laugher.)

CHAI RMAN WOOD: Ri ch?

MR. WODYKA: |'d just like to add a few brief
updates on a couple fill-in-the-blanks that Jimdid not
cover. The inpacts upon PJM specifically | guess, the
progress we're making toward PIM s specific conditions from
the July 31st order. [|'ll give you a brief update on our
key event tinelines, what we' ve acconplished since the | ast
update, and sonme of the key m | estone events in front of us.

A specific update on the PIMM SO reliability
seans issues that we're working on and the progress we're
maki ng towards resol ution of those and just a brief update
on our events technology and issues that are going to enable
the inmprovenent of reliability as well as devel opnent of the
mar ket structures across our expanded territory.

On the July 31st order progress, there are a
coupl e of conditions relating to the establishnent of |TCs
associated with RTCGs and PJM A couple of the conditions
dealt directly with National Gid and the participation of
Transm ssi on Energy, Com Ed, and at the time Dayton to form

an | TC. They're related to us, but that's really their



79

busi ness i ssues.

What | can report to the Comm ssion is that in
Oct ober, AEP and Com Ed deci ded that they wanted to conti nue
their intent to develop an ITC with National Gid. Dayton
at that tinme decided to pull out of that arrangenent and
just becone a standard transm ssion owner under PJM

My understanding is that AEP, Com Ed and Nati onal
Gid are still in discussions establishing their business
case to establish this ITC under our activities.

(Slide.)

More inportant from PIJM s invol venent, our
responsibility was to come up with a split of functions that
any | TC could utilize under the PJM RTO structure. And this
Is inmportant for us in order to facilitate one or nore |ITCs
under our RTO structure.

| am pleased to say that |ast week we filed our
standard ternms and conditions and our standard division of
rights for the responsibilities and functions of an ITC to
operate within PIMas well as a pro forma | TC agreenent that
woul d be utilized by this formng ITC or any other |ITC that
woul d run a formunder PIM We worked very extensively with
the National Gid to come up with this split of functions
and responsibilities as well as all the PJM stakehol ders who
were very involved in the debate of how these functions

shoul d be split out.
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| can say that probably we have 95- percent
consensus in the split of functions. There just remain
probably a handful of issues that need Comm ssion gui dance
for us to nmove this process forward within the PIM
foot print.

That filing has been made and we anxiously await
the Comm ssion's Order on the couple remaining key issues
that have to be resolved. W think this is the bl ueprint
for the Comm ssion of how to put the RTOITC split of
functions under an established full-function RTO that has
full functioning energy markets, as well as a regional
pl anni ng process.

That's an inmportant blueprint, | think, for the
I ndustry novi ng forward.

(Slide.)

MR. WODYKA: | know that Jims interested in this
i ssue, as his markets get established how these splits of
functions should work with his ITC as well.

Qur key event time line, | am pleased to report
that since the |ast report we have, as Jim noted, gotten
NERC s approval on our next version of our reliability
coordi nation pl ans.

(Slide.)

MR. WODYKA: This involves providing transm ssion

service for day one, which I will speak about in a ninute.
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Al so, the new transm ssion owners and the existing PIM
transm ssi on owners have devel oped a rate design that was
filed with the Conm ssion in Decenber, and also the tariff
and operating agreenent change that are needed to inplenent
the new transm ssion owners within the PIJM boundaries were
filed.

We're currently working to set up our OASIS. W
woul d offer this new transm ssion service to all the new
transm ssi on owners under the PIJIMtariff, and we are waiting
for the day one operation for AEP and Com Ed to begin
transm ssi on service.

Qur original target date was to begin to offer
transm ssion service through this new OASIS on January 2nd
and start on February 1st. Unfortunately, we're on a nonth-
to-nmonth delay until the Comm ssion rules on the rate
filing.

We cannot offer service under this new expanded
geography, so if the Conm ssion cones through with an Order
this nonth, we will begin offering service on February 1st
t hrough the OASIS for the expanded territory for
i mpl ementati on on March 1st.

If we don't get an Order till February, then
we're on a nont h-by-nonth basis. The technical structure is
ready to go.

CHAI RMAN WOOD: That's for the filing that was
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made.

MR. WODYKA: On Decenber 15th, in that tinmefrane.
So | feel very confident that the technical infrastructure
is ready to go, ready for day one operations. W're working
hard t owards appointing day two operations, which is the
full integration of AEP and Dayton into the PJM nmarket pl ace.

We need to resolve the seans issues that | wll
talk further about in a mnute. W also need to get through
our state regul atory approvals, as well as any other further
Comm ssi on approvals on the rates, and operating agreenent
filings, we've nade.

(Slide.)

MR. WODYKA: But the technical infrastructure, |
believe, will be ready to be started up on May 1st for an
i npl enment ati on of AEP and Dayton. W are targeting Dom nion
in October of this year and Com Ed by the end of the year,
to fully integrate all the new transm ssion owners into
PJM s operation planning and markets.

Any del ays, though, in the inplenmentation of
t hese day two operations into our full function nmarkets
coul d i npact upon the conmon nmarket activities we have going
with MSO which are schedul ed by the end of 2004.

We are at risk, a little bit, from maki ng sure
that we get these things done this year, in order to focus

our time, attention, and resources for working with M SO on
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the activities necessary there.

We al so do need to get the next increnment of our
reliability coordination plan. That is a critical event
m | estone that we need to get acconplished in order to nobve
forward with an AEP and Dayton integration in May.

The reliability seams issues, Jimtouched on
several of these. The congestion and allocation issue, we
tal ked about a couple of tinmes already.

We devel oped several solutions. There have been
white papers published to the stakeholders. There's a
nmeeting in Chicago tonmorrow that we're continuing our
di al ogue and debate and trying to produce a resolution of
how t hese things are going to worKk.

This will enable us to nodel, track, and operate
for congestion across our seans. \What it doesn't do is what
| suggested earlier, which is to handle the equity issue of
the transm ssion allocation that we could help with your
gui dance on.

ATC- AEFC coordination, this is new technol ogy
we' ve inplenented. It provides nore automated and better
information to the marketpl ace.

We're real excited that that's going to give us
better coordination and inproved reliability as we nove
forward. Contract tie capacity is tied to the congestion

solution we're devel opi ng.



On definitions and procedures, we've done initial

drills. W found sone issues and we're correcting those
i ssues and we're noving forward.

Vol t age operating procedures have been al ready
i ncorporated into our newreliability plans that have
recently been approved by FERC, so we have agreed-upon
procedures there, as well as agreed-upon procedures for
out age and mai nt enance coordi nation, and we're working on
t he expansi on planning and activities, and | don't see any
deal - breakers or show stoppers there, as well.

(Slide.)

MR. WODYKA: The seans issues update: W're
continuing to work with all the stakehol ders and we're
continuing to work specific issues. W' re working on
conceptual designs and various technical solutions. W're
going to be ready to inplenent these things when sol utions
are finalized.

This is a very aggressive tinefranme that we need
everybody's cooperation and support on. Jims staff and
PIMs staff is working diligently to nake all this happen,
but we could use your help in addressing the equity issues
we tal ked about earlier, the rate issues.

(Slide.)

MR. WODYKA: Advanced technology: 1In the July

Order, again, there was an encouragenent to us to optim ze

84
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t he use of new technol ogy and i ntroduce new technol ogy to
enhance our ability to nonitor and manage the grid, as well
as devel op a common mar ket .

' m pleased to say that we are doi ng these
things, and this is just a brief list of sone of the things
we are doing to | everage technology in order to inprove
reliability.

This new aut omat ed t hrough-gate capability is
going to increase the adequacy and provide us better
coordi nation between the two systenms, using real-tine
telenetry and state-estimated data to replace our static
nodel i ng.

Wth the NERC interchange distribution
calculator, we'll increase the accuracy of that data, so
that we can nmake better real-tinme decisions on where the
congestion is and how to relieve those things.

CHAI RMAN WOOD: What's the tinme line? You said
"proposed” and "use of."

MR. WODYKA: We have to work through the NERC
process to do that. W' ve already made that proposal
t hrough the appropriate NERC subcomm ttee, and we're having
a di al ogue of how that could work with them

CHAI RMAN WOOD: What kind of issues would conme up
that could slow that.

MR. WODYKA: \Whet her their technol ogy could
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receive that real-time data, | think, is the issue. They
need to change their technology to have a nore real -tine
tel ecommuni cations |ink between the data we can feed themin
real -time, versus how the data is input.

CHAI RMAN WOOD: PJMis the security coordinator
for that area, as is M SO for that area, so feeding it to
them it then goes to the NERC?

MR. WODYKA: To the NERC I DC, correct. PIJMis
using an automatic program which nmakes it easier and faster
for us to build the displays that our system operators, as
wel |l as others use to operate the system

It makes it easier for us to inplenent these
things froma software perspective, as well as to change
what we need to change, noving forward.

We've | everagi ng the Common | nformati on Model .
Thi s provides, again, nodel accuracy between our systems, as
well as this synchroni zati on of the nodels between us and
M SO, as well as the other 1SOs for making sure that the
nodel that we are using in our security analysis tools, as
well as the nodels they are utilizing are synchronized and
getting the sanme results.

We' ve prototyped the parallel processing nethod
that's going to analyze our transm ssion system
continuously, and what that enables us to do, as we expand

our mar ket growth and doubled the size of our territory --
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in essence, we want to be able to analyze the system
conditions in the sane tineframes we do today.

We have to apply new technol ogy to our
infrastructure in order to do that. W have, and we think,
with very promsing results. And we've devel oped sone
Internet tools for, again enmergency conmunications with
state regulatory conm ssions that are stakehol ders, as well
as our neighboring systens, so that when we get in a bind,
peopl e know what's happeni ng; peopl e know what kind of
conditions are on the system

All these things, individually, | think, are
provi ding us benefits, but, collectively, all these types of
technical initiatives that we're doing, | think, are going
to |l everage enabling us to not only maintain reliability,
but inprove reliability as we inplenment these marketpl aces.
| amvery pleased to report that.

CHAI RMAN WOOD: W th regard to all the stuff you
tal ked about, what are the three things you are nost worried
about ?

MR. WODYKA: |'m nost worried about our state
regul atory approvals that the new TOs have to get fromthe
states to nmove forward; tinmely Conm ssion response to the
rate filing that was made to enable us to nove forward with
the inplenmentation from your perspective.

CHAI RVAN WOOD:  The 1210 fling?
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MR. WODYKA: Correct. And, again, there's an
area of activities that we're doing with MSO. W have very
cl ose coordi nation and cooperation, but the devil is always
in the details, and that keeps nme up at night as far as
maki ng sure that we're not ni ssing anything.

CHAI RVAN WOOD: | will count on your four
gentl enmen and your respective organi zations to |let us know
inreal time, what you need us to do to support your
efforts, because we view, quite frankly, what you're doing
In restructuring whol esale markets in this whole region of
the country as being a very critical itemfor us in our
regul atory responsibilities and for the benefit of custoners
that you all are serving.

Do you know who to call? And if you don't, cal
me and |'1l get you the right person. But we do appreciate
the tinme you all took here today. Are there any nore
questions for these gentl enmen?

(No response.)

CHAI RMAN WOOD: We appreciate the efforts that
you and the many people behind you are going to nake to
integrate these markets. We'll neet again in about a
cal endar quarter or so, and until then, thank you very nuch.

23
We'll take about a two-m nute break and concl ude

with |[tem A-5.
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(Recess.)

CHAI RMAN WOOD: Qur last itemtoday is A-5.

SECRETARY SALAS: The next and final itemfor
di scussion is A-5, discussion of the Comm ssion's use of
natural gas price indices, with a presentation by Stephen
Har vey, acconpani ed by John Carlson and Marsha G ansee.

MR. HARVEY: Good afternoon. Over the past year,
Staff has gathered information that raises serious doubts
about the accuracy of information reported in many whol esal e
natural gas price indices. Current industry practice is for
the trade press to gather price information by polling
traders.

We have seen anple evidence to raise serious
guestions regarding the functioning of this current industry
practice. The natural gas industry cannot function wthout
accurate, dependable, and trustworthy whol esale price
i nformation.

Consequently, sonme action nust be taken by the
i ndustry to address the problem W also propose action by
the Comm ssion to assure that the orders and tariffs it
approves reflect accurate price informtion.

We would like to review our concerns today by
first explaining the Commi ssion's interest in price index
formation; second, reviewing the public evidence that raises

questi ons about price index formation; third, defining at a
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hi gh level, the criteria inportant to devel opi ng trustworthy
price information in the future; and, fourth, proposing sone
next steps.

The Conmmi ssion's interest in natural gas price
i ndices relates both to the overall functioning of the
whol esal e market, and to specific orders it has approved
that reference these indices. 1In the 1980s, the natural gas
i ndustry devel oped an approach to devel opi ng and
di ssem nati ng whol esal e price information, using indices
created and published by the trade press.

This practice followed the nore established
practice in oil markets. Soon thereafter, certain orders
and tariffs proposed by natural gas conpani es and approved
by the Conmm ssion, contained references to these price
i ndi ces.

Nat ural gas price indices devel oped by the trade
press remain central to the functioning of the whol esal e
nat ural gas markets.

Custonmers depend on these published price indices
to make purchasi ng decisions. Nunerous physical contracts
refer to these price indices explicitly.

Fi nanci al contracts that value the difference in
prices between | ocations across the natural gas delivery
system known as BASIS, refer to these price indices.

Conpani es interested in investing in exploration
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and production, transportation and storage, rely on these
prices to estimate the value of assets.

The Commi ssion's current vision is dependabl e,
af f ordabl e energy through sustai ned conpetitive markets.
This vision cannot be achi eved wi thout the devel opnment and
di ssem nation of fair and trustworthy price information.

More specifically, the Comm ssion approved
pi peline tariffs that refer to market price data. There are
three areas where these references tend to happen: First,
cash-out provisions.

On nost maj or pipelines, when deliveries and
recei pts of natural gas are not in balance, the differences
may be val ued and sold to the shipper or purchased by the
pi peline, using market price informtion.

These cash-out provisions allow the industry to
qui ckly and efficiently account for and elim nate
i mbal ances.

Second, pipeline penalties: |In the determ nation
of pipeline penalties, the Conm ssion sonetines allows
pi pelines to use market prices to deter shipper conduct that
could threaten system operati ons.

Third, basis differentials: Many negotiated rate
transportation contracts establish transportation rates,
using the basis differentials between two or nore price-

i ndexed tradi ng points. The Conmm ssion does not approve
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natural gas price indices for market-based rates that are
| argely the result of contract negotiations between parties,
however, failure of confidence in these bilaterally-
negoti ated prices could raise concern.

On August 13, 2002, Conmmi ssion staff made
publicly available, the initial report of its fact-finding
i nvestigation of potential manipul ation of electric and
natural gas prices in Western markets, Docket Nunmber PAO02-2.
Staff inquired into the characteristics of publicly-
recorded price indices, including natural gas spot prices at
California delivery points, used in the California refund
proceedi ng.

Staff found significant problenms wth published
price indices. These problens included: First, the
inability to independently verify published price indices.
The sources of price information have not been discl osed,
due to the publisher's concerns about revealing source data.

Second, undetected errors that may exist because
trade publications reporting spot and foreign prices do not
enpl oy statistically valid sanpling procedures or systematic
formal verification procedures.

Third, significant incentives of market
participants to mani pul ate spot market prices reported to
trade publications because natural gas is the fuel input for

the electricity generators that set the market price in
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California.

Fourth, wash trades nmay have an adverse effect on
reported price data.

Fifth, Enron Online, Enron's former electronic
trading platform was a significant source of price
di scovery and information, and was potentially susceptible
to mani pul ati on by market participants, which could affect
t he published price indices.

The final report from Staff handling this
I nvestigation is scheduled to be released in the first
quarter of this year, and will offer its own anal ysis,
concl usi ons, and recommendati ons on standards for indices.

Since the issuance of the Staff initial report,
five conpani es have admtted that some of their enpl oyees
provi ded false data to the trade press that publish energy
price indices. On Septenber 25, 2002, Dynegy announced t hat
t hey had di scovered that 15 Dynegy enpl oyees had engaged in
reporting false data to trade publications that publish
price indices.

On Decenber 18, 2002, the Commodities Futures
Tradi ng Comm ssi on announced that it had reached a $5
mllion settlenment with Dynegy and West Coast Power, LLC.
The sum of it stated that Dynegy had, quote, "know ngly
submtted false information to the reporting firnms in an

attenpt to skew those indexes to Dynegy's marketing and
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tradi ng financial benefit."”

On Novenber 8, 2002, the EI Paso Corporation
announced that it had discovered evidence that one of its
enpl oyees had m sreported trade data to the trade press. On
Decenber 4, 2002, the United States Departnent of Justice
i ndicted Tom Gyger, a former Vice President of ElI Paso
Energy on charges of false reporting and wire fraud.

On January 13, 2003, El Paso issued a statenent
saying it had found nore instances of its traders providing
I naccurate information to inside FERC

On Cctober 9, 2002, AEP announced that it had,
gquote, "dism ssed five enpl oyees involved in natural gas
tradi ng and marketing, after the conpany determ ned that
t hey provided inaccurate price information for use in
i ndexes conpil ed and published by the trade publications.
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On October 25th, 2002, WIIlianms announced it had
| earned that natural gas price traders had provided
i naccurate information regarding natural gas trades to an
energy industry publication that conpiles and reports index
prices. WIllianms stated that the inaccuracies cane to |ight
during WIllianms' independent internal review of its trading
activities.

On Novenber 4th, 2002, CMS announced that it was
conducting an internal review of the natural gas trade
information provided to the trade press by two subsidiaries,
CMS Mar keting Services and Trading and CMS Field Services.
CMS stated that a prelimnary analysis indicated that
enpl oyees had provided i naccurate data. CMS further stated
that it would take appropriate disciplinary action and it
woul d stop providing information to the trade press.

In the future, Staff proposes that the Conmm ssion
require that certain mninmum standards be net before natura
gas pipelines are permtted to use natural gas price indices
in new tariffs or for other new regul atory purposes.

Evi dence for these new filings will need to be
presented and reviewed to assure that any price index neet
m ni mum i ndex formati on standards. |In particular, the index
woul d need to represent an accurate reflection of the
mar ket. To be approved, a new tariff containing a reference

to an index would need to be shown as denonstrating first
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conpetence in the accuracy of price reporting, that is, the
ability to verify the reporting of deals actually done, not
si nply aggregat e opinions.

Second, adequacy of coverage, that is, the
ability to assure the collection of adequate information to
represent prices across the relevant nmarketplace well.

Third, information about nmarket liquidity or sone
i nsight into how nuch trading is going on at a particular
point in order to generate warnings from markets and
confidence for nore liquid for verifiability, the ability to
ensure integrity of the process through i ndependent review
through a trustworthy third party.

Staff suggests that only after assuring the
Comm ssion that these conditions have been met, should the
nat ural gas pipelines be approved for use under the new
tariff. In sumary, these reports raise serious doubts
about the accuracy of the information reported in many
natural gas price indices. The market cannot function
wi t hout accurate dependable trustworthy whol esale price
I nformati on.

The industry nust take the lead in solving this
problem Staff is tracking several efforts to devel op new
approaches to solve it. Additionally, Staff proposes that
the Comm ssion require any new pipeline tariff reference to

natural gas price indices be shown to neet the standards of
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accuracy, adequacy of coverage, information about market
liquidity and verifiability as outlined today.

Thank you.

CHAI RMVAN WOOD: Thank you Steve. | appreciate
the efforts that have gone on across the staff to | ook at
this issue. |It's unfortunately not a one-day story from
what came out in August in the Staff's initial report in
PAO2 and the subsequent information, | do think it's fair to
a caveat out there that all the reports that have cone in,
we' re not sure what inpact that those did have on natural
i ndi ces that are being used by parties are being used for
all proceedings but | think it's inportant for all of us to
be ahead of that curve and to provide sone | eadership as to
what part of the universe it applies to us, expecting full
wel | that that same | eadership will have repercussions for
ot her uses of gas.

The gas transition froma highly regul ated
I ndustry to a very conpetitive one is one of the great
noments of this Agency's history and I want to make sure
that the actions we take in 2002 do not erode the
significant benefits for custoners that have cone as a
result of FERC and Congressional initiatives in the gas
i ndustry. | do fear, however, that the erosion of
confidence in the gas indices that has taken place in the

past six nonths particularly, as this has cone nore and nore
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to public realization may well inpede the benefits that
custoners get fromthis industry working as well as it does
and | do look forward to constructive and thoughtf ul
solutions fromparties across the board to resolve this
issue. And I'mpleased with Staff's thoughts in that regard
and hope that can help informand frame the debate going

f orward.

COWM SSI ONER MASSEY: Thank you for this report.
Let nme ask you a couple of questions. On page five, it says
in the future Staff proposes that the Conmm ssion require
that certain m ni mum standards be nmet before the natural gas
pi pelines are permtted to use natural gas price indices in
new tariffs or for other regulatory purposes. What about
the existing purposes if these indices are inaccurate?

What are we to do? Do you have any recomrendati ons?

MR. HARVEY: At this point, the industry does
have several initiatives |ooking at making revisions even as
we speak. Those changes potentially could inprove, possibly
i nprove the performance of these indices. At this point,
it's not conpletely clear exactly what will happen with
regard to that kind of price formation. W have not spent
time | ooking at all the existing orders and determ ning
anyt hing there.

COW SSI ONER MASSEY: | guess | was focused nore

on the question of Conmm ssion policy with respect to the
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exi sting use of indices that may not be accurate, existing
tariffs, thing that are already on the books that are being
relied upon. What should we do about that?

MS. GRANSEE: Conmmi ssion Massey, | would assune
that to sone extent we would rely on parties bringing
conpl aints before us if they feel that there's an unfairness
going on there. As we detailed here on | think it was page
two, where those are used, they're used in pipeline tariffs
now in fairly limted instances for cashouts and penalties.
Qur policy all along on penalties has been that we hope
that, for the nost part, penalties are never actually used.
| think the cashouts are used now to sonme extent but | think
that those are used in fairly narrow circunstances today.

Of course the Comm ssion could al so undert ake
Section 5 action on a pipeline's tariffs but as you know, if
we did that, the Comm ssion woul d bear the burden of proof
to change the conpany's tariffs at this point.

COWM SSI ONER MASSEY: Thank you. A coupl e of
ot her questions. It seens to ne that nmuch of this paper
woul d al so apply to spot electric indexes as well. W rely
and certainly the marketplace relies on a nunber of these
I ndi ces. COB, Paloverde, a nunber of others that are used
as pricing plans. They've been used in Comm ssion orders
approving proposals to rely on those pricing points for

ancillary service transactions and ot her kinds of
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transacti ons.

| have the sane concerns with respect to the
accuracy of the electric indices, and wondered if your
| ooking at this and your reporting on this explored the
el ectric market as well, or did you |limt yourselves to the
gas mar ket ?

MR. HARVEY: To ny know edge, we have not seen
public information with regard to electric price index
formation but certainly the formati on would be simlar and
sonme of the sanme concerns would apply because we did not
specifically ook at it and we have not again, to ny
know edge, seen public informtion as we went through here
on natural gas indices with regard to electric. W did not
pur sue t hat.

COW SSI ONER MASSEY: It would seemto me that
sone of the sanme concerns would be applicable there too. |
suppose that once there's an RTO functioning in every region
of the country with transparent spot prices, |ocational
mar gi nal pricing that we solve a | ot of these problens for
the electric marketplace with respect to the validity of
el ectric power indices. Wuld you agree with that?

MR. HARVEY: Absolutely. A nuch clearer
resol ution of price discovery.

COWM SSI ONER MASSEY: The ot her question | have,

I was talking to Pat about this yesterday, is a question |
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have about the involvenent of the Energy Information
Adm nistration in gathering this data, gathering price
i nformati on. At sonme point in the debate over this
guestion for the past six nonths to a year, | know that
i ssue was in play whether EIA would take this on as a
responsibility, and | wanted to see what ny col | eagues know
about that and see what Staff knows about that.

Is that a viable option? |Is that a good idea,
bad i dea? What is your thinking about it.

CHAI RMAN WOOD: | net with the new adm ni strator,
Guy Caruso, about a nmonth or so ago and |I think certainly
it's a resource issue for them and taking over the storage
data has certainly been a challenge. You know, at that
stage, | guess it was a little before sonme nore of the
dom noes kept coming. | think there's a strong
institutional desire to have but | think we all know
sonebody on the governnent side of the fence has got to do
it and we're going to have to tal k about that.

Again | nmentioned to them |[|'ve got an open m nd.
This could perhaps be solved on the industry side of the
fence, but quite frankly on the electric side, with order
2001, which we pronul gated | ast year, we therefore have an
under|ying cushion that data come in fromacross the entire
I ndustry and that therefore the index is ultimtely

audi tabl e, so we have to define it based on required data.
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There are different roles that we need to play. | quite
frankly did not nove down that path. [It's just not a place
where it's quite as ripe as it is today.

COW SSI ONER BROWNELL: I n answer to your
question and kind of part of where | would like to us go
with this, | for one think it's interesting. W've all read
t he newspapers and we're gl ad people have stepped up to the
plate. But | haven't seen any substantive eval uati on about
t he scope of the problem the history of the problem the
I npact of the problemand while | understand the press's
reluctance to share source information, that's a | ong
hi story in our country and | appreciate that. | think we
have a whole |ot nore work to do before we cone to any
concl usions and so I would support aggressively pursuing
this and getting a better understandi ng of what the issues
really are before we try and provide an answer.

" massum ng we're working with other agencies
who are al so concerned about this issue. |Is that correct?

MR. HARVEY: Yes, we have had sonme conversations.

COWM SSI ONER BROWNELL: | think we did get 20 or
30 sets of recomendations in the process of the West-Wde
I nvestigation, is that correct?

MR. HARVEY: |'m not exactly famliar with the
West - Wde investigation but | believe they have been

reported to have been discussing this issue.
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COWM SSI ONER BROWNELL: | would like to see us
hold a technical conference in the not too distant future to
really define the problem naybe a cosponsored one with one
of the other relevant agencies, and | ook at the range of
sol utions that have been recommended.

| know there are sone industry initiatives. |
t hi nk your set of recomrendations reflects one of them but
there is a problem and reading about it in the newspaper
every day makes it nore of a problem | just wanted to
under stand how nmuch nore of a problemit was and what the
i npact really is so that we can craft a solution that is
appropriate to that.

COWM SSI ONER MASSEY: | agree with everything you
just said.

CHAI RMAN WOOD: We will get ready if that's the
right way to attack this. Any further questions or comments
for Steve?

(No response.)

CHAI RMAN WOOD: Thank you for your efforts. W
w |l continue to discuss this issue as days go forward.
Anyt hi ng el se?

(No response.)

CHAI RMAN WOOD: Why don't we neet about 1:30.

The Open Meeting is adjourned.

(Wher eupon, at 12:35 p.m, the open neeting of
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t he FERC was adj our ned.)



