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PROCEEDI NGS
(10:10 a. m)
CHAI RMAN WOOD: Good norning. This open neeting
of the Federal Energy Regul atory Conm ssion will cone to
order to consider the matters duly posted in accordance with
t he Governnent In The Sunshine Act. Please join nme in the
pl edge to the flag.
(Pl edge of Allegiance recited.)
CHAI RMAN WOOD: Madam Secretary.
SECRETARY SALAS: Good norning, M. Chairman, and
good norni ng Comm ssioners. Before we proceed to vote on
t he substantive issues presented in the Consent Agenda for
today, we need fromthe Conm ssion a separate vote
concerning a procedural issue in Consent Item E-10, Pacific
Gas & El ectric Conpany.
Specifically, the Comm ssion needs to vote to
wai ve the provisions of the Governnent In The Sunshi ne Act,
5 USC 5552b(e)(1l), to permt the follow ng docket nunmber to
be added to E-10. It is docket nunber ELO2-64-000, Northern
Cal i fornia Power Agency vs. Pacific Gas and El ectric Conpany
and the California | ndependent System Operator Corporation.
Conmm ssioner Breathitt votes first.
COW SSI ONER BREATHI TT:  Aye.
COW SSI ONER BROWNELL:  Aye.

COWMM SSI ONER MASSEY:  Aye.



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

CHAI RVAN WOOD:  Aye.

SECRETARY SALAS: Commi ssi oners and M.
Chai rman, your consent agenda for this nmorning is as
foll ows:

El ectric: E-2 through E-7, E-9 through E-11,
E- 13, E-15 through E-19, E-23, E-27 through E-29, E-31, E-
33, E-37, E-38, E-40, E-41 and E-42.

Gas: G2, G4 through G7, G9 and G 11 through
G 16.

Hydro: H-2 through H-8 and H-10.

Certificates: C-1 through C4, C-6 and C- 7.

Conm ssioner Breathitt votes first.

COW SSI ONER BREATHI TT:  Aye.

COW SSI ONER BROWNELL:  Aye.

COW SSI ONER MASSEY:  Aye.

CHAI RVAN WOOD:  Aye.

SECRETARY SALAS: The first item on your
di scussi on agenda for this nmorning is E-1, Standard Market
Design Scoping. In E-1 there is a presentation by Alice
Fernandez, Mark Hegerle, David Mead, David Wthnell, and
Andr ea Wl f man.

MS. FERNANDEZ: Good nmorning. |f we can get the
Power Point up. Thank you.

For sort of this first slide, nmy presentation

today in E-1 is a Working Paper on Standardi zed Transm ssion
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Servi ces and \Whol esal e El ectric Market Design.

(Slide.)

The nanmes that you see there on this first page
are the staff who were diligently working on this over the
| ast several weeks.

(Slide.)

The next slide is sort of what the paper does.
What the paper does is lay out sort of the general policy
framewor k that would be used in devel oping the NOPR It
makes a nunmber of policy calls in sonme areas where there has
been a good deal of discussion.

It also identifies sone other areas where there
I's additional discussion necessary before those types of
policy calls can be made. It also |lays out some general
principles that would be used in designing a Standard Market
Design. Things like, basically items that are sort of good
I deas, good principles to use in designing market rules, to
al so say that things |like fairness, treating supply sources
equi tably, and various other principles that woul d be used
i n working on the NOPR

(Slide.)

| woul d enphasize that the policy calls in the
paper are prelimnary decisions. There would still be a
Noti ce of Proposed Rul emaking that would be issued. There

al so woul d be an opportunity for coment on this paper, and
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further opportunities for comment with the NOPR.  So that
t hese are prelimnary decisions. |f people believe that
there are mpjor problems with it, there is opportunity for
maki ng changes.

One thing the paper does not do is address issues
such as scope and governance. Those consistent with the
Commi ssion's earlier Order in Novenber will be dealt with in
i ndi vi dual RT cases.

In ternms of the paper, this is just sort of the
general highlights of the major areas. | will go down those
speci fic ones.

The updated single transm ssion tariff is the
first one. Next slide.

(Slide.)

One of the products that would be included in the
NOPR is a revised Open Access Transm ssion Tariff. It would
be updated for Standard Market Design, and al so for
conparability. It would be available for all service,
whol esale as well as it could also be used for taking
service for retail |oad.

There al so would be a phased i nplenentation. One
thing that we heard in sone of the outreach discussions is
that there are a nunmber of problens with the current Open
Access Transmi ssion Tariff. Some of those could be

corrected fairly quickly.
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The actual inplenentation of Standard Market
Design may take | onger, just because of all the software
devel opnent and changes required. So what is discussed in
t he paper is sort of a two-phased approach, seeing that
t here are changes that could be nade quickly to inprove
mar ket operations.

(Slide.)

The paper discusses a new transni ssion service
that would be nore flexible than the current transm ssion
services in the Open Access Tariff. It would have access to
all sources and sinks. Custoners could decide how nuch
price certainty they want. It would use a system of
Locational Marginal Pricing for congestion managenent.
Custonmers could get transm ssion rights to hedge agai nst the
cost of congestion.

Because of the congesti on managenent systemt hat
I's being used, it would have a transm ssion service. That
sort of scheduling would be very nmuch integrated with the
various energy markets that I will discuss next.

There al so woul d be provisions--there would be an
access charge or sone simlar rate design used to recover
t he enbedded cost. Next slide.

(Slide.)

In terms of the energy markets that would be used

for handling inbal ances, there would be two markets: a day-
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ahead market that would be voluntary. People could elect to
either do bilateral arrangenents or self-supply, or they
coul d buy power through the day-ahead market.

It would be bid-based and security-constrai ned.
The results of the day-ahead market would be financially
bi nding. There would also be a real-tine market that woul d
al so be bid-based and security-constrained that would be
used to settle all inbal ances.

One of the other things that we are trying to
work into the market rules in the discussion in the paper is
that we need to be sort of technol ogy and fuel neutral; and
t hat both supply and demand resources should be able to
participate in the market, and the market rul es should be
designed to permt that. Next slide.

(Slide.)

Operating Reserves: Because nmany of the
generators could either be selling or demand sources, too, |
do want to be technol ogy neutral, could be selling either
energy or reserves so that there would al so be markets that
woul d be for operating reserves that woul d be operated
together with the energy markets.

And again this just sort of describes a |ot of
the basic characteristics of the bid-based markets. Next.

(Slide.)

On Monitoring and Mtigation the paper outlines
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sonme principles and has a discussion of the types of
m tigation neasures that woul d be appropriate, and under
what circunstances they woul d be appropriate.

One thing the paper does try and enphasize is
t hat market rules should enhance conpetition, but there
shoul d al so be, when there is market power, that shoul d be
factored into the rules and the rules should include
nmeasures to mtigate that type of market power.

The paper al so discusses the role of the Market
Monitoring Unit, the main points being that it has to be
I ndependent, an independent nonitoring unit, and it also
tries to focus on--the unit should focus on w thhol ding and
mar ket efficiency.

(Slide.)

The paper also outlines a role that state
representatives could play in terns of RTO activities, and
in some of the decisions. The paper suggests that there
should be a formal role established.

It recommends that there be advisory commttees
to the RTO boards that woul d have state representatives so
that state representatives would be able to participate in
sone of the decision-making process on inportant issues such
as rates. Next slide.

(Slide.)

And sort of another itemthat this does is that,
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I think with the heightened interest in system security, the
paper recogni zes this and recomends that there be sone
provi sions that the Conm ssion basically revise the Open
Access Tariff to sort of state the expectation that the
various market participants will conply with appropriate
security neasures and reliability measures.

It is neutral as to who woul d devel op these
specific nmeasures.

(Slide.)

And in terns of Next Steps, sone of these have
dates and sonme of these do not. | think the objective is
that the paper would be released relatively soon, and that
t here would be an opportunity for people to file comments on
t he paper by March 27t h.

In the process of doing it, it is clear that
there are sone additional steps that we need to take that we
are still working on the exact process for doing.

There are sone issues that need further
di scussi on such as the allocation of inbedded costs and the
al l ocation of transm ssion rights, and a number of
I npl ement ati on i ssues.

Si nce one of the products would be a new tariff,
Open Access Tariff, we are going to need a process to deal
with that. And I think the first step is going to be a

staff strawman tariff that will be issued sonetine in the
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next several weeks or so.

And then finally, this leads to a Notice of
Proposed Rul emaking with a tariff included as part of the
Noti ce of Proposed Rul emaki ng by sumrer.

That concludes ny presentation. Do you have
questions?

CHAI RVAN WOOD: | would like to say | have waited
for this day for a long tine on a nunber of |evels.

(Laughter.)

CHAI RMAN WOOD: Her water has not broken yet.
That is why the phone is out. But | just think it is so
i mportant for our agency to provide the | eadership and the
detail work of what we need to have as a Nation to make the
energy markets on the power side work as well as they have
on the gas side as a product of the 636 effort that this
Comm ssion did ten years ago, alnobst exactly ten years ago
to the week, to the nonth.

This is tinmely, and needed. We need to provide
new choices to custonmers. We need to preserve current
choices. W need to wi den geographic markets. W need to
reduce transaction costs so that those dollars stay in
custonmers' pockets. And we need to establish the rul es of
t he road.

| think this all started in October of this |ast

year when we had a presentation during RTO week fromthe
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El ectronic Scheduling Coll aborative, which is the little red
book on ny table. On page 26 of that document, the nmenbers
of the Col | aborative asked us to make sonme mmjor policy cuts
so that they could then go forward and do the grunt work to
convert policy into operational details of the daily market.
So | hope this answers their questions. Because
what this paper is are the policy calls. | think Alice
poi nted out accurately that there are a few yet to make, and
that is what the further process of working down the funnel
does.
| consider this probably to be a step hal fway
down the funnel fromwhere we were in October when we
started, and hope that by the time we propose a rule this
summer that we will be all the way down the funnel and run
t hrough the rul emaki ng process as expeditiously as possible.
As to the policy cuts in this docunent, the
mar ket desi gn paper here is based on a real-time LM
platform | nmust say, as a state regulator charged with
setting up the whol esal e market in ERCOT, LMP was not ny
first choice and we did not adopt it, to my now di smay,
because | see that any tinme you vary fromthe basic
principle that cost responsibility should follow cost
i ncurrence you have opportunities for arbitrage and gam ng
t hat di sadvantage the market.

| think while others may have argued back and
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forth that LMP is too conplicated, and this, that, and the
other, | have not seen in this very open and perneabl e
process an alternative to LMP that even rises to the |eve
of being credible.

So | think at this stage, as in many other policy
cuts here, we have got to go with what works. Adopt it.

Owm it. And nove on. | think the LMP decision certainly as
a central one is one of those.

One of the things that also canme out here, and |
think we find this as we drill down to details, |I mentioned
this in a speech last week. | like drilling down to details
because | am a classic conflict avoider. When you dril
down to details, a lot of people realize that what may be
phil osophical gulfs at the top when they are tal king nice
aphori sms and bunper stickers, that there is really a comon
answer at the bottom

| think one exanple of that is the nature of
transm ssion rights. There is this big debate between
physi cal rights and financial rights where you kind of get
down to it. And even over the past 10 days, as we all have
wor ked t hrough our staffs on this docunent, you realize that
there is really not a huge difference.

Thi s proposal in fact enbraces both physical and
financial, and | encourage parties to consider this new

proposal and to see whether the specific needs of you as a
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whol esal e customer or a whol esal e seller are acconmmopdat ed
her e.

We eval uated what Staff believed were the
underlying concerns of a range of parties in different
regi ons of the country and tried to develop a hybrid
proposal that addresses these concerns consistent with good
econom c policy.

These rights are intended to provide all people
t he physical access and transm ssion price certainty that
custonmers say they want w thout reducing the anmount of the
grid that can actually be utilized.

Thi s proposal does not abrogate contracts. W
tried to preserve and build on the sane | evel and the sane
qual ity of service that exists today in all natures of
transm ssion service. And | think we are very interested,
and | will be certainly in the further proceedings that we
set up here as to how rights and custoners’' current
provi si ons are converted over into the new world.

| think that certainly argues for perhaps a
regi onal approach that may | ook different with each RT
finally as it conmes in the door. This does not change
policy on inbedded cost recovery. W continue to nake sure
that cost shifting is mnimzed, as this Conm ssion has done
| ong before |I got here.

During transitions it is inmportant to nake sure
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t hat people kind of keep where they are, and that we start

to bui

al l ows people to buy in sooner

that nothing in our

d onit. That may take nore tinme, but | think it

and deeper.

Mar ket s shoul d al ways be voluntary, which nmeans

rul e shoul d di scourage people from

engaging in long-termcontracts with suppliers of their

choi ce that

i n advance.

address sone inportant

mar ket

allows themto lock in supplies and hedge risk

In fact, this rule encourages that. W do not

power in this docunent.

My problemw th |

CAP, for

i ssues |ike generation adequacy and

example, is that it,

unli ke LMP, does not seemto rise to the top. As an

unar guabl e al ternative, that

| have

an open mnd on that.

is the best one out there. So

Certainly in ERCOT we did not adopt an | CAP or

anything like it. | am not

am al so open to thinking that

a one-t

ime event, that there was that

convinced we got it wrong, but

perhaps it may have been just

much overbuild down

there and sufficient conpetition to allow those whol esal e

prices to be the | owest

We tal ked a | ot,

In the country.

During the process since COctober we heard a | ot.

and we |istened a |ot. This table here

became nore |ike a psychotherapy couch than it did for any

conduct

of public business,

and t hat

is as it should be.

15
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Peopl e should feel confortable |aying out their thoughts and
angst here before us to work with so we can pull together
sonme solutions that work for everybody.

| do think that many of the people that canme here
were heard and |istened to, and we | ook forward to a process
that continues to build on that in the com ng weeks.

Sinplicity to the custoner. Again, it is al
about the custoner. Wat we are about here is to reduce
transaction costs and make it easy to make sure that the
benefits of a national power market accrue to the
I ndi vidual s that take power fromthe Nation's |oad-serving
entities.

| want to enphasi ze that, although the market
desi gn here has required sonme of the best staff, and sonme of
the smartest people in the industry to inplenment it, it can
and must be sinple to the custoner.

Yes, lots of technol ogy and software is required
to make this work, but the custoner needs to know that it
works sinply. That will be nmy goal as we go through the
further inplenmentation of this process.

| do not think custoners should need to watch
real-time price signals if they have no interest in doing
so. Custoners should be able to buy sinple transm ssion
service in a transparent market and be able to trust that it

w |l work according to their needs.
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Smal | customers with existing contracts do not
need to hire sophisticated m ddl enen to manage their
operations. They should be able to receive the sane service
t hat they had before.

Custonmers, as | nmentioned before, can self-supply
energy and lock in prices under the |long-termas they want
to, but if their schedule is out of balance, I do not think
t hey should have to pay penalties because the SMD offers
t hem an open conpetitive market for inbalanced energy to be
procur ed.

If transactions were curtailed on no notice with
no recourse, as they are today under transm ssion | oading
rel ease, those days should be over. | want themto be.

Experi ence has shown that TLRs do not happen in
pl aces where i ndependent operators adm nister rules that
| ook |i ke these that we have here. |If custoners choose to
pur chase renewabl e energy, they can do so wi thout having to
pay i nbal ance penalties as well.

If they want to buy power froman efficient new
cl ean power plant instead of an ol der one, then those ol der
pl ants m ght just get shut down because they do not match.
That is conpetition. That is the way it should be. Choice
Is what we are all about.

| want to thank the Staff for their hard work in

both public and private neetings in nmy office, in ny
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col | eagues' offices, in the pre-agenda room downstairs. |
know it has been a lot of work of drafting and neeting and
negoti ating and researching overtine and weekends, and |

t hank you for it. And | thank you in advance for nore to
cone.

It was hard work, and is hard work to bring
parties together and keep themin the corral. But what we
are doing here is we are effecting changes to nake the
Nation's markets work for the customer. That is in the best
tradition of what we do around here.

Ten years ago we wote the third book of the gas
trilogy and I am glad we are enbarking, | guess, with the
outline here of the third book of the power tril ogy.

So thank you all. | look forward to getting the
paper out and letting people digest it and getting to work
on the details.

COW SSI ONER BREATHI TT:  Thank you, Pat. And to
the teamthat was listed on one of the slides, and to ny
col | eagues for everybody's hard work.

| sort of view this as draft one, really, of the
rul emaki ng process. | view this discussion paper as one of
this Comm ssion's initial steps in devel oping a second
generation OATT for electric utilities.

A goal of the effort is, to the greatest extent

possi ble, to inplement nore uniformtransm ssion energy

18
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mar kets and ancillary services, while not hindering
i nnovati on.

The revised market rules will also establish
conmmon principles for market nmonitoring and mtigation.
These mar ket design changes are intended to address seans'

i ssues that result fromthe diverse market rules that we
presently have across the country.

A St andardi zed Market Design should act to allow
inter-regional transactions to occur nore easily. The paper
also ainms to inprove reliability through better grid
operations. That is always a good thing.

I n addition, the paper encourages the devel opnent
of nore market hubs, which should provide greater congestion
pricing transparency. More transparency allows the
Comm ssion to better nonitor market activities. And the
transiti onal approach that Alice tal ked about, presented in
t he paper, recogni zes that because of the extensive nature
of the proposed changes it is going to take sone tine to
I mpl ement these new transm ssion tariffs and market designs.

Specifically, the paper recommends a phased
approach to the inplenentation. W envision first requiring
transm ssion providers to file proposals to offer physical
tradi ng hubs, as well as updating the tariff to refl ect
policies that have been made in the six years since the

i ssuance of 888.



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

20

Let me ask Staff. WII| these trading hubs that
will be inplenmented in the first phase primarily be in areas
of the country where there are not organized |1SGOs or RTGs?

MS. FERNANDEZ: Yes.

COW SSI ONER BREATHI TT: That is what | thought.
But | wanted to get that clarified.

The ot her market design changes are going to cone
| ater. They allow for a transition period to ful
I npl enent ati on.

The di scussion paper contains sone principles
that | believe are noteworthy. Pat talked about quite a few
of them

First, custonmers under existing contracts
continue to receive the same |evel and quality of service
under a Standard Market Design. As we heard during our
conferences on SMD, this is an area of great concern across
the country and is an essential aspect of the proposal for
me.

A second key principle is that demand resources
and intermttent supply resources such as hydro and
renewabl es should be able to participate fully in energy
ancillary services and capacity markets.

Finally, the paper recognizes the need to permt
regional differences and market innovation. Wth these

principles, | amconfortable |ending ny support to the
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docunment .

That being said, | amnot convinced that you can
take Locational Marginal Pricing, or the LMP nodel, and make
it work on day one in all markets across the country.

There are regional differences such as the
presence of hydro resources, and people argue that that is
not really valid for not being able to inplenent that. But
neverthel ess, there are others who do believe that that is a
valid practical reason for not being able to inplenment that
on day one.

So the paper provides for sone flexibility in
i npl enmentati on. The concerns expressed by transm ssion-
dependent utilities in the public power sector will continue
to be inportant to nme as this devel ops.

| amalso fully aware that there are market
participants in various regions of the country who may not
enbrace certain features of this docunent. Consequently, |
believe it is inmportant to note that we are still in the
early stages of this rul emaki ng process.

This is a new nethod for devel opi ng a rul enaki ng
for me. | wish to state that | am keeping an open m nd
until we issue our final rule. 1 have always relied on the
comment period to better inform ne.

Nevert hel ess, the weeks of public discourse that

we have had have brought all of us along quite a bit. And
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there is a lot to |Iike here.

The process, though, will continue to allow for a
great deal of public participation by state conm ssions and
all others as we nove fromthis initial paper to the actual
Notice of Proposed Rul emaking to the Final Rule.

Wth that, | will end. Again, | would like to
t hank everybody for all the hard work that has happened thus
far.

COW SSI ONER BROWNELL: | am going to be qui ck,
because | think nmy coll eagues have sumuari zed the val ue of
t hi s paper.

| commend staff not only for being here 24 hours
a day for the |ast several weeks, including |ast night as we
wer e maki ng changes, but | think you have taken what we
heard from a very diverse range of market participants,
often with conpeting interests, and | think you have
accommodat ed those in many different ways, regional
di fferences being one of them

You have clearly thought about the co-ops and the
TBUs and have been able to incorporate |I think some very
specific coments that they made.

And as we nove forward, | think that is sonething
that we all ought to keep in mnd; that what we are doing is
dealing with issues on a basis of what people need to

succeed in the market with the outcone being a better market
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for all consuners.

So that while there are things in here that | am
sure that people may not appreciate, they have to nake the
cut about what it is they need as opposed to what it is they
want. And | woul d hope that that kind of underlying thought
process will guide us as we seek nore public coment and
flesh out the details.

| think we have already seen in visits to our
of fice some innovative approaches for exanple to dealing
with LMP where there are fairly significant regional
di fferences because of the size of the different systens
that need to be accommopdat ed.

So | think you have been able to hit those
consensus points very clearly, and give people now an
opportunity to be as innovative as they have been in kind of
not nmoving forward for | o these many years.

| am heartened by all of our commtnent to
keeping the focus, which is the consumer. It is the end-use
consuner, and it is the econom c devel opnent of this
country. | think one of the things this also does is create
t he investnment environnment in which we can see capital
flowi ng not only to enhancing our transm ssion grid, which
on its best days is now | think viewed as fragile, but al
of the other new opportunities that will come our way in

terms of technol ogi es.



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

24

| am particularly pleased, obviously, to see
demand-side and intermttent resources get recogni zed as an
I mportant and integral part of the market. Because if there
was consensus on anythi ng during RTO season, there was
consensus on route.

The chal l enge of course will be working with our
state col |l eagues to make sure that we are making this part
of the market design, and that the inplenentation details,
many of which will be left to them wll work. And we can
wor k together in doing that.

| em enornously inpressed by the intell ectual
talent in this building, and your ability to take a huge
amount of information and present it in a way | think that
is cogent, is focused, and certainly addresses a w de
vari ety of needs.

So, thanks.

COW SSI ONER MASSEY: Those who have been
following this market design debate at this agency for the
past few nonths will not, | don't believe, find any big
surprises in this docunent.

| think the agency has tel egraphed in one or nore
ways, particularly with the staff working paper that was
I ssued, when was that, a couple of nonths ago?

MS. FERNANDEZ: Decenber.

COVWM SSI ONER MASSEY: In Decenber, what was a
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bri efer docunent than this. But that tel egraphed at | east
what the staff's recommendati ons woul d be about the
direction in which the Conm ssion should nove. The staff's
recommendati on at that tinme was we ought to be noving, as we
get closer and closer to real-tinme, toward a bid-based
security constrained di spatch narket that clears based on

| ocati onal marginal prices.

That is essentially what is outlined in this
paper. That is a concept that is easy to state in one
sentence, but getting all the details right and making sure
that all the pieces fit together is very conplicated because
we are not just tal king about generation markets; we are
tal ki ng about transm ssion markets as wel .

| don't think that there are any big surprises in
this docunent, any unusual terms that those of you who have
been following this debate will see. M own perspective on
this is that we have had several years now of experience
with some good nmarket designs, and we now know what does not
wor k wel | .

We know t hat market design is very inportant.

All think a few years ago we weren't quite so convi nced.
But we are now. We now realize that letting many fl owers
bl oomin market design can cause great difficulty, lots of
price volatility, and can decrease the sense of confidence

in the nmarket.
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A poorly designed market is in fact worse than no
market at all, in ny judgnent. So we know it works now. W
know t hat as the market gets closer and closer to real-tine,
a market that is based on the concept of bid-based security
constrained dispatch with | ocational marginal pricing works
very well.

We have had experience with that. There seens to
be a rough consensus on the concepts in this paper anong, |
woul d say, the great majority of the scores of w tnesses
t hat we have heard from over the past few nonths, and I
woul d |ike to comend Chairman Wod for the exhaustive
outreach that the agency has done over the past few nonths
totry to cone to grips with these conplicated questions.

Virtually anyone who had an opinion to express on
mar ket design we have heard from And it is ny view that a
generator, say anywhere in the Eastern Connection for
exanpl e, should be able to trade anywhere in the
i nterconnection and know that the rules will be the sane, or
roughly the sane.

The generator nmay contract forward for all or
part of its capacity, may bid in the day-ahead market, may
bid to sell ancillary services, nmay bid energy in the real-
time markets, and it is essentially his choice.

We al so want a market design that facilitates to

t he maxi num extent possible the participation of demand
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resources and demand bi dders.

One of the fundanental principles of this market
design is that demand resources can participate equally in
this market. We value them The demand side is literally
hal f of the market, and | believe we have done virtually
everything we can to ensure that this market design is very
friendly to the demand side of the market, participating
very fully.

This is very conplicated stuff, and | do want to
commend our staff for the hard work on this effort and the
effort is not over. W have taken strong steps in the right
direction, but there is still a lot of work to be done.

This is a working paper that says to the world: This is the
direction this agency i s headed.

So we do not want there to be any surprises here.
We want you to continue to comrent about the aspects of this
that you li ke and the aspects that you do not Iike.
Primarily | want comrent about whether this works, whether
all the pieces that we outline in this working paper
actually fit together with a cohesive market design, and
that is the aspect of this that |I desire conment on.

| think the entire agency is pulling with a
strong oar here to get this done and get it done by the end
of this year. | respect all the staff's hard work on this

very inmportant effort, and this docunent has ny full
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support.

CHAI RMAN WOOD: So our thought then is to finish
up the edits fromthis norning, and work back through
tomorrow and have it released by the end of the week.
Anybody could respond online, as Bill did, or in any regard
by two weeks fromtoday so that we have got the feedback
fromparties about this as we start to plunge into
converting this to detailed tariff |anguage.

Does that sound good to you?

COW SSI ONER BREATHI TT: Qualification. Two
weeks from today, or two weeks fromthe day it issues?

CHAI RMAN WOOD: The 27th. |'m open, either way.
If they need to, | think if we have got them by Wednesday
the 27th, | think we will be engaged in a dial ogue
t hroughout the construction period. So the 27th is not a
one-and-final date, but | think if we encouraged people to
respond to the broad principles by then, then we could do
one | ast check before we dive in the pool and start drafting
the tariff | anguage.

Does that sound doable? Okay, let's get it out.
Agai n, thank you all very nuch.

SECRETARY SALAS: The second item for discussion
this morning is G1, EIl Paso Natural Gas Conpany, with a
presentati on by Robert Petrocelli, Elizabeth Zerby, Ingrid

O son, Andrew Lyle, Ellen Shaw, and John Carl son.
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MS. OLSON: Good norning, M. Chairnmn and
Comm ssi oners. Bob Petrocelli, Elizabeth Zerby and | are
the three staff nmenbers presenting the proposal for capacity
al l ocation on the EIl Paso Natural Gas System

For the past several nonths, the staff has been
anal yzing the issue on four separate systens, all of which
relate to the capacity allocation on EIl Paso. ElI Paso
filed, at the Comm ssion's direction, a proposal addressing
the system w de capacity allocation issue in its Order No.
637 Conpliance Proceedi ng.

I n addition, several custonmer groups filed
conpl ai nts agai nst El Paso, a group of El Paso's California
custonmers with a set contract demand, and we will refer to
the contract demand as CD, alleged that capacity allocation
on EI Paso was unjust and unreasonabl e because they are
subject to frequent pro rata cuts and do not receive the
firmservice that they are paying for

A group of ElI Paso's East-of-California Ful
Requirements' custoners--and we refer to 'full requirenents
as FR--allege that El Paso has failed to maintain sufficient
facilities to neet its Firm Service obligations.

Each of these proceedi ngs rai ses the question of
whet her Full Requirenents Contracts on EIl Paso have becone
unj ust and unreasonabl e.

Staff held two technical conferences and received
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comment s and counterproposals by shippers, as well as
responses to data requests filed by EI Paso. The |ast set
of coments was filed on Decenber 15th, 2001.

The current allocation methodol ogy on EI Paso was
devel oped as part of a ten-year settlenment executed in 1996
when there was excess capacity on the system

Si nce 1996, growth and demand has caused
significant allocation problens, and staff believes that any
solution nust restore reliability to Firm Servi ce.

Staff has concluded that in the unique
circunmstances on El Paso, Conm ssion action under Section 5
of the Natural Gas Act to allocate capacity is in the public
I nterest because the current nethodol ogy is no | onger just
and reasonabl e.

El i zabeth Zerby will now provide you with sone
background on the causes of the capacity allocation probl ens
on EI Paso. Bob Petrocelli wll then discuss sone of the
staff's recommendati ons for resolving these issues.

MS. ZERBY: Good norning, Comm ssioners.

The EI Paso System consists of two main East-West
lines that stretch from Texas to California.

(Slide.)

The system transports gas fromthree supply
basi ns: San Juan, Anadarko, and Perm an, shown as green

ovals on the map. El Paso serves three cl asses of
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custonmers who pay a volunetric rate.

FT-1 Full Requirenents' shippers pay a fixed
annual charge agreed to in the 1996 settlenent, and a

commodity charge based on what they transport.

They pay the sanme annual charge regardl ess of how

much their | oad has grown since the settlenment. The final
and | argest class of custoners is the FT-1 CD shi ppers.
They pay a two-part rate.

The squares on the map show the major delivery
poi nts.

(Slide.)

The FR shippers shown in blue are based
primarily in Arizona and New Mexico. All the CD shippers
primarily ship gas to markets in California show ng rent.
Most shi ppers have system w de flexible recei pt point
ri ghts as opposed to specific rights at individual receipt
poi nts.

Thi s has provided shippers with flexibility to
ship supplies among the three basins and take advant age of
changi ng markets and supplies.

Systemw de flexibility worked to the benefit of
shi ppers when EI Paso had a substantial anount of
unsubscri bed capacity in the m d-1990s. Now, however, the

systemis fully utilized and that flexibility has caused
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ongoi ng probl ens.

VWhen nom nations at a recei pt point or pool
exceed the capacity, El Paso's tariff provides that the
shi ppers' nom nations will be cut pro rata. For the past
two years, those pro rata cuts have becone routine.

Shi ppers no | onger can be certain whether their
nom nations will flow In late 2000 in the Anoco-Burlington
Conpl ai nt case, the Comm ssion found that this uncertainty
created an unjust and unreasonable situation with regard to
delivery on EIl Paso's system and ordered a one-tine
al l ocation of capacity on delivery points.

The Comm ssion further directed El Paso to file a
proposal to allocate capacity at its receipt points, which
is the subject of this proceeding. So what happened on El
Paso's systemto create these operational problens?

(Slide.)

This graph shows the changes in Contract denmand
and Full Requirenents demand since the settlenment. Capacity
reserved and paid for by contract demand or CD contracts are
shown in blue. FR demand is shown in red. The hashed
portion of the 1995 bar shows that a sizeable portion of the
CD | oad was unsubscribed. This was the result of several CD
contracts that were turned back.

At that tinme, the parties reached a settlenent to

hel p El Paso get through the period of substantial excess
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capacity. In return for sharing the cost of the
unsubscri bed capacity, the parties agreed, anong other
things, to freeze systemrates for ten years.

The FR shi ppers negoti ated annual paynents that
correspond to building determ nant |levels shown in red in
the 1995 bar. At the tinme, the settlenent was a reasonable
solution to the problens facing the EIl Paso System

It appears that the parties did not envision the
dramati ¢ changes that would occur before the end of the ten
year settl enment.

By 2001, that unsubscri bed capacity had been
resold. In addition, FR demand had |i kew se grown
substantially since 1995. The 2001 red bl ock shows the
noncoi nci dental peak, or NCP, demand which is the aggregate
peak demands of El Paso's FR shippers.

By 2001, peak demand for FR shippers had al npost
doubled in March, partly by growth in the Southwest. The
2002 bar represents the projected NCP for EIl Paso's FR
shi ppers, and shows that FR demand is projected to increase
further this year.

The graph al so shows that the relationship
bet ween demand growth and capacity of the EIl Paso System
the gromth in FR load conmbined wth full utilization
of the CD | oad, has created capacity constraints on the

system

33
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On those days when the conbi ned demand exceeds
capacity, firm shippers’' nom nations are cut pro rata. CD
shi ppers are therefore paying demand charges for firm
service, yet they are wunable to receive. Because the
rates are frozen, El Paso has no high natura
i ncentive to construct new capacity to serve existing
cust omer s.

Wt hout a change, the FR load will continue to
strain the systemand further erode firm CD service.

(Slide.)

MR. PETROCELLI: Good norning, Conm ssioners.

That provides you with a brief sketch of the problenms on E
Paso's System today where Firm Service is no longer reliable
and is certainly uncertain.

The question before the Comnm ssion is: Should
t he Comm ssion use its excise authority under Section 5 of
the Natural Gas Act to convert the FR service custonmers to a
CD type service?

The staff recommends that the Conm ssion convert
these customers from FR service to CD service, while
mai ntai ning the existing rate structure fromthe 1996
settlement and maintaining rate schedule FT-2 service, which
Is a small custoner for requirenments' service for
muni ci palities and small cities with an overall cap on the

rate schedul e.
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We believe that there are many benefits to such
recommendat i ons, including bringing back certainty to the
shi ppers on El Paso, providing needed incentive to expand
infrastructure, the elimnation of unspecified rights which
degrade firmservice, and this recomendati on shoul d
enhance the rel ationship between rates paid and services
render ed.

We believe that our recommendati ons bal ance the
i nterests of all the parties on the systemand will restore
firmservice on El Paso.

Havi ng decided to convert the service from Ful
Requirements to CD, the question before the Comm ssion is:
What is the best nethodology to assign capacity rights to
the new CD custonmers?

Over the past several nonths, we have received
much input fromall of the parties and exam ned nmany
options. The four major options are presented for you today
on this slide.

They include the use of the Settlenment Billing
Determ nants from 1996.

(Slide.)

The use of the System Peak commonly referred to
as Coi nci dental Peak, CP.

The use of each individual custoner's own peak,

or commonly referred to as Non- Coi nci dental Peak.
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Or, sone conbination of the above.

The staff recommends that the Comm ssion use the
greater of the Decenber 12th, 2001, system peak CP, or the
hi gher of the custoner's billing determ nant fromthe 1996
settl enment.

(Slide.)

The basis for our recommendation is we believe
t hat using the Decenmber 12th, 2001, system peak, you
actually frame pictures of custoners current usage patterns
so that people get to use what they have been using nost
recently.

However, we mtigate that with the higher of the
custonmer's billing determ nants so that no customer wll
receive a capacity allocation of |ess than what they are
payi ng for.

We believe that our recommendation will maintain
the CD service at its current contract levels. There wl]l
be no necessary reduction to current CD shippers as a result
of these recommendati ons.

We believe that that is because it will match the
demand with the system capacity. Qur recommendati ons w ||
pl ace all customers on an equal footing and send the proper
price signals for expansion so that any shipper who desires
added capacity will be able to purchase that capacity

t hrough capacity release from ElI Paso or another
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pi pel i ne whose incentive to expand in the region now

exi sts.

certainty and is fair

CD service,

remai n.

We believe that the options sel ected present

to all shippers.

Once the Comm ssion has converted FR service to a

many i ssues are resolved. However, steps

One of those steps is assigning specific rights

wi thin the basins.

policy that

Staff believes that the Conm ssion nust approve a

requires specific receipt rights be assigned

within the basin.

We believe that this policy is consistent with

what the Comm ssion approved in the Topock/ Anoco conpl ai nt

case where it assigned specific rights at the delivery

poi nts.

We believe that this recommendati on will assign

certainty for all supply for all firm shippers.

in the basin.

(Slide.)

And it will elimnate daily pro-rata curtail nents

We al so believe that this recommendati on wil

enhance the value of tradeability of capacity for its

custoners into the future.

E

Paso,

E

Of course when you talk about receipt rights on

Paso has what

(Slide.)

it calls pooling in the basins.
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A practice that has been in place since pre-Order
636 where they all ow shippers to aggregate supplies behind
t he basin points, and then nove themto their transportation
poi nts.

Currently EI Paso utilizes six pools in its three
basins. El Paso, in order to help with the certainty on its
system has now proposed expanding or actually nowits
geogr aphi c pools to now 20.

(Slide.)

El Paso indicates that by narrowing its
geogr aphic pools to 20 geographic pools it will be able to
provi de customers with their supply choices w thout
conplicated mathematical scheduling fornulas that seem
to baffle everybody. And they propose not to have any
nore curtailments due to conmpression or well head
constraints.

It is the staff's recomendati on that you accept
El Paso's proposal and allow for the use of the 20 pools.

We believe it is a conprom se between actual receipt point
rights and | arge geographi c pool s.

It will provide certainty to shippers and supply,
but at the sanme tinme it will still allow custoners the
flexibility to aggregate supply behind their receipt-point
ri ghts.

(Slide.)
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In summary, we recommend that the Conm ssion
convert FR service to a CD type service. W recomend that
the Comm ssion allocate CD service based upon the higher of
their 1996 billing determ nants or the coincidental peak of
Decenber 12th, 2001.

and we recommend that the Comm ssion assign
specific receipt rights to the 20 pools.

We believe these recommendations will aid
shi ppers by restoring firmservice and equal access to
supplies for all shippers. W believe it will ensure the
rel ati onship between rates paid and services rendered.

We further reconmend that the Comm ssion convene
a conference as a next step in order to receive comments on
the staff's recomendati ons so that every party should have
an opportunity to be heard.

Therefore, in summry we recomend the Commi ssion
I ssue a notice establishing such a conference.

| thank you, and we are open to any questions you
m ght have.

CHAI RMAN WOOD: | want to thank you all for doing
that. | know this has been a | ong process. | guess if
there ever was a case for Section 5, this is it. And
guess the corollary to that is: Don't ever put before ne a
10-year settlenment of anything to vote for. | will just

tell you right now, | can't do it. That is way too long in
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a business that is transitioning as nuch as these energy
mar ket s are.

But it is broke, and | guess the appropriate
question is, is this the best fix? | would invite parties
to come to the tech conference and show us, if you don't
like this, what would fix it better and maybe nore
surgically than what is recommended here.

| amwlling to let it go out and let's hear back
fromparties what they really think, and then let's nove
forward and resolve these cases before us as soon as we
can.

COWM SSI ONER BROWNELL: | just have a coupl e of
questions. Can you quantify, or did any of the Interveners
quantify, the extent to which there have been interruptions
over nom nations, all of the problenms we are trying to fix
here?

MR. PETROCELLI: Yes, Comm ssioner. O course
many custonmers submtted affidavits and comrents regarding
t he nunber of cuts. But it is inportant to understand,
first of all, that all shippers, including the FR shippers
in their conplaint filed with the Comm ssion, indicate that
firmservice is no longer reliable. And all shippers,

I ncl udi ng FR shi ppers, are receiving cuts at their delivery
poi nts and not receiving service.

Conoco in its comments indicates that it has
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received cuts to its transport of up 37 percent in sone
nont hs.

Burlington indicates that it has received cuts in
its Topock deliveries as nmuch as 66 percent in sone nonths.
Texaco indicates that several of its suppliers have backed
out of contracts because Texaco is no |onger dependable as a
pur chaser of gas in the basins because of cuts.

These affidavits and comments go unchal | enged by
any party. El Paso's explanation in its CPUC vs. El Paso
conplaint, is that the reason they could not deliver these
contracts is the growth of FR service.

COW SSI ONER BROWNELL: When | | ook at the
schedule I, | see a wi de range of custoners. Have you
consi dered making some distinguishing cut based on size?
| mean, there are sone clearly bug users of the system here
There are sone pretty small ones in the sanme range.

You are proposing to nove themall. Have you
| ooked at any alternative to kind of |ook at who is really
using the system and who is not such a big user?

MR. PETROCELLI: Certainly I think it is
I nportant to renmenber that El Paso has a rate schedul e
called FT-2, which is a Full Requirenents' Rate schedul e on
a volunmetric basis where you pay for what you take. That is
avai l abl e.

| don't know the paraneters of why a custoner
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woul d pick one versus the other. Sonme of the snall
custonmers, for exanple the City of Largeville, |look to be
smal | enough where it mght want to fit in to the FT-2 rate
schedul e.

There are, | am sure,individual incentives by the
custoners to choose one of the other.

COWM SSI ONER BROWNELL: So during the technica
conference you will consider rather than noving everyone on
schedule 1 to the CD, that we will have sone kind of a
di scussi on about what their real needs are.

And if they fit into the T-2 schedule, you w ||
consi der that?

MR. PETROCELLI : I think that would be a
certainty. | think that it is inmportant to remenber that
the 636(a) that indicated there should be a small custoner
rate schedul e of $10,000 and o8nder. It seens to ne that if
custoners fit into that nold and want to nove to FT-2, they
shoul d be all owed to.

COW SSI ONER BROWNELL: Good. It |ooked in the
proposal as though that was not going to be out there. This
I's a broader question.

| agree with Pat on ten-year settlenments and the
inability to anticipate growth are not a very good idea. It
| ooked to ne, when | saw sonme numbers, that even with this

we are good until about 2002-2003 in ternms of maxing out on
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capacity.

Are we | ooking at infrastructure? | think this
will give sonme econom c incentives to build. | amjust
concerned we will be back in a simlar situation in terns of

the capacity in an area that has I think a nunber of new
generating plants planned or in the works.

Are you taking a | ook at that?

MR. PETROCELLI: | think it is inportant to
remenber in the natural gas industry we have al ways used
econom ¢ incentives and nmarkets as a basis for expansi on of
I nfrastructure.

The problemwith the ten-year settlenent freezing
rates and giving El Paso no incentive to add capacity to
meet demand is the issue that has kind of raised these
pr obl ens.

| believe that once you have capped the service
and custoners have to buy service either through capacity
rel ease or through added infrastructure, the incentives wll
be back in the marketpl ace where the marketplace itself wll
deci de whet her new capacity is needed or not.

There are several proposals on the table to
expand into the Southwest region of the country. Open
seasons go by, and nobody nom nates because they have free
capacity rights on EIl Paso now and you don't pay for

sonet hing you get for free.
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Staff's recommendati on should put an end to that
and devel op a system where econom c incentives are in place
to expand the needed infrastructure.

COW SSI ONER BROWNELL: It speaks to me of a
focus | think, Pat, that you have had which is we ought to
be | ooking out for the infrastructure not only the public
policies but those econom c incentives.

It also says to ne that the RTO pl anni ng process
really needs to be broad and inclusive. Wile we did not
deal with that extensively in our paper, | am hoping that
that will get fully fleshed out.

Tell me about the take-away capacity at Topock.
Remnd me. Is that still going to be an issue? W can
solve all these problenms but it gets to the border and it
can't get there.

MR. PETROCELLI: The current Topock situation is
still slightly constrained. | don't think it was a problem
as nuch this winter as the previous w nter because denmand
was reduced.

| don't know what proposals California has on the
table inside California to expand that, but | do hear
t hrough the grapevine that there are proposals by SoCal to
aid capacity which would aid the take-away.

Al so, EI Paso has a proposal on the table that

woul d nmove gas from Kern River and Topock down to Sout hern
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California into sonme of the expandi ng power plants in the
Sout hern California-Mexico border area.

So there are proposals on the table to alleviate
sone of the take-away issues both outside of California and
I nside of California.

COWM SSI ONER BROWNELL: Thank you.

CHAI RVAN WOOD:  Just to junp in, on your second
slide the capacity hash mark is flat. You indicated that
t here was no econom c incentive, and | think Nora's question
just brought out sonme of that.

| guess we have approved, at |east since | have
been here, a nunmber of additions to EIl Paso capacity. How
woul d that be reflected? Are they just so small you don't
see themon the |ine?

MR. PETROCELLI: ElI Paso recently purchased a
conpany called Al Anmerican O Pipeline along the southern
line of El Paso's System

They have put into place one of the segnments of
that oil pipeline as a gas pipeline which brings 230 a day
to the market, and it is reflected in the hash mark. But it
Is so small that it did not nake a sizeable change in the
scal e there.

That is the only major addition that El Paso has
done since | can't even renmenber. Maybe the Havasu cross-

over, but there is nore capacity being added.
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El Paso has proposed to add 320, 000 decathermnms a
day. It is what is called its power-up. It is going to add
conpression on that Al Anerican |ine.

But currently it is unwilling to do that absent
an increnental rate. | think that is what it is |ooking for
is the proper incentive to add nore capacity there.

CHAI RMAN WOOD: | guess in reformng the contract
| would just encourage parties, including EIl Paso, at the
technical conference to recognize that El Paso agreed to the
10-year deal, too.

But how is the economi c incentive going to be
different as a result of converting everyone to CD? How is
that going to result in a better econom c signal to get that
hash mark up above the peak-day demand?

MR. PETROCELLI: I think it is very inportant to
take note of the fact that there is really no bad actors
here. It is not |ike one party is wong and one part is
right. The problemhere is all parties are right, and al
parties are acting reasonably under the terns of the
Settl ement.

It is that circunstances have changed. In 1995
t here was turnback capacity, and El Paso was about half
full. Nobody envisioned this dramatic a swng in the short
period of tinme that it has taken pl ace.

The econom ¢ incentive in 1995 was how do we keep
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El Paso a viable pipeline and recover its costs? The
i ncentive now is we need nore capacity.

So because tinmes have changed, we need to change
the incentives in the Settlenment. And this new
recommendati on would require custoners to actually
purchase. And our old unfreeze rate structure would stay
t he sane.

But what it would do is for any new needs the
custonmers woul d have to purchase.

COWM SSI ONER MASSEY: As | recall, back in the
1995 time frame EIl Paso was, as you say, half full. And
they actually applied for stranded costs, as | recall.

MR. PETROCELLI: Yes. | think they had over $250
mllion of stranded costs at the tine.

COWM SSI ONER MASSEY: My, how t hings have
changed. It used to be the conventional w sdom that
California was over pi ped.

MR. PETROCELLI: As a note, that hash mark
capacity was selling for about 7 on the dollar about three
years ago. It has now all been resold at max rate.

COWM SSI ONER MASSEY: If we do not hing, what we
can expect to happen over the next two or three years,
during the last four years of the Settl enent?

MR. PETROCELLI: | think the slide the Chairman

just put up shows that the growth projected for 2002 wil |
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exceed capacity substantially, and with the additions of the
generation plants sonme people's capacity needs will go up by
over 200 percent.

So you try to squeeze a size 15 foot into a size
10 shoe.

COWM SSI ONER MASSEY: | am persuaded, at |east at
this point, that you have got a reasonable plan. And you
propose to hold a technical conference on the full range of
I ssues that you have raised today.

It seens to nme that the current situation
cannot--1 nean it is intolerable, long term | guess you
could say the parties have gotten at |east six years of the
benefit of their bargain under the settl enent.

s that correct?

MR. PETROCELLI: Well, Conmm ssioner, we woul d
propose that the Settlenment remain in place in nost aspects
because the Settl enent envisions a mechanismcalled 'the
ri sk-sharing mechani snmi that returns contributions that a
| ot of these custoners made to EI Paso when they were
under -sol d when they were naking up that $250 mllion
shortfall.

A lot of the capacity is sold at max rate. E
Paso is--it's not refunding, but the nechani sm works, and
it is returning sonme of those contributions to those

shi ppers.
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We would |like to see the Settlenment run its
course on sone of those nechanisnms so that all of the
shippers get the benefit of the bargain in that
respect.

And the other respect was there was a tradeoff of
a ten-year noratoriumon rates, and that is why we have
recommended that the rate structure for capacity that is
being allocated today remain the same through the |ife of
the Settl enment.

COWM SSI ONER MASSEY: You have persuaded ne based
upon the material that you provided ne, and based upon what
| have heard so far, that bold Comm ssion action is
necessary here.

So my own viewis: Go forward. Get comments.
And conme back to us.

I s that your plan?

MR. PETROCELLI : Yes, Commi ssi oner.
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COWM SSI ONER BREATHI TT: | have one quick
question. Do you envision the technical conference to be
the customary technical conference where we're not present,
or are you inviting us to be present?

MR. LARCAMP: We're inviting you to be present.

COWM SSI ONER BREATHI TT: COkay. So it would be in
this roomnost |ikely?

MR. LARCAMP: Yes.

COW SSI ONER BREATHI TT: Okay. Are there many
pi pelines left that use full requirenent service? The
answer is?

MR. PETROCELLI: No, not for |arge custoners.
There are sone nunicipals that are unlike an FT-2 rate
schedul e volunetric that are full requirenents and they just
pay for what they take, but not on the demand commpdity rate
basis, no. No, m'am

COWM SSI ONER BREATHI TT: |If you need an

affirmative signal by me, | think that this is a reasonable
approach to take, and I wll participate.
CHAI RMAN WOOD: | woul d just observe had they

conplied with 636, this probably would not be here today.
So that's maybe a very good |l esson for us to learn on the
power side about carving out exceptions. Adios.

Si nce you' ve been chairman, you're now chairnman

(Laughter.)
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COW SSI ONER BREATHI TT: Bill, you got to be
chairman for a day. | think m ght get to be chairman for
ten m nutes.

(Laughter.)

COW SSI ONER MASSEY: | was chairman for three of
the finest days in Conm ssion history.

(Laughter.)

COWM SSI ONER MASSEY: We didn't have to work, did
we?

COW SSI ONER BREATHI TT: (Presiding) Can we get
into alittle mschief, the three of us? W have two itens
remai ni ng.

SECRETARY SALAS: The next item for discussion
this nmorning is A-3, the California infrastructure update,
with a presentation by Dave Langenfel der, Brian Harrington
and Brian Craig.

MR. LANGENFELDER: Thank you and good norni ng.
| ' m Dave Langenfel der acconpani ed by Brian Harrington and
Brian Craig. W're fromthe Division of Market Devel opnent
within the Ofice of Markets, Tariffs and Rates. W are
here today to provide you with an update of the California
markets. This will include a |look at the natural gas supply
and demand, electric and natural gas supply and demand
projections for the next five years, the recent hydro

conditions in the Northwest and throughout California, and
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recent transm ssion devel opments within California.

We will conclude the presentation by highlighting
mar ket sensitivities that may inpact the supply and demand
situation in California within the next three to five years.
Next slide, please.

(Slide.)

MR. LANGENFELDER: For background, we're going to
start out with | ooking at what happened to California in the
past five years. Basically consunption and econom c growth
caused energy demand to outpace supply from 1995 t hrough
2000. During this tinme, California electricity consunption
swelled it by 16 percent. In contrast, new generating
capacity grew at a mere 3 percent.

Prices for electricity and natural gas started to
take off in the summer of 2000, as we all know. In the
spring of 2001, California enacted several policies to
reduce energy demand and increase supply. Governor Davis
claimed at that time that generating capacity nmust be
I ncreased by 20,000 negawatts over the next three to four
years to resolve California' s energy crisis.

While these efforts were initially met with great
success, market conditions have changed. 1In the summer of
2001, FERC i nposed whol esale price mtigation throughout the
entire Western System Coordinating Council, and | ater that

summer, California wtnessed an extraordi nary decline in
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energy demand, and prices subsi ded.

From here, our presentation will focus on the
proj ected market conditions for California over the next
three to five years. VWile California' s energy needs are
bei ng net today, this could change for the worse under
certain market conditions. Brian will continue with |ooking
at the electric and supply demand situation in California.
Next slide, please.

(Slide.)

MR. HARRI NGTON:  Good norning, Conm ssioners.
This graph represents the California Energy Conm ssion's
nost |ikely projection for electric supply and demand
t hrough 2004. The columms represent total supply for
California during sumrer peak. Blue equals existing in-
state denonstrated capacity. Pink, net inports. Bl ack,
nmegawatts avail abl e through demand response prograns. And
yell ow, cunul ative capacity additions.

The lines, on the other hand, represent sunmer
peak demand. The brown is the California |ISO area only,
while the green is the entire state of California.

Looking at the California demand |ine only, the
green line, you can see that existing in-state capacity wll
be insufficient for nmeeting California' s peak demand this
summer and in subsequent sumrers. California will continue

to heavily rely upon inports and utilization of demand
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response progranms to neet peak demand until additi onal
capacity is brought on line. Next slide, please.

(Slide.)

MR. HARRI NGTON: This graph shows the status of
proj ected generation in California from 2001 through 2006.
The yell ow bars provide the best perspective of the new
capacity that is on line or will cone on line by 2006. As
you can see, a total of 3,200 nmegawatts of new capacity cane
on |line during 2001, while an additional 6,500 negawatts is
under construction.

The red bars in the graph provide the negawatts
for projects that have been tabled and cancel ed. These
proj ects represent al nost 15,000 nmegawatts, which is a 47
percent drop fromthe 32,000 negawatts that were projected
to come on line over the next five years.

This graph al so shows projects that are at
various stages of developnent. While it is probable that
projects in the advance devel opnent stage will transition to
construction, it is very possible that projects in the early
devel opnent phase may not materialize. Next slide, please.

(Slide.)

MR. HARRI NGTON: This map provides the | ocation
of projects that are under devel opnent, constructi on and
t hat have been canceled or tabled in California. The

project names you see witten on the map represent tabled
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and cancel ed projects only, nost of which are concentrated
around San Francisco and Los Angeles. Although this map nay
appear busy, we wanted to highlight the significance of
nmegawatts that will not be available to California in the
future. Next slide, please.

(Slide.)

MR. HARRI NGTON: For any given year,
hydroel ectric generation accounts for approxinmately 20 to 40
percent of the total generation in California and represents
the majority of inports that cone fromthe Northwest into
Northern California. For the next several years, hydro wl
play a major supply role for California. They will continue
to be heavily dependent upon hydro generation until
substantial investnment is made in new generation, and
reserve margins will continue to fluctuate as hydro
condi ti ons change.

As you will see in the next slide, hydro supplies
are dependent upon yearly snowpack conditions. Next slide.

(Slide.)

MR. HARRI NGTON: The nmaps presented here show
snowpack conditions in the West. The graph on the left
shows the average snowpack conditions in the spring of |ast
year, while the graph on the right shows the current
snowpack conditions. Red highlights indicate | ess than

aver age snowpack, which you see a lot on the left side
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graph, while the green and blue indicate greater than
aver age snowpack, which you see in the current graph to the
right.

Currently, snowpack in the Northwest exceeds the
30-year average, wth snowpacks throughout Oregon, Nevada
and California greater than 130 percent of the historical
average. This conpares favorably to snowpack conditions
| ast year, which were at 64 percent of the historical
average. Next slide.

(Slide.)

MR. HARRI NGTON: This graph illustrates how gas
fired generation reacts to hydro conditions. From 2000
t hrough early 2001, the Northwest experienced drier than
normal years, which resulted in | ow supplies of hydro. This
in turn led to higher demand for gas fired generation and
the urgency to build nore of it. It also contributed to a
20 percent decline in hydro generation and a 25 percent rise
in gas fired generation.

As the graph shows, when there's nore dependence
on hydro, you put nore pressure on other resources, in
particular in California, natural gas fired generation.

Next sli de.
(Slide.)
MR. HARRI NGTON: Path 15, a transm ssion

chokepoint in the central part of California, has surplus
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electricity available to it in the southern part of the
state, but not enough line capacity to nove power up north
during peak tines. |In the past 11 nonths, significant

m | est ones have been achieved to resolve this problem In
May of 2001, President Bush's national energy plan
recomrended that DOE take action to relieve these
constraints on Path 15.

I n October of the sanme year, PG&E, the Western
Area Power Adm nistration and six other parties signed a
menmor andum of understanding to build a third transm ssion
| i ne and upgrade the existing transm ssion |ines and
substations for Path 15. Just last nonth the U S.
Bankruptcy Court gave PG&E the go ahead to begin
construction on Path 15.

Currently, the Comm ssion Staff is working with
parties and DOE to facilitate the conpletion of the project
as it relates to matters within the Comm ssion's
jurisdiction. Today Path 15 has the ability to transmt
3,000 nmegawatts and provide power to 3.9 mllion househol ds.
When finished, Path 15 will be able to carry 5,400 negawatts
and serve 5.4 mllion households. Path 15 construction and
upgrades are anticipated to be done in the sumer of 2004.

Davi d Langenfelder will now continue wth natural
gas.

MR. LANGENFELDER: Thank you, Brian. Next slide,
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pl ease.

(Slide.)

MR. LANGENFELDER: This map highlights the
sources of California' s natural gas supply along with
natural gas transm ssion pipelines throughout the West. The
shaded oval s represent gas supply basins, and the col ored
lines indicate interstate pipelines used to deliver gas to
California markets.

California produces 15 percent of the natural gas
required to neet the state's needs. The renmmining 85
percent is inported. O this gas, 47 percent cones fromthe
Sout hwest, 28 percent from Canada, and 10 percent fromthe
Rocky Mountains. Currently, California' s concern that as
its growth in upstream demand from California increases such
as in Arizona, Nevada and Oregon, that the flow of avail able
gas to California may decline. That is, upstream users may
di spl ace and bid away capacity for California. W' ve heard
sone of that in the prior presentation.

Next slide, please.

(Slide.)

MR. LANGENFELDER: This slide lists the
i nterstate pipelines that serve California markets.
Interstate pipelines are pipelines outside of California and
supply natural gas to the border of California. Fromthe

border, PG&E and SoCal Gas, the intrastate pipelines within
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California, take receipt of the gas.

The first column of nunmbers show the existing
I nterstate transm ssion capacity as of 2001. The second
col um of nunbers show projected capacity additions. These
are projects that have nmet all requisite regulatory
approval s and should be fully operational by the end of this
year.

As you can see, total delivery capacity into
California, including projected additions, is approximtely
7,666 Mmcfd. California s current take-away capacity is
shown on the next line down, is projected to be 7,415 Mnm
cfd. This includes capacity additions as well.

Currently industrial custonmers and electric
generators and other noncore custonmers in California cannot
obtain firmcapacity rights on SoCal Gas's backbone
transm ssion system However, recently, the CPUC has
approved a settlenment allow ng these custoners access to
firmcapacity rights effective in July of 2002. This ruling
will give in-state generators the needed tools to nore
efficiently arrange for |ong-term gas supplies and create
val uabl e econom c signals indicating where to build
additional transm ssion facilities. Next slide, please.

(Slide.)

MR. LANGENFELDER: This slide illustrates the

various scenari os that weather can have on gas demand and
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transm ssion capacity to serve increased demand. Average
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statewi de sl ack capacity is projected to be 27 percent. And

this coincides with what the California Energy Conm ssion is

predi cting, a slack capacity of 23 percent for the next five

years.

The CPUC projects that demand from gas-fired
el ectric generation should decline in the next five years,
and this is due to several factors that they are factoring
into their assunptions. And that is that a substanti al
number of new, efficient gas-fired generation plants wll
come on |ine and displace older, inefficient plants, that
there will be a return to normal hydro conditions, and that
new power plants under construction in neighboring states
will sell power into California.

Due to the hydro sensitivities previously
di scussed by Brian, maintaining slack capacity is inportant
for serving any increases in gas-fired generation in the
event that hydro conditions deteriorate.

Next slide, please.

(Slide.)

MR. LANGENFELDER: For the i mmedi ate outl ook,
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currently spot prices for natural gas and electricity

t hroughout the West and California are at five-year | ows.
Spot prices for electricity throughout the West | ast week
strengthened a little bit over the past six nonths, trading
bet ween $30 and $35 per negawatt hour. Natural gas was
trading in the $2.30 to $2.50 per Mm Btu range, and | ast
week in some areas hit $3.00.

Demand for electricity and natural gas is down as
a result of the slow ng econony, mld weather and
conservation holdover. Hydro conditions appear strong and
should I ead to hopefully healthy production in 2002.

Nat ural gas prices are expected to remain soft this sumer
as hydro levels in the Pacific Northwest return to normal
| evel s.

Next slide, please.

(Slide.)

MR. LANGENFELDER: In ternms of energy
conservation, Californians consuned 8.9 percent |ess
electricity in 2001 versus 2000. Wth electricity and gas
prices at five-year |ows, consunmers may becone |ess
Interested in conserving energy, and this is sonething that
we have to bear in mnd as we nove forward.

Traditionally, the California |ISO had
approxi mately 2,800 negawatts available in its interruptible

| oad programthat it could count on. Participation in this
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program recently has declined to 1,600 negawatts. And this
is due to the heavy utilization of the program during the
past two years. Many subscribers in the program have
canceled their participation in the programas a result of
it.

Al so, California' s recent budget cuts discontinue
significant portions of their energy conservati on prograns
and renewabl e prograns. These cuts have led to
di sconti nui ng prograns such as the 20/ 20 programin
California, which was established to give consuners a 20
percent rebate on their utility bills for a 20 percent
reduction in demand. And also what's been elimnated is the
power plant construction bonus program

Next slide, please.

(Slide.)

MR. LANGENFELDER: The capacity outl ook
conditions for California has changed as well, as Brian had
mentioned earlier. |In October of 2001, the California
Ener gy Conmm ssion was forecasting that 27,000 negawatts of
addi tional capacity would be on line in California.

Currently, |ower demand and mar ket prices have
many conpani es reeval uating the projects they had pl anned.
Mer chant generating conpanies are shoring up their bal ance
sheets and cutting capital expenditures, some hastened by

the recent bond rating downgrades. This reduction in
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capital expenditures is evidenced by the increase in
cancel ed and tabled projects as previously presented in the
generation status section.

And then recently, the California Energy
Comm ssion reported that only 9,900 negawatts of additi onal
capacity would be on line in 2004.

Next slide, please.

(Slide.)

MR. LANGENFELDER: And towards the end here, what
does all this nean? fortunately, since many supplies in
California will be secured under long-term contracts,
exposure to short-termprice volatility should be limted.
However, the supply and demand situation could change if a
nunmber of factors cone true. And those are if economc
growt h out paces current projections; if California
experi ences anot her bad hydro year; plant cancell ations
continue; energy conservation declines. |If energy demand
t hroughout the rest of the region increases, this would
limt inmport availability to California, and if the planned
transm ssi on expansions that we had di scussed here this
afternoon are del ayed.

In closing, | would like to stress that today
California is feeling sone recessionary effects and that
short-term supply may be adequate even with the

cancel l ations of plants, |ower demand may keep electricity
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shortages at bay. However, we have to remain aware that
adequate resources nust be in place if the supply and demand
situation in California changes in the long term

Thi s concl udes our presentation, and |I thank you
for your tine.

COW SSI ONER BREATHI TT: Thank you for that very
conprehensi ve report.

COW SSI ONER BROWNELL: | just have a coupl e of
questions. On the Path 15 project, | know you said that
we' re wor ki ng on whatever we need to do to get any approvals
done. Has the state conpleted their approval process?

MR. HARRI NGTON: Currently | don't know the
answer for that. | can check into that for you.

COW SSI ONER BROWNELL: That would be terrific.
And do we have a breakout, a couple of breakouts, in terns
of the age of the fleet in California? There aren't any
assunptions here that say they'll all be able to sustain the
use that they' ve had, and I know that there's been sone
concerns about that.

And the other thing that 1'd love to see is a
breakout of the plants that are still planned in terns of
the type of plant, whether it's basel oad or a peaker or
what ever .

The other question | have is |I'm |l ooking at the

CPUC estimtes a decease in gas demand from gas-fired
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electric generators due to the substantial nunber of new
gas-fired power plants. And then we have the cancell ations
t hat you've estimated in the changed report from CEC. 1Is
CPUC basing their estimates on the old projections or the
new proj ections?

MR. LANGENFELDER: We had spoken to sonebody from
the CEC, and they said that the CPUC includes everything in
their forecast. So anything that has a slight chance of
getting in there, they've put it in there. Because we were
| ooking at their wi nter assessnment, which was done in
t hink October, and it showed about 37,000 negawatts in new
capacity which was nmuch, nuch higher than the CEC

COW SSI ONER BROWNELL: Thank you. California's
budget cuts, you nentioned a specific program the power
pl ant construction bonus. Could you tell me what that was
and how nuch noney that was putting into the construction
efforts?

MR. LANGENFELDER: That program was established
by the governor to get power plants on |line by the end of
t he sumrer of 2001. Around Septenber of 2001, they extended
the programuntil Novenmber. |In ternms of how many plants
actually took advantage of the program I'mnot quite clear
on that. Does that answer your question?

COW SSI ONER BROWNELL: It does. Thank you very

much. So | guess what we take away fromthis is in fact
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we're relying on two very unpredictable aspects of the

mar ket, hydropower and cool weather. We're assum ng the
recession in California |lasts perhaps |onger than is now
esti mted by econom c forecasters, and we're hoping that the
transm ssion project gets through expeditiously. Ww.

(Laughter.)

COWM SSI ONER MASSEY: And our mtigation program
expires in Septenber, as | recall. And | know your
presentation is on the infrastructure issues, but | think
know t he answer to this, but | wanted to ask any Staff that
can answer the question. What progress has California made
in reformng its nmarket design? That's another key aspect

of having just and reasonable prices out there.

MR. LARCAMP: | think it's a bit subjective about
the progress they've made. | think it depends on the eye of
t he beholder. | do know that they have asked as |ate |

believe as their coments on the audit report to basically
def er maki ng maj or changes in nmarket design pendi ng
conpl etion of the SMD process that the Conmm ssion is
undert aki ng.
And we have had requests within the | ast week
fromthe SO staff to talk with staff about those issues.
COWM SSI ONER MASSEY: So we do not have before us
a mpj or revanpi ng of the market rules for the California

| SO?



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

67

MR. CANNON: | know that they are considering a
revanpi ng of those rules. 1'mnot sure whether they've
actually made a filing with us yet. But ny understanding is
that a lot of what's under consideration at this point in
time conports pretty nuch with what the Staff paper that you
all discussed as E-1.

MR. BARDEE: Commi ssioner, | don't believe there
is a filing here on that yet. They have put on their Wb
page a proposal and revised the proposal and that's out for
di scussi on anong ot her parties. But | don't believe that's
been sent to us yet.

COW SSI ONER MASSEY: Yes. | had read about that
in the trade press. But we don't have it before us now.
Because when | | ook at the question of just and reasonabl e
prices in California, there's many aspects to it, but one is
the infrastructure question, and that's what you've reported
to us on, and Nora has | think succinctly summari zed in a
sentence what we're facing here in ternms of uncertainties.
And you provide a |lot of good information that | found very
useful. Thank you very much.

So there's the infrastructure question. And as |
recall, California has an absolute inport capability limt
for electricity. It's around 12,400 negawatts. Am | right
about that?

MR. LANGENFELDER: That sounds |i ke a good
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bal | park figure.

COWM SSI ONER MASSEY: There aren't any proposals
within California to change that absolute |limt, are there?
The Path 15 change doesn't deal with that question, does it?

MR. LANGENFELDER: No it doesn't.

COWM SSI ONER MASSEY: It's how power is
distributed within the state, whether it's distributed
efficiently. That's a good project. It has my conplete
support. But is there any work being done to increase the
i mport capability?

MR. LANGENFELDER: I n our |ast presentation where
we did the Western market, we discussed sone of the other

transm ssi on upgrades that are going on throughout the West.

As far as we know, those projects are still online and
going. In terns of what's being done for inport capability
into California, |I'mnot aware of that anything has changed

since then.

COWM SSI ONER MASSEY: Okay. So there's the
I nfrastructure question, which looks iffy. There's the
mar ket design, market rules, which we know because we said
i n nunmerous orders that the California nmarket design had to
be revanped in order to have just and reasonable prices |ong
term

And so | would welcone a proposal from California

to nove in the direction of our working paper that we are
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I ssui ng today.

And the third aspect is the demand question, the
demand side of the market, which is also a market design
issue. But it also has to do with state investnments in
demand resources, as you nention. And there's |ess interest
in that now | think you' re reporting than there was. It may
be because prices are low right now But that is an
i nportant el ement of reasonable prices as well.

So I"'mtrying to decide what to make of this.
What happens in the near termand in the long termin the
California electricity markets unl ess fundanmental changes
are made? | asked that rhetorically.

(Laughter.)

COWM SSI ONER BROWNELL: You actually know the
answer. You've lived the answer.

COWM SSI ONER BREATHI TT: | think there are lots
of vari abl es.

COW SSI ONER MASSEY:  Yes.

MR. LARCAMP: Commi ssi oner, our only point is --
you're absolutely right, but we want to make sure that we
keep a handl e on these facts as they devel op over tine,
because we think that you need to have that information to
make unfortunately what are the hard choices that you al
get to nmake as we go forward here.

COWM SSI ONER BREATHI TT: M ke, were you
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responding to the fact when you were talking with
Comm ssi oner Massey, | wanted to ask specifically, we had
asked that they -- well, every ISO needs to file to becone
an RTO. And | just wanted to be clear that your reply to
Bill was that they had not nade their filing to becone an
RTO.

MR. BARDEE: No. What | was addressing was a

filing that they have been working on for sonme tinme, but I
don't know when they will make it, to redesign their market,
as opposed to a filing on their RTO status. | thought we

had such a filing and have not yet --

MS. MARLETTE: | think they nade that filing | ast
sumer .

MR. LARCAMP: Conmi ssioner, | believe that the
Comm ssion has directed themto make these filings and that
they're not yet at that deadline. It's fast approaching,
but they're not there yet. And the Comm ssion has on
vari ous aspects been encouraging those filings for several
years.

MR. CUPI NA: Meanwhil e, Comm ssioner, |et ne add
on the pipeline infrastructure, we have pending the major
Kearn Ri ver expansion that you issued the prelimnary
determ nation on at the last neeting. And there's a smaller
PG&E expansi on com ng down fromthe north. So on those

projects, we're noving ahead. And their contracts and
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prelimnary agreenents are still intact as far as their
cust oners.

COW SSI ONER BREATHI TT:  Anything el se? Are
there any other itens?

SECRETARY SALAS: One nore, Conm ssioner. The
next itemin your discussion agenda is A-4, Northeast RTO
Update, with a presentation by Steve Rogers from our Staff,
Ri chard Grossi, Chairman of the Board of Directors of the
New York | SO, Gordon van Welie, CEO of |SO New Engl and,

W I liam Miusel er, CEO of New York |SO, David Goul ding, CEO of
the Ontario I ndependent Market Operator.

MR. GROSSI: Thank you. Good afternoon or good
nmorning. Still good morning. Chairman, Conmm ssioners, ny
nanme is Richard Grossi. | amchairman of the New York | SO
Here with me today is Gordon van Welie, who is the CEO of
| SO New Engl and, and to my right is Bill Miseler, who is the
CEO of the New York | SO

Also with us today is David Goul ding, the CEO of
Ontario IMO. As you know, the |1 SO New Engl and and the New
York have entered into an agreenent. And the essence of the
agreenent is to nove ahead with studies and efforts to in

fact standardi ze our markets. That effort is underway, and

today you will hear from Dave Goul di ng, who will describe
the efforts in detail, and Bill Museler is here also to help
with that effort. | wll sort of sit back and listen to
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t hose presentations.

But in any case, | do want to indicate to this
Comm ssi on that both boards are very nmuch commtted to this
effort. And it's our expectation that we'll be in a
position to make a filing with this Conm ssion by no |ater
t han June 30th of this year. So that's our commtnment to
this effort, and I fully expect that we'll be able to make
t hat .

| should also indicate that clearly in this
effort, we will be involving the Canadi ans so that we coul d
hopefully get an effort which will really nmake them part of
this process. So in essence, when you |look at this, what
we' re tal king about is addressing what we refer to as the
MPCC area. And that we feel is a natural market that
exists, and it's a market that we shoul d be addressi ng at
this point.

So with that, what | would like to do is ask
Gordon to take us through this presentation, go through sonme
of the details, and it won't be very long. And then
certainly we're all available for any questions that you nay
have. So with that, Gordon?

MR. VAN WELI E: Thank you, Dick. Good norning.
Consi der abl e progress has been made since we informed you of
our January 28th agreenent, and what |'d like to do is

hi ghl i ght and sunmarize some of that progress. There's a
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presentati on pack that you have, and you can follow along in

the presentation. There's a |lot of supporting material in
t he pack that we don't intend to go into in any detail but
obvi ously be happy to answer questions.

The first topic I'd |like to address is the one
that Dick has already briefly addressed, which is the

boards. Let nme just reenphasize that the boards of both

| SOs fully support this RTO effort. They formed a commttee

called the Joint Oversight Commttee as provided in the

January 28th agreenment. This Conmttee consists of three

directors fromeach board, with the directors already having

been chosen by the respective boards. The Conmttee has

already net, and it will continue to supervise and drive the

process goi ng forward.

The next thing I'd like to just summarize is the
st akehol der process, what we're doing in ternms of making
sure that stakehol ders have an opportunity to give input
into this process going forward. W recognize that the
success of our efforts depends in part on achieving a
reasonabl e degree of consensus anpbngst nmarket participants
and regul ators, and we've already begun that process.

The stakehol ders of both New York and New
Engl and, working together with |1 SOs, have devel oped an
initial protocol for providing input, and we are currently

operating under that protocol. What's happened is that the



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

74
st akehol ders have agreed on seven working groups, which
i ncl ude mar ket design and system i npl enentati on, narket
nmonitoring and mtigation, economc and reliability
eval uati on and assessnment of RTO size and scope, governance,
transm ssion planning, ITCs and tariffs, operations and
facilities, and transm ssion owner | SO issues.

These st akehol der working groups are neeting.
There have been several neetings actually just this week
already, and they will continue to do so over the next two
to three nonths. There's also the concept of a plenary
session where all the working groups report back to a joint
neeting of all the stakeholders. And so the plan here is
t hat several plenary sessions will be held going forward.
Representatives from both 1SO boards will be attendi ng those
pl enary sessions.

We have set up a Web site, nerto.com in order to
facilitate this collaborative effort. And what happens is
the I SO taskforces prepare straw proposals -- we're kind of
taking a | eaf out of the nediation process |last year -- for
di scussion in the working groups. They're also then
published on this Wb site. So everyone has equal access to
all the information.

Representatives of the rel evant Canadi an
provinces we invited to participate in the working groups,

and so far the I MO and Trans Energi e have accepted. The |SO
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staffs have nmet with transm ssion owners to discuss the
formation of 1TCs and how they could fit into the RTO
structure, and we will continue to work with the TOs to
devel op the I TC proposal.

As provided in the January 28th agreenent, all
efforts will be made to accommpdate the proposal once it is
devel oped.

VWhat we'd like to do now is just highlight
devel opnments in three substantive areas, firstly in the area
of the econom c evaluation. |In response to suggestions from
state regul ators and many market participants, we are
undert aking an econom c eval uation of the Northeast RTO
proposal. We have prelimnarily identified basic
assunmptions for the evaluation, and we are now revi ew ng
them wi th stakehol ders and regul ators. W expect that the
Comm ssion's own evaluation will be helpful in this respect.

We would like to publish the first results of
that evaluation in early May and we'll release them as soon
as they are available. W believe that this evaluation wl
enabl e all parties to assess the value of a Canadi an- New
Engl and- New York structure.

The second thing I1'd like to just update you on
I's market inplenmentation. New York and New Engl and spent a
lot of time in the latter half of |ast year working on a

mar ket design for a Northeast RTO, which is based on the
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standard market design. The 1SOs plan to adopt a single
mar ket design for the two areas which would becone the
mar ket design for the single Northeast RTO. W' ve al ready
conpleted a draft design which would be consistent with the
Comm ssion's forthcom ng standard market design. A summary
is contained in the package that we've left with you.

We expect to have all aspects of the market in
pl ace consistent with the planning horizon discussion option
1-M during the nediation, which is roughly a three-year
timeframe. And neanwhile we continue to work together with
nei ghboring control areas, including PIM to fix existing
seans.

The third area that 1'd like to highlight is in
the area of transm ssion planning. OQur efforts to develop a
uni fied transm ssion planning process appear very prom sing.
Qur focus is on a process that clearly identifies grid
shortcom ngs and provi des conpetitive opportunity for
generation demand side and transm ssion solutions to fix any
shortcom ngs which we identify.

On the international front, considerable trading
I's already occurring in the New York, New Engl and and
adj acent Canadi an regions. W believe that the proposed RTO
w || further enhance that trading, and we intend to focus
attention on the needs of the provinces. As | nentioned

early on, the I MO and Trans Energi e have accepted our
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invitation to participate in taskforce and working group
neeti ngs.

New Brunswi ck has said it's interested in
participating at sonme level. | think they're still deciding
where they want to be with respect to markets. And they've
asked for information, and we are exploring with the I MO the
benefits of increased coordination and collaboration in the
areas of transm ssion planning, coordinated congestion
managenent across our borders, and identical standardized
mar ket rul es and products such as operating reserves.

Where is this all leading us? W are |eading up
toafiling. The planis for a filing by June 30th. In
June the I1SCs intend to present the RTO plan reached through
this consensus-buil ding process that | described to you
early on, to New York and New Engl and regul ators and
st akehol ders, and the boards will neet md-June, and then we
woul d file the plan by the end of June, assum ng of course
that the econom c evaluation doesn't dictate some ot her
cour se.

Every effort will be nmade to achieve as nmuch of a
consensus as possi ble anobng state regul ators and mar ket
participants by that tine. W are working with all of our
regions' transm ssion owners with the object that they wll
join us in the filing.

The filing will also include a market
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functions and characteristics set forth in the Comm ssion's

Order 2000 and will address shortcom ngs identified by the

Comm ssion in the previous RTO applications of each I SO
The handout includes further details, and we

appreciate the opportunity to report to you on this very

I nportant matter to us both, and we stand ready to answer

your questions.

78

COW SSI ONER BREATHI TT:  Thank you very nuch. Do

you have any questions?
COWM SSI ONER BROWNELL: You indicated in your

remar ks that New York, New England and Canada create a

natural market or are a natural market. Could you explain a

little bit nore what you nmean by a natural market? And have

you submtted anything to us, or do you intend to submtt

information to us and your stakehol ders that would show sonme

of the trading patterns that would support that and al so
ot her options that you m ght have considered in your early
di scussions with PIM?

You' ve tal ked a | ot about trading patterns when
you' ve tal ked about it to ne, but |I've never seen anything
submtted that would help nme in that.

MR. GROSSI: Bill?

MR. MUSELER: Conmi ssioner, at the request of

your staff, we did provide sone negawatt flows for the past
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two years between the NPCC regi on and MAC and al so within
the NPCC region. So we did supply that information. It's
not an exhaustive analysis. W Dbelieve the data is
accurate. But shows the ampunt of commerce that we have
with PIJM and the anount of commerce we have between Ontari o,
Hydro Quebec, the Maritimes, New York and New Engl and.

MR. LARCAMP: Conm ssioner, the information has
been provided informally to Staff. To ny know edge, it's
not been publicly filed so sonmeone could comment on it.
Staff has asked |1 SO New Engl and, New York |ISO as well as PJM
to provide the interchange information to us for | think
it's the last three years, '99, 2000 and 2001.

COW SSI ONER BROWNELL: | think it would be
hel pful perhaps if you continue to work with our staff to
make sure that information is accurate and conplete. And |
think we need to find a way to nake it public so that we can
have sonme di scussi on about what that |ooks |like. It would
be hel pful to ne.

MR. GROSSI: We'll certainly follow up on that.
Thank you.

COWM SSI ONER BROWNELL: | just have anot her
question in terms of your stakehol der involvenent. W read
in the trade press, and |'m not sure that we ever got
anything officially, I can't renenber, that some of your

st akehol ders were not as positive as the boards are,
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I ncluding, |I'mnot sure, but | think there were sone state
comm ssi oners who had some concerns as well. Don't know how
t he Canadi an regul ators are feeling about this, but naybe
you could give us an update on where you are with those

di scussi ons.

MR. VAN WELIE: Let nme give you the New Engl and
perspective. W' ve been spending a lot of tine with NECPUC
keeping the staffers and the comm ssioners up to speed.

Cbvi ously you have six states, and they're each going to
have their own different view | would sunmarize the view
wi t hi n NECPUC as cautious at this point.

MR. GROSSI: Dave?

MR. GOULDI NG Regarding Ontario, and I'm al ways
-- experience has told ne to be a little careful in making
comm tnments on behalf of the regulator, but | have net
absolutely no objections fromparticipants at this point in
time, none fromthe governnent and none fromthe regul ator.
And ny strong belief in consistent rules across a w de
region in the marketplaces is well known, so | probably
woul dn't be sitting here today if there had been any
resi stance.

MR. GROSSI: Let ne just say that certainly there
are concerns. | think there should be concerns. This is
going to be a major, major step. | basically believe that

I f you keep people informed, stay in touch with them hear
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what their concerns m ght be, | feel we can get through
that. So essentially fromny point of view, | have
mai nt ai ned an ongoi ng personal contact, for instance with
the New York Conm ssion Chair, Maureen Hal ber, and | intend
to do that throughout this process.

So, yes, you're right. There are some concerns,
but | think under the circunstances, those concerns are
justified. But | do feel they can be addressed.

COW SSI ONER BROWNELL: Thank you.

COW SSI ONER MASSEY: Fromthe Ontario
perspective, are you saying that there's a possibility that
you can actually be a part of a new RTOthat is formed in
the Northeast and fold your operation into it? O are you
sinply tal king about a conmon narket design?

MR. GOULDI NG Well, first of all, nothing is off
the table at this point in time. But at the very |east,
what |'mtal king about is a market design that is consistent
with nost of the features being consistent and probably nost
of the features being identical across the whole region. In
that context, | think there will always be a requirenment for
some nore | ocal variations.

But just a point | should nmention is that we're
in the final run up to actually openi ng our whol esal e and
retail markets on the May the 1st of this year when, by the

way, we will have over 200 participants in the whol esal e
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mar kets and we already have close to a mllion custoners
signed up for the retail market.

So we have a set of market rules in place. Those
mar ket rules in many instances are pretty much identical to
the direction that New York and New Engl and are heading in.
And | think my main objective at this point intim is to
keep | ooking out and skate to where the puck is going. And
in that context, for me it's consistent rules on a very
broad basis that I'minterested in, not just across the
Nort heast by the way. W' re also connected in through
M chi gan, through Manitoba, through M nnesota to M SO. And
so as they get up and running, we'll be wanting to | ook at
t hat too.

COWM SSI ONER MASSEY: So from your perspective,

t he novenent to a standard market design in the United
St at es sounds good?

MR. GOULDI NG | strongly encourage it. W're
strong supporters. You'll see that in all of our filings or
our responses that we make to FERC initiatives, yes.

MR. MUSELER: Conm ssion Massey, about a year and
a half ago, New Engl and and New York and the | MO conducted a
joint study of the possibility of form ng a single day ahead
mar ket and that study we think denonstrated that such a
mar ket is possible, even with a separate control area.

We're going to | ook at that as part of this effort we are
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going forward to, with no preconceived decisions. But
that's the kind of thing that we think is on the table.

COW SSI ONER MASSEY: But New York and New
Engl and are exploring an actual nerger to create a single
organi zation with a single board of directors?

MR. GROSSI: That is correct.

COW SSI ONER MASSEY: And you're hoping to entice
the Canadians in as well? |Is that right.

MR. GROSSI: Not as formally as the structure
that is contenplated for New Engl and and New York. But,
clearly, yes, that is the intent.

COWMM SSI ONER MASSEY: And if this were as broad
as you're conceiving it now, what would be let's say the
peak | oad for the whole area?

MR. MUSELER: The peak load in the entire NPCC
area i s approximtely 110, 000 negawatts.

COWM SSI ONER MASSEY: | see. And from your
perspective, Gordon or Dick, what is -- or Bill -- what's
t he toughest work in proceedi ng? Because with respect to
mar ket design, | would think if you know which way the
Comm ssion i s headed and, you know, New York is nost of the
way there already, it seenms to me. But if you know which
way we're headed, then that issue |oons as |less and | ess of
a conflict I would think. So what do you see as the bunps

in the road here? And don't tell me there are none. VWhat
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do you see as the potential bunps that you've got to work
t hrough?
MR. GROSSI: Certainly listening to the

presentation your staff gave you today as far as the paper

that they're com ng out with, and again, | don't want to
speak -- the detail, you know, has to be | ooked at, but
certainly just listening to it in a broad sense, | see

nothing there that is inconsistent with what we woul d be
proposing. |In fact, if anything, it's very simlar. So
you're absolutely right. | don't see any problemthere that
Is significant.

The issue is a typical issue of getting people to
-- all the stakeholders to essentially enbrace change, and
that's what we're tal king about. So that beconmes an effort
of sitting down and listening to the concerns, the sane
i ssue the Conm ssion has |'"m sure, and trying to address
t hose issues as best you can. And then hopefully in the
final analysis come up with a plan that can be nutually
accepted by all parties.

Now t hat doesn't nean that we may not be making a
filing, even absent total consensus. All |I'msaying is that
the real desirable conclusion here is to end up with a
solution that everyone can endorse. But that, to answer
your question, is the major concern | see.

MR. VAN WELIE: From ny perspective, 1'd echo the
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mar ket design discussion. |In fact, that was one of the
wor ki ng groups that nmet earlier this week, and | heard that
It went very well. So I think there's general agreenent.
Everybody, to use Dave's term nology, is follow ng the puck
at this point, and we should be fine in market design.

| think the issue of governance is potentially
controversial. And sonmehow |inked into that is going to be
the fact that in order to be successful at this, we're going
to have to have pretty broad agreenent with the transm ssion
owners. And that all is in the end sonmehow wrapped up with
governance as well. So I think that's going to be a fairly
controversial discussion.

COW SSI ONER MASSEY: Go ahead.

COWM SSI ONER BROWNELL: When you say governance,
are you tal king about the actual board or how the
st akehol der process works? And maybe you could explain to
us how your boards -- | know there was a search firmthat
sel ected the original group. How are they elected now? Do
they el ect thensel ves? Do stakehol ders elect thenf? How
does that work?

MR. GROSSI: It's a self-perpetuating board.

COWM SSI ONER BROWNELL: It is a self-perpetuating
board? And is that one of the issues that is of concern to
t he stakehol ders.

MR. VAN WELIE: Probably yes. In both boards, in
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both 1SGOs, the stakehol ders elected the initial boards. But
I think one of the concerns that |'ve heard expressed by
certain market participants is the fact that there is no

st akehol der i nvol venent going forward in ternms of reelection
of directors. So | think that's going to be one of the

di scussi on points.

COW SSI ONER BROWNELL: And the boards, the joint
oversight board is actively considering sone of those
governance and byl aws issues?

MR. VAN WELIE: Yes. Actually, the oversight
commttee of the two boards is reaching out to both the
public utility conm ssioners as well as the stakeholders to
get input on this matter. So what we'd like to do is get
people's views and try and synthesi ze those views before
com ng out with a straw proposal.

So this is a topic of discussion | know, because
just recently we attended an oversight commttee, and
there's a | ot of debate about how we go forward on this one.

What we would |like to do is obviously get
sonet hing that works and get something that is generally
acceptable to nost of the people.

MR. MUSELER: The ot her issue, Conm ssioner, that
I's not universally agreed to is the issue of the advisory
nature of the stakehol der process. | think the Conm ssion

has made your requirenents clear in that regard, and | think



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

87

that's the direction that New York and New England intend to
go, but that will be controversial. The 205 rights
responsibility.

COWM SSI ONER MASSEY: And CGordon, you
characterized the New Engl and comm ssioners' views on this
as cautious. Can you -- cautious why?

MR. VAN WELIE: Well, | think if you spoke to
t hem nost of them would agree and support the notion of
standardi zed markets. And nmany of them have said, well, you
know, that's something that ought to happen and we support
that. But not many of them are convinced that there are a
| ot of additional benefits to themin ternms of a |arger RTO
footprint.

So | think they are at this point it's fair to
say they're probably watching, waiting and tal king to us,
engagi ng, but they haven't taken a firm position on whether
they're going to support this or not yet.

COWM SSI ONER MASSEY: So in other words, they
i ke what they have now, and if they change it, they want to
make sure that they get a I ot of bang for their buck?

MR. VAN WELIE: Yes. And | would say | think
what's very positive, NECPAC, we've got a good relationship
with them And | think what's been very good is the fact
that there's been no major outcry against this to say this

Is really a dunb idea. Don't even go and explore it. So |
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think they're allowing us to go through this process of due
diligence, and they obviously just, |ike yourselves, want to
be convinced, and our boards want to be convinced this is
the right solution.

So | think that will take some nonths of
di scussion and effort before we can put those facts on the
t abl e.

COWMM SSI ONER BREATHI TT:  Gordon, has there been
much di scussi on of the cost benefit analysis that the
Comm ssion recently conpl eted and i ssued done by |ICF that
had a regi onal enphasis that included the Northeast? That
m ght be sonething that -- | know the state comm ssioners
are going to be involved in conference calls on that. And
to the extent that any of that can --

MR. VAN WELIE: | think that's going to act as a
catalyst for the discussion. So that's going to be hel pful.
VWhat |'mfinding is that 80 percent of the challenge is to
get everybody up onto the sanme page and the sanme | evel of
understanding in terms of what we're tal king about, and then
you can have a sensi bl e debate about draw ng concl usi ons
out .

My observation is that | don't think we're going
to get any bl ack-and-white answers. So there's going to be
sone judgnent required. And there's probably nore than one

factor. It's not just going to be economcs, it's going to
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be, you know, alignnment between organizations, reliability,
the continued efficiency of the existing markets, all of
those things are going to be what the boards | ook at, and |
t hi nk no doubt probably the state comm ssioners as well

COW SSI ONER BREATHI TT:  When you nentioned in
t he presentation that Quebec and New Brunsw ck were
interested in the progress of this and m ght even have sone
participation, was the Trans Energie, was that the Quebec
part of that? They're a subsidiary of Hydro One, aren't
t hey?

MR. MUSELER: Actually | believe Trans Energie is
the old utility, and Hydro Quebec USA is the marketing arm

COWM SSI ONER BREATHI TT:  Ckay.

MR. GOULDI NG. Just for clarification, Hydro One
Is the transmtter in Ontario that's currently up for
privatizati on.

COWM SSI ONER BREATHI TT:  Just one final question
for me. The June 30th filing, do you intend that to be as
conplete in terms of governance, and hopefully that wll be
the target date for getting as nmuch of the stakehol der
I nvol vement put to bed as you can?

MR. VAN WELIE: Yes. There was sone debate about
how | ong we should nake this process. And | suspect it
could fill up as nmuch tine as we give it. So our intent

here is to go to put enough substance into this so that the
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Comm ssi on can give us a clear decision one way or another.
And that neans, hopefully to answer your question, we want
to have all the aspects covered in this RTO filing.

MR. GROSSI: | should add that this is a very
tight schedule. There's a great deal of work that has to be
done. The board recognized it was tight schedule when it
was put together. But, as Gordon said, unless you keep the
foot to the pedal, things don't work. So we are certainly
going to do everything possible to nake that schedul e.

If you don't mind, 1'd |like to nake one comment
with respect to the enphasis that's being placed on the
econom ¢ studies, and clearly they are inportant. But there
are sone philosophical issues |I think that we have to keep
in mnd here. And that is just the inherent benefits you
get when you go to a larger region, the issues of
reliability and things of that nature and how those becone
wr apped into this overall analysis | think is very
i nportant. And as we heard today, times change. And we
can't very well predict the future.

So | think we have to keep that in mnd. So I
t hi nk these decisions have to be sonehow considered in a
nore philosophical type of framework. So, for that reason
t he boards here certainly at this point believe this is the
right direction to go. Now unless the econoni c studies

denonstrate that this is really a dunb, dunb exercise, you
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know, and | don't think they will show that.

MR. ROGERS: Madam Chairman, | had just a couple
of questions if |I could. | was wondering if you could tel
us whether it would help what you're doing or hinder what
you' re doing for the Comm ssion to issue an order in the
near future addressing the recomendati ons that were made by
the judge in the Northeast RTO nedi ation report.

MR. VAN WELIE: MW answer is | don't know. |
need to go back and consider that. But thank you very nuch
for that question. |If you would give us sone to consider
that, we'd like to come back to you with an answer.

MR. ROGERS: Okay. | was also wondering if you
could give us an idea of how confident you are of making the
June 30th date. Do you think it's a 50-50 shot? Do you

think there's 90 percent certainty that you can nake that

or?

MR. GROSSI: You guys are doing the work.

MR. VAN WELIE: | think there's a better than 50
percent probability. | was pleased that we have nade as

rapid progress as we have on the nmarket design area. Sonme
of the really tough discussions haven't started yet. So

goi ng back to ny questions about where are the potholes in
the road, are we going to be encountering those in the next
nonth or two, hopefully we can negotiate those. And we're

firmy commtted froma staff point of viewin terns of
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maki ng this happen by June 30t h.

Cbvi ously, we have to be sensitive to the fact
t hat people want to have input. So it's not going to help
us to pursue a June 30th goal at all costs. And | think our
board is going to be very sensitive to that and they've got
feel ers out, boards on both sides, into the various
st akehol ders to make sure that they're getting a true sense
of what the | evel of support is for this.

MR. GROSSI: If | nmay add, as far as the boards,
we do get schedules fromthe teans that are working on this.
Those schedul es reported to us. So the boards are engaged

directly as well as through the oversight commttees. W

wll remain on top of this, certainly continue to help them
with their efforts. |If they need nore resources, we'll do
what we can. But as | indicated earlier, it is a tight
schedul e.

MR. VAN WELIE: You just triggered nme to think of
sonet hing el se, which is we've got a very formalized
tracki ng and project control mechanismin place. So this is
not just sonething that's being adm ni stered on an ad hoc
basis. W've got laid out for the next three to four nonths
board neetings, oversight conmttee neetings. Bill and I
get together once a week with our taskforces and we get a
status report on where we are and what the issues are.

And t he whol e nodel we've set up here is that the
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pl ace. They then manage the interaction with the
st akehol ders. And then Bill and | are there to try and
break any deadl ocks that may or may not occur between the
two I SOs. And of course, the oversight commttee is in
pl ace there if Bill and | should fail to reach agreenent.
So | think the structure that we've put in actually allows
us the best possible chance at actually making this thing
happen by June 30t h.
COW SSI ONER BREATHI TT:  Thank you very nuch.
MR. LARCAMP: Could I just make sure Staff
under st ands our assignnent? W' Il go out to each of the
three 1SOs probably in the nmediati on docket, ask for their
i nterchange i nformation |ast three years |ooking at sort of
t he annual summaries. | think it would be helpful if we
could get that by nonth if you have no objection to that.
COWM SSI ONER BROWNELL: No, that woul d be great.
And | think we ought to get it into the hands of the
st akehol ders who have raised some of the same issues we've
rai sed.
MR. LARCAMP: We'll just make sure that they
publicly file it in the mediation docket presumably.
COW SSI ONER BREATHI TT:  Thank you. That
concl udes our neeting.

(Wher eupon, at 12:25 p.m on Wednesday, March 13,

93



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

2002,

t he neeting was adjourned.)
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