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1 PROCEEDI NGS
2 (9:05 a.m)
3 M5. COCHRANE: Good norning. Welconme to the
4 Federal Energy Regul atory Conmm ssion Techni cal Conference on
5 Capacity Markets in the PJM Regi on.
6 ' m Anna Cochrane, Director of the D vision of
7 Tariffs and Market Devel opnent-East. | have a nunber of
8 Staff people with me: Derrick Bandera with Chairnman Pat
9 Wod's Ofice; Dick ONeill, the Conm ssion's Chief
10 Econom st; Dave Kathen, also with OMIR-East; Morris
11 Margolis, with OMIR-East; David Mead with the OMIR Pol i cy
12 Di vision, and Sebastian Tiger and Harry Singh, with the
13 O fice of Markets, Oversights and Investigations, and
14 Kat heri ne Wal dbauer with the Ofice of General Counsel wll
15 be joi ni ng us.
16 I"d also like to recogni ze Sarah MKinl ey, who
17 has been instrunental in organizing this event, and has nade
18 sure that we all have nane tags, m crophones, and all Kkinds
19 of things set up for us. Thank you, Sarah.
20 On May 19, the Conmm ssion issued an Notice
21 announci ng this Techni cal Conference, and, on June 8th, the
22 Comm ssion i ssued a Suppl enental Notice of the Conference,
23 setting forth the agenda and paneli sts.
24 As stated in the Notices, this Conference is
25 intended to provide a forumfor nenbers and Staff of the
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FERC and of state public utility conmm ssions, so they nmay
come to a comon understandi ng of the current PJM capacity
situation, the problens perceived in the market, and what
deficiencies, if any, exist in the current market construct
that contribute to or do not properly address those
per cei ved problens, and to tal k about potential alternative
sol uti ons.

W' re especially fortunate that Comm ssioner
Brownell is here with us today, and has taken an active
interest in this proceeding. Wuld you like to say a few
wor ds?

COW SSI ONER BROMNELL: Thank you very nmuch. 1'd
like to thank everybody who got up this norning to talk
about this exciting topic.

| would particularly like to thank ny fell ow
comm ssioners fromthe states, who have taken an
extraordinary role in asking for a dialogue in trying to get
to solutions. So we wel cone them and encourage themto
participate. AS we do, you'll see sonme of the state staff
sitting behind our staff.

| want to talk just a little bit about why we
have techni cal conferences, because when we suggested this,
it was amazing for the hundreds and hundreds of technical
conferences that we've had, this one assuned kind of sone

enotional overtones in the same way that this proposal has.
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Wiy are we doing this? 1Is this to rubber-stanp?
Is this to force solutions? Is this to do a variety of
t hi ngs?

So | want to be very clear fromthe outset that
this is to have an open di scussi on of what has been proposed
and what sonme of the interrelationships are to other issues,
to make sure that we're working with a common set of
definitions.

It's extraordinary to nme, the nunber of tinmes we
have very technical conversations and everybody's tal king
about sonething different. So, let's just, at the very
| east, make sure we're tal king about the sane things, and
then to get out where we can find consensus and where we
cannot .

W don't expect, in sonmething that involves huge
anounts of noney, to get 100-percent consensus. That's why
we get paid the big bucks.

But | think it is inportant to be as creative as
we possibly can, in comng up with ideas, either the one
that's on the table or alternatives or different pieces, to
see if we can bring sone value to the custoners.

| don't think there's anyone in the world who
t hi nks that capacity markets, as they exist today, are

sendi ng the appropriate econom c signals. W can al so
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1 debate that, in a perfect world, we m ght not need capacity

2 mar kets, but we are not in a perfect world.

3 W are not in a perfect market; we are not

4 anywhere close to a perfect market. So, a couple of things

5 | would just ask you to do: | would ask you to listen

6 Everyone cones with their own set of brilliant ideas. W

7 have got the old PowerPoints, we read them we declare

8 victory and we go hone.

9 The only way we wll solve the problem is if we
10 listen to each other and respect each other's ideas. There
11 are a lot of smart people in the room and not everybody
12 approaches things in the sane way.

13 So, | think that's the nost critical |esson. The
14 other thing, just for our owmn sanity, we have a | ong day,

15 and if it's been said 15 times before, just sing the

16 Hal | el uj ah Chorus and say | agree; you don't have to say it
17 agai n.

18 If it has been disagreed with 17 tinmes before, do
19 not give us the 14 reasons you disagree; sinply say can't

20 get there, can't support it; it's over

21 That will |leave us tinme for a back-and-forth, a
22 di al ogue, a neani ngful discussion of the issues at hand.

23 So, it's a great opportunity, | think, to show that we can
24 wor k together to cone to common solutions, or it's a very,
25 very, very long, painful day, and it's been a | ong week, and

N
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1 | don't have tine for a long, painful day, and neither do ny
2 col | eagues.
3 So, with that, Anna, I'mgoing to hand it over to
4 you, and | encourage a |lot of participation by ny fellow
5 Comm ssioners, and not only by our Staff, who don't need to
6 encouraged to participate, but the state staffs as well.
7 Thank you.
8 M5. COCHRANE: Thank you, Nora. The first panel
9 is entitled General Capacity Market Qbjectives and PIM
10 As Conmm ssioner Brownell just stated, part of
11 this is to get us on the sane page and have consi stent i deas
12 about where PJMcurrently is, what the objectives of the
13 capacity market are, howit relates wwth other markets, and
14 does PJM s current capacity construct neet those objectives?
15 Qur first panelist is M. Joe Bowing, Mnager of
16 the PJM Market Monitoring Unit.
17 MR BOARING Thank you. It's an honor and a
18 pl easure to be here to start off. | would just note that
19 there are hard copies or will be soon, hopefully, hard
20 copi es of ny docunent in the back. There was a printing
21 issue this norning, which is why | have ny conputer up in
22 front of ne.
23 The first question I'd like to address is: Wy
24 capacity markets? | think, very sinply, the equilibrium
25 | evel of resources, energy resources, is higher when there's

N
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1 a determned level of reliability, when there's a required
2 | evel of reliability.

3 In an energy-only market, w thout a determ nation
4 of the required level of reliability, reliability will be

5 determned by the market; it will be endogenous and will be
6 at a lower level than with the capacity market.

7 The result of those additional resources wll be
8 an equilibrium again, a lower price; fewer high prices,

9 reduced scarcity prices, overall |lower prices, and, in

10 particular, | ower net revenue.

11 Lower net revenue translates, in turn, into | ower
12 incentives for investnent. One can provide or a market can
13 provi de investnment incentives fromtwo primary sources: In
14 an energy-only market, investnent incentives derive from

15 scarcity pricing, which occur, obviously, when the market is
16 short.

17 In a capacity market, those incentives, those

18 same incentives, really, effectively the sane dollars, are
19 captured in capacity prices. They're really substitutes for
20 one another, and the relationship between the two nmust be
21 remenber ed
22 In effect, the capacity nmarket is creating a
23 market for the required level of reliability. A defined
24 | evel of reliability is then distributed, using a market-
25 based nechanismto | oads, and, in turn, provides incentives
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1 on the capacity side.

2 Current capacity market issues clearly -- it's

3 wel | recogni zed that there are i nadequate | ocationa

4 i nvestment signals under the current capacity market. W

5 have in PJM and el sewhere, location and reliability issues,

6 | ocational retirenent issues, and, as a result, we're seeing

7 in New Jersey and have seen el sewhere, out-of-mnarket

8 bil ateral contracts.

9 Qut-of -market bilateral contracts inpose a risk
10 to the entire market design. To the extent that the market
11 needs and requires an out-of-market contract, it's, first of
12 all, evidence that the nmarkets are not working properly,

13 and, secondly, to the extent that those are used, and used
14 nore frequently, it underm nes the market itself.

15 They tend to be short-term and, in particular,
16 that's the case for the proposed RVR contracts in PIM  They
17 rely on regul atory negotiations, rather than a market

18 signal, and probably, nost inportantly, they do not induce
19 new entry. |f one pays an existing entity enough noney to
20 tide themover for a year or two until transmssion is

21 built, clearly, that's not providing a signal for entry,

22 either to transm ssion or to generation.

23 The final issue wwth the current capacity narket,
24 fromny perspective, is that there are actually no explicit
25 mar ket power rules. The disconnect in the current capacity

N
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1 mar ket between market signals and reliability, includes the
2 fact that |oad growh past a single year -- in sone cases,
3 since we have a daily market, past a single day -- is not
4 reflected in capacity market prices.
5 The farthest out we go on a systematic basis, is
6 a year in PUIM The result is that investnent incentives are
7 short-term rather than long-term Cearly, it takes tine
8 to build units of various types. Cearly, it's longer than
9 a day and | onger than a year
10 One of the fundanmental issues of the current
11 market is that it does not match well, the timng of new
12 i nvestnent incentives and prices. As | indicated, there's
13 al so a locational variation in supply/demand bal ance that's
14 not reflected in the current market that |eads to these
15 i ssues Ceneration retirenent is a synptom of that.
16 But even in the overall market, for the reasons I
17 indicated at the very beginning, a capacity market of the
18 type we have now, is unlikely to achieve a stable
19 equilibriumand a target level of reliability, again,
20 because it does not induce entry, because there's not
21 conmpetition for entry, because it's relatively short-term
22 Wth the absence of a forward-1ooking capacity
23 price and market and price signals, a relatively snooth
24 equilibration, as relatively snooth process, as a likelihood
25 of getting to the desired level of reliability, is quite

N
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1 unlikely. It is, in fact, likely to be quite choppy, quite
2 unst abl e.
3 The absence of a |l ong-term signal, again,
4 probably the nost critical result in the absence of a | ong-
5 termsignal, is that it nmakes conpetition for new entry nore
6 difficult.
7 In PIM the issue of locational pricing and the
8 di fference between the overall market and | ocational narket,
9 is probably best illustrated by the docunent you don't
10 currently have in front of you, but | know you' ve all ready,
11 the State of the Market Report.
12 (Laughter.)
13 MR BOARING | don't actually renenber the
14 figure or nunber, but post-the AEP integration, PJM was
15 extrenely long in the capacity market and in the overall
16 capacity market. The rational economc equilibriumin a
17 capacity market which is long, is a |ow price.
18 At the sane tinme, we have areas of PJM where
19 we're clearly short capacity, an obvious disconnect. In
20 fact, if you |l ook at the next slide, you will see that
21 prices in PIJMhave, in fact, reflected the rational outcone.
22 Prices in PIM long-termprices, that is, nonthly, what
23 passes for long-termprices, nonthly, multi, multi-prices,
24 have declined fairly steadily.
25 Last year, price was |ess than $20 a negawatt -
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day. Another result of that, for the overall nmarket -- and,
again, it's not necessarily an irrational outcone for the
overall market, is that net revenues are down.

Again, | have repeated this ad nauseam probably,
what the | evel of net revenues is in PIM but it clearly is
the case, over the entire |life of PIMs conpetitive markets,
net revenues, that is, the return to existing investnent,
and, in fact, the incentive for new investnent, is well
bel ow that required to incent investnent.

Again, that's not irrational in the overal
market that is long. It is an irrational outcone in areas
where we clearly need new capacity investnent.

The last point | wanted to touch on was narket
power. As | indicated, and, again, | have repeated many
tinmes, in many State-of-the-Market Reports, the capacity
mar kets face market power issues. |It's alnost endemc to
capacity markets. It endemc, as, in fact, |'ve said.

Locational capacity nmarkets are even nore
susceptible to market power. Cdearly, you d have to have an
explicit plan for dealing with that in a market that is
going to be locational.

One of the advantages of RPM as it's structured
now, is that there are explicit market power rules. Those
are critical in order to nmake that market work.

In addition, the conditions about market power

11
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have been integrated into the market design.

For exanple, mtigation is not applied to new
entry. W're relying on conpetitive forces for new entry in
both | ocational and aggregate markets.

That makes sense; it's consistent with the design
and consistent with the forward | ook of the market.

Finally, mtigation in the proposed RPMis
limted to relatively small |ocal capacity markets. Two of
those markets were for tinme periods when new entry is not
required, even in small |ocational capacity markets. Wen
entry is required, there will be no mtigation

Hopefully that was |l ess than ny ten m nutes, and
we'll all have tinme to discuss this. Thank you very mnuch.

M5. COCHRANE: Betsy, your turn.

M5. MOLER  Exel on appreciates the opportunity to
participate in this Technical Conference on the inportant
i ssue of ensuring adequate generation supply. [It's an honor
and a pleasure to be back at this table.

Exel on serves nore than 5.1 mllion retai
custoners in POIM W own or control about 33,000 nmegawatts
of generation, of which 26,000 are in PJM

W are vitally concerned about naintaining a
reliable system both today and in the future. In our view,
pl anni ng now for adequate generation and transm ssion

resources for the long term is essential to maintaining the

12
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future systemreliability within PIM

Exel on supports PIMs reliability pricing nodel
proposal. W have participated actively over the four-plus
years in the stakehol der process. It's been |ong, but we
believe that the result that cane out it, is a very positive
one.

W believe that the proposed RPM bal ances al
st akehol der interest, |oad, generation, demand-side
response, which is inportant, and transm ssion needs. |It's
a conprehensi ve proposal to resource adequacy that wll
result in efficient, stable, and predictable prices for
needed generation capacity, including both existing and new
capacity and in specific |locations with PIM

Wiile we support RPM as a whole, | want to
enphasi ze today that the view that the critical m ssing
el enent in PIJMunder today's rules, is a requirenent for a
forward procurenent process for generation

W believe that a long-termforward procurenent
requirenent is the single nost inportant el enment of the RPM
| f you take nothing else fromny remarks, | hope you wll
remenber that.

We understand that this Conm ssion and ot her
comm ssi ons, and perhaps the PJIM Board, is |ooking for a
further conprom se on the elenents of the RPM I n our view,

the long-termforward procurenent requirenent, should not be

13
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dropped in any attenpt to devel op a conprom se or reach a
consensus on the RPM proposal.

Importantly, the RPM as it is currently
proposed, puts both transm ssion and generati on on an equal
footing in determning the nost efficient solution to
mai ntain systemreliability.

The RPM al so encour ages | oad managenent, retains
the capacity resource deliverability requirenent, supports
retail access prograns, accommodates bilateral supply, and
i ncludes market mtigation, all of which are inportant
el enent s.

W bel i eve that addressing resource adequacy is
an urgent matter. New transm ssion and transm ssion
resources require long lead tine to be built.

Under the existing capacity market design, prices
are sinply too low to prevent retirenent of critica
generation or to attract new generation.

The result is that PIMnust build transm ssion to
conpensate for the anticipated retirenent of needed
generation. That's not a good i dea.

Building transmssion is a lengthy process. It's
controversial. It can be inefficient an disruptive to
effective long-termtransm ssion planning, when required in
response to an unexpected generator retirenent.

A generator announces it's going to retire, 90

14
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1 days later, under the current rules, they can do that.

2 Transm ssion takes a little longer than that to get

3 permtted and to build.

4 Under the current rules, PJMhas not solid

5 i nformati on about what generation will retire and when, or

6 what new generation actually will be built in the next few

7 years.

8 PIMs current rules allow | oads to purchase

9 capacity on a day-ahead basis, but then you have the anomaly
10 that generation can retire with only 90 days' notice, and
11 PJM has not authority to order anybody to invest in new

12 gener ati on.

13 These rules limt PJMs ability to ensure | ong-
14 termreliability. To plan and operate a reliable system
15 PIJM nmust know what generation will be available to serve

16 exi sting and future needs, and nust have sufficient tine to
17 react, if information reveals that future generation is not
18 expected to be adequate to ensure reliability.

19 The four-year advance period for resource
20 commtnents and price signals in the PIJM proposal, are
21 crucial inprovenents over the existing capacity market.
22 You hear Joe tal k about the long-termhorizon in
23 PIM Right now, it's a nonth to a year. It's not four
24 years.
25 Frankly, during the process, we argued in favor

N
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of a five-year forward procurenent requirenent, but the
conprom se was four years.

The need for a forward commtnent is clear. It
addresses the need to give generators an incentive to build
sufficient generation to satisfy the installed reserve
margi n requi rement, while sinmultaneously addressing the need
to expand the transm ssion systemwhere and when it is
necessary to ensure that all areas of the PIMare reliable.

There are several benefits to RPMthat woul d be
di mni shed or elimnated entirely, with the forward
procurenent requirenent. First, we believe that forward
procurenent allows much better integration of PIMs resource
adequacy plan, and its transm ssion planni ng process, known
affectionately as the RTEP

Moreover, sufficient lead tine allows for market
conpari son of generation, transm ssion, and denand response
alternatives to address the reliability concerns. Al types
of resources are put on an equal footing.

Second, forward procurenent provides price
signals on the value of capacity with sufficient lead tine
to enabl e the devel opnent of new capacity, whether it's
transm ssi on, generation, or denmand-side responses by the
time it is needed.

Third, forward procurenent enabl es devel opers of

generation to participate in the capacity market and to

16
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conpete with incunbents.

Fourth, forward procurenent allows generators
that are retirenment candidates, to bid what it will take for
themto stay open, and the tinefranme ensures that
retirements will be known well in advance. That's sinply a
flaw in the current PIMrul es.

In sum adequate generation capacity and a robust
transm ssion systemare critical to ensuring reliability.
The RPM with its forward procurenent feature, in
particular, is a superior market design that will provide
nore certain information to PJMregional transm ssion
expansi on processes, and price incentives to all ow ongoi ng
devel opnent of an optimal m x of generation, transm ssion,
and demand response.

My prepared remarks, which are avail abl e, address

several specific RPMfeatures in detail, and I wll not
el aborate here. In sum we support the PIMRPM -- excuse
the acronyns -- we reiterate our view that the forward

procurenment process conponent is crucial and we urge the
Comm ssion to encourage PIMto file its RPM proposal as soon
as possible, so that it can be approved and i npl enent ed

w t hout further delay. Thank you.

17
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M5. COCHRANE: Thank you for your comments.
The next panelist is Tom Shaw wi t h PEPCO
MR. SHAW Thank you. | appreciate the
opportunity very nmuch to be here. | think it's reflective

of the attention that our regulatory commssions in the
various jurisdictions we service well represent how

i nportant these proceedings are and the issue at hand. |'l|
take the Comm ssioner's advice and not try to repeat as many
of the things that ny two counterparts to ny right have
said. M remarks are available in hard copy, so I'll try to
summari ze those and nove through it fairly rapidly.

In ny 34 years at PEPCO Holdings Inc. and its
predecessor conpani es, Del marva Power and Light and
Connective, |'ve worked on both the generation and
transm ssion sides of the business. As PH executive vice-
presi dent and chief operating officer, I'"'mcurrently
responsi ble for the overall operations of PH's power
del i very busi ness.

Qur three regul at ed busi nesses, PEPCO, Del marva
Power and Light, and Atlantic City Electric, deliver
approximately 12,000 negawatts to 1.8 mllion retai
custoners here in the md-Atlantic region. W have an
ongoi ng obligation to provide reliable service to our
custoners at reasonable cost. W rely upon PIMto provide a

reliable regional bulk power system W do not want PIJMto

18
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start focusing on short-termprice inpacts at the expense of
long-termsystemreliability. It is basic physics that
transm ssion has no val ue w thout generation and vi ce-versa,
the two are both critical conponents of a reliable bulk
power system They're not independent alternatives to each
ot her.

In order for a capacity nmarket to encourage the
appropriate contribution of generation and, | m ght add,
demand side resources to systemreliability, it nust neet
the follow ng objectives: it nust give transm ssion
pl anners adequate advance notice of the addition and
retirement of resources, it nust provide an economc
incentive for the operation of generation and demand si de
resources at |l ocations where they're nost needed, it nust
provide a forward price signal that encourages |long-term
generation and demand side resource commtnents, it nust
provide for stable prices that reflects the benefits of
generati on and demand side resources to the system it nust
contai n nmechani snms to prevent the exercise of market power,
it must provide an economc incentive for generation owners
to offer the needed operational flexibility to the system --

they don't just cone on and run, many units have to ranp up
and down. It nust also provide a forward price upon which
i nvestors can rely.

Wiile PIJIMs current capacity construct neets sone

19
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1 of these objectives, it fails to neet sone very inportant

2 ones. First, when current construction fails to provide PIM
3 pl anners with notice of where and when generation and demand
4 side resources will be added to the system this becones

5 even nore critical as PIMstarts to use | onger planning

6 hori zons. Second, because the current construct provides

7 for a single systemw de capacity price, it fails to

8 recogni ze and reward the need for capacity that is |ocated
9 in constrained areas. Third, because the current construct
10 does not include a forward capacity price, potentia

11 resource owners are not encouraged to nake the long-term

12 commtnents that they need to.

13 The current capacity market fails to provide a
14 price signals that reflects projected resource inadequaci es.
15 As a result, little new generation is being built and

16 nunerous generation retirenments have been announced.

17 Fourth, the current construct forces resource

18 owners to respond to volatile swings in the price of

19 capacity. This has led to the so-called boom bust pricing
20 and construction cycles. Wen the expected resource
21 shortages occur, the current construct, if left unchanged,
22 wWill result in arun-up in prices and the probable
23 commencenent of new generation construction. However, by
24 that time, PIMw || be over-using stop-gap reliability nust-
25 run contracts to maintain the reliability of the system at

N
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much greater expense than woul d otherw se be necessary.
Fifth, the current construct does not reward
resource owners that provide operational flexibility needed
by PUMfor the reliable operation of the system
Finally, the current construct fails to provide a
reliable price signal upon which investors can base their
i nvest nent deci si ons.
The capacity market does not operate in
isolation. It operates in conjunction with the energy
mar ket, the ancillary services market, and the regiona
transm ssi on expansi on program process as an integrated
process for ensuring the reliable operation of the regional
grid. If the capacity market provides a stable source of
capacity revenues, resource owers will be able to conpete
nore aggressively in the energy and ancillary service
mar kets, thus | eading to reduced prices in those markets.
Appropriate market power mtigation nmeasures are
in place to ensure that resource owners do not overrecover
t hrough a conbi nation of sales into the nultiple markets.
The establishnment of an efficiently-operated capacity market
shoul d not be viewed as a short-termfix requiring a planned
exit ranp.
Sonme have suggested that an exit ranp |l eads to an
energy-only market. W believe custonmers should not be

exposed to the extrene volatility of such a market and the

21
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volatility that it would create. W believe that a capacity
mar ket nust be i nplenmented that provides a forward price
signal that encourages the operation and construction of
generati on and demand si de resources where and when they are
needed. The commtnent provided in response to such a
forward price can be used by PJM pl anners to devel op | ong-
range plans for the reliable operation of the regional
transm ssion system PJMand its stakehol ders have spent
the |l ast four years devel oping just such a capacity
construct. W |look forward to being filed with and approved
by this Comm ssion. Thank you.

M5. COCHRANE: Thank you for your comments. 1'd
like to recogni ze Conm ssioner Suedeen Kelly who is with us
NOW.

Qur next panelist is Bob Wi shaar, representing
the PIJM Industrial Customer Coalition.

MR VEI SHAAR:  Good norning. Thank you for the
opportunity. PIJMICC thanks you for the opportunity to
comrent .

I think we've been at the capacity issue probably
| onger than four years. | renenber when we had | CAP EPC
wor ki ng group neetings at PIJM | ooking at the issue of |CAP
in conjunction with the energy price cap. Those started
soon after the market kicked off back in 1997. Al though the

acronyns change, the concept, the issue remains the sane.

22



20050616- 4010 | ssued by FERC OSEC 06/ 16/ 2005 i n Docket#: PL0O5-7-000

© 00 N o o b~ w N Pk

N N N N N NN P P P R R R R R R
o o b~ W N P O © 00N OO 0o h~ N -, O

18895

DAV
That's how to provide politically-desired | evel s of
reliability in a conpetitive market. Sone of what | was
going to say has already been said, so | wll skip through
nmy presentation. |'ve distributed it to the Staff; there
are copies in the back

A couple issues | think we need to focus on. One
is the interrelationship with other markets. Wien this
Conmi ssi on approved | ocational marginal pricing in 1997, it
was based on the theory that LMP woul d provide sufficient
contributions to fixed costs to attract new i nvestment and
al so provide the right price signals to put that investnent
in the correct |ocations.

What we have today in PIMis a very healthy
generation reserve margin. | think PIMs May 23rd press
rel ease quoted the nunber of 26 percent reserve margin, so
systemni de generation adequacy is not really an issue. Wat
we have are |ocational issues, and | think a |lot of folks
have been pointing to the capacity market or capacity
construct as the culprit, but we haven't really gone back
and determ ned why the theory that was underlying the
Conmmi ssion's 1997 orders approving LMP has not provided the
right price signals to encourage or spur investnent, either
in transm ssion generation or demand response in the areas
t hat have begun to surface as issues.

Anot her issue we need to focus on throughout this

23
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debate is what we refer to as pancaked revenue streans for
generators. W have to keep in mnd that generators today
are receiving revenue streans fromnultiple sources, sone of
which are captured in PIMs state of the market reports,
sonme that may not be captured in state of the narket
reports, and the revenue streans are fromthe energy markets
and ancillary service markets. But there have al so been
stateside regulatory approvals requiring ratepayers to
conpensate generation-owning utilities, billions of dollars
in stranded costs. Wen we |ook at the total pot of dollars
here, which | encourage the Comm ssion to do, we have to
take into account all avail abl e revenue streans.

Just a comment on the inframargi nal issue: as
RPMis structured, RPMwoul d conpensate all units single
clearing price without differentiating generation types,
basel oad i nternedi ate peaking. That in our opinionis a
significant deficiency. W do know that some basel oad units
are earning significant inframarginal rents. There was a
study just rel eased yesterday done by Synapse conm ssi oned
by the Pennsylvania O fice of Consunmer Advocate that zeroed
in on this phenonmenon for a couple of units in Pennsylvania
and denonstrated and quantified the inpact of this
i nf ramar gi nal revenue issue.

So to take that existing circunstance and to

regul atorily mandate a revenue streamon top of it is not,
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in our opinion, just and reasonabl e and cannot be squared
with the Federal Power Act. Wat we do knowis that PIMs
total market construct, inclusive of the energy piece and
ancillary services piece and capacity piece, has attracted
new i nvest ment, continues to attract new investnent, has
resulted in a systemm de reserve margin in excess of 25
percent. So as we analyze the issue, we can't | ose sight of
that fact. W can't allow a particular |ocational issue
that has begun to arise to call into question the core
conmponents of that construct.

Finally, on the issue of an exit strategy, in our
opi nion, capacity markets are necessary in order to achieve
politically-desired levels of reliability. 1In circunstances
where all of the assunptions for a truly conpetitive market
exi st, there should not be a need for a capacity construct.
So where we have robust transm ssion construction no or
m nimal barriers to generation entry and exit, where we have
adequat e demand el asticity, where we have full transparency
ininformation flow, the need for a capacity construct
shoul d fade away.

Bottomline, ny clients are | ooking at increasing
electricity prices. W see often that those are attributed
to increases in fuel prices. W appreciate that fact, but
the bottomline is that customer bills are not cal cul ated on

a fuel adjusted basis, they're calculated on a total cost

25



20050616- 4010 | ssued by FERC OSEC 06/ 16/ 2005 i n Docket#: PL0O5-7-000

© 00 N o o b~ w N P

N N N N N NN P P PR R R R R R
o o b~ W N P O © 00N OO 0ok~ WwN -, O

18895

DAV
basi s and custoners should not be asked to pay nore when
reliability has been fine in PIMand there's no conm t nent
and the additional revenue extraction fromratepayers wll
actually go to physical solutions to the problem

Thank you.

M5. COCHRANE: Thank you, Bob.

Qur next panelist is Patrick MCullar, wth the
Del awar e Munici pal Electric Corporation.

MR. MC CULLAR  Thank you very much, Anna. Good
nor ni ng everyone.

W' ve been invited here today to discuss the
capacity situation in PIMRTO and to provi de additiona
information to the Federal Energy Regul atory Conmm ssion and
state public utility commssions that will assist themin
provi di ng gui dance to the industry on the issues and
per cei ved problens that may exist in the capacity construct
currently in use.

| represent the views of ny conpany, Del aware
Muni ci pal Electric Corporation, which is a joint action
agency serving nine distribution utilities on the Del marva
Peninsula with a load slightly over 400 negawatts. W al so
represent the opinions of nenbers of the PJM Public Power
Coalition. The Coalition is made up of nunicipal,
cooperative and investor-owned | oad-serving entities

operating inside the PIMfootprint. M conpany and nmany of
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the Coalition nenbers are al so generation owners and
transm ssi on owners.

| currently serve as chairman of the PJM Menbers
Comm ttee, the principal stakehol der and governance body of
PJM and the PJM Public Power Coalition is an active
participant in the governance stakehol der process. They're
very supportive of the excellent staff at the
I nt erconnecti on.

El ectric supply is an integrated systemw th many
parts. Rather than discuss nmarkets, we should focus on the
integral parts of the systemand how they function together
to acconplish the work of the system The system cannot be
i nproved by working on one part at a tine in isolation, but
nmust be anal yzed and i nproved as an integrated system No
anount of greasing of one part will inprove the systemif
the other parts of the systemare not working properly. It
goes wi thout saying that you nust work on each part at the
correct tinme. To work on a part that's not broken while
ignoring a broken part is unwise, and | submt that we've
had sone unwi se actions in the electric supply system

Wat are the goals of the capacity construct? To
assure an appropriate |level of investnent and the optinmal
m x of generation capacity within the systemto assure
availability of supply and reliability given the |ong | ead

times of construction and to ensure the ability of the
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systemto neet demand given its inherent fluctuation and
uncertainty and the non-storability of power and to
encourage a robust long-termbilateral forward market for
power supply for long-termprice stability ensurance.

To answer the question of whether or not the
current capacity construct in conjunction with the other
parts of the integrated system neets the above goal s
currently, one need only | ook at the incredible anmount of
new capacity built in the PIMfootprint in the | ast seven
years. Over 16,000 negawatts was added to the PJM cl assic
footprint from 1997 to 2003. According to PIMs current
nunbers, in the next four years an additional 10 to 20
percent capacity will be added in the classic PIMfootprint,
that's 7,000 to 14,000 negawatts of additional capacity.

| cannot arrive at any other concl usion ot her
than the current systemis sufficient to encourage investors
to arrive at the conclusion that capacity, energy and
ancillary services revenues from new generation assets woul d
be sufficient over the long-termto provide a higher rate of
return than other available investnents. Certainly there is
no need for an exit strategy froma working capacity
construct.

However, one failing of the current integrated
systemis its inability to encourage the correct m x of

generation assets for the long term Mst of the new assets

28



20050616- 4010 | ssued by FERC OSEC 06/ 16/ 2005 i n Docket#: PL0O5-7-000

© 00 N o o b~ w N P

N N N N N NN P P P R R R R R R
o o b~ W N P O © 00N OO 0ok~ WwWN O

18895

DAV
bui It have been smaller-scale natural gas fired internedi ate
and peaki ng generation assets. Wat is |ong overdue and
sorely needed is investnent in new basel oaded | arge-scal e
generation assets utilizing economc and abundant fuels.

Way has this not happened? 1It's certainly not
due to a lack of investnment capital, nor is the failure of
the capacity construct. It is another broken part of the
PJM system Capacity of the electric systemreally has two
parts: generation capacity, the ability to produce a unit
of energy, and transm ssion capacity, the ability to deliver
a unit of produced energy. Each is worthless wthout the
ot her.

There are two principal reasons that current
investors in generation assets are not recovering their
desired rate of return through capacity and energy revenues
fromrecent investnents and new i nvestors are not rushing to
i nvest in new basel oad assets. First, overbuilding of new
capacity has fl ooded the market and supply and demand
econom cs has forced the price of generation capacity to
predictably I ow | evels. Second, the transm ssion system has
been studiously neglected, resulting in a failure of the
uni versal deliverability concept.

PJM has pronoted the theory of universally-
del i verabl e generation but has not planned and constructed

the transm ssion systemto nmake it a reality. If the
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uni versal deliverability concept had been honored in
reality, rather than in theory over the past seven years,
there would be no concerns for reliability in New Jersey,
t he Del marva Peni nsul a, or any other part of PIJIM I ndeed,
the entire justification of RTO formation and industry
restructuring is to capture the efficiency and econom cs of
the integrated electric systemfor the benefit of end users
t hrough conpetitive markets. But we have not built a
conmpetitive market yet. The principal broken part, the
transm ssion system has yet to be fixed.

The |l ack of transm ssion capacity adequacy
i npedes the ability of sufficient assets to conpete with
| ess-efficient assets because they cannot be delivered to
t he | oads who woul d ot herw se sel ect the nore conpetitive
asset. This is the area where FERC and state conmm ssi ons
shoul d focus their efforts.

Reforns to the regional transm ssion expansi on
pl anni ng process and construction of needed transm ssion
upgrades are the key to resolving the current transm ssion
capacity adequacy problens. |If we fail to fix this broken
part, neither capacity construct changes nor any ot her
effort wll result in real inprovenments in the integrated
el ectric system To sinply give nore noney to generation
owners will result only in further increasing the current

hi gh power prices and will not assure a robust conpetitive
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and reliable power system

Thank you for the opportunity to nake these
coment s.

M5. COCHRANE: Thank you.

Qur next panelist is Lynne Kiesling, a professor
at Northwestern University and also with the Internationa
Foundati on for Research in Experinental Econom cs.

M5. KIESLING Thank you. |1'mgoing to take the
liberty of being the | one academ c on the panel to be a
little nore conceptual and theoretical, but hopefully not
stray into the perfection trap that Conm ssioner Brownell
correctly warned us agai nst.

Thank you for inviting me to participate in this
techni cal conference on design of capacity market. | am
Director of the Center for Applied Energy Research at the
I nternational Foundation for Research in Experinenta
Econom cs and a senior |ecturer in the Departnent of
Econom cs at Northwestern University.

The situation in which we find ourselves is the
desire to achieve a robust reliable network during and after
the transition towards integrated conpetitive whol esal e and
retail markets. |In that transition, we face concerns about
long-termreliability and the investnent to provide
reliability, a perceived need for a centralized resource

adequacy pl anni ng process, inmmature integrated physical and
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1 financial whol esal e markets, immuature demand side

2 participation in both wholesale and retail parts of the

3 val ue chain, and reluctance to all ow whol esal e energy spot

4 price fluctuations to signal investnment opportunities to

5 entrepreneurs.

6 The question of reliability is an intertenpora

7 supply demand coordi nati on problem The basic question is
8 how to facilitate optimal future consunption of resource

9 allocations. Qur toolkit essentially consists of four

10 tools, sone of which have been di scussed by ny previous

11 panel i sts: nore generation, nore transm ssion, |ess demand,
12 and technol ogi cal change that could affect any or all of the
13 other three tools. No one knows the optinmal conbination of
14 t hose four tools.

15 A capacity market construct with | ocationa

16 product definition is one way to deal with the regulatory
17 distortion inposed by price caps. In many ways, it is

18 inferior to integrated forward energy nmarkets, which do a
19 better job of picking that optimal resource portfolio. And,
20 of course, optimal resource portfolios do change over tine.
21 The information requirenents to pick optinmal resource
22 portfolios in a centralized manner are large, as the
23 know edge required to discover the optinmal resource
24 portfolio is diffuse and distributed anong market
25 participants, custoners, and entrepreneurs who are the

N
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agents in the electric power network. The intertenpora
nature of the problemand the tine that sonme resources take
to build nmean that the market process in question has
delivery commtnent in the future, which neans integrated
spot and forward energy narkets.

| see the target design as a nmarket process in
whi ch generation, transm ssion denmand and the new technol ogy
can all participate in producing electric power or its
equi val ent in demand reduction, in which a consumat ed
forward transaction commts the agents in the transaction to
nmeet the agreed obligation by the date specified in the
contract.

Note that this is a decentralized contractua
approach to the resource adequacy question, not a
centralized regul atory approach. The inportant market
design elenents are four: first, a double-sided market in
which the transaction is the capacity to deliver an
addi tional negawatt in X years, where X right nowis
proposed to be four | oad-serving entities on the demand side
with clear property rights and | egal definitions of their
obligations, three, generation transm ssion denmand reduction
and new technol ogy resources, all three to participate on
the supply side, finally, transparent market rules governing
subm ssion of bids and offers and determ ning the market

clearing price.
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This transaction, like simlar transactions in
other infrastructure industries, can occur through existing
financial markets. |If property rights are well defined,
transaction costs are low and regul atory barriers to the
equi val ent participation of generation, transm ssion denmand
reduction, and new technol ogies are | ow. However, these
t hree assunptions do not currently hold, so | SGs and RTGs
that use capacity markets then have artificial demand curves
and do not treat all four types of resources equivalently.
So if ny analysis is correct, then capacity market may be a
val uabl e short-run nmechani smwhil e demand side participation
devel ops, property rights clarify, and forward energy
mar ket s evol ve and provide intertenporal resource allocation
signals, but the design of that capacity market is crucial
obvi ously, or we wouldn't be here today.

First, the capacity market design nust treat
t hese four resources equivalently. Second, the capacity
mar ket nust be allowed to evolve, dare | say atrophy, as
integrated spot and forward financial markets evol ve;
enshrining a capacity market for all tinme does not
contribute to a resilient, agile, flexible network or set of
markets. Inmagine if 1850's |aw had dictated the existence
in perpetuity of a capacity market for the production of
whale oil. W'd do a very bad job in this industry of

letting dinme stores go extinct.
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But the extinction of the capacity market
construct as integrated financial markets evolve is one key
to adaptability. The way to operationalize the retirenent
of the capacity market is to establish transparent rules for
its decreased use as the volune approaches the desired
reserve margin. |If the capacity market is to serve as a
constructive bridge to integrate the conpetitive market, it
al so needs to be tested carefully. M natural inclination
is to recoormend experinental testing of market designs.

(Laughter.)

M5. KIESLING Experinental econom cs uses a
| aboratory environnent and profit-notivated human
participants to test bed market designs which conpl enents
system |l evel sinmulations that are common in the industry by
generati ng know edge about how real humans with profit
incentives will behave in a proposed market environment.
Experinmental testing can catch design flaws and all ow
correction before the market is inplenented.

Thus, | suggest the RTO capacity market policy
shoul d i ncl ude equi val ent participation of generation,
transm ssi on denmand, and new technol ogy resources,
transparent rules for the capacity markets retirenent when
it is no longer needed, working diligently to decrease the
transaction costs hanpering the devel opnent of integrated

spot and forward markets for electricity products, which has
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been done in places like Australia. That can provi de useful
exanpl es and | essons.

Finally, extensive testing, preferably using
experinental econom c net hodol ogy. Forward markets are the
key to a resilient and agile industry and provide the
clearest price signals to investors. Forward energy markets
are superior to generator-specific capacity narkets
preci sely because they provide the | owest cost neans of
transmtting intertenporal opportunity cost information to
the parties with the wi dest variety of possible ways to
respond. |If a capacity market is necessary to get us there,
it has to be thoughtfully designed, carefully tested, and
allowed to retire.

Thank you.

M5. COCHRANE: Thank you, Lynne.

Qur next panelist is Brian Chin, an analyst wth
Ctigroup Smth Barney.

MR CH N Good norning. My nanme is Brian Chin,
"' mthe Energy Merchant Stock Anal yst at Smth Barney
Ctigroup. M colleague, Geg Gordon, covers electric
utilities, and together we cover the electric utilities and
ener gy mnerchant space for Smth Barney.

Before | begin, I'd |like to thank the Conm ssion
for the opportunity to address the issue. W've witten a

series of reports on the capacity markets issue since the
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early part of this year and have had many conversations wth
investors on the topic. Copies of our reports are actually
| ocated in the back. W did bring a handful of themand I'm
happy to send themto you to post ny comments here if you're
interested in | ooking at our coments. Let nme summarize our
current views in five major points.

Poi nt one, capacity markets should reduce price
volatility. W believe volatility and price uncertainty in
deregul ated markets stens froma supply curve that by
t echnol ogi cal necessity has a sharpened flexion point. Once
demand exceeds a region's inflexion point, the variable cost
of power increases exponentially, resulting in power spikes.
The practical result of this froman investnent perspective
is that power spikes are highly uncertain, severe, and
difficult to nodel.

W believe capacity markets should mtigate this
volatility. The various capacity market proposals to a
greater or |esser extent, each hel p unbundl e generat or
revenue streans into a fixed and vari abl e conponent. The
search to add an elenent of revenue certainty to generate a
forecast which, in turn, creates a |less risky investnent
environment, resulting in either fuel retirenments or a | ower
t hreshol d for expansion of investnent. This allows for a
| onger, nore stretched supply curve which shoul d reduce the

frequency of price spikes at every stage of the over- and
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under supply of the capacity cycle.
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1 W believe, in spite of several valid concerns

2 that require addressing, multi-year forward auctions do add

3 to the revenue certainty picture and that should assist in

4 volatility mtigation.

5 Point Two: Lower volatility should result in

6 | oner cost of capital and a nore stable investor base. W

7 believe, ultimately, capacity markets should contribute to a

8 | ower overall cost of generation.

9 This is because, with reduced price volatility,
10 whol esal e generati on becone easier to forecast, and, hence,
11 finance. W should see a wider investor base willing to
12 invest in the sector concurrently with this phenonenon.

13 Currently, after the boom and-bust of the

14 mer chant capacity cycle in 2000 t hrough 2004, nost ri sk-

15 tolerant investors and specul ators tend to invest in pure
16 pl ay generation, ranging fromprivate equity partnerships to
17 stressed asset investors and hedge funds.

18 This, in and of itself, isn't bad. After all,
19 i nvestors are supposed to bear the risk of a fully

20 deregul ated market structure, but the natural outcone or

21 corollary with this outcone, is rapid asset turnover anong
22 who owns the investnents, and a hi gher percent of volatile
23 i nvestors, rather than stable, going-concern conpani es that
24 either own or invest in generation.

25 Lower volatility should attract a w der class of

N
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mai nstream i nvestors, which goes hand-in-hand with | ower
cost of capital.

Point Three: The best tine to inplenment capacity
markets, in our opinion, is at the md-cycle of
expectations. In ny opinion, it would be politically
difficult to rationalize a capacity burden on consuners in
over-supplied nmarkets, because critics of capacity markets
wi Il argue there is no visible need for such structures when
capacity is in abundance.

Li kew se, when capacity is short, critics wll
poi nt to spi king whol esale prices and will argue investors
are already receiving an investnent signal.

In ny opinion, PIM in aggregate, is at the md-
cycle of expectations, currently. So, if thereis atine to
consi der | ooking at a capacity market inplenmentation, nowis
probably the optiml tine.

Point Four: Citics of capacity markets have
rai sed a nunber of neaningful issues that we believe shoul d
not be dismssed out of hand. A It is uncertain, how
capacity markets should best be integrated with broader
resource planning; B, multi-year forward auctions are
subject to forecasting error, and, C, it is not yet clear,
whi ch capacity market structure best bal ances cost,
reliability, and price stability.

General ly, nost of the comments we've heard
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criticizing capacity markets, seemto revol ve around these
i ssues, and they are neaningful and significant to us.

Five: Investors have been to take noti ce.
Capacity nmarkets have been watched with increasing interest
by investors.

In fact, there are actually institutional
investors in the audience right now that reflect the keen
observation that the investing comunity has taken in this
space.

Recent events such as the El con decision on My
13th and the LI CAP proposed deci sion yesterday by ALJ Judge
McCart ney, have provided signals that have generated
i ncreased investor interest.

It is nmy opinion that the inplenentation of
capacity markets, should elicit a meani ngful investnent
response. Thank you. This concludes ny comments. | | ook
forward to your questions.

M5. COCHRANE: Thank you, Brian. Qur next

panelist is Roy Shanker. You can say whatever you want,

Roy.

(Laughter.)

MR SHANKER  Good norning. Thank you for having
me today. As usual, these are ny coments, not those of ny
clients.

| started off in pretty nmuch the same position
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where Joe Bowing did. If you have a nandated energy cap
and a mandated reserve margin reliability, you're going to
be short noney.

There's a figure that |'ve added to the comments
|"ve distributed at the back as sort of a sinple-m nded
suppl y/ demand curve. It shows what happens when you
truncate prices or shift the supply curve.

This is posted. | don't have enough copies for
everybody. It just nmakes the sinple point that it's not one
cl ass of generators that are short incone; it's all
generators.

I[t's not peakers, it's not base load; it's
everybody. W' re suppressing the clearing prices through
ot her market neans, and we've got to conme up with a
mechanismto cone up with the m ssing noney.

Capacity markets are the way to cone up with the
m ssing noney. The question is only about how do we do that
efficiently. How do we design in as |east-cost a manner as
possi bl e, while conpl enenting other market design el enents,
assuring reliability, and in the context of this discussion,
wonder i ng about whether or not there's a transition
possibility out of a capacity-based nmarket system to an
energy-only nmarket system

In the abstract, one m ght argue that both the

status quo for the PIJM capacity nmarket and the RPM proposa
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fromPIJM can neet at |east the requirenent of replacing the
m ssi ng noney.

The vertical demand curve of the status quo, with
prices capped at a sufficiently-high deficiency charge,
whi ch support new entry, just as well as the downward
sl opi ng demand curve of the RPM --

The issue becones, which of those nmechani sns or
other alternatives are better in terns of the criteria we
stated in terns of efficiency and conpl enenting the rest of
t he mar ket ?

What's becone clear fromthe debate so far, is
that the status quo acconplishes these objectives in a
fashi on that conveys nmuch greater operating and reliability,
as well as financial risk to all market participants.

It al so appears inferior with respect to the
ability to translate the transfer to an energy-only market.

In turn, these risks, as Brian has tal ked about,
will translate into a nmuch higher likelihood of the market
either failing, in general, that needed reliability
resources W ll not be built, and that there will be a
significant external intervention, and all this will be
ultimately at a much higher cost to all participants.

Al ternatively, what we've been presented with in
the RPM design, is an explicit design intended to reduce and

renmove these areas of risks, send the proper price signals
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and incentives, via locational pricing and new transfer
rights, while leading to a nore stable pricing and greater
i keli hood of nmaintaining the needed | evel of adequacy
resources, and in turn, lowering costs for suppliers and
| oad.

From an econom c perspective, it appears to be
the nost efficient solution for neeting these conbi ned
requi rements. Further, while not perfect, the net energy
mar gi n conponent of the pricing of the demand curve within
the RPM proposal, offers a reasonably flexible nechani smfor
transitioning to, or at least attenpting to transition to an
energy-only market. | can talk about that a little later.

Wth respect to reliability, the RPMis the clear
W nner over the status quo. The current market system
assunes all generation is the same wth respect to adequacy.

W know that's not true. W couldn't be in a
surplus market with 25-percent reserve nmargins and still be
| ooki ng at situations where we're worried about | ocal
reliability.

Clearly, sonmething is broken; clearly, we're not
sending the right price signal in some situations; clearly,
there is an el enent of the capacity market design now that
is mssing a vital piece of information to tell people where
to locate and to create the incentives to match up the

devel opnent of capacity expansion with the transm ssion
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system

The | ocational aspects of the RPM proposal,
directly overcone this deficiency by recognizing the fact
that all generating supplies are not the sanme, and, in turn,
it wll procure, to the extent necessary, different |evels
of capacity where it's needed.

It al so creates associate property rights for
t hose that expand the system putting it on parity between
transm ssi on and generati on.

RPM al so sol ves anot her fundanental weakness in
t he existing market design. This was spoken about a little
before. That's exactly the basic problemwe see here in
ot her market designs.

There's a m smatch between the tine step, between
expansi on of the transm ssion system and the comm tnent for
generation resources. Wen those two things are out of
phase, you find the need for out-of-nmarket activities |ike
RWR contracts, which, as Joe discussed, are very disruptive
in terns of price signals.

By putting regional transm ssion planning in sync
with the forward capacity obligations, RPMinmmedi ately
resol ves this problemand further enhances system
reliability and planning.

None of the other proposals we've heard of, the

status quo or any of the alternatives being discussed, have
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the property of putting these two elenents in sync.

The sane is true for the other market reliability
el enents that are just |oad-follow ng and qui ck-start
capability. Indeed, it's just the recognition of the
potential physical risk to systemsecurity, the status quo
that drove the PIJIMstaff to incorporate these features into
the RVP market design, we shouldn't |ose sight of that, that
underlying all of this is physical security concerns.

On the other side, there's a very materi al
difference in the risk on the pricing side of the current
mar ket design that interacts with physical reliability,

di scour agi ng adequat e supplies, when needed, and raising
overal |l costs.

The status quo with a vertical curve, tends to
| ead to the boom and-bust cycle we've tal ked about. Prices
go through cycles of being very high or being very
depr essed.

The pricing volatility and the financial and
regul atory risks for suppliers attenpting to finance new
facilities in this market, raise their costs. This is
exactly what RPM was tal ki ng about, and those prices

ultimately get passed on to the consuners.
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Thi nk through the kind of response you'd get if
you went to a nortgage |lender and you tell him don't worry;
on average, about a third of the years I'll earn al nost
not hi ng, but over the lifecycle of ny ownership of the house
"1l earn enough to carry the paynents for the nortgage.
PIJIM s dynam c¢ market sinulation shows that this is exactly
the type of result we're going to get. The vertical demand
curve, having very low price, is about a third of the tine.
Further, when prices are high and provide incone for |ong-
termrevenues, the overall systemis experiencing a capacity
deficiency affecting reliability.

Now t hi nk about going in to that |ender and
saying don't worry, | make up ny noney in the high price
years, but that's when the systemis physically short.

Reliability is in jeopardy and it is the tine
when regul ators are nost likely to intervene in the market
system and potentially depress those prices again.
Utimately you have to assune that in arisk profile like
this the cost of investing in the market is going to go up
t hose costs and those risks are going to get passed directly
onin ternms of end prices to consuners.

RPM essentially, through the use of the demand
curve, the downward sl oping denand curve takes away this
volatility and these types of risks. The cost inpacts are

very clear. W're talking billions of dollars of
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difference. W're going to have a presentation later from
M. Hobbs that may go through sone of this, but the earlier
results in January show about a $30 to $50 per peak kWyear
difference in prices. Think about that in the context of a
150, 000 negawatt system we're talking billions of dollars
of potential equilibriumprice differentials per year.
There's a huge anmount of noney associated with the risks
that Brian is talking about. This occurs assum ng no change
in the cost of funds.

The simul ations that PIM did assune a const ant
cost of capital on 150,000 nmegawatt market in PJM using the
new entry costs M. Bowing has devel oped. A 1 percent cost
differential in the cost of capital translates to about $675
mllion a year in differential costs to consuners. That's
the price premumwe pay. And | think it's a lot nore than
1 percent. That's the price premumwe all pay as consuners
here, steady state, by not renoving volatility out of these
mar ket s.

The final coments have to do wth the transition
to an energy only market. One of the nechanisns within the
Eur opean design is demand curves are set based on the net
cost of newentry. It has a trailing five-year nmechanismto
subtract out fromthe cost of new entry the average margins
that are earned. That's an incredibly powerful tool for

energy market mtigation which we mght also want to tal k
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about. But one of the other attributes that it has, if we

choose to use it, is that by raising the price caps over

time presumably the netting margin will go up and the

capacity market could atrophy on its own.

One elenment that's needed that we usually don't
tal k about that has to conplenent that is that it becones
very inportant to couple that with the ability ultimately to
di scrim nate agai nst | oads that cannot point to physical
resources. Because at sone point we do have to shed | oad
and if you don't want to socialize that risk, you' re going
to need in an energy only market the ability to bunp off the
systemthe people that don't have resources. That
transition step is alittle nore difficult, but certainly on
the pricing side alone the RPM nechanismis very flexible in
that regard

That's the end of ny comments. Thank you.

M5. COCHRANE: Thank you, Roy.

Thank you all for your prepared remarks. We'l]|
open now to questions and answers and discussion. | want to
poi nt out to the Comm ssion Staff behind ne, we have a
coupl e of mkes open at the table. If you guys have
gquestions, you can cone on up and there's handheld m kes for
the state conmm ssioners and for our Conm ssioners if they
have questi ons.

Der ek?
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MR. BANDERA: | have a question for Bob and Pat.
In ternms of your perception of the overall PJM market, you
pointed to the excess capacities that were avail able sort of
in your remarks, but obviously they aren't, as the other
panel i sts have said, deliverable. |s your vision of how the
process shoul d be working that the process should be just
buil ding the transm ssion to nmake sure that all those
resources are deliverable? An alternative to the RPM
proposal is to sort of have a transm ssion-based process
t hat makes sure that when units may retire, or sonething
like that, that the transmssion is already in place to take
care of that. |Is that what you view as the alternative to
t he RPW?

MR MC CULLAR Yes, to sone extent, Derek. W
believe, as | said in ny conmments, it's an integrated system
and you cannot work on any part in isolation and achieve the
goal. W need two substantial things to occur: one, we
need the integrated planning systemto step up and start
maki ng an open-eyed eval uation of the probability of
retirenment of existing generation assets due to age or
econom c conditions, et cetera, and incorporate that into
t he pl anni ng process.

As | stated, the universal deliverability
concept, that has been on the books for many years but we've

never achieved in reality, should alleviate to a great
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extent the threat of sudden retirenments of assets by
allowing other simlarly-economc assets to deliver to the
|l oad that is now stranded by the retirenent of sone asset,
thereby elimnating the reliability problem

W have to do these two pieces in conjunction.
W can't just continue to build assets in the wong pl aces
and not be able to deliver themto solve local reliability
pr obl ens. It's not just a generation solution, because as
we all know there are extraneous circunstances and
situations that would prevent the | ocation of generation
where the LMP systemis pointing at. Siting regul ations,
| ocal comunity interest, lack of availability of fue
supply to locations, all of those push against |ocating
resources in sone of those places that LMP is pushing at.
The solution is deliverability through the transm ssion
systemto those places that we can't drop a generation asset
i nto.

MR WEISHAAR Ditto.

(Laughter.)

MR. BANDERA: Joe, do you have a response?

MR BOMRING | think alot of what Pat said
makes sense in part, that is, clearly it does nake sense to
plan the systemas a unified whole. It clearly nakes sense
to think about transm ssion investnent as well as generation

investnent. But at the sane tine, it does not nmake sense to
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ignore the facts we're facing right now about investnent in
capacity and investnent in new generation. Deliverability
still remains an objective and part of the PJM pl anni ng
process. PJM has recently noved towards extending the
l ength of the transm ssion planning process as well. Steve
Herling's going to talk nore about that this afternoon. But
| don't think anything Pat said suggests that we don't need
to resolve the capacity market design issue now.

MR. SHANKER  There's a msmatch in Pat's
comments that you need to be clear about. First, universa
deliverability -- and Steve is going to talk about this nore
-- doesn't address, in terns of the criteria we use, a fine
enough definition of locality to assure the absence of nore
detailed local reliability problens. |If it did, all the
exi sting generation passes those tests and we still see a
situation where retirenents cause a problem even though the
systemis surpl us.

The issue still becones assune that you build al
the transm ssion you want -- do it irrationally, spend too
much on transm ssion at sonme point. Al we're doing is
del aying the point at which we will have to deal with this
noti on of the m ssing noney and the kind of conpensation
that's needed in an equilibriumsystemto keep people com ng
in. If you want to delay this two or three years, that's

fine. If you want to build excess transm ssion, that's

52



20050616- 4010 | ssued by FERC OSEC 06/ 16/ 2005 i n Docket#: PL0O5-7-000

© 00 N o o b~ w N Pk

N N N N N NN P P PR R R R R R
o o b~ W N P O © 00N OO 0ok~ N -, O

18895

DAV
fine. But we're still going to get to a point where, under
any view of the markets, under any construct if we're going
to cap prices and have an assured or nmandated reliability
level, we're going to have to pay for the capacity. At
issue is efficiency. |If all that would happen with
excessive transm ssion construction is that we woul d see the
| ocational differentials go toward zero, we'd still be
operating under a booni bust systemor a denmand curve system
that is going to be necessary to bring the new capacity into

t he mar ket .
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1 MR. SINGH There's a | ot of people who said the
2 term"m ssing noney" is kind of focusing on the wong pl ace
3 because they're saying the focus should be on getting new

4 i nvestnent, not paying a generation that's already there.

5 But then if you think through it further, there is a point

6 that goes to Bob's and Patrick's conments on transm ssion.

7 Assum ng, you can't build transm ssion, what

8 i nvari ably happens is the RTO does RVR contracts, so there
9 is that mssing noney, then, in the formof this unhedgeabl e
10 uplift. The question that I would ask you is, are you

11 concerned about them seeing charges in RVR systens? |If you
12 don't have to pay anything, that's the best, but you do have
13 to pay eventually soneplace. Wuld it not be better to put
14 those costs in the market through sonething that you could
15 buy and basically hedge a | ocational | CAP?

16 MR. McCULLAR It's a good question. W believe
17 RVR contracts are going to be a necessity fromtinme to tine
18 unl ess PIMis successful in perfectly syncing the planning
19 and construction of transmssion with the | oad grow h.
20 That's a virtual inpossibility because nobody announces two
21 years in advance where they're going to build the | oad and
22 where the demand's going to conme from It's just an
23 i nherent nature of the market.
24 There are going to be tines, as tinme goes
25 forward, that your RTEP, your transm ssion planning, is not

N
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perfect, and you' re going to have | ocalized probl ens that
will develop. | think RVR contracts should be viewed as a
| east-cost bridge between the devel opnent of the |ocationa
probl enms and the catching up of the transm ssion system
construction. | think that is infinitely nore desirable to
me as a load-serving entity representative -- you know, the
guys who wite the checks for all this -- than nuking the
mar ket by rewardi ng all generation owners for |oca
reliability, points-to-point problens.

M5. COCHRANE: | think Betsy would like to
respond.

M5. MOLER | would like to comment. | think it
is naive to pretend that we can build transm ssion in
advance and ignore what generation is or is not going to get
built. Transmssion is expensive. |It's controversial to
sight. It takes a lot longer inevitably, particularly in

hi ghly congested areas, which is a lot of PIM You sonehow

have to get to the point where you' re putting generation and

transm ssion on an equal pl ane.

| don't think that PJM shoul d be expected to
antici pate what generators mght retire and try to have
parties build transm ssion in advance, based upon their
t heory about what generators mght retire. You' ve got to
sync the two up, which is a whole reason to do e-fl ow

procur enment .
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MR, SINGH Betsy, one question | would ask you
i's you enphasized a |l ot on the forward procurenent, and
sort of see that. But there are concerns that sone other
peopl e have brought up on the issue of uncertainty, the
i ssue of, perhaps, LSCs not then buying for thenselves, and
PJM becom ng a big provider of last resort. Are these
concerns things that you sort of disagree with or do they
not apply to your particular conpany? If you had to pick
one of the two |ocations or forward procurenent, which do
you think would be nore inportant?

M5. MOLER LSCs have an obligation -- whether
it's state | aw or nunici pal |aw, depending on how they're
governed -- to serve their custoners. | don't know of a
single LSE that doesn't take that seriously. W spend a
heck of a lot of tinme thinking about what our |oad' s going
to be and planning to serve it. It is a concern. | believe
it's adequately dealt with in state | aw

However, to the extent you are a part of a |large
region, the rules have to be conpatible. | would posit that
you shoul d not choose between the forward procurenent and
| ocational pricing. | think they're both really inportant,
so | don't accept the prem se that you have to choose.

MR TIGER If | could follow up?

MR SHANKER |I'msorry. Sonething that |'m sort

of unconfortable letting stand is the notion that RVRis
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sort of beneficial when it has to occur, it's |east cost,
and we shouldn't have windfalls to other people in a
clearing situation. Let's take thema piece at a tine. |
think Joe alluded to this about the inefficiency of RWVR

First off, if you're going to essentially seize
assets and price discrimnate, RVR is cheaper. | thought we
were here to tal k about markets. Let's pull that off the
t abl e.

Second, is the notion of a windfall to other
mar ket participants. Well, if all the [oad in an area fails
t he hedge, okay, then everybody on the nmarket side that is
selling is essentially stuck with a business cycle of spot
prices. One of the benefits of the dynam c sinulation we
went through is showi ng you that over the business cycle we
are roughly going to average net cost of new entry, so you
need the higher prices during sonme period of the business
cycle to do it. Alternatively, if you don't want to face
t hose high prices and you're on the other side, you' re at
| oad, and you say, geez, | don't want to see those guys get
the windfall, just step up and hedge yourself long term
then you won't have the problem

There's no magic to this. Everybody needs to
average that net cost of new entry. Every type of
generation -- basel oad, peaking, internediate -- has to get

it over the business cycle to nake the adequate returns to
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stay in the market. |If you're unconfortable with the notion
t hat sone people are going to get high prices when things
are short, that's only because you failed the hedge in a
portion of the cycle where you could pay the |long-term
average cost, and everybody woul d be at equilibriumfor
t hat .

If you predicate that everybody's at spot, then
one of the things, then one of the things that goes with it
is that sonetines prices are high, and those peopl e need
those prices to stay in for the cycle. This notion that
sonmehow price discrimnation is good and elimnating these
"w ndfalls" for other people is just fundanentally w ong;
it's not howthe markets work. Not only that, it leads to
under conpensati on. As Joe said in his initial coments, it
di scourages new entry.

MR TIGER  Two questions to follow up, perhaps,
on the new entry question, and then maybe go back to
Ms Mol er on transm ssion. For both Roy and Brian, you
tal ked about investors being very interested in |ocational
capacity markets, that people are following the issue. A
question that | have is, is that about retention or the
val ue of the current generation, or are these the type of
investors that are actually considering nmaki ng an investnent
based on a four-year out, one-year conmmtnent?

| can understand that they would be very
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interested in the value of current generation. | would be
interested to hear are you having conversations w th people
who are thinking about making a forward comm t nent on what
is essentially an uncontracted basis, or is it direct;
you' re hopi ng sonebody will contract because they're short?

MR CH N Wen we talk with investors | ooking at
the space -- when | say investors, | need to clarify ny
comments -- we talk with investors who invest in the
generating entities that build the generation conpanies. So
"' mnot tal king about the conpanies that actually build the
generation, but fromyour perspective | can see how t hat
woul d be viewed as an investor also.

Wien we talk with investors about | ooking at
forward generation, what you find is a very strong
reluctance to build generation. Wen there is uncertainty
over contracting, there's no nore of that viewthat if you
build it, they will conme. |Instead, there is a viewthat,
due to the high level of uncertainty in contracting, and due
to the inefficiencies of a forward market, which hasn't
evol ved sufficiently, as Professor Kiesling said, you find
that investors place a high premum a high risk to equity,
and risk to capital, when they're | ooking at the space. As
aresult, if they do look at the space, they' Il do it only
froma distressed asset standpoint. So the investors that

are | ooking at the space and picking up current generation
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assets tend to be a nore stressed asset investor, vultures,
specul ators, fol ks |ooking at picking up an asset on the
cheap, and they're hoping at sone point the supply and
demand equilibriumcatch up before people realize it, and
then they flip the asset. They'll sell it to sonebody el se.
You have this high degree of asset turnover phenonenon
that's going through markets at this point.

| would say that, at this point, we're not seeing
any significant anmount of investing attention about buil ding
an asset w thout sone sort of forward contracting or
certainty market structure. 1It's just too high of a risk
prem um

MR. SHANKER: Sone ot her comments, but maybe
break it into two boxes. The first is, let's assune two
di fferent market designs, and the |1 SO and FERC keep their
hands off and | eave them al one. Then we have sort of the
status quo, boom bust kind of cycle. W have the danmp
volatility that cones with a downward sl opi ng demand curve.
That's what the demand curve does, wide swings in price. It
serves as a danpi ng mechanismto hold the prices into a
narrower range. Cearly, one reduces risk, perceived
volatility in that environnment. |If you can nake the | eap of
faith that you' re going to | eave the market design al one,
you're going to see a difference in the perceived risk

Both will work, but one's going to be a | ot nore expensive.
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There's another box that says do | trust that you
wll leave this alone? | can see that for the next 10

years, or the next 20 years, even if you | eave the status
gquo alone, that will work. |If you promse to actually I|et
the market go short and sit at deficiency prices for a long
enough period, that will work. 1've got to say | don't
believe you'll do that; | don't believe PIMwi || do that.

Simlarly, if you | eave the demand curve
structure or the RPMstructure in place for a long tine,
that wll work. | believe that has a hi gher chance of
staying in place because, inherently, it has the | ower
volatility. But those are two different things. One is a
regul atory exposure risk, and one is a design risk. The
problemis a bad design also cones froma higher regul atory
exposure ri sk.

MR. BANDERA: Can we just junp back real quick to
the RMR issue, using it as a stop gap? That's a potenti al
stop gap until the transmssion follows. Then we sort of
t al ked about the need for hedging and forward contracting to
get the investnent.

Does it follow that having RVR contracts may sort
of discourage people fromforward contracting, or is there a
rel ati onshi p between people's forward contracting incentives
and the availability of RVR contracts? |Is there any

rel ati onshi p between those two?
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MR, BOARING Let ne just respond briefly. Take
the capacity market. |If you effectively take units out of

the capacity market and pay them a side paynent in RVR that
affects the supply demand dynamics in the capacity market.
Clearly, it affects the price, and, therefore, it affects
incentives for new entry.

One of the things | tried to say at the begi nning
is that RVR contracts are inherently short term and they
i nherently renove the incentive for new entry. They do the
opposite of what you want. As Harry was pointing out, and
others, it's also a nethod of price discrimnating on behalf
of load. There is, in fact, nothing wong. It sends an
appropriate price signal to have inframarginal rents in the
| ocati on where you need new i nvest nent.

MR SHAW 1'd like to add to that in case
there's any doubt. RVR we've tal ked about that being a
stop gap; it clearly is. Wat the effect is, it is we're,
in essence, paying inefficient units to stay on. That adds
to the cost, long term as well as short termitself. Is it
necessary? Yes. But it should be clearly stop gap or | ast
resort.

MR MARGOLIS: One of the things that's pronoting
the RVMRs is retirenment decisions. The resource planning
process we're trying to forward-look 5 or 10 years. The

retirenment decisions are very short-termnotifications. |Is
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there a way to get around that disconnect?

MR SHANKER  That's what Betsy was tal king

about. That's the big issue. | proposed a design simlar
tothis |ike five years ago, the forward procurenent. It
does two things. It can supply elasticity; that's sort of

nice, and it lets you sync up with the RTEP process so you
don't have to guess what units are going to be there in
terns of devel opi ng your transm ssion expansion pl an

Steve, | hope we'll talk |ater about how
difficult it is. 1It's not so sinple to say anticipate a few
different types of retirenment scenarios and doubl e
transmssion for that. |It's tough. [If can pin down which
units are out there four years fromnow, and | know de facto
who's not there by having done that, | know what
transm ssi on needs to be built.

MR MARGOLIS: But should there be |onger term
obligations on the part of the generators in terns of
anticipating retirenents or letting PIM know what
retirenments there m ght be?

M5. MOLER If | mght coment, | think that this
overcommt thing -- I'"'msorry to be a one-song pony, but
it's really an inportant part of the picture. It puts the
price out there. It |lets generators decide whether they
want to conme to the table or not. It puts the price signa

out there for potential developers. R ght now, there are so
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many devel opers that have been burned, substantial anounts
of noney, that they're very, very weary of com ng back in
t he mar ket pl ace.

It is atool that helps to sync up. You have to
have pl anning horizons for new generation transm ssion and
demand side resources. | agree with what Lynne said and
potentially new technol ogy. But |I'mnot sure exactly what
t echnol ogy she's tal king about. But they need to be on at
| east roughly conparable tine franmes, but not 90 days versus
5 years.

MR CHN. One additional comment on |long-term
contracting. Both Geg and | noticed in our respective
coverage universes, electric utilities and energy nerchants,
that in many cases conpanies in our respective sectors are
pretty cash-flow positive, Cal pine notw thstanding. You
have a ot of IPPs out there that are actually generating
fairly healthy cash flows at this point, but they' re not
| ooking at investing in generation because the
forward-contracting market is robust enough. There's no
clear regul atory signal about what market structure will be
in place, so instead they're diverting those cash flows to
shared buybacks and dividends. That's actually one major
theme we saw in 2004. |If you want to divert those cash
fl ows back into generation reinvestnent, or resource

i nvestnent, some type of forward-contracting nechani smthat
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isalittle bit nore certain would certainly help in that

regard.

M5. COCHRANE: | have a question for Betsy as far
as the four-year procurenent. | do see that syncing up
with, for exanple, your ComEd Ill, your retail auction

progran? A nunber of the other utilities have said that the
problemw th the four-year out is that it doesn't sync up
with other retail programs, such as in New Jersey. That's a
three year --

M5. MOLER. New Jersey is exclusively three-year
tranches. The one we have been working on, developing in
II'linois, has a variety of resources, including a five-year
portion of it. So we think the way to design a
retail -- it's actually wholesale, but retail
procurement -- is to mnimze the price volatility. Have
some one-year blocks and sone three-year blocks. And we do
have a five-year block in our com ng auction, so it works.

MR O NEILL: Can | ask you a question about
these RVR contracts? | can agree with Patrick that
sonetines they may be necessary because you didn't get
everything right. But a lot of people that |1've talked to
want to use themto suppress legitimate scarcity rent. Wen
there's a legitimate | ocational scarcity, they want to
i nvoke RVR contracts just to sinply reduce the price.

The question | have is, if it's really just for
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t hose very serendi pitous events, or events that you can't
plan for, that's one thing. But if it's noving to suppress
scarcity rents, that's another. And |I'm wondering woul d you
use these tools sinply to suppress the scarcity rents.

One of the issues that the |large zones do is
essentially make the market look like it's bigger than it
is, and then you end up basically saying, oh, ny gosh it
really wasn't that bid, and we're going to have to invoke a
bunch of RWMR contracts, because the real units that should
have been in the market didn't clear the market.

| think if I"'mright, we're sonmewhere com ng up
on the 10th anniversary of RVR contracts. | don't know that
we're getting fewer of themor getting better. How do we
di stingui sh, how do we nmake sure, that when we invoke an RWR
contract that there's appropriate scarcity rents, not market
power, but appropriate scarcity rents?

MR BONRING Let ne take the first whack at
that. As you say, it may well be the case, and it is right
now the case in PIJM that you m ght need an RVR contract as
a band-aid; however, it's essential that you not make RWMR
contract part of a design. | think they' re being argued
for, in part, as an alternative to a rational capacity
mar ket design. RMR contracts shoul d absol utely not be part
of the design. O course, they should be part of the

proverbial tool Kkit.
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Clearly, PIMand its nenbers have to do what's
necessary to maintain reliability. But to repeat, they
shoul d not be part of a design because they wll if part of
the design result in, as you indicated, price suppression.

MR O NEILL: |If they're an accidental part of a
design, how do we make sure that we're not suppressing
scarcity rents with sone kind of historical cost of service
cal culation? That may be on a highly depreciated asset,
whi ch gives themvirtually nothing.

MR BOANRING That's very much a concern

MR. O NEILL: Do you do the calculations for your
RVR contracts?

MR, BOARING No.

MR O NEILL: Wo does?

MR. BOANRING The current situation in PIM it's
filed by the owner of the retiring units.

MR. SHANKER: Dick, the whole predicate of the
forward procurenent -- not the whole predicate. Half of the
predi cate of the forward procurenent is to mnimze the need
to draw that Iine by making sure that it is a response to
| ocational scarcity. That's what you get.

Peopl e think that we're going to have a
bal kani zed systemwith lots of little |locations, wth very
high price differentials for capacity, |ike New York

That's not what is happening here. By linking it to the
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RTEP process, what you're going to see is PIMidentifies
-- let's make it sinple. For the CTEL type scarcity,
violations in the subregion, it says, okay, we have to
build. W're going to increase deliverability into that
region, and doing a transm ssion we're going be noving up
t he demand curve for a capacity, which will encourage the
resources that are there to stay there.

We're going to know four years out which
resources those are. They're going to be locked in. W're
going to see who builds and who doesn't. W're going to
| ook forward at the next step of the RTEP expansion and see
whet her or not we still have those violations, and if we do,
we're going to direct nore transm ssion planning.

| looked at it as their systemw th oscillation
bet ween supply, transm ssion devel opnent and al so the

bi ddi ng of transm ssion, which is allowed in this process,

that will nove like that, that will give you sort of a three

to five-year window of price oscillation around the demand
curve that incent people to stay when you need them and
also allows the time for the transmssion to be built. It
will keep the systemintegrated in an aggregate sense. |
can't guarantee it wll get rid of all the RVR but it's
structured to elimnate the RVR That's the intent of
what's goi ng on here.

MR. O NEILL: The point I was trying to nake was,
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or one of the points, is that if you use the RVR process to
overmtigate or oversuppress prices, it becones a tool for
people to use that isn't what it was intended.

MR. SHANKER That's the whole idea, is to not
let it becone that tool. It should only be by exception,
either transm ssion outage, major unit failure --

MR O NEILL: But a lot of the opponents of this
process basically want to use the RVR process to both
suppress prices.

MR SHANKER It's clear if you price
discrimnate, and then you go and you say, when we're short
we mandate |long-termcontracts on a cost basis and then
price discrimnate the rest of the tine, you ve essentially
sei zed people's generation assets, and, of course, it's a
| ower cost solution. That shouldn't cone as a surprise.

You guys know that. W probably have a probl em about j ust
and reasonabl e associated with that behavior, but, yes, this
is aformof price discrimnation, and you don't want it.

MR VEISHAAR: In terns of the RVRs, I'ma little
confused about the notion that RMRs are being used to
suppress prices. The generation owers seek the reliability
determnation. The generation owners determ ne their cost
filings. The generation owners nmake the filings with FERC
It would seemcounterintuitive for a generation owner to see

an RVR in order to suppress prices that woul d benefit the
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generati on owner.

| nmean, | perceive RVRs as kind of corrections to
flaws of gaps in information flows. [It's a process where
RTEP, perhaps, didn't take into account soon enough probl ens
that eventually arise in particular locations. RVRsS have a
| ot of context, fixes that recognize that transm ssion has
been announced, is being planned, will be constructed. But
for the two, three, or even four or five-year gap, between
status quo and transm ssion construction, certain generation
units are needed to cone on line.

MR O NEILL: Wuld you argue that during that
tinme it suppresses prices?

MR, VEEI SHAAR | think because you're payi ng cost
of service instead of allowi ng prices to skyrocket, it
probably is. The questionis, if atransmssion fix is
comng in, in any event, in order to solve the problem what
price signals would you want to send?

MR. SHANKER: Just to clarify, the personal price
isn'"t for the guy getting the RVR contract; it's for
everybody else. You' re expanding this offer, this supply,
in the market and depressing the clearing price for everyone
else. W're mssing the point here.

M5. COCHRANE: | think the Comm ssion has had
day-1ong conferences on RVR

(Laughter)
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MR TIGER If | could follow up on transm ssi on,
peopl e have tal ked a | ot about transm ssion being on an
equal footing with generation in regard to this four-year
RPM proposal. G ven Ms. Ml er's el oquent description of
some of the difficulties of getting transm ssion, built, |
wonder if people could talk specifically about who they
think is going to step up to the plate and howit's going to
be operationalized that transm ssion would actually be an
equal solution to generation; also, given the success this
far of RTEP that we've seen --

MR MCULLAR 1'd be glad to take a swing at it.
What you're really referring to is nerchant transm ssion
proj ect com ng forward.

MR TIGER | guess I'd |i ke to have people
expl ain how they think that people who bid in a transm ssion
project feel that they'|ll be able to get it done within four
years such that they aren't thensel ves short when it doesn't
materialize, if, in fact, our problens in bringing
transmssion to fruition --

MR McCULLAR: | think there are sone significant
barriers to entry in the way the process for a nerchant
transm ssion bidding occurs to day. W have a very
wel | - devel oped and robust queue process for generation. You
come in, and you get the |ISA done. You get the inpact study

does, the feasibility, your costs, all the way through
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It's not as clear for transm ssion. The second
part is that you' re not just dealing with one person in the
RTO |li ke you should. You're actually dealing with two.

You' re dealing with the RTO and the | egacy transm ssion
owner, whose facilities you wll be building over, building
around, building through. 1t's a very marshy, weedy area to
try towork in. | think that's denonstrated by to date, a
few merchant transm ssion projects that have cone forward,
and been put into the cue, and have been unsuccessful.
They' ve never cone to fruition. | think that's a big

pr obl em

MR SHAW |'d like to comment. Hopefully, you
aren't referring to the peninsula when you said marshy and
weedy.

(Laughter)

MR McCULLAR Only the western part.

MR SHAW We're building a transm ssion |ine,
basically down the |l ength of Delaware, as we speak, and we
are in the final stages of conpleting one down the sout heast
coast of New Jersey. The decisions that led to that were
very much like one mght imagine. You |look at what the
alternatives are, and you file with PIM Eventually, it
gets into the regional transm ssion expansion plan. Those
are in one case 90 mles, in one case 70 mles building

transmssion. 1've been responsible for building power
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plants. It's not getting any easier and it is very
difficult.

So having a nmechanismthat |inks up the
generation planning with the transm ssion, to the extent
possi ble, and we're not perfect, is extrenely inportant.
|"d like to actually, since ny mke's open, address the
guestion that Anna asked earlier about New Jersey because we
serve several thousand negawatts in New Jersey. W also,
through an affiliate, participate in the whol esal e market.
Yes, it is a three-year auction and that has sone issues

wth it. The coments Betsy nade | think are the right way

to go, but it is what it is currently. | can tell you our
affiliate -- | used to run it -- |ooks at the RPM and says
it wll add certainty. Therefore, what | bid will likely be

| ower than it would otherwise would be if that certainty is
there. So that's how that hel ps.

M5. KIESLING Sebastian's question is one of the
reasons why | phrased what | did the way | did about the
transm ssi on being on an equal footing. For ne that's a
really upper crucial issue. ['mnot down in the trenches,
but at l|east at a conceptual level, in nmy witten remarks
| ' ve suggested one way you can deal with this in the market
desi gn.

| deal |y, what you mght want to do is instead of

just having potential capacity suppliers bidding off the
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curves, that you make the offer basically a two-couple; I'm
going to build the capacity to deliver an additional
megawatt at this price and in this anmount of tine, instead
of just saying a price and a tine. Then, essentially, the
I ength of tine becones endogenous and you can keep a nore
liquid nmarket instead of we're going to have -- say we're
havi ng a one-year market, a two-year market, a four-year
market, et cetera. It nakes for a nore conplicated narket
design, but it may help you have nore liquidity an enable
t hat equal footing.

MR. SHANKER  Again, renenber there's two boxes
here. One box is the nerchant or voluntary bid of the
transmssion, and at a fixed tine frane it may be difficult.
And sone sort of auction structure |ike we were talking
about may actually be sonething we can consider. But the
di scussi on that everybody el se has been tal ki ng about, about
synci ng things up, those are based on the RTEP-directed
i nvestnents associated with reliability violations that PIM
identifies, and is able to identify based on projected | oad
grow h, and, in this case, a known pattern of generation
Those are directed to the transm ssion owners. They're not
volitional in that sense. They're part of the reliability-
based i nvestnents here. They're not nerchant.

|"msure they have all the scheduling things.

Steve is able to talk nore about that than | can, but those
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are not the sort of typical, at-risk merchant structures
here. Those are going to rate-based activities that are
bei ng desi gnated based on specific reliability violations.
They are designed explicitly to fix the type of problens
t hat woul d ot herw se necessitate the RVR requirenents in the
presence of unknown or uncertain retirenents of units.

MR. BANDERA: Wul d the RPM have avoi ded the
current need for the RVRs that exist today in PIM? So when
we | ook at the situation that exists today, where sone New
Jersey units may be getting these RVR contracts, would RWP
have taken care of that in advance?

MR BOANRING (Qbviously, we can't know that, but
that's the intent of the design. The exact intent of the
design is to have a long-term forward signal out there so
when additional capacity is needed in an area, there will be
a signal for newinvestnent. W won't get to the situation
where we have incipient retirenents and need RVRs.

MR SHANKER  Four years ago, those units hadn't
cleared. Ask Steve if that woul d have been sufficient tine
to do the inprovenents that are comng on in three or four
years. | nean, it's that tine frame, right? That's ny
under standi ng from what they've told us in the stakehol der
process. W're going to recover fromthat in three or four
years.

So four years ago, those units hadn't cleared,
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whi ch, presumably, would be the basis of themoffering, and
t hen not getting enough noney, and then retiring, then we
woul d have had the three or four-year time frane to build
the transm ssion, which is what we're doing now, that it's
in that sane w ndow, and you can again say whether it's five
years, or three years, or whatever

M5. COCHRANE: 1'd hope to end this panel around
11: 00. | just wanted to take a quick check of the table to
ny right to see if there are any conmm ssioners or Conm SSion
staff behind ne that would |ike to ask any questi ons.

(No response)

M5. COCHRANE: If not, I"'msure we'll continue.
| was just wondering if you or Conm ssioner Kelly have any
gquestions, or the state conm ssioners?

COW SSI ONER BROANELL: | know we're going to
tal k about transmssion this afternoon, but a thread that |
heard here consistently is that, in fact, the transm ssion,
not the planning process, is, in fact, fundanentally fl awed
but intimately related to the success of the market design.
"1l be asking to get a list of the nmerchant projects that |
t hi nk we' ve asked for but have been | angui shing, and we need
to understand that because | think there were sone
enhancenent s.

A conpany -- | don't know who they are -- called

HP Tradi ng subm tted sone comments in another docket about a
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proposal they have on the Beddi ngton Bl ack OGak constraint
that would increase capacity by 1400 negawatts. | need to
under stand why those aren't happeni ng, because | think
unl ess we address sone of those issues, we'll be back at the
tabl e wondering why things aren't worKking.

I think there have been sone ot her suggestions
t hat have been submtted. | think that we really need to
t hi nk about that. W don't have another year to do that. |
thi nk we need to get aggressive. So | would ask this pane
and others to send in, in addition to their comments on the
capacity market, very, very specific fixes that they would
do to the RTEP process to nake sure that we're addressing
all these issues. Do you have any questions?

COW SSI ONER KELLY:  No.

M5. COCHRANE: Just to clarify Nora's reference,
it was post-conference conmments of HP Energy Resources in
the Coal -Fired Resources proceedi ngs, 88053, if anyone wants
to |l ook at that.

Davi d?

MR. KATHAN: Wiile | have Professor Kiesling up
here, | wanted to ask a question. |'ve heard this also in
sonme of the discussions about the use of experinental
econom cs and wanting to | ook at doing experinents on this.
| guess the question | have is, how do you see these type of

experiments woul d support he di scussions, or how | ong woul d
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it take to do this; what's your thoughts in terns of who
woul d be invol ved; those types of questions.

M5. KIESLING That's a really good question
Actually, in late April, PIJMhosted a neeting where Tim
Mount and |, who both do experinents, and sone ot her
econom sts, including Ben Hobbs, net at PIM W tal ked
about how we coul d take Ben's nodel and the RPM proposal and
potentially do sone experinmental testing. W canme up with a
list of about four or five different hypotheses we coul d
test and ways we could structure it, largely revol ving
around testing the shape of this artificial demand curve.
We're starting fromsort of square one with the demand
curve.

As much as | conplain about the artificial demand
curve, | hold ny nose and say, okay, yes, we have the
artificial demand curve, but let's kick the tires and see if
the shape tested in Ben's sinulation really represents the
way you m ght expect |oad-serving entities to behave if this
were a true doubl e-sided market, and LSEs could bid in on
t he demand side, in the presence of contingencies or no
contingencies, in the presence of market mtigation or no
mtigation. Usually we do sort of two-part tests |ike that.

The tinme frane, the types of things we've been
di scussing tend to take fromsix nonths to a year. So

usually in the tinme frames that we tend to operate in, in
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this space, when you would |like to have things pass
yesterday, that's sort of long lead tine to do experinent
often precludes there being necessarily sonething that folks
want to pursue.

But | do encourage it, for the very real reason
that this is a very conplex, very sophisticated network of
machi nes plus humans. It's a physical, plus human,
integrated, dare | say, organic network, and just doing
computer simulations, while that's a huge part of informng
us about how the systemis going to operate doesn't tell us
anyt hi ng about how real |ive humans, who are notivated by
profit incentives, are going to operate in conjunction with
that system

So that's the real value proposition for doing
the experinments. The tine franme is in the sort of six
months to a year. You said also, who would participate?
CGeneral ly, our subjects are students. Cccasionally, people
wi |l dismss experinental econom cs by saying that, you're
just paying sort of petty change. But we always calibrate
t he paynents so they are at |east the subjects' opportunity
costs. The average pay off is generally sonething along the
lines of $10 to $15 an hour, which is pretty equivalent to
your opportunity costs if you're a 21 year old.

The beautiful thing about experinmental econom cs

is so nuch deci sion-nmaking and so nuch of our rationality is
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so deeply enbedded in our subconscious, and you can't
program a conputer to access that. Wen you put people in
an environnent, and you tell themthey get to walk out with
what ever they earn, they're going to get in there and
scranble for every penny. They'll find flaws you didn't
know were there. They'll find strategies you couldn't have
predicted, and that's the true benefit of the methodol ogy.

MR KATHAN. Fromthe neeting, if there were any
di scussions or any proposals, we'd |like to see that.

M5. KIESLING | didn't put that in ny witten
remarks, but | wll do.

MR SILLIN:. Question for Brian. Brian, you
i ndi cated that there are businesses, firnms, that you do say
attract returns earlier in your cooments. Could you just
summari ze what ki nd of technol ogies those firns are
strongest in terns of the type of generation or capacity.
They appear to be providing the strongest returns --

MR CHIN Wen | referred to there are investors
willing to | ook at generation, they are willing to | ook at
generation assets that are transacting at value well bel ow
repl acenent costs. It's not as though they' ve identified
new t echnol ogi es that appear to be prom sing; rather,
they're | ooking at ol der generation assets that have been
significantly deval ued by the market pl ace.

For exanple, it's fairly comobn to see

80



20050616- 4010 | ssued by FERC OSEC 06/ 16/ 2005 i n Docket#: PL0O5-7-000

© 00 N o o s~ w N Pk

N N N N N NN P P P R R R R R R
o o b~ W N P O © 00N OO 0ok~ N -, O

18895

DAV
transaction values at 40 to 30 percent bel ow repl acenent
costs. W have noticed | arge transactions -- for exanple,
Duke Energy recently sold a significant portion of their
sout heast generating facilities for about a dollar because
they were tax-loss benefits out of a sale. Wen we | ook at
di stressed asset investors, they'|ll conme and they cal cul ate
their return on capital because they'll be investing noney
in an asset that they anticipate wll come back into the
nmoney at sone point. Through a supply and denmand
equilibrium it comes back into bal ance.

That's what | neant by ny comment. W do see
ot her technol ogi es that cone through the pipeline Iike | GCCs
and other types of generation |ike pebbl e-bed nucl ear type
reactions that are getting bandi ed about in the space. But
internms of significant transactions, no. |It's primrily
generation assets that already exists that are trading at
| ow val ues.

MR SILLIN. A capacity construct, along the
lines that are being discussed, how would that fit in, in
terns of providing incentives for those kinds of
technol ogies? Wuld it be a significant part of the
incentive for investors to ook t that technol ogy, or are
there other factors that are nore significant?

MR CHN | think the factors that primarily

determne investnent in this space are | ooking at supply and
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demand rel ati onshi ps, and where the projected power price
spi kes are nost likely to occur are capacity market
structure; basically set incentive a little bit richer, but
interns of directing a capacity market structure to favor
certain types of technol ogi es over another, | think that
woul d depend on the details of the capacity market
structure. Certainly, if you have sonme sort of quit-start
mechani sm incentive nmechani sm sone sort of generation fue
provi sion that favors that technol ogy, obviously, the
i nvest nent response woul d be comensurate. But right now,
by and |arge, the vast nmgjority of the investnent incentive
appears to be the anticipation of sonme tightness off of what
is right now a very distressed asset valuation scenario.

M5. COCHRANE: | think we have one | ast question
fromHarry.

MR SINGH W heard a | ot about why RWR
contracts m ght be good for existing generation, but they
don't send any price signals for new i nvest nent because they
don't give you a long-termcontract.

Brian, you enphasi zed | ong-term contracting as
well. Do you have any thoughts on how the proposal that is
before us would do in terns of |ong-termcontracting, and,
specifically, the issue of if you do it four years out,
maybe it gives a bigger piece, wwth PIJIM being the POLR

versus if you do it one year, maybe LSEs buy nore. | don't
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know if this is the type of thing that experinents can
answer. My guess is it would be physical because it's a
long-termsystem |f you have any thoughts on that?

MR CHIN Sure. Wth regard to RV\R contracts, |
have nmade earlier coments in previous conferences that in
sonme instances, RVR contracts can actually serve an
i mredi ate, short-termneed. |If you're |ooking at a conpany
t hat has signed an RVR contract for a few years, and the
contract provisions are public, and you can sense or nodel
out what the profitability of the contract is, that's
hel pful. But that's only on a short-termbasis. There's a
| onger termstructural risk in that. You don't know when
regulators will step in to nandate the signing of an RWVR
contract. You can't tell when that wll happen and over
what frequency period. As a result, it's actually an
i nvestnent disincentive in the |long run.

| think I"'mreferring back to that
regul atory risk that M. Shanker was referring to earlier
with regard to the proposal before us when we're | ooking at
the four-year auction process. Fromour standpoint, a
four-year auction process helps identify what are the
nodel i ng nunbers that we can use to put into a nodel, even
if a conpany doesn't give us a series of financial guidance
metrics.

A simlar scenario would be if you | ook at the
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New Jersey BGS auction. That has a rolling-forward,
three-year auction result. W typically use those auction
results as nunbers. |If we don't have anything else, we'll
use those nunbers as part of our financial forecast to give
us sone senbl ance of where the trajectory is going.
Simlarly, when we | ook at the forward-energy nmarkets, |ike
Prof essor Kiesling said, as inperfect as they are and as
illiquid as they are, in the absence of any other pricing
information, we'll take those forward prices as they are and
punp those into our nodels.

So the capacity nmarket proposal that has a four-
year forward auction gives sone |evel of certainty over
that, and in ny opinion, the further out you have that
trajectory, the better off you are in terns of having sone
sort of certainty that you can finance, and eventually
invest in. So longer is preferable, but along the spectrum
a one-year auction is better than a one-nonth auction
forward, for exanple

M5. KIESLING A quick coment, Harry. You will
be pleased to know that this bodes well for our future.
have an undergraduate who is doing his senior honors thesis
next year, running experinents on RVR questions
specifically. He can cone up with the funding to pay the
subj ect s.

(Laughter)
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M5. KIESLING | hadn't suggested to himthat he
touch on the regulatory risk issue. He's touching on a |ot
of the other topics we discussed today, though, so maybe
will.

MR BOARING Harry, can | just respond rea
quickly as well to your question? The way | see the RWR
construct is, is using a stable nmarket design in place of
|l ong-termcontracts, and attenpting to create a set of
expectations anong investors, clearly, it's not a long-term
contract; it is a forward contract for one year. But the
idea is, again, to create a stable market design, which wll
create a correspondi ng set of expectations about future
prices, and, again, it also enphasizes the inportance of, as
| think you were indicating, underlying bilateral contracts,

whi ch respond to those forward prices.

MR SINGH | didn't nean to focus so much on
RVMRs. | was concerned nore about how the proposal is going
to do with long-termcontracts. | think Brian's coments on

t he BGS auction were useful because we had this debate
| ooki ng into procurenent processes, the kind that we see in
California, for exanple, long-term RFPs or sonething nore
transparent, even if it's not long term And you' re saying
that it is useful

MR. SHANKER One of the things, Harry, is that

it's the background agai nst which people will be contracting
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for along time. There's still the case that proven
participants in the market, particularly those that have
long-termload obligations, will enter into | ong-term hedges
if they're reasonable about it. The questionis, is it nore
likely to encourage sonebody to hedge their risk in a market
where there is sone volatility, but the volatility is
possi bly predictable and there's a reasonable forward curve
to work against, or is it nore likely will hedge where
there's huge volatility and it's unknown?

You hear argunents on both sides. This is
actually a good area for experinental econom cs because you
can support -- it has to do with the risk aversion functions
for the individuals that are involved. Sone people say they
are scared to death with high volatility and they' Il hedge
nore. O her people say, I'mterrified by the cost of the
errors, and the existence of long-term forward prices nakes
it a nore stable environnment. For ne to be able to say yes,
sol'moff alittle one way or the other, and I'll enter
into a 10-year contract. |It's not clear, but for the
investnment side of it, is it clear | think

M5. COCHRANE: Thank you very nuch for a very
informative panel discussion. W'I|| take a 10-m nute break,
and we'll start at the next panel, talking about the
specifics of the alternatives.

(Recess)
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M5. COCHRANE: If we can try to get started,
pl ease. This next panel is about the alternative capacity
mar kets, nodels that are currently on the table.
Conm ssi oner Brownell is not here, but she'll be back, and
she said to go ahead and start w thout her.

The first panelist is Andy Ot with PIM to talk
about an alternative that we've already heard quite a bit
about this norning, but, hopefully, will present sone nore
specifics on PIMs reliability pricing nodel. Thank you,
Andy.

MR OIT: Good norning. Thanks for the chance to
talk in front of you today. Essentially, the long-term
i nvestnment infrastructure issues in the industry need to be
resol ved, obviously. One of the mssing pieces, if you
will, to conpetitive market evolution has been, are we
seeing long-termsustained infrastructure investnent? |
submt the answer is, we haven't seen it yet. The capacity
mar ket design needs to focus on long-terminfrastructure
i nvestnent issues. Notice | didn't say generation, | didn't
say transmssion; | said infrastructure investnent, neaning
all of it, okay?

The PJM board recogni zes that the
transm ssi on pl anni ng process we have today needs to be
revised to focus nore on long termand to focus nore on the

needs of the conpetitive market as opposed to only on
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reliability. W have recognized that, and have a
st akehol der process to get that noving as quickly as
possi bl e; however, transm ssion expansion alone isn't going
to solve the problem You need an integrated sol ution that
integrates integration demand response and transm ssion.
Essentially, that's what we have wth RPM

One of the questions that came up earlier was the
fact that RPM does allow transm ssion to conpete directly in
t he auction four years out with the generation and demand
response. |Is that nmeaningful? | submt that it is
meani ngful, in a couple of different ways.

As you | ook at transm ssion expansion, one of the
probl ens we've had today, with what 1'Il| cal
non-reliability-based transm ssion expansion, is that there
is no conpetitive investnment nodel. There's no way to
essentially get in there and say, what are the dollars I'm
going to get on a forward basis. |If you actually |ook at
transm ssi on buil ding when you' re putting in
transforners -- 150 KV, 230 KV -- all that can be done five
years or sooner. |It's the stuff that's the 500 KVs. The
| ong- haul 500 KVs is the stuff that takes 10 years or
what ever to build.

The point is there's substantial transm ssion
infrastructure that can be built on that kind of tinme frane.

The fact that the RPM has increnental auctions where you can
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bid a position on a forward basis, and you can adj ust that
position each year as you get closer allows, again, that
same kind of dynamc, if you wll, for sonebody to take and
say | will build. But if they run into problens, they can
get an alternative solution to junp in. That kind of
dynam c, actually, is a neaningful, conpetitive transm ssion
i nvest ment nodel, which is what we don't have today.

If we flip over to, essentially, the capacity
mar ket design efforts we had PJM essentially we've tal ked
about, as you've heard, capacity for a while in PIM The
redesign efforts have included both a regional -- PJM had
done the Northeast RTO capacity stuff, and that didn't seem
to get us to where we needed to go, so we have ot her
st akehol der processes that have occurred.

The initial reliability pricing nodel design was
put out in 2004 in June. W discussed it and nodified it
t hrough t he stakehol der process for about a nine-nonth
period. One of the nost striking issues was that there are
a lot of dollar inpacts. |It's well-docunented that this is
a big dollar ticket item

So it's not unrealistic. You have debate, what
|"d call fundanental disagreenents. W had over 100
meetings to talk about this. W nmade nodifications as we
went forward. | attached those to ny docunentation. One of

t hose docunentations was actual ly substantive. W actually
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1 added the transm ssion investnent participation. Again,

2 there are different stakehol der views, and consensus

3 couldn't be achieved. It's obvious to you, probably today

4 fromthe first nodel, that there are substantive

5 di sagreenents. That's why we're here today.

6 I switch over to the fundanental design el enents

7 of RPM Again, the overall goal is to align pricing paid

8 for capacity with overall systemreliability requirenents.

9 Today we don't have that. As you know, we don't have that.
10 As you know, we don't have the | ocational conponents, which
11 are a fundanental reliability requirenent. There is one
12 "1l call a devaluation of capacity on a forward basis
13 because of the short-termnature of the current market. So,
14 again, the design features of RPM were devel oped to address
15 t hose fundanental issues.

16 As I'll go through what 1'll call the three key
17 el enments of RPM W have the | ocational capacity pricing.
18 Agai n, that was necessary to ensure capacity pricing is

19 consistent with local reliability, the granularity of the

20 | ocational elenments. Essentially, we were talking on the

21 | ocational pricing debate, | was sitting here probably at

22 | east before sonme of you. | was tal king about should we

23 have a single clearing pricing; should we have | ocationa

24 pricing? Wat we |earned in that debate and what we | earned
25 inthe reality of the market is that inplenentation is that

N
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pricing has to be consistent with the physical reality in
order to nmake sure that the pricing doesn't have what ']
call fundanental flaws.

One of the proposals we'll hear about to date
does not put |ocational requirenent, based on the actua
engi neering analysis, in the RTEP. 1t seeks to have nuch
| arger zones in order to get a better bilateral nmarket.
Again, | submt to you we lived through that debate before,
and it didn't work. Essentially, we had to get back to the
reality of the system pushing the pricing to be as granul ar
as it needs to be, based on the engi neering.

Agai n, the concept of having a | ocational signa
puts the transparent price signal out there that directly
conmpetes with an RVR contract. So, essentially, if you have
no | ocational signal, you have a hidden RVR contract, and
new entry won't see that and conpete with it to get rid of
what I'll call the old-dog unit that you really are paying
to keep around. So it's fundanental that you have that
feature as granular as it needs to be to neet system
reliability requirenents.

There was a transition mechanismto try to help
| essen the burden of noving into a | ocational requirenent
right away, to try to acknow edge that existing contracts
are there, to try to make sure we didn't unwi nd existing

contracts as we nove into | ocation
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W nove to variable resource requirenents.
Essentially, the variable resource requirenents I'll try to

spend |l ess tine on because we hear a | ot nore about that
today fromothers, but it does resolve the capacity price
volatility issues that you heard about earlier and does dea
with market structure issues. it puts the inplicit price
cap on the market, which essentially is geared toward new
entry, so it does allow the market to be better structured.
Again, the direct valuation of the reliability benefits of
additional reserves are contained within that variable
resource requirenent.

Next , | turn to the four-year forward
comm tnent, which is probably differentiated between what
this nodel is and what the other Northeast nodels have done.
Again, the concept here is it is a very critical elenent,
essentially, to have the longer-termforward commtnent.

You heard today, earlier, about the conpetition
by new entry; again, the neaningful participation in new
transm ssi on upgrades. You can't have that one nonth out.
| f you have an auction one nonth out, vyou really can't see
that direct conpetition, and by direct, it's what 1'Il cal
conmpetitive investnment nodel. |If you're |ooking at the
design of the RPM where it really is trying to nmake sure
that the noney you spend on reliability is noney well spent,

that's really the key.
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The long-term forward conm tnent, again, provides
a strong incentive for generation to respond to capacity
short ages because you actually see the price out there, and
you see what's comng up. The price is nore stable. One of
t he phenonena we see in the industry is there's a | ot of
issues related to environnental inpacts on generation. A
four-year forward commtnent allows you to see that com ng,
and conpared directly what the alternatives would be, rather
than wait until the last mnute when the reg kicks in, and
you're scranbling trying to figure out what to do.

If you |l ook at the transparent forward-pricing
tool -- again, transm ssion demand response and generation
solutions -- to directly conpete, again, we go back to the
busi ness nodel. |'ve heard folks say that the RPMw I |
create problens for demand response. | submt again to you
that the types of demand response we have today are driven
by the market structure. |If we add a market structure that
| ooks into a longer term capacity product for demand
response, you'll get new types of technol ogy and new types
of demand response offering in. There's no way to date to
put that kind of investnent out because there's no
i nvestnment nodel for it. But putting out a forward price
and allowi ng direct conpetition of that demand response with
generation will provide a new opportunity. It won't

necessarily change the existing opportunities, but it wll
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add a new one.

The new entry, again, has been tal ked about a
lot, so I'll skip over that. But | do want to tal k about
the bilateral market. Fol ks have postul ated, again, that if
we do a four-year forward, it will destroy the bilatera
markets. | sat again through the LMP debate. | heard, as
we go froma single clearing-price nmarket to a full noda
market, it wll destroy, essentially, bilateral conpetition
as we know it. W all, sitting here five years later, saw
that did not occur. Wat happened was the bil atera
contracts under that energy market had to swtch fromthe
seller's choice to bilateral markets, incented nore around
t he hubs or sone other construct.

| submt to you, a longer termmarket in the RPM
will not destroy bilaterals, but it wll change their
fundanental nature. It will nmake them becone |onger term
Somet hing that is not existing today is the discipline on
the | oad-serving entities to nmake sure they have enough
resources into the future to preserve reliability.

Providing the longer-termforward commtnment will require,
essentially, for hedging as we tal ked about. As you had
heard in the first panel, the hedging requirenent wll
suddenly | ook out further, and we'll get what we're | ooking
for, which is longer termbilaterals for reliability into

the future.
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Again, we need to accept the responsibility for
the long-termreliability of the system The way to do that
is to create a longer-termforward conm tnent, and, again,
to enbrace the adaptations of the bilateral contracts that
must happen with it.

Agai n, PJMrecogni zes that the capacity market
al one cannot resolve infrastructure issues. Inplenenting a
| onger-term pl anni ng process, adapting the planning process

to |l ook at what the needs of the conpetitive market are, in

addition to adjust reliability, is critical. Inplenenting a
per manent demand-response solution is critical. PIMis well
along in the stakehol der process. In fact, it's to cone

bef ore the Conm ssion before the end of this year. An

i nt egrat ed demand-response solution, essentially, wll make
our existing demand response pernmanent. It wll add a
forward-energy reserve product, which, again, is the first
opportunity, if you wll, that demand response has for a

| onger-termenergy market, which is going to be critical to
its developnent. It adds in demand-response capability to
participate in ancillary services, which, again, gathers the
revenue streamthat they can participate nore broadly, if
you will, on an equal footing with generation. Al that has
to be done. But, again, demand response and transm ssion
alone is not going to solve the problem W still need to

fix the fundamental issues we have with capacity.
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Agai n, the |last conponent of the denmand response
istoallowits full participation in capacity. Today it
doesn't really actually have that. It actually, under the
RPM has full participation in the capacity construct. The
PJM anal ysi s has indicated that the RPM net hod produces a
consuner benefit. You'll hear about that later today. The
consuner benefits, as they tal ked abut in the first panel,
are related to the fact that you would substantially reduce
forward i nvestnent risks, so the cost of capital goes down.

The stakehol der process that we have gone through
in PIM has resulted in significant progress on debate of the
issues. If we're sitting here fromlast year to this year
we' re actually honing down towards the real issues in
capacity market design. These have, at tines, highlighted
design flaws, and the debates have centered around ways to
fix that.

The need for change is acknow edged. Everyone
talk to acknow edges the existing capacity market nust
change. W need to get on with the change, though, because
the existing markets that we have today are sort of
paral yzed with the rules not being defined into the future,
what woul d probably be worse than just staying with the
current construct at this point. So we really need to nove
forward and resolve the issue. Thank you.

M5. COCHRANE: Thanks, Andy.
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1 Qur next presenter is Ed Tatum with O d Dom nion
2 El ectric Cooperative, presenting a proposal of a coalition
3 of conpani es; an association, it's ny understanding, the

4 Enhanced Transm ssion and Capacity Construct, or ElITCC

5 MR TATUM  Thank you so nuch. W're talking

6 about increnmental change here today. Actually, 1've cone

7 here today to talk about RWVR contracts, and I'Il try to

8 address that issue once and for all.

9 (Laughter)

10 MR TATUM |I'mEd Tatumwith A d Dom nion. As
11 Anna said, | amrepresenting a proposal froma nunber of

12 different fol ks on a handout that's going around the room
13 There's a |list of about 50 different organizations fromthe
14 PIJM Public Power Coalition; the PIMIndustrial Custoner

15 Coalition; as well as sonme of our public advocates who are
16 supporting this proposal over other constructs that are

17 currently on the table. | want to say that because we are
18 t he consuners, and |I've heard a few comments fromthe first
19 panel that we're |ooking to benefit these consuners, and we
20 are the consuners. W're very concerned. W want to make
21 sure these benefits truly do apply.
22 I Iiked the opening conments we had today. WE
23 are not in a perfect world; we do not have a perfect narket.
24 But where we are right nowis a world that's evolving. W
25 are trying to get into a market world, and noving from

N
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vertically integrated nonopolists into a conpetitive node.
We have econom cally rational behavior that we're seeing
fromfolks; contracts, as Joe Bowing said, versus

| ocational capacity needs, so these need to be addressed.

The alternative proposal |'mgoing to present
here does not ignore capacity. | want to be very clear
about that. It does have a capacity construct. It does not

use RVR contracts in any way, inconsistent with the
di scussion that was had here in this first panel. It's a
| ast resort transition.

W expect that under this proposal, RVMRs would be
less likely. W do need to address planning. W do need to
address transm ssion construction. Sinply because it's hard
to do doesn't nean that we shouldn't try to do it, roll up
our sleeves, and nmake it happen.

The other comment 1'd |ike to nmake as far as a
public power entity, we are attenpting to bring solutions
here that we feel will indeed work. W have engi neers,
| awyers, econom sts, who are fairly patient with ne as they
try to help nme understand exactly what they're tal ki ng about
as we go through these various designs.

The EI TCC proposal, if you wll, is
phil osophically a bit different approach. W are focusing
on resource and infrastructure adequacy rather than revenue

adequacy for a particular set of assets, and we want to
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provide the infrastructure to get the right resources built
inthe right place, at the right time. There's a capacity
component for resource adequacy and trying to nmaintain
mar ket processes where resources and | oads can rationally
transact.

Transm ssion. Again, we've tal ked about the need
for longer lead tinmes, the need to facilitate appropriate
cost recovery, the need to enhance |ocal planning as well as
regi onal planni ng.

There are sone conmon aspects that our proposal
has with the reliability pricing nodel. It has a system as
wel | as a |l ocal adequacy focus. W do agree that |ocal
capacity needs to be addressed. It's reliability based. It
provi des inproved certainty -- in other words, reduced risk
over the current construct, which does need to be nodifi ed.
Those features | just listed will incent new generation; the
| ocational aspect and the market aspect wi Il provide
additional revenue to what we mght think of as at-risk
generation; and we're sure it integrates very nicely with
transm ssi on and denmand response.

Differences fromRPMinclude that this is a
mar ket -ori ented approach. W're trying attenpt to match
willing buyers and sellers. W want to enable the nmarket,
not create admnistrative price. W want to pronote

long-term bilateral contracts.
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W have a situation where the |oad-serving entity
is responsible for procuring their capacity requirenents. |
think that's very inportant. W are the |oad-serving entity
that's going to be in control of our destiny. W want to
nmeet our obligations.

W feel it has a straightforward integration with
demand- si de response given the features of the various
auctions and the various tinmes. |t generates forward prices
that can be used to informthe market. These are going to e
|l ong-termprices, four years our or possibly even nore if
you'd like. W'd be happy to talk about it. That would
informfol ks and enable themto trade around that. It does
not attenpt to adm nistrate or provide revenue adequacy for
a particular asset group. It does, however, provide
conpr ehensi ve, market-oriented, long-termfranmewrk for the
right mx of resources. That includes in our mnd demand
response transm ssion and generation. It recognizes the
appropriate lead tine for each type of resource and it does
provi de |l ong-term capacity requirenent that wll allow | oad
to creatively neet its obligations and honor its
responsibilities.

EITCC. W viewed it as an increnental change to
the current construct. W have system and | oca
requi renents. The system installed reserve nargin, and

| ocal obligations are both identified three years ahead of
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1 ti me, based upon engineering studies and pl anni ng anal yses.
2 The | oad-serving entity's obligation is increased fromone
3 that is daily to a full year. There's deficiency penalty
4 removing froma penalty that would apply only an interval to
5 an annual basis. The penalty maintains the current capacity
6 deficiency rate, which we believe is a prem um above the net
7 cost of newentry. Visa itens help provide information.
8 The deficiency penalty hel ps provide inspiration for folks
9 to performand neet their obligations.
10 Under the options, there are many. There's a
11 mul tiyear, voluntary auction that would be run on a
12 quarterly basis four years out. It would give a long-term
13 price signal that fol ks can trade around. There wll be a
14 final clearing auction that would be held two nonths before
15 the actual planning year in case people hadn't net their
16 obl i gati ons, and people would trade around that. Then right
17 before the planning year there woul d be ot her what we think
18 have interval options to allow people to trade part-year
19 positions and m x and match various resources to conme up
20 with a full total year planning year obligation.
21 Transm ssion attributes include expansion of a
22 pl anni ng hori zon of what we're supposed to be doing five
23 years to either 7 to 10 years, and we're happy to talk to
24 PIJM and the transm ssion owners about howto do that. 1[1'd
25 like to retain five years for the short tine frane

N
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requi renents and proactively accrue upgrades based on unit
retirenment assessnents. The transm ssion panel will talk a
little bit about that this afternoon, as to how, indeed,
t hat can be done. Just because it's hard doesn't nean we
shouldn't try to do it. It incorporates the |ocal capacity
premuns in a cost benefit analysis via the current econom c
pl anni ng process. It addresses the local deliverability
ar eas.

Sone folks, as we are as well, are concerned
about the granularity of this approach. There are |ocal
deliverability areas that PJMregularly plans around. This
woul d continue, and we woul d hope that that process woul d be
enhanced by adding an actual local reliability assessnent
into the local deliverability one, which trades around the
CETL intel analysis, and creating a capacity transfer credit
for merchants and enhanced | ocal interaction along
transm ssion entities and the local LSEs to take care of
some of the problens, nostly to try to put together a
protocol and a approach, that plans the entire system not

just the bulk grid, but the entire systemin the way it's

oper at ed.

Wth that, I'll turn the m ke back to you. Thank
you.

M5. COCHRANE: Qur final panelist is Tom Hyzinski
w th PPL.
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MR, HYZINSKI: Thank you. PPL appreciates the
opportunity to coment today. PPL believes that an
efficient, transparent, stable capacity market structure
that allows investors to readily project potential future
revenues will pronote future investnent and assure |ong-term
reliability.

An active liquid bilateral market is an inportant
hedgi ng tool, given that no market structure, including RPM
is free of volatility and conpletely predictable. PPL
bel i eves that RPM has several features, such as |ocationa
obligations and a demand curve that, if properly
i npl emrented, can work. Locational obligations wll
encourage generation to locate in the proper |ocations.
| npl emrenting a demand curve shoul d reduce volatility,
mtigate market power, and provide a nore stable revenue
stream Proper inplenentation of a demand curve may even
inprove the clains for a better investnent clinmate and | ower
| ong-termcosts. However, PPL also believes that RPM has a
fatal flaw, nanely the forward auction that provides a
one-year commtnent four years out. This RPMforward
auction should be elimnated for the foll ow ng reasons.

First, RPMis a non-market adm nistrative
solution that would prevent the formation of active and
liquid bilateral market, where both | oad and generation can

hedge. PPL's mmjor concerns are that RPM preenpts
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short-term markets, which increases the risk of doing | ong-
termdeals. RPMincreases the uncertainty associated with
trading five years and beyond, which will al so inpede the
|l ong-termdeals. And RPM poses significant credit issues,
such as the need to post collateral for five years, which
would limt the counterparties in the market, thus, increase
costs. RPMhas limted pricing points, one base-residua
auction and up to three increnental auctions. Al auction
results will be ex-post pricing. A liquid bilateral market
woul d have continuous price discovery and provide ex ante
pricing.

Under RPM PJM woul d function as a market
participant to sone degree, rather than just a clearing
mar ket adm ni strator. PJM beconmes a sl eeve for the huge
capacity transaction that takes places in the base residual
auction. This potentially will expose the nenber-to-credit
risks that they woul d not have assuned thenselves in
bil ateral contracts with counterparties.

RPM woul d not be conduci ve to new i nvestnent as
cl ai med by supporters. GCeneration nust have a signed
i nterconnection service agreenent in order to participate,
possi bly m ssing the deadline for the base residual auction.
The one-year commtnent four years out woul d not be
meani ngful to a new generator who needs to recover its cost

over many years. |In fact, because a generator needs to | ock
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1 in year four's price today, RPMintroduces certainty that

2 shoul d factor into a generator's offer, which ultimately may
3 i ncrease price. Further, a one-year binding financia

4 comm tnent four years out is no nore binding and provides no
5 nore assurance than a firm 1iquidated danmages provision in
6 a bilateral contract.

7 Finally, RPMwould create new nmachi nes issues

8 because none of the contiguous RTGs or | SCs have adopted

9 this concept. This will discourage interregional capacity
10 transactions, which will further reduce liquidity.

11 For these reasons, PPL proposes the follow ng

12 specific changes to RPM First, inprove transparency

13 through a visible web site. Generation supply and

14 | oad- denand data, and information fromthe RTEP five-year

15 pl an, including information about potential |oca

16 reliability constraints should be assenbled, just as it

17 woul d be for RPM The key difference is that this

18 information will be nade readily available to the market on
19 an ongoi ng basis. PIJMshould display this information on a
20 visible, transparent web site that is accessible by al
21 mar ket participants. PPL proposes it be nmade avail abl e at
22 | east four years prior to the delivery year.
23 Secondl y, set the obligations forward. PJM
24 shoul d set capacity obligations and establish LDAs, based on
25 t he assenbl ed information, four years prior to the delivery

N
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year.

Third. Mve the nmandatory auction to allow for
robust bilateral markets. Generation and | oad woul d hedge
t hensel ves by contracting bilaterally up to and until PJM
runs a mandatory auction just prior to the delivery year to
satisfy any capacity obligations that have not been
satisfied bilaterally. Firmliquidated damages contracts
negoti at ed between | oad and generation would be as
financially binding as the results of RPM

Under PPL's proposal, generation and | oad woul d
both play an active role in determning how capacity
obligations are net, based on their respective market to
use. PIJMwould remain the operator on the clearing market
and woul d not beconme a market participant.

Under PPL's proposal, price would be discovered
continuously through bilateral contracting. Under PJM nost
capacity woul d be ex-post price at the tine of the base
resi dual option, and there would not be any short-term
liquidity, aside froma few RPMincrenental auctions. Under

PPL's proposal, the ability to forward contract would all ow

multiple use to be hedged t negotiated prices that reflected

t he dynam c nature of the RTEP and changi ng generation
supply. RPMwould only allow | oad and generation to hedge
one year and then admnistratively set price. RPM as

proposed, will make it inpossible for liquid bilateral
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1 mar kets to develop. It only gives the illusion of providing

2 the forward comm tnent for generation that PJM so

3 desperately seeks so it can plan transm ssion adequately and

4 avoid RVR contracts.

5 The real solution to obtaining a forward

6 commtnent fromgeneration is a robust market structure that

7 wi || encourage investnent in new generation and the

8 retention of existing generation needed for reliability.

9 For this reason, PPL proposes the elimnation of RPMs four-
10 year forward auction in order to allow the markets to work.
11 Thank you.

12 M5. COCHRANE: Thank you, Tom

13 | guess, first, I'd ask Andy if you'd like to

14 respond to the other alternatives. Specifically, one thing
15 that has conme up, it looks like in both of these

16 alternatives, is the idea that perhaps PJM shoul d, indeed,
17 be the entity doing the procurenent but have vol untary

18 auctions. If you could address sonme of those points.

19 MR OIT: Again, | think the debate is not --

20 think if you | ook at a one-nonth auction, a one-year

21 auction, a four-year auction, essentially the difference is
22 when you run the auction and when the comm tnent nust be

23 satisfied, as opposed to who is taking ownership or

24 domnating the market. In other words, in either case, PJM
25 is sinply running an auction that matches the buyers and

N
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sellers for the residual capacity that hasn't already been
contracted for

The difference between the three -- between the
one nonth, one year, and the four year -- is when the
comm t nent nust be nade. Today, what we have is,
essentially, generation has no forward commtnent, so we're
runni ng the transm ssion planni ng process not know ng what
generation commtnents are out there.

To have a voluntary bilateral market structure
that says go out and do bilateral contracts -- and what
we're going to do is wish real hard that the generation w |
all be in that contract. But there's really no netric that
measures that 100 percent of the generation contract that is
needed at sone point to allow nme to have this certainty in
t he planning process. That's really the fundanenta
difference, is when is the forward comm t nent done.

The key here is that the structure in the RPMis
| ooking at setting that forward conmtnent so that we have
certainties, so we know at sone point -- and | agree with
Tom t hat when you have the financial conmtnent in an LD
contract -- okay? -- that that essentially says, | have a
price, and I have to honor it.

That's as binding, if you will, as clearing in
the RPM auction. The fundanental difference is if you set

that forward conmtnent four years ahead, then 100 percent
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of the generation | need for reliability is set. Now I
know, essentially, what the reliability needs of the system
are or howthey're going to be satisfied. That assists the
forward-transm ssion planning process so that we know what's
goi ng on.

MR SINGH On Ed's proposal, he said you want to
make the auction four years and voluntary. | thought of
that a few nonths ago because that woul d sol ve the probl em
of PJ and then being the procurer of last resort. | think
the big change here is going froma systemw de auction to a
| ocational auction. Wen you put in transm ssion
constraints, the only way you can run the nodel is if you
factor in all the supply and all the demand si mul t aneously.
So |l can't say to you now that LSCA and LSEB be nodel ed, and
| eave out everything else. Then | don't really see ny
transm ssion constraints. That's why we need to bring in
PJM as the POLR and capture everything else that's not been
pr ocur ed.

| don't see how that would work if we are | ocked
into that nodel of doing everything and PJM doing POLR
I'"d like to ask Andy what you think of Tom s concerns about
the credit issues and people not wanting to post coll ateral,
maki ng you, essentially, an entity that's doing -- while we
don't call them RVR contracts, but it's going to be

sonmet hing |ike that.
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MR OIT: | agree. | think the key here is if
you |l ook at the collateral requirenents. Again, if you say
that the collateral requirenments for any entity is the ful
anount of the capacity requirenent four years out,
obvi ously, that would be an onerous capacity requirenent.

As we | ook through the design of the collatera
requirenents, if you |look at the RPM structure, where if
sonmeone takes a position, then if they need to get out of
that position and they sell in increnmental auctions,
essentially, now, the collateral requirenent becones the
expected difference, if you wll, between what the capacity
price is on a forward basis and what clears in those
incrementals, to actually get a netting, if you wll, of
some of the credit requirenents, which, again, helps wth
this phenonenon. | do agree that credit, as we | ook
forward, is an issue.

On the generation side, since they're the
supplier, we have sonme of the fundanental credit issues.
Again, the credit exposure conmes down to that differentia

bet ween the auctions, which is a nmuch | ower credit exposure,

than the full clearing price in the auction. That does help

to mtigate, to sone extent, the forward-credit issues.
The fundanental concept of saying that you can
have a voluntary auction as opposed to -- as you said,

essentially, you don't have all the information there to do
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1 the voluntary auction. That's the critical piece. You need
2 all these commtnents to cone together at sone point,

3 certainly in order to make this function

4 MR SINGH The reason for that is |ocation, then
5 | woul d ask you what | asked Betsy. Wich of the two is

6 nore inportant to you, location or the four-year price?

7 MR OIT: Betsy said you have to have both, and

8 "Il say it alittle bit differently. Essentially, if

9 you' re sayi ng, okay, | now have |ocation, but | have, on

10 90-day generation retirenent notice, to say |I'd put |ocation
11 inand | still have that. The fact that | had | ocation

12 isn't helping me a lot when it conmes down to the fact that |
13 get to the near termand find | don't have what | need.

14 Again, this forward-commtnent to concept is absolutely

15 critical

16

17

18
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M5. SINGH O all the 1SCs on the market today,
PJMis the only one that runs a daily auction. Now you're
goi ng the other extrene.

MR OIT: Exactly. Part of thisis rolled into
new entry, too. W can't lose the new entry piece of this.
The point is today we have no neani ngful investnent nodel
for demand response generation and transm ssion. The
forward conmtnent, you' re sending a signal out with tine to
act. That's part of it, too.

MR O NEILL: Andy, why can't you nmake it
optional to the people that Ed represents and the people
that Tomrepresents on the condition that they actually bid
into the day-ahead or real-tine market so they can be
curtailed if their bilateral contracts don't actually cone
to fruition?

MR OIT: Today | can't curtail themessentially.
In other words, | physically can't curtail half the
di stribution feeder and not the other half.

MR. O NEILL: So you would need the equi pnent, so
maybe a conditi on upon which you could make this thing
voluntary is that they have the equipnent to bid and be
curtail ed?

MR OIT: So | should shut themoff, you're
sayi ng?

MR O NEILL: |If their prom se to nmake the
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1 bilateral commtnent work didn't materialize -- one year is
2 probably too late to nake sure that the comm tnent doesn't -
3 -

4 MR OIT: Again, that feature exists in the RPM
5 today, essentially what I'lIl call load curtail nment, which

6 today | believe is called ALM I n PJM we have anot her

7 acronym |LR wunder the RPM But essentially the avoi dance
8 of the capacity paynent by curtailnment essentially is part
9 of the nodel. You can do that within three nonths of the
10 delivery year, you can cone forward and say | want to opt
11 out and essentially you'll forecast that ahead of tine,

12 where they can wait until the last mnute and say |'m going
13 to avoid the paynment by essentially curtailing. That is

14 part of the nodel.

15 MR. O NEILL: The biggest part of making it

16 voluntary is that when you go to curtailnments you can't

17 focus the curtail nents on the people who aren't resource

18 adequate. |If you could do that, you could make it

19 vol unt ary.
20 MR OIT: | think that exists today for the ones
21 that can step up and do that.
22 M5. COCHRANE: | was going to ask Ed and Tomif
23 you'd like to respond. | guess | thought -- Ed, could you
24 respond to what Andy said about how you woul dn't have
25 basi cal | y enough of the information comng out of a
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1 vol untary auction that they need to be the ones doing that

2 because they have all of the information as far as

3 transm ssi on pl anni ng.

4 MR TATUM  Thank you.

5 There is an inplicit assunption here that we're

6 going to do our best not to buy any capacity whatsoever. W

7 don't operate like that. W just don't do that. W have

8 reliability obligations, we are | oad-serving entities, and

9 we can't behave in that way.

10 Nunber two, we're tal king about quarterly

11 auctions, four auctions a year for any tinme period out. W
12 feel that's going to be providing some good information as
13 to what's out there. So there's going to be a certain

14 component of the resource obligation that will have to cone
15 fromwithin that area. That's going to be set and

16 determ ned and we wi Il have to buy that anmobunt and be there
17 for it. The rest we can get fromthe general broader

18 mar ket .

19 If we don't performat the very end of the
20 process right before the planning, there's a final clearing
21 auction where everybody cones into the church, we shut the
22 doors, and it's not done until it's done. That's how we
23 woul d be wor ki ng under this proposal
24 MR HYZINSKI: | think the difference in opinion
25 as to whether this four year forward commtnent i s necessary

N
»



20050616- 4010 | ssued by FERC OSEC 06/ 16/ 2005 i n Docket#: PL0O5-7-000

© 00 N o o A w N Pk

N N N N N NN P P PR R R R R R
o o b~ W N P O © 00N OO 0ok~ N -, O

18895

DAV
or not cones in a different view of where the probl emcones
from | just don't think that you could ignore the fact
t hat you have an unheal thy market structure and say that
you're not getting the streamof investnent generation that
you'd like to see on a forward basis. It's hard to argue
that if you had healthy market structure that you woul dn't
see the investnent that you want. As a matter of fact,
we' ve contended that this one year commtnent four years out
is not really a surety that generation will be there, it's a
bi nding financial commtnent, just as a bilateral contract
iS.

So one could say that you'll know that generation
is comng when you see it comng. Wen you have a healthy
mar ket structure that provides for investnent, you wll have
i nvestnment and you will see it on a forward basis. Then
you' |l be able to do your transm ssion planni ng because you
wi || know what resources you have to work with.

So in tackling the problem we can't ignore the
fact that we're trying to fix a market structure which we
claimis broken, yet we want to say that the market will not
bring us the investnment we'd |like to see.

MR. O NEILL: Could you define what you nean by
"a healthy market structure?" [|I'mnot sure |I'd know a
heal thy market structure when | see it.

(Laughter.)
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1 MR HYZINSKI: For starters, we have a market in
2 pl ace in PIJM now where we have a vertical demand curve which
3 has a lot of volatility to it, we have no |ocational aspect,
4 which wi Il obviously cause generation to be built in the

5 w ong place as the PIJM board has acknow edged in sone of

6 their letters to the nenbership.

7 W al so have a target, an IRM of 15 percent that
8 was dropped from | believe, 17 percent during the sanme tine
9 period that the | evel of reserves was rising from | think
10 roughly 17 percent up to about 25 percent, where it is

11 today. So when you lower the target in response to a rising
12 | evel of reserves that was responding to an earlier price

13 signal and you have no | ocational requirenent, you have a

14 vertical demand curve which, oh, by the way, is further

15 aggravated by a daily auction, you have a market structure
16 that you have today, which incited sonme supply early on but
17 nowis failing to produce adequate revenues. So that's an
18 unheal t hy mar ket .

19 Now i f you would do sonething to fix the IRM
20 probl em and the vertical demand problem-- |ike the four-
21 year demand curve, you would put in a |ocational requirenent
22 as we believe you would create the environnent for active,
23 short, mediumand long-termbilaterals, then I think you
24 have a market structure that woul d be conducive to
25 investnment. You have a predictable revenue stream sonebody
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1 can | ook at that and say over the long haul | believe Il

2 get ny noney back and they' Il invest in that market.

3 MR O NEILL: So you just object to the term of

4 the auction, but you agree with nost of the other aspects?

5 MR, HYZI NSKI :  Yes.

6 MR O NEILL: Ed, is that your position?

7 MR. TATUM No, sir.

8 (Laughter.)

9 MR TATUM  You got Tomright, though

10 MR. BANDERA: So we just heard that Tom s main

11 difference is that four year forward isn't where he wants it
12 to go. Yours fundanentally is?

13 MR TATUM CQur fundanental is that we want to do
14 an increnental change to the existing construct. W agree
15 the construct needs to change, but we don't think we need to
16 take it as far as we're tal king about now Cdearly, there
17 does need to be change. That's one major difference.

18 The other part of it, too, is we are trying to be
19 nore market-oriented with that. W have faith in the
20 conmpetitive marketplace and we think that by going with
21 t hese voluntary auctions this will be an inprovenent by
22 setting a locational constraint that wll neet the needs
23 wi t hout bankrupting | oad-serving entities.
24 The ot her difference that we' ve got going on,
25 this coalition has, is that we do not at this point
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1 subscribe to the demand curve. The nmajor reason we do not
2 subscribe to the demand curve is because, as far as the
3 trade-of f between the supposed reduced volatility, we see a
4 very high price to pay for that reduced volatility. W
5 think there is a certain finite pot of dollars that we as a
6 nation have to invest in certain things and the consuners
7 and the fol ks that pay us to supply themelectricity have a
8 certain limted supply of funds. |If we have to invest in
9 sonmet hing, we want to invest in infrastructure and
10 transm ssion, as well as needed generation |ocally.
11 MR. BANDERA: So you all are in agreenent that
12 there needs to be a nore | ocational-specific elenent to the
13 PJM capacity structure?
14 MR TATUM  Absol utely.
15 MR O NEILL: And who wll determ ne how the
16 | ocations are derived, PJW
17 MR TATUM Certainly, under certain protocols
18 that we set up and tal k about and the characteristics of
19 those areas. That's another area where we have a
20 di fference, because we want to redress the resource
21 adequacy, the capacity issue, on a wider basis than what is
22 bei ng proposed by PIM
23 MR. O NEILL: Have you changed your position from
24 before? M/ understandi ng before was that you were going to
25 have zones that really were not physically conpatible with
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1 the actual reliability of the systemand then you were going
2 to clear the market and use RVR contracts to clean up the

3 m st aken belief that you have too | arge zones. Have you

4 changed si nce then?

5 MR, TATUM No. |'d rather recharacterize your

6 guesti on.

7 (Laughter.)

8 MR TATUM Again what we're tal king about is

9 | ocal market areas that are based, froma resource adequacy
10 standpoi nt, through the transm ssion portion. W are

11 retaining the local deliverabilty area concept. These are
12 the areas that we can tal k about this afternoon wth Steve
13 Herling and the transm ssion planners that | guess we would
14 call electrically cohesive. That they are small and we

15 recogni ze that in those areas we will continue with the

16 current PJM pl anni ng process and analysis, if you wll, of
17 t he capacity, the CETL, which is the enmergency transfer

18 objective and the imt, and take a | ook at that, try to

19 enhance it on a two-year basis going forward. So if we do
20 see a problem-- which we would hope woul d not occur, but we
21 woul d then try to address that through a conpetitive RFP or
22 an auction
23 MR. BANDERA: You don't think it's necessary for
24 PIMto know four years ahead exactly what generation units
25 are going to be there and you don't see the need to link

N
(o))



20050616- 4010 | ssued by FERC OSEC 06/ 16/ 2005 i n Docket#: PL0O5-7-000

18895 120
DAV

1 those -- that transm ssion planning and the generation

2 identification four years forward?

3 MR. TATUM Derek, transm ssion planning needs to

4 anticipate what the future generation pool's going to be.

5 W believe there are ways to do that, by going out |onger

6 term but also m xing an approach of probabilistic analysis

7 inthe longer termwth the current nore determnistic

8 approach that we are currently using in the shorter term

9
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1 M5. COCHRANE: Any questions fromthe states? o
2 ahead, David.

3 MR. MEAD. A question for Tom One of the points
4 | think I heard you nmake, was that the four-year procurenent
5 that only offers a one-year contract, will not really create
6 a viable climate for new entry.

7 And I'mtrying to figure out the inplications of
8 that. |Is the inplication that you think that if there is a
9 four-year forward procurenent, there isn't going to be

10 enough supply that offers in to neet the requirenments that
11 are forecast, or, is it that supply will be so short, that
12 just the price wll be nore expensive than under your

13 proposal, or is it sonmething el se?

14 MR HYZINSKI: | think it's just not as good of a
15 signal as a liquid, bilateral market would be. It's a one-
16 year signal, four year out. It's an ex-post price.

17 You don't know what the price is, until after the
18 auction has cleared. It's not like you have a liquid

19 bi |l ateral market that you can go to for the short term
20 where you coul d hedge yoursel f.
21 If you would elect to do a |long-termdeal, |
22 think there's a lot nore risk in selling a ten-year strinp,
23 know ng that at any point in tine, if | would have a
24 problem | can't go to a liquid bilateral market and hedge
25 t hat .
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1 | just think it doesn't provide the liquidity and
2 the price discovery you' d |like to have in order to mtigate
3 risk. That's our main issue wth it, and | think that the

4 liquid market is nmuch nore conducive to investnent.

5 M5. COCHRANE: Just one nore question

6 MR. BANDERA: Does Andy have a response to that?
7 MR OIT: | think if you look at this, we're

8 tal ki ng about market-oriented, versus not. That's really

9 not, again, the issue.

10 The issue is, what are you telling the market you
11 want? Al three of these proposals are narket-oriented,

12 meani ng they send the signal, they have an auction, they

13 invite participation

14 I think if you say, okay, say, three years from
15 now, | have an area where | have 10,000 negawatts of | oad,
16 and | can only serve 5,000 of it fromoutside, if | have a
17 vol untary auction, only the 5,000 that | can serve inside,
18 fromoutside bids in that area, then | have no forward

19 signal that |I've got a problem until we get to the point
20 where, okay, now it's mandatory that everybody show up.
21 Suddenly, they all show up, and I say, oh, ny
22 goodness, |'ve got a problem | saw no forward signal for
23 transm ssion investnent; | saw no forward signal for denmand
24 response at that point. | just got to the point where | had
25 a problem then |I've got to do sonething.
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The concept of having the price set, neaning that
you have to have 100-percent participation -- and, again,

it's not mandatory participation in the auction, because you
can bring in your own bilaterals -- the point is, |'ve
actually revealed to the nmarket, ahead of tine, with an
actionable signal to allow investnent to occur, and whet her
that investnent is a transm ssion build or upgrade, a demand
response, or a generation asset, the point is, if we're all
going to do forward bilateral contracting anyway, why not
tell us all about it, so that we can put it in there and we
know what's going to occur, so we can actually get a
conmpetitive investnment nodel that's driven by the market?

The point is, if you wait too long, the only
thing you can do is an RVR contract or shed |oad. Let's get
realistic about it.

If you want to get investnent done, you' ve got to
send a signal out |ong enough in advance to get it done.

And you can't do it by saying half the | oad can show up.

| can tell you what that price will be: It wll
be | ow.

MR HYZINSKI: | just want to nake sure |
understand that exanpl e, because you had said that only in
your voluntary auction, only | oad outside the area would bid
into that, and if you didn't have the load inside bid into

that, you wouldn't have surety that you could use to do the
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1 transm ssi on pl an.

2 | think we can't mx up a financial conmm tnent

3 with the assets that are physically there. That generation
4 is still there in that | oad pocket, whether it bids into

5 that auction or not, and just |like the generation that's

6 comng in the queues that's comng up in response to the

7 signals for newinvestnent, it's really there.

8 Whet her you want a forward auction or not, it's

9 really there. What you have to do is create the environnent
10 for that investnent to want to happen. That's the key.

11 MR SINGH | want to say one quick thing to Andy
12 about sending the price signal, four years ahead. It's a

13 little point, yet to weigh it against the argunments Tom

14 made, | would say that if the demand curve is fixed for

15 three or four years, it's going to be an adm nistrative

16 t hi ng, anyway, so people know that there is sone certainty
17 comng fromhow you fix that demand curve.

18 G ven their own forecast of the fundanentals,

19 woul d they not be able to get sone of those signals anyway,
20 even if you had a one-year-ahead auction?
21 MR OIT: Yes, | think that's the key. You have
22 to have sonebody step up and say it's ny responsibility, and
23 | think that that's probably the critical piece, is to say,
24 can | get the folks to step up and say |I'mgoing to go ahead
25 and do the bilateral s?
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And if | get 20 percent of them show ng up,
versus 80 percent, versus 100 percent, obviously that
matters a |ot.

I think what we're saying here is that, today,
think we've seen that. W haven't really had -- we're
putting out the, quote, voluntary, and | realize today that
the market is daily, but even with a nonthly or annua
mar ket, saying, you know, step up and do it voluntarily, |
don't think really has been worKki ng.

There's always this concept that, hey, | can just
dunp it back on sonebody else, or try to do sonething on a
shorter-termbasis. | don't think the reality is that
you're going to see the voluntary. And it may cover part of
the load, but it's not going to cover all of it.

Again, ny responsibility is to nmake sure it gets
all covered. |1'mnot procuring the capacity, as nmuch as
maki ng sure the generators are commtted. That's really the
key.

MR KATHAN. | had a question for Ed, related to
what Roy was tal king about this norning, and probably we'll
al so probably hear this afternoon when Professor Hobbs
tal ks. You nmade a comment about the demand curve and its
tinme dinmensions, that it is going to be nore costly to have
t he demand curve.

Is that a short-termissue; is that a |long-term
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1 issue? What is the tine dinension of your concern?

2 MR, TATUM  Yes.

3 (Laughter.)

4 MR TATUM Al the way. The demand curve, the

5 concerns of the demand curve, is, again, what is the shape

6 of the demand curve? How highis it? Howwde is it?

7 Those types of issues are of concern. The other
8 aspect of it, as | alluded to earlier, though, is the finite
9 pot of dollars that people have to invest in certain things.
10 What are they going to be investing in? Are they
11 going to be investing in infrastructure to engender robust
12 and conpetitive nmarkets, or are we going to be investing in
13 | ocal i zed generation? That's just a big question as to how
14 peopl e want to do that.

15 The other part if, too, though, is that we are

16 concerned about the overall cost over the years. W've had
17 a nunber of simulations that have been run and peopl e have
18 taken off their own nunbers fromthose simulations, based

19 upon different assunptions, and in a year, we see 2.6 to 2.7
20 billion, depending on whether it's optimzed or not
21 optim zed.
22 W have all these other nunbers. Those are big
23 nunbers, so we see that as a very large difference in the
24 anmount of capacity and the paynent that woul d be forwarded.
25 MR O NEILL: Could | just get a clarification?
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1 Did you say you weren't opposed to the demand curve; you

2 were sinply opposed to the shape of the demand curve?

3 MR TATUM No, sir. | said that ny coalition is

4 opposed to the demand curve, for the reasons that | set

5 forth.

6 MR O NEILL: But then you said sonething about

7 the shape. You didn't like the shape, or you needed to

8 change - -

9 MR. TATUM  Sone peopl e are concerned about the
10 shape, sone peopl e are concerned about the slope, so I've
11 got a coalition here that |'mrepresenting.

12 MR. O NEILL: But there is demand curve, anyhow
13 it's just very steep?

14 MR TATUM  You know what? W have |earned so
15 much since June of this year, and we really, as a pool and
16 as an RTO, have conme a long way to have everybody sitting
17 here with these common i ssues, yes, we need |ocation; yes,
18 we need to fix it.

19 That's a huge step fromwhere we were a year ago,
20 whet her sonme people think it's big or not, but, yes.

21 M5. COCHRANE: Thank you. | think we'll be

22 addressing a |lot of these issues in nore detail this

23 afternoon. Wy don't we break now for lunch. W'Il try to
24 start pronptly at 1:15, to give you guys an hour

25 (Wher eupon, at 12:15 p.m, the Technica
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Conference was recessed for |uncheon, to be reconvened this

same day at 1:15 p.m)
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AFTERNOON SESSI ON
(1:20 p.m)

M5. COCHRANE: |If people could please cone on in
and take a seat, we can get started.

(Pause.)

Al right, it's time to get started wth our next
panel. This afternoon, the way that we've structured the
panels, is pretty nuch to break down the different el enents
in the capacity market, and the proposed alternatives, into
ki nd of two buckets.

This is the transm ssion planning, integration,
and rel ated issues panel, so why don't we go ahead and get
started? | know a |lot of the issues have been raised in the
previ ous panel s.

If you were here this norning and you heard
things that were raised in the previous panels that you
woul d i ke to respond to, please go ahead and do that.

But our first panelist is Steve Herling,
Executive Director of System Planning for PIM Thank you,
St eve.

MR HERLING Thank you. Qoviously, as we've
seen this norning, the issues underlying RPM are extrenely
conplex. One of the thenes you'll hear consistently from
PJM is that for any solution to succeed, it has to be fully

i ntegrated across planning markets and operati ons.
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Al'l three have to work together or whatever we
put in place, will not give us the desired result. 1In

parallel with the RPMeffort, we have initiated a nunber of
significant changes or an eval uation of a nunber of
significant changes to the planning process, including:

Ext endi ng the pl anni ng hori zon and expandi ng the focus,
based on which we plan, with respect to what it takes to
support a robust, conpetitive narket.

Qur recent experience illustrates the need for
integration of integration and transm ssion solutions and
demand-r esponse solutions and the need for longer-term
certainty, as it inpacts the planning process.

The deliverability problens that we're currently
dealing with in New Jersey, highlight the need for
appropriate market signals to generators, to all resources,
so that generation, transm ssion, and demand response, can
nore effectively be integrated within the context of the
pl anni ng process.

The RPM proposal builds on the relationship
bet ween generation and transm ssion, using our existing
deliverability criteria and tests to devel op and put
forward, the signals to the market, to incent the behaviors
that we're | ooking for

RPM specifically provides for an opportunity for

transm ssion to conpete with generation and demand to
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1 resol ve the capacity shortages, |locationally, as we nove
2 forward, and, as we've seen, our experience over the | ast
3 seven or eight years wth deliverability, indicates a need
4 for granularity in ternms of how we eval uate the probl ens and
5 how sol utions are going to be provided to resolve the
6 i ndi vi dual problens and constraints we face.
7 If you look at the |ast couple of years, we have
8 had a significant nunber of generation retirenents announced
9 in 2003 and 2004. | dug this up, based on sone of the
10 comment s this norning.
11 If you |l ook back in the four years, 99 through
12 2002, in the Md-Atlantic region, we had a total of 269
13 megawatts of generation retirenments; in 2003 and 2004, we
14 had 1400 negawatts, a significant portion of that in New
15 Jersey, and we have another 1200 negawatts pendi ng, that
16 requested retirenent, which we have determ ned are needed
17 for reliability.
18 W need to keep those units around for a little
19 while. The problemwe have is that while generation is
20 critically needed in the East, in particular, in New Jersey,
21 there is no | ocational evaluation for generating capacity,
22 and because we don't have any kind of |ong-termforward
23 comm t nent process, generators are essentially able to
24 announce their retirenent, effective i medi ately.
25 Qovi ously, we have a 90-day period during which
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1 we can evaluate, but that really doesn't give us nmuch

2 opportunity to do anything other than the RVR sol ution that
3 we' ve been tal ki ng about .

4 As a result of these retirenments, we've

5 identified deliverability criteria violations for every year
6 of our planning period. W're |ooking out into the 2010

7 tinmeframe now, but in the retirenents we saw recently, we've
8 identified violations for 2005, every year from 2005, out.

9 W' ve been able to resolve the violations for

10 2005 through a conbi nation of very quick transm ssion fixes
11 that were able to be inplenented, and the RVR contracts for
12 a nunber of generating resources, but, noving forward, we're
13 going to need to inplenment additional transm ssion fixes in
14 the short-termyears of 2006, 2007, 2008, and 2009, based on
15 those retirenents, and we're going to have to keep those RWR
16 generators around for sone period of years, based on the

17 pace of that transm ssion construction

18 The RVR generation is clearly a short-term

19 solution. It's atransitionto a reliable state further
20 down the road, while we build |Ionger-termsol utions.
21 In this instance, the transm ssion solutions are
22 just going to take a nunber of years to put in place, but if
23 the generation capacity was given a |ocational valuation, if
24 it's critical to have generation capacity in a particul ar
25 area, and if capacity was val ued accordingly, then the
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exi sting generation, if it is viable for the long-term they
woul d have the incentives to keep those units in a state
that they can participate in the markets for the |ong haul.

It would also send signals to the devel opers to
put resources where we need them

| nmentioned before, that, in parallel wth al
these activities around RPM we're al so | ooking at our
pl anni ng process. Qur Board -- and | believe this is
attached to ny coments -- our Board put out an open letter
to our nenbership, basically conmtting us to a series of
activities, and, in particular, with respect to the planning
process that would look at what it would take to extend the
pl anni ng hori zon, based on what we currently do today, and
to take a nuch broader | ook at the econom c el enents, what
it takes in planning, to build wth respect to a robust,
conpetitive market.

Those efforts, we've already initiated. They're
going to be rolling out through our stakehol ders over the
remai nder of this year

But one of the things that we need to be aware of
--and | think this was said nunerous tines this norning --
is, the two have to work together.

The changes we nade to the planni ng process, have
to work with RW. [If we change the planning horizon, the

certainty issue, the longer-termconmmtnent, becones even
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nore critical.

The further out we plan, the nore uncertainty
there is, so the nore critical that certainty beconmes. CQur
linkage to the RPMcycle is certainly doable.

W just have to bal ance the planning horizon, the
auction cycle, the margins that we apply around our
deliverability tests. W can do that for any conbi nation of
pl anni ng process or planning horizons that we m ght choose
to i nplenent.

The prem se of RPM as the generation,
transm ssion, and denmand response, are going to conpete to
resol ve these deliverability constraints. W've identified
deliverability constraints, all across the PIMsystem for a
wi de variety of areas, fromportions of transm ssion owners
service territories, all the way up to huge aggregati ons of
mul ti ple states.

The solution has to fit the problem If it's a
transm ssion solution, it has to be designed to resolve the
problem whether it's a snmall portion of one system or
multiple-state parts of the PIJM market.

If you are going to have transm ssion and
generation conpeting to solve problens, they have to have
the same level of granularity. |If we use granularity for
transm ssion solutions, you have to have the sane

granularity for generation, to solve the problem
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O herwi se, generation would be built,
potentially, in this very large region, but not actually
getting to the constraint that was driving -- if you didn't
have the granularity, that was driving the higher capacity
price.

So, it's absolutely critical that we synchronize
the granularity of the transm ssion solutions with the
granularity of the generation solutions.

| do have -- | dug up over lunch, a nunber of
el enents, based on sone of the things that Roy and others
teed up for ne this norning. |If you' d like, I could just
pi ck those up as we go through the discussion afterwards,
but that's the end of ny prepared comrents.

M5. COCHRANE: Qur next panelist is Craig Baker,

Sr. Vice President for Regulatory Services, wth AEP. Thank

you, Craig.

MR. BAKER. Thank you. AEP appreciates the
efforts put forth by the Conmssion in arranging this forum
| want to thank the Conm ssioners and the Staff for the
opportunity to present our thoughts regarding the capacity
markets within PIM

To summari ze our position, regulated utilities
shoul d be able to neet the capacity requirenents by self-
supply at the approved | RM

The existing capacity construct should be
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1 nodified to integrated transm ssion planning into the
2 capacity planning process, which | think Steve was
3 ment i oni ng.
4 And new rul es need to be devel oped on regi ona
5 transm ssion pricing to make sure that transm ssion and
6 | ong-term generation planning, fit together well.
7 Being a vertically-integrated utility, operating
8 in seven state jurisdictions, | think AEPis in a slightly
9 different regulatory framework than the classic nenbers of
10 PJM and the proposal, as it's been outlined, does not
11 adequately, in our mnds, recognize these facts.
12
13
14
15
16
17
18
19
20
21
22
23
24
25

N
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1 At present, one of the things we've noted is that
2 all the PJIM nmarkets are considered voluntary. However, the
3 PJM proposed RPM sol ution, the effects of it are nandatory.
4 Let ne give you an exanple.

5 Wien we think of the IRM and what we thought

6 about when we joined PIM it was that we woul d have reserve
7 requirements in the 15 percent range. W expected we woul d
8 be able, as a vertically-integrated business, to be able to
9 build that generation, have it avail able, and neet the

10 reserve requirenents. As we understand the RPM proposal

11 the first thing you see is an increase of 1 percent in that
12 val ue and then the potential in which you have a clearing

13 that mght be in the 18 to 20 percent range -- which, even
14 t hough we had built 15 percent, brought it to the market,

15 t hat was adequate under PIJMcriteria to neet the loads in

16 that area -- we would be required to in effect purchase from
17 your capacity market even though we woul d have had enough to
18 nmeet the reliability criteria.

19 AEP strongly believes that the capacity market
20 design nust consider the fact that there are vertically-
21 integrated utilities where generation is directly tied to
22 serving the load. Qur custoners do not pay narket prices
23 for their coomodity supply. Wat they pay is an enbedded
24 cost based on the installed cost and the operating cost of
25 our units. The vertically-integrated units in a regul ated

N
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environnment continue to plan resources in an integrated way,
devel opi ng | east cost solutions that assure custoners our
needs are nmet in an economc and reliable manner on a | ong-
term basi s.

In our short stint in PIM-- we're relatively the
new kid on the block, or one of the new kids on the bl ock --

|"ve seen a ot of progress in PIMattenpting to really

integrate the markets, the transm ssion, through the RTEP
and through the demand response program but they do have a
way to go.

When we think about it and the concerns that |
t hi nk have been addressed by people is who's going to bring
the generation to market. Wat | know is that the states
that we do business in are very interested in AEP buil ding
generation. So it is not a concern that will sonebody cone
and build it, we're going to build it. W have the proposal
in front of the Ghio conmssion to build a 600 negawatt | GCC
facility, they are very supportive of that, and there are
ot her comm ssions | ooking at the same thing. | think as
long as a utility can denonstrate its ability to neet the
reliability requirenents established in the reliability
pl anni ng process, we shoul d be okay.

Anot her way to say this is a vertical denmand
curve that's set at the IRM W believe the potenti al

capacity problens in certain PIJIMareas could be alleviated
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by reliably integrating resources within the entire PIM
footprint through adequate transm ssion.

I think that PJM has gone a | ong way, |
understand they had on the table about $130 million in
transm ssi on enhancenents in the New Jersey-Pennsyl vani a
area. | think that's going to go a | ong way.

There's talk of the RVRs. W have sone
experience with that. W believe RVRis not an efficient
long-termsolution, but it does provide short-termrelief
for local reliabilities, while long-run solutions such as
transm ssi on can be devel oped.

In Texas we experienced that. |In Texas we had
mar kets -- when they went to markets they realized the
| owest -cost generators couldn't necessarily keep the
transm ssion grid built or stable, so what happened was
there were RMR units, there was a very effective regiona
pricing proposal that had i nmedi ate recovery and peopl e
imedi ately started building transm ssion in order to get
rid of the RVMR contracts. A significant nunber of them on
our systemare gone, and I would liken it because of the
regi onal pricing proposal.

W woul d urge PIMto consider nodifying the
exi sting capacity construct to address regional needs
t hrough t he st akehol der process using RVR as a short run

solution. Ed Tatumearlier today indicated that PJM has
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come a long way in this process. | believe they have as
well, but I think we need sonme nore tine to tal k about

possi bl e solutions. ODEC has a proposal that goes a
significant way in neeting our needs.

W need to strengthen the existing transm ssion
infrastructure and, in order to trigger transm ssion
investnment in PIJIMon a regional basis, AEP urges the
Conmi ssion to consider the follow ng solutions: expand the
RTEP process to ensure further participation of transm ssion
in the capacity construct. | think we're nmaking sone
progress there.

Devel op a sustai nabl e regional transm ssion
pricing structure to reduce the uncertainty of transm ssion
investnment. | believe this will help the Comm ssion to
achieve its goal of providing | owcost energy for custoners.
We are experiencing a situation in front of us where the
regional pricing of sorts that was in place has gone away.
W are going to be absorbing -- our custoners are going to
be absorbing the full cost of the AEP transm ssion systemin
April of next year. Qur custoners, our conmm Ssions, are
al ready tal king to us about how they believe that others who
t ake advantage of the AEP system should pay part of that
transm ssion fee, adding new transm ssion on top of that.
Wthout a good regional pricing proposal, | don't think that

wi Il be | ooked on kindly by our state comm ssioners or our
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cust oners.
That's the end of ny prepared comments.
M5. COCHRANE: Thank you, Craig.
Qur next panelist is Laurie QOppel wth Navi gant
Consul ti ng.

M5. OPPEL: Again, | want to thank the Comm ssion
and also the Staff for the opportunity to be here today. |
want to take a comment that Roy made and say these are ny
personal opinions and do not reflect the opinions of
Navi gant Consulting or any of our specific clients.

Resour ce adequacy or capacity markets is clearly
areliability consideration wth clear economc
consi derations depending upon the ability to predict the
probl em and plan for that solution. PIJMis not alone in
trying to determ ne how to address transm ssion planning in
the current and proposed capacity markets. For exanple, the
demand curve construct in New York has not pronoted new
generati on devel opment, but it nmay have aided in deferring
or delaying generation retirenents.

One could potentially draw the concl usi on that
| ocational requirenents, |ocational capacity requirenents
that exist in New York was a driver in LSE i nvestnent in new
maj or transm ssion. This investnent was a response to a
proactive solicitation by that LSE with no assistance from

the 1SO and was not identified in any of the planning
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processes.

The New York State Reliability Council currently
is studying how to nmake cal culation of the installed reserve
margi n and the | ocational requirenents consistent, basically
by prorating capacity reductions until a one-day-in-10-years
LOLE is achi eved universally.

The New York 1SO as |I'm sure Conmm ssioners are
aware, is presently evaluating potential inconsistencies
between their installed reserve margin study assunptions and
t he regi onal planning assunptions for reliability. For
instance, the tinme franes of the installed reserve margin
studies to set the state-w de and | ocational capacity
requi renents are done approxinmately six nonths prior to the
capability period, clearly not enough tinme to build new
generation if you find as an LSE that you would fall short.

Pl anning studies for reliability consider a five-
year and 10-year horizon but fail to consider resource
adequacy as a reliability consideration presently. The
study net hodol ogy, for instance, there's differences al so
between the installed reserve margin studies: they use GE's
MARS anal ysis, a probabilistic nmethod. The planning studies
will primarily use a programcalled PSSE, a traditiona
determ ni stic approach to transm ssion pl anni ng.

Furt hernore, the assunptions are inconsistent

bet ween setting the capacity requirenents and pl anning the
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transmssion grid. The IRM studies do not consider
retirements or addition of generation nore than one year
out. The planning studies consider only a Iimted nunber of
scenarios. Wen you're |ooking at a five-year and 10-year
hori zon, clearly one needs a crystal ball.
The devel opnent of the transm ssion grid has
| argely been undertaken wth determ nistic planning
criteria. Commonly-held standards which many transm ssion
pl anners in here refer to as n-1 and n-2 criteria whereby
the grid should be designed to maintain supply to custoners
in the event of loss of a single or multiple contingency.
Typically these studies are conducted under peak
or light | oad conditions and eval uate a worst-case
generation dispatch, which may or may not be reflective of
reality or operational considerations if done for each
contingency, regardless of the relative probability of those
contingencies. In practice, this criterion is pretty easy
to understand, single contingency, nultiple contingency
det erm ni stic approach. It's al so very easy to apply,
rel atively easy. The downside is that it results in the
devel opnent of a network that can quite frequently be
underutilized except for very short periods during high
demand and may not provide for a robust transm ssion grid.
Unfortunately, this determ nistic nethodol ogy of

transm ssi on planning has not served to pronote transm ssion
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devel opment to preserve or enhance the conpetitive energy
mar ket s.

The problemyou will frequently see addressed
though is if we have certain levels of uncertainty. Very
clearly in the conpetitive markets we do, because we're not
conpl etely sure of demand si de response, generation,
addition, retirenents, transm ssion capability, whether or

not lines will be reconductored or new lines wll be added,

| oad factors concerning weat her and al so equi pnrent fail ures.

Wth all the levels of uncertainty and all the conbinations
and permutations that need to be undertaken, it's very
difficult to use a traditional planning approach to try to
build a robust grid which will wthstand all the
conmbi nations due to that uncertainty.

The application of the probabilistic planning
met hods allow for a wide variety of scenarios to be
eval uated to accomodate these | evels of uncertainty and
will assist in avoiding these limted return projects.
There are comercial tools available and they're gaining
nmore and nore acceptance throughout the industry, both
within the United States and abroad. Those tools that are
avai | abl e though have a varying | evel of generation and
transm ssion detail. It's inperative to find the right
conbi nati on between the transm ssion and generation detai

to plan for the future grid.
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Sonme recommendations for planning considerations
in the various capacity market constructs. The planning
hori zon tinmefrane, |'m suggesting that there are two
periods: the first four to five years, and the second four
to five years. Consider the continued use of a
determ ni stic nmethodol ogy for the first period of tine but
mgrate to a probabilistic methodol ogy for the second period
of time to evaluate a variety of scenarios, because that's
basically where the I evels of uncertainty clearly cone into
play. And |ook at variations in |oad growth, generation,
addition, retirenments and possi bl e transm ssi on devel opnent.

By using this probabilistic approach, a w de
vari ety of scenarios can be eval uated qui ckly and determ ne
if there is a common thread to sone of the problens that are
arising. You can also define an index associated with the
potential inpact of those scenarios. This hybrid approach
woul d be basically a conbination of the determnistic and
probabilistic methodol ogi es. Consider coordi nated functions
bet ween the reserve margin studies and the planning studies.
Align the planning criteria and the operationa
considerations of the grid, both bulk and | ocal. Bal ance
the transm ssion and resource pl anni ng approaches. Plan for
the bul k systemregionally, but evaluate the zones and
| ocations on a nore granular basis to avoid further

bal kani zati on of those capacity localities.

145



20050616- 4010 | ssued by FERC OSEC 06/ 16/ 2005 i n Docket#: PL0O5-7-000

18895 146
DAV
1 For instance, one thing evaluated presently in
2 New York is whether or not there should be a requirenent in
3 the interconnection standard to have deliverability within
4 the localities. Very clearly if the transm ssion constraint
5 occurs in the existing locality, then that capacity locality
6 woul d be potentially split into two or all the capacity in
7 that locality which is currently resource constrained woul d
8 have the | ocation requirenent increased.
9 I ncorporate resource adequacy as a reliability
10 consideration in the RTEP process. Here again I'mgoing to
11 agree with Roy to accommodat e sone short-term needs due to
12 the forced outages or little advanced notice of generation
13 retirements, consider either deploynent of nobile
14 generators, construction of peakers, or the short-termRWR
15 contracts. This is short-termsolutions, but plan for the
16 | onger-term nore econom c solutions of the grid.
17 Consi der extendi ng notification of generation
18 retirements fromthe current 90 days to 12 to 24 nont hs.
19 Eval uate econom cs of the bulk transm ssion upgrades between
20 localities and zone to mnimze the proliferation of these
21 | oad and capacity pockets, as well as the eval uation
22 criteria should exam ne the reduction in production costs
23 with the costs of the transm ssion investnent since |oad
24 pays all actually at the end of the day.
25 Cost allocation for transm ssion investnent;

N
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1 consi der | ooking at socialization of the bulk transm ssion

2 upgrades simlar to how New Engl and acconplishes it and, if
3 it's a localized upgrade, apply it to the local |oads within
4 t he region.

5 Thank you again. That concludes ny coments.

6 M5. COCHRANE: Thank you, Laurie.

7 Qur next panelist is Gary Sorenson, Mnagi ng

8 Director of Energy Qperations for PSEG Energy Resources and
9 Tr ade.

10 MR SORENSON: Thank you very nuch for this

11 opportunity. This is very inportant to ny conpany.

12 Al though we're seen as a generation owner, we're also a

13 transm ssion owner and a |arge |oad-serving entity.

14 My own background, 1've worked in generation,

15 system operations, transm ssion planning, production

16 costing, integrated resource planning before I cane to the
17 trading floor. W believe an absolute holistic approach is
18 necessary. Generation, transm ssion and demand side has to
19 all be considered, but we also believe RVWR s have no pl ace
20 in the construct of RPM They' re needed now because we have
21 a market problem but going forward there's no place for
22 RPM s.
23 Sonme of the things we nust understand is what was
24 tal ked about earlier today, the concept of universa
25 deliverability. Wat does that nmean? In PJM we have ngjor

N
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interface limts, west central and eastern |imted around
the 7,000 negawatt area and 30,000 negawatts of peak |oad in
the east. It's very obvious that every load in eastern PIJM
cannot buy Western Kentucky coal. So if universa
deliverability neans | ama load in one node and | wsh to
be able to get generation fromanywhere that is cheapest.
That's now how the transm ssion systemwas built. If you
wi sh to reinforce the transm ssion systemin that way,
you're talking three or four tines what it is now.

So universal deliverability isn't every load fits
t he generator. What you have is a conbination. Cbviously
in eastern PIM we have nuclear units, we don't want to
replace themw th western coal. So it's balance, it's not
everything fromoutside the zone and nothing inside the
zone.

What really happened -- and PSEG had to apply for
RWVR contracts, and why wouldn't this be needed under RPMi s
a big issue. For PSEG the units we applied for RWR
contracts have |ost noney for the last three years. It is a
big step for us to give up on PIJM naki ng a market because
they were al nost there and the market was al nost designed,
so we kept holding on. But there becones a point where the
conpany can't continue to run these units absent at | east
br eaki ng even.

It's exactly as Roy spoke about. [If you | ook at
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1 the market, you're undercollected. As a generation owner,

2 you can't live undercollected a long tine as a long-tine PIM

3 menber. And the fact that PS is responsible for the |oad

4 and PS is responsible for the generation, we probably kept

5 those units online | onger than anyone el se would and we

6 believe that we would put into our RVR contracts -- it makes

7 this a nore pertinent issue that needs to be sol ved.

8 Peopl e say why can't LMP take care of this? W

9 were told LMP woul d take care of all |ocational problens and
10 generators woul d make noney. The generators we're tal king
11 about are in a constrained area, they run only when there's
12 transm ssion constraints. Wen you run a generator in a

13 transm ssion constrained area, it's cost capped. By

14 definition, the few hours these generators ran, they were

15 cost capped. You can't cover your costs at cost caps, it's
16 only covering the absolute margi nal costs.

17 If the market truly had any deficiencies, if we
18 had demand response that would actually pay what it's worth,
19 that's w ped out because we have bid caps, the market can't
20 go over a thousand dollars. So units that run very little
21 at atime run for transm ssion constraints, runs against the
22 mar ket at bid caps, they' re not going to cover the anount.
23 In fact, two of the units we requested RWVR status
24 -- and we'll talk about what that really neans, requested
25 RVR status -- hadn't run in the last two years. So how

N
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peopl e said why don't you collect your noney on LMP, they
were never ordered on by PJM-- because you' ve got to
remenber there's a 20 percent reserve margin in that area.

| f you have cool er weather in the sumrer, you don't really
have t he demands you had, you have good reliability in your
other units. Those units that have to be there for capacity
requi rements can truly not run; hard to collect your noney
in LMPif you can't run.

So for whatever reason, these units don't cover
their cost. W do a calculation that says these units are
| osi ng X anmount of noney. Wy would RPM hel p this? Because
t hat nunber, the anmount that are not covering their costs
by, if we had RPMwould be a bid into the capacity narket.
W' ve now established, just as we did in our RVR filings,
that we need X anount of noney to nmake these units viable,
and that would be our bid. That doesn't work |ike that now.
It's even worse than that. Under the existing rules of RWR
contracts, if you kept them you need to change out.

The only option when we're | osing noney on these
plants is to wite a letter to PIMsaying | wsh to retire
these plants. W nade clear in the letter -- although it
doesn't matter nuch, we don't really wwsh to retire, we w sh
to break even. W will do our share for reliability to keep
the units on, but we need to break even. But the rules in

PJM sai d you have to announce retirenent.
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The second set of rules that nmakes it worse is
when PJM gets that letter, they have to build transm ssion
For the anount of noney | needed to keep those plants open,
it my or may not be less than the transmssion fix. And
t hey both may be nore expensive than the demand side
response and we're not allowed to ook at that. | nust say
retire and they nust build. RPMtakes care of that.

The point in RPMis that we do not need to say |
need nore transm ssion, | need nore generation, | need nore
demand side response. | let the market tell nme what is the
| east cost way of doing it.

The other thing 1'd Iike the Conm ssion to
remenber is the problens in New Jersey, the |oca
reliability problens. Because people are not recovering
their costs are going to be the problens everywhere. They
hit New Jersey first at 5 cents a negawatt-day daily
capacity. They will hit everywhere else. Contrary to what
t hey say, you need to cone up with a solution that sol ves
New Jersey so that you don't have these probl ens sonmewhere
el se.

Thank you very nuch.

M5. COCHRANE: Thank you, Gary.

Since you went into an area of discussion about
your owmn RMR contracts, it's a pending proceeding --

MR, SORENSON: Don't say any prices, no nunbers.
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1 M5. COCHRANE: Aside fromthat, we'll put the

2 transcript into the docket in that proceeding, | would hope
3 for further discussion that we stay a little nore general on
4 the RVR stuff.

5 Qur next panelist is George Onens with Downes

6 Associ at es.

7 MR. ONENS: Thank you. It's a joy to be with you
8 t oday.

9 I"'mgoing to try to share a little different

10 per spective, on purpose, than that which has been shared

11 before. As we heard this norning, there are a | ot of

12 di fferent proposals for what can be done to enhance the

13 capacity markets. Surely out of that will cone a conprom se
14 position that will be recomrended by your group and |I'm sure
15 wi |l be adopted by PIM

16 | want to speak today on a different area here --
17 and Steve spoke about it a little bit, but I want to

18 enhance on it as | begin, and that is transm ssion pl anning.
19 I"d like to recomend sone reading to everybody here, al
20 t he Conmm ssioners as well. [It's an excellent book and
21 think it would clear one's brain for | ooking at these issues
22 and | hope you sense sone of the hunor in what |'m sharing.
23 But it's a very serious book. It's actually witten by the
24 hunorist Bill Bryson. |It's called A Brief Hstory of Nearly
25 Everything. | highly recommend you all read it in your
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spare tine.
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1 What he attenpts to undertake, is an evol ution of
2 scientific thought in the last three or four hundred years.
3 It's amazing, as he docunments that the debate that has gone
4 on in the devel opnent of everything from biology to geol ogy
5 t o astrophysics.
6 You see sone amazing parallels to this process
7 going on today. | want to draw one, in particular.
8 He relates a situation in which, by the mddle
9 part of this past century, researchers in geol ogy knew that
10 sonet hi ng maj or had happened in the area of Yell owstone
11 Park, nanely, that a major volcanic eruption had occurred in
12 prehistoric history, and it was of gargantuan size.
13 He al so knew, this particular researcher at
14 Yel | owst one, knew that it was not a regular done vol canic
15 eruption like St. Helen's. It actually was an expl osi on of
16 the type that would have created a crater or bow .
17 So he went about for quite a nunber of years,
18 sonmething like ten to 15 to 20, working to identify the
19 epi center and the crater. He spent a |lot of tine.
20 It wasn't until the devel opnment by NASA of our
21 space program including satellites in orbit that enhanced
22 our mlitary capabilities of collecting data, that he cane
23 back with sonme pictures of the continental United States,
24 and they, fortunately, shared them
25 Wien he | ooked at them he imedi ately knew t hat
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1 he had the answer. |[If everyone has read the book, you'll

2 know what the answer is.

3 The answer was that the crater he was | ooking

4 for, was the entirety of Yellowstone Park. It wasn't unti

5 a phot ograph from space coul d be taken, that one could see

6 that a very bow -shaped ring pattern envel oped the entirety

7 of the Park, so the problemhe was |ooking for, was of such

8 size that he couldn't see the forest for the trees.

9 That's what | want to bring here this afternoon
10 | don't mean that comment to be that everyone's blind. I,
11 instead, nean that | believe the problemis that |arge.

12 The problemthat we are dealing with, that was
13 brought to light by what Gary just tal ked about in | oad

14 deliverability in New Jersey, actually as a problemthat's
15 germane to all of the planning that has existed in PIMfor
16 the | ast several decades.

17 It's a problemthat Steve has said, very aptly,
18 that PIMis looking to try to deal with and enhance t hat
19 process and solve that problem What am | speaking of ?

20 What we saw in New Jersey was the tip of an

21 iceberg. | agree with Gary conpletely. It does cover quite
22 a |l arge area. In fact, this week, if one has had the

23 opportunity to take a |l ook at the LMP graphs, an | dropped
24 some of f by your desk earlier before we began, of the PIJM
25 mar ket pl ace.
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You will note that we have a new col or on the LM
screen. | really appreciate that PJM has selected it,

because now | can really say that things have turned bl ack.
I"'mglad | was able to make that comment before they changed
the color to elimnate that comment in the future.

But things have turned bl ack; that is, the LMP
systemis now showi ng us that the deliverability problem as
of this past Tuesday, encapsul ated all of the core area of
central PIJM and PIJM South. Everything surrounding the
Chesapeake Bay, the Delaware Bay, all the way to the New
York border, was bl ack

It denonstrates the fact that we have a bigger
| oad deliverability problemthan we're really tal king about.
It's not going to be contained in what formor RPM node
t hat we adopt.

We nust push on to go aggressively at the goals
Steve is speaking about. | want to cone back and conpli nent
PIMin just a m nute, again.

Anot her issue that | want to bring to light, is
that | differ wwth the other speakers to say that power
plants are being built in the wong places. Power plants
are not being built in the wong places; they' re being built
in the correct places, where you have the confl uence of
fuel, the transm ssion systemto carry the power plant

out put, and water resources for cooling, and predom nantly
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1 fuel being the central ingredient.
2 You couple that wth the fact that what al nost
3 denogr aphi ¢ people are saying now, is that by 2015 to 2020,
4 we wll have sonme 30 mllion people in the central core
5 region of PIM O assic. That's a huge population that's
6 reached such critical mass that it's now drawi ng nore
7 critical mass to it.
8 | hope it's not becom ng the black hole that John
9 Sillin and | were discussing before we broke for |unch, but
10 it is reaching critical mass and is drawing nore critica
11 mass to it. W're having a major mgration of people back
12 to the East Coast, and we're having a | arge popul ation
13 gr ow h.
14 The result is that our demands for the electrica
15 system are reachi ng nonunental proportions, just as Gry
16 said, so | appreciate himnentioning the actual nunbers.
17 But the power plants that we need, are not just
18 going to be peaking plants or md-nerit plants. W're not
19 going to be able to carry those kinds of l[oads into 2020 and
20 beyond. W're going to have to carry themin the
21 tradi tional sense where we have power plants with the
22 nmonentumto carry the |l oad and nove the | oad, and those are
23 going to base-leg pl ants.
24 Because of the debate that's going on across the
25 street on the Energy Bill right now, we all know that energy
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1 isinthe top priority, and with the cost of energy and

2 fuels, there's going to be a drive, obviously, back to

3 nati ve-born fuel services, and that's going to drive us back

4 to coal.

5 Qovi ously, your Staff saw that, and held a very

6 i nportant conference, not just a few weeks ago, having to do

7 with that issue, and | really comend you for that. Those

8 are the kinds of discussions we're going to have to have.

9 Anot her subject matter that 1'd like to broach is
10 that transm ssion is not expensive to build. It has to do
11 with the definition of "expensive."

12 If we're dealing with a small nunicipality and
13 we're | ooking at public works projects, "expensive" may be
14 framed in a termof $1 to $2 mllion

15 If we're dealing with a state, it may be in the
16 hundreds of mllions of dollars. If we're dealing wwth the
17 Federal CGovernnent and the size problens they face,

18 obviously, it's in the billions.

19 The problemthat we face is in the building size,
20 but that doesn't nmean, by nature, it's expensive. It has to
21 do with what the load inpact is on the ultinmte consuner.

22 That i npact on the consuner, as you know by a

23 paper that | submtted for the last conference on this

24 subject matter -- and | resubmtted it wth sonme updates --
25 pointed out that if you take a $4 billion expenditure and
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1 give a great rate of return to the transm ssion conpani es

2 and you give it the nornmal tinme for payback, you can pay for
3 it intenths of a percent per kilowatt hour to every

4 rat epayer in PIJM

5 So, | agree wth one of the earlier speakers -- |
6 believe it was Laurie. That said, we should socialize the

7 cost of major transm ssion. Wy?

8 This is a very inportant issue. The "why" is

9 that we would all like to see the equivalent in the electric
10 mar ket pl ace, of the success story that we all well know, of
11 Sams Cub, the Wal mart scenario and the |ike.

12 W would |like to have a robust, open narket pl ace
13 where we can gain econom c opportunity and have a diversity
14 of products. | want to point out to everybody, however,

15 that that marketplace would be totally inpossible to run

16 were it not for the socialized investnent of every nan,

17 worman and child in the continental United States to build

18 the Interstate H ghway System because that narketpl ace

19 coul d not possibly exist on the railroad system of the
20 1950s, or on the U S. H ghway and state hi ghway systens of
21 t he 1950s.
22 Before it could cone to pass, it took the
23 devel opnent of an interstate highway system and we are
24 going to have to build that. 1It's going to take the ten- to
25 15- to 20-year horizons to build the kind of networks we're
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1 going to have to have, because, as Gary pointed out, and

2 Steve pointed out, our systemwas never built for that

3 pur pose.

4 It was built for distribution and transm ssion of
5 power to |oad centers within vertically-integrated

6 utilities. Now that we want to use it as a superhi ghway, we
7 have to build such. [It's tine that big people step up to

8 bi g problens and we joining forces as the states, as the

9 FERC, as the individual transm ssion owers, and definitely
10 that's PJIM and the Mdwest |1SO and we tackle this problem
11 and not shy away fromit.

12 And if we tackle it in a robust way, we'll find
13 out that it is not an insurnountable problem It isn't

14 expensive; it just takes a lot of planning and a | ot of

15 time.

16 I ndi cative of that, I want to comend AEP and the
17 fact that it was able to restart its project that it began
18 inthe early '90s to build a 765 KV |line from Sout hwest West
19 Virginia into Virginia.
20 Soneone sai d, about the paper that | submtted
21 earlier, that nmy costs were too high. | appreciate that
22 conpl i nent .
23 If you're going to try to deal with an issue
24 that's going to last ten to 15 years in debate, you want
25 your estimates to be high. That's what | tried to do.
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1 The fact that AEP's cost is about $270 mllion,

2 cones out to about $3 million a mle. |It's not surprising,
3 because they are not building it around Baltinore, D.C, and
4 Phi | adel phia where land prices are going to be a little bit
5 hi gher

6 But | would say that ny costs of around $5

7 mllion a mle, counting substations and | and procurenent

8 and so forth, you' re going to bracket it, and all | was

9 attenpting to show in that study, was that we can honestly,
10 bravely |l ook at the future, not shy away fromit, and

11 enbrace projects of the $3 and $ billion figure, not limt
12 ourselves to the $1 billion that PIMis very proud of.

13 They' ve gotten started in six years. 1'd like to
14 commend them but 1'd |ike to see us quadruple that effort,
15 and we really go after sone projects of sone size.

16

17

18

19
20
21
22
23
24
25
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1 The western states have obviously enbraced that

2 concept way before all of us got around to talk about it. |
3 appreci ate the FERC, especially in showasing the Frontier
4 proj ects, when you asked that at a transm ssion conference.
5 | thought that was a wonderful thing you did. | think it

6 hel ped PIMforward. |In devel opi ng the nountai neer project

7 concept, | was pleased to see that a couple of the paths

8 that | suggested basically are mrrored in what Carl

9 suggested and had sone excellent ones in addition.

10 It's that kind of creative thinking that's going
11 to draw all the parties together and | hope will end the

12 Cvil War between the states, and | really nean that

13 sincerely, where one state says well |I'mnot getting the

14 lion's share of the advantage, therefore I don't want to be
15 included in the cost and they all say well if we plan

16 mul ti ple projects everybody benefits and everybody can share
17 in the costs and it beconmes exactly what we have in the

18 i nterstate hi ghway system

19 | wanted to comend PIJMin ny coments, because
20 don't want anyone to think I'mbeing in any way critical
21 What Audrey said in that earlier conference | thought was
22 extraordinarily true. She said are we |ooking for a strong
23 transm ssion systemthat by its design |inks distant
24 generation to load in order to address both econom cs and
25 reliability and accommbdate an array of generation
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1 alternatives fromwhich | oad can choose. She then went on

2 to say in many ways the Energy Policy Act of 1992 answered

3 this question in favor of the strong superhi ghway to support
4 a conpetitive generation industry. | don't think that could
5 have ever been said nore succinctly, and | really comend

6 her for that.

7 In addition, what Carl said later in the next

8 conference that you held, he pointed out that there have

9 al ready been notabl e exanples of this kind of regional

10 pl anni ng, of the type Steve is now tal king about and Carl

11 menti oned, nanely that the 500 kV transm ssion systemin PIJM
12 was constructed through a coll aborative planning effort and
13 a col |l aborative partnership.

14 He went on to explain that other projects had

15 been done in a simlar way in the history of our nation. In
16 fact, 1'd like to go on the record in saying that what |I'm
17 tal king about is nothing newand | can't claimany pride in
18 owner shi p, because it's how our power industry in a nmgjor,
19 maj or way was constructed in the 1950's, 60's and 70's and
20 we really need to go back to those days of solid
21 I nvest ment s.
22 And sone would say well, George, that flies in
23 the face of a conpetitive market. Quite the contrary. |It's
24 the basis of a conpetitive market. The better the hi ghway
25 system we have, the better the conpetition will be and we'l|l
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1 finally achieve what we all enjoy today under the banners of
2 Wal - Mart, Target and sone of the others.

3 M5. COCHRANE: CGeorge, can | ask you to

4 sunmari ze?

5 MR O/NENS: Pl ease.

6 Wiere | was going was exactly that. That was ny
7 closing statenent. What | said earlier in ny comments, |

8 want to reiterate. | would |ike to see the Federal Energy
9 Regul atory Conmm ssion | ead an investigation of all these

10 factors -- you're certainly beginning to do that. 1'd like
11 to see you all encourage a convocation of all the state

12 comm ssions to work together. 1'd like to see you direct
13 the PIMto forma separate | ong-term bul k transm ssi on

14 system pl anni ng process not limted to RTEP and econom cs,
15 but actually a separate process that's naned the bul k

16 transm ssion interstate planning process and then, in the
17 long run, I would like to see that the expansion of the

18 interstate bul k transm ssion system becone the bedrock of
19 our industry and everybody accepts that. Because in the 15
20 or so years it will take to build such lines, our industry
21 will, in an evolutionary way, develop and we wi |l have
22 mar kets cone to that, not markets shy away fromthat.
23 Thank you.
24 M5. COCHRANE: Thank you all for your comments.
25 Just as a procedural matter, |I'mgoing to ask
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that the transcript be put into ERO5-644, which is the
proceedi ng you alluded to, just to be on the safe side.

My first question is to you, Gary. You
specifically said that you' re referring to RPMfixes a
variety of things. One of the purposes -- or the main
pur pose of this conference is to talk about capacity markets
in general and different constructs. And the previous
panel, we had three different alternatives proposed to us or
presented to us, two in addition to RPM

And | just wanted to ask you, after listening to
t he descriptions of these other alternatives, are you saying
that the RPMis the only way to go or could you nore
specifically tal k about which el enents of the capacity
mar ket you feel are necessary?

MR SORENSON: It's a question that keeps com ng
up: do you want |ocation or do you want forwards? |If you
get the one, don't waste your tinme, you need both. PIJMs
proposal fixes everything. The difference between PIMs
proposal and PPL is not that large. | would say you have to
listen back when Brian was on the panel. |nvestnent people
are hung up, they won't invest without a contract or they
won't invest wthout a surety of where we're going.

| think once they know that there is going to be
a demand curve and peopl e who do the econom cs, yes, they're

going to have one price, you know, four years out, so they
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1 have one through four years of price, but they're going to
2 have a way to nodel what is going to be in year five, year
3 si x and year seven. They can do that with surety.

4 | honestly don't believe -- although PPL does --
5 that you need a bilateral contract to set the price. Once
6 you have a good capacity construct as in the PJM nodel,

7 think you' re okay. The difference isn't that big. The ODEC
8 coalition proposal where you can continue to use RMRs and

9 where it's stated in his notes don't worry about the New

10 Jersey problem | think is the absolute wong way to go.

11 M5. COCHRANE: Davi d?

12 MR MEAD: |'d like to followup on the

13 di scussi on that happened earlier with M. Herling and M.
14 Baker. If |I'munderstanding one of the AEP concerns, it is
15 an aspect of the demand curve or the variable resource

16 requirements that for a long tinme that AEP has operated

17 under a presunption that it's going to need to procure 15
18 percent reserve margin and, under RPM you nmay have to

19 procure nore fromyear to year depending on what the nature
20 of the demand curve is in the intersection of the supply
21 with the demand curve. | didn't hear a concern about the
22 four-year forward procurenent.
23 What |'mwondering is would AEP find it
24 acceptable to show PIJM four years in advance that it's net
25 what ever the fixed requirenment is and, if it did, it would
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1 not need to participate any further in the demand curve

2 process. |If you agree with that, does PJM see any

3 di sadvantages to basically letting anybody opt out who can
4 show four years in advance that they've net whatever the

5 fixed requirenent is.

6 MR BAKER |'Ill start, and Steve can respond.

7 When we | ook out, we | ook further than four

8 years. The devil is always in the details. Let's just use
9 an exanple. Let's assunme |'mgoing forward with the |1 GCC
10 plan in Chio. It gets approved by the Conm ssion and we're
11 going forward. Wat is the criteria you | ook at for whether
12 you' ve net that four-year cycle? Do we have contracts? Do
13 we have a contractor in place? Have we broken ground? Al
14 of those things.

15 If we're in anormal -- I'"mgoing to show you ny
16 building plan and it falls within that picture that's fine,
17 yes. W're willing to show that far out that we're going to
18 need it ourselves with our own resources. It varies. That
19 timng issue and the anount of details varies on the type of
20 capacity you're building, obviously. Peakers have a shorter
21 lead tine. You may not have as nuch contractually set up,
22 but a conmmtnent to neet that. The answer is yes, but we'll
23 have to see how t he stakehol der process in PJM structured
24 t he proof of those requirenents.
25 MR. HERLING Seeing as how about half a dozen

N
»



20050616- 4010 | ssued by FERC OSEC 06/ 16/ 2005 i n Docket#: PL0O5-7-000

18895 168
DAV

transm ssion-rel ated questions were punted to ne this

nmorning, | think 1'"mgoing to | eave this one for Tom Wl ch

and the next panel.

(Laughter.)
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1 MR SINGH | just want to nmake sure |

2 understand, Gary. |If | do the auction four years ahead,

3 people will see that price and be able to figure out prices
4 for Years 5, 6, and 7.

5 On the other hand, if | do it one year ahead,

6 they won't be able to see that price and figure it out for

7 Years 2, 3, and 4.

8 MR SORENSON:  The further out it is, the nore

9 stable it is. | don't believe that going back to one year
10 changes it. It doesn't change the econom cs of buil ding,

11 but when you cone back to one year, where PP& was, you're
12 taking away a lot tools from PJM

13 Four years out, if we had this process four years
14 ago, when | put nmy units in there, plenty of tine to do

15 sonet hi ng, one year out, no tinme for the reliability.

16 MR SINGH Like you said yourself, if you have
17 PJM put in a demand curve, market participants state that

18 and figure out things for the subsequent years.

19 MR, SORENSON: That's the econom c piece. PP&L
20 is very concerned about the economc piece, but there is a
21 physical reliability piece. |[If the markets guess w ong one
22 year out, and we do guess wong, every plant we built wasn't
23 useful, and we nake m st akes.
24 In one year when | find out, I'mnot going to
25 build that plant or | run out of noney, and PJMcan't keep
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1 the lights on. Yes, the market worked and they had nice

2 bilaterals and the trading people |iked that, but one year

3 is not enough tinme for PIM

4 MR SINGH That's |ike saying that control is

5 better than trust.

6 MR SORENSON: No, it's a physical [imtation.

7 PIJIM may trust ne conpletely, but if sonething goes wong

8 with only year, he has very few options.

9 MR SINGH The question, really, that | have for
10 Steve -- you've said, on granularity, we need to be

11 consi stent on generation and transm ssion. And peopl e nade
12 the point earlier, I think, on one of the panels, that the
13 deliverability construct in PIMwasn't being applied

14 properly or wasn't handling this issue; is that correct?

15 Was there a granularity probl enf?

16 If so, is New York's attenpt to apply that within
17 the zones, going to be different or the sane?

18 MR. HERLING There has not been a granularity
19 problem W |look at the PJMsystem in varying degrees of
20 granularity, and can't identify problens fromsegnents of
21 the systemas snmall as a couple of thousand negawatts, al
22 the way up to 20,000 or 30,000 negawatts in the Eastern NMAC
23 The issues raised this norning, that, five years
24 ago, we did not identify these problens, because we had no
25 possi ble way to anticipate a few thousand negawatts of
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1 generation retirenents.

2 If | had asked Gary five years ago, what do you

3 t hi nk of the chance of these generators retiring, first of

4 all, he probably woul dn't have answered ne, and, if he did,
5 he woul d have said, no, they'll still be there.

6 So, there's nothing wong wth the deliverability
7 construct, other than the fact that it cannot use a crysta

8 ball to anticipate where those retirenments are going to take
9 pl ace.

10 As to the granularity, we have the ability to

11 | ook at all of Public Service or half of Public Service or
12 all of New Jersey.

13 The key to the granularity is, if it's a New

14 Jersey problem the transm ssion solution or the generation
15 solution, both have to conpete. They both have to be able
16 to resol ve the problem

17 If we | ooked at Eastern MAC, every tine there was
18 a deliverability problemanywhere in Eastern MAC, we said,
19 it is an Eastern MAC problem W could site generation all
20 over Eastern MAC and not resolve the problem because we
21 didn't put it in one corner or Northern New Jersey where the
22 actual problem happened to be.
23 So, granularity gets to what is the nmagnitude of
24 the problen? Is it really a local issue or is it a New
25 Jersey issue or is it an Eastern MAC i ssue?

N
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So, the transm ssion solutions and the generation
solutions can actually conpete and potentially demand
solutions, can conpete to resolve the problem They al
have to be able to resolve that problemsimlarly, for them
to be able to conpete.

MR. BANDERA: Steve, to follow up on that, Ed
Tatumin the | ast panel, was tal king about, instead of using
the four-year forward, using a probabalistic approach to
nodel what's com ng and com ng out.

What you're saying is that this probabalistic
nodel may not be that useful, or not possible to develop as
an alternative to the four-year forward.

MR. HERLING W use a range of probabalistic
tools now in the planning process. Wat really needs to be
done -- and this is the task ahead of us at the nonment -- is
to identify what are the criteria, above and beyond the
bright Iine reliability criteria? Wat are the criteria you
want to use, so that the transm ssion system supports a
robust, conpetitive market?

If we choose, for exanple, to have criteria
around at-risk generation, which people are suggesting,
there are many, nany scenari os.

You can choose rel ated groups of generators that
may be at risk or have different paranmeters that suggest

they're at risk. At the end of that analysis, you have to
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decide what to do with the results.

That's nore scenario-planning; that's not
probabalistic. W know that there are |ots of scenari os,
but we have no reason to assune that one is any nore
realistic than any ot her

So you have to decide what are the criteria;
agai nst what will we choose to build transm ssion? W have
probabalistic tools today that we use for |oad
deliverability and generation deliverability.

Now, we have to decide what criteria we want to
use, and that is the task we have, noving forward.

MR SINGH Let ne followup on that. Even in a
determni stic sense, there's been a very interesting
devel opnment in New York on | ooking at what justifies a
transm ssion project, so there is a nmeasure of redispatch
cost in the systemand there is a nmeasure of congestion
rents. |In 2003, in New York, redispatch rates were $85
mllion. Congestion rents, on the other hand, were, |
t hi nk, $560 m | lion.

To give you an extrene exanple, if you had 1,000
megawatt line, and you had ten negawatts of congestion on
that and you had a $10 credit cost, the redi spatch cost
woul d be a hundred; congestion rents would be $10, 000, very

different figures.

What does PIM Il ook at? |If you | ook at redispatch
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1 costs, what are they?

2 MR HERLING Today we have a very |limted

3 el enent of our planning process that | ooks at what we refer

4 to as the un-hedgeabl e congesti on conponent.

5 Movi ng forward, you know, we're |ooking to expand

6 our focus and to determ ne, as you go beyond that. Maybe we

7 need to adjust that conponent. W need to | ook at the nuch

8 broader question of what does it take?

9 Ceorge' s proposal and the one we've been | ooki ng
10 at with Muntai neer, what does it take to support a robust,
11 conpetitive market? NMbuntaineer is a process to answer a
12 guestion and to determ ne what transm ssion woul d be
13 required, and, is that a good thing to do? Does it nake
14 sense econom cal |l y?

15 Wat tests do we have to devel op to nake that

16 decision? So there's a ot of work to be done to answer the
17 very question you're raising. Wuat are the criteria? Wat
18 are the tests that help you nake the decision as to what

19 needs to be built, and what does not nake sense to build
20 with respect to a robust, conpetitive market?

21 MR SORENSON: Can | add to that?

22 MR SINGHE In the case of New York, the un-

23 hedgeabl e conponent is $200 mllion, off the top of your

24 head?

25 MR SORENSON: We have to do that to nmake sure

N
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1 you end up with the least-cost solution. It's very easy to
2 see that anount of congestion.

3 Real i ze that when you relieve that congestion

4 you have to redi spatch West of New York. Now you're raising
5 prices for sonme people and | owering for others.

6 That's where you' ve got to tal k about how nuch do
7 you want to socialize, because it's -- you can't just nake

8 t he congestion go away. You have to not redispatch to

9 repl ace what's shut down in the East? These are conplicated
10 I ssues.

11 MR SINGH In that particular exanple, the

12 paynents nmade by consuners as a whole, actually go up,

13 because there's nore | oad outside of New York City, so that
14 sort of goes to CGeorge's point on sonme socialization.

15 MR LEVIN.  John Levin, Pennsylvania Conm ssion.
16 George Owens brought up a nunber of interesting issues that
17 arose out of the West Virginia Technical Conference. | was
18 actually in Washington on that day and | wasn't able to

19 attend.
20 | got a report of the proceedi ngs about a week
21 afterwards. W were sonewhat surprised to see the
22 announcenent of Project Muntaineer, which we understand to
23 be nore of a concept than a defined process.
24 Al so, the concept that the Energy Policy Act of
25 1992 had decided on the long |ines versus a distributed kind

N
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1 of network nodel .
2 But these are issues that are, to sone extent,
3 dealt with the RPM process. The RPM desi gn assunes t hat
4 transm ssion can be brought in as one of the market elenents
5 i n bal ancing transm ssion | oad response and to get an
6 optimal kind of investnment m x.
7 The Project Muntai neer process seens to inply
8 that we need to decide in advance that we should bring
9 di stant generation by wire to distant |oad. Steve, how are
10 these two kinds of concepts going to be integrated by PJM or
11 by soneone else, if that's what's going to happen?
12
13
14
15
16
17
18
19
20
21
22
23
24
25

N
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MR HERLING Renenber that there are a nunber of
very large coal projects currently in our interconnection
queue in Kentucky, West Virginia, Southeastern Chio. W
have to, through our generation interconnection process,
determne what it will take to integrate them under our
current reliability construct. The obvious question is does
it make sense to go beyond what woul d ot herwi se be required
based on our current reliability rules, are there
opportunities to enhance the perfornmance of the market, and,
do those opportunities nake sense? All those questions have
to be answered. We're not presupposing what the end result
will be, but it seens fairly obvious that there is an
opportunity here to | ook beyond our current vision of
pl anni ng and, in particular, beyond our current vision of
econom ¢ pl anni ng.

We know that there is a certain anount of
congestion across our transm ssion systemthat these kinds
of lines would resolve. That alone may not justify the
lines. W know that there is a deliverability conponent
with the generators. W know there's a deliverability
conmponent with the load in eastern PIM Al of these pieces
and perhaps nore need to be taken and | ooked at together so
that we develop a holistic solution to potentially a nunber
of i1ssues, rather than | ook at each one in a silo: |ook at

the | oad deliverability issues in New Jersey and find a
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1 solution to that problem |ook at the integration issues for
2 t hese generators and solve that problem 1|ook at the

3 congestion and sol ve that problemwhen we have the

4 opportunity potentially to put an aggregate solution, a

5 holistic solution on the table. But, before we do that, we
6 have to chall enge our historic vision of econom c pl anning

7 in particular and to determ ne whether or not it nmakes sense
8 to go beyond what we have done traditionally in support of

9 t he market .

10 MR LEVIN If | recall correctly, part of the

11 concept was that the existing RTEP process really only | ooks
12 maybe five to six years out, and we needed a process, a nore
13 holistic process, that really |ooks 10 years out. |If you're
14 | ooki ng 10 years out, aren't you doing that in the absence
15 of any kind of neaningful economc signals, even with RPMin
16 pl ace?

17 MR. HERLING The current pl anning process does
18 two things: we |look five years out using our reliability

19 criterion as a bright-line test, you pass or you fail, if
20 you fail we have to build transm ssion. Those are the kinds
21 of upgrades we integrate into the RTEP and our board
22 approves today. Cdearly five years, as | think Andy
23 mentioned earlier, five years, we can build a ot of things
24 but we can't build 500 kV or 765 kV transmission in five
25 years. Ten years is questionable. It may take 15 years.

N
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We have historic exanples that took |onger than that.

The potential change in the planning horizon was
not specifically related to Mwuntaineer. That was a
response to a w der range of concerns raised by our
st akehol ders that go back probably six or nine nonths ago,
somewhat arising out of the generation retirenent issue.
The question was, since we were unprepared for these
generation retirenents to a certain degree, what changes
shoul d we nake to the planning process? Should we be | ook
at at-risk generation? Should we be | ooking at a | onger
pl anni ng hori zon?

Clearly a longer planning horizon brings with it
uncertainties that are difficult to deal with in the five
year horizon and are going to be nore difficult in the 10
year horizon. That's the challenge of this process, is to
identify what are all the noving parts and how do they fit
t oget her and how do you devel op a pl anni ng process t hat
works with a 10 year horizon, that works with a different
vi sion of economc factors and still provides for
reliability and gets projects built in a tinely fashion.

MR, LEVIN. | guess finally, when you do | ook
that far ahead and you use all these issues with that kind

of variable data, aren't you in some sense picking w nners

or losers in the generation, transm ssion, and | oad response

mar kets by the way that you finally decide to configure the
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net wor k?

MR. HERLING Those are factors that | think need
to be considered as we | ook to potentially expand our vision
of econom cs, to understand how the deci sions we nake have
the possibility to affect individual stakeholders and to
create wnners and losers. That's just sonething we're
going to have to take into consideration in the design of
t hat process.

MR BAKER |1'd like to comment for a mnute.
There was a | ot of discussion just then on the holistic
approach. That was w thin our planning process at PJM  But
| think when we think of transm ssion, we have to think of a
holistic approach that also takes into account siting and
takes into account a pricing proposal that's regional in
nat ur e.

| was interested to hear George's comments on the
way to price certain transm ssion on a socialized basis. |
don't think | necessarily agree with his anal ogy on the
hi ghway system that it is purely a socialized basis. |
woul d assune that truckers think they pay nore for the
hi ghway system than does the elderly grandnother who takes
her car out only on Sundays to go to church. So it's a
conmbi nati on of socialization as well as usage.

But | think we have to look at all three things.

We have to | ook at the planning process, we have to | ook at
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1 the siting, and we have to look at pricing as a nmechanismto
2 get needed transm ssion to be built.

3 MR LEVIN Craig, I'ma little surprised to hear
4 you say that, since AEP is trying to socialize sone of its

5 backbone on us right now

6 (Laughter.)

7 MR BAKER  \Well again, | don't think we can talk
8 about specifics.

9 (Laughter.)

10 MR BAKER. W can take this off-Iline.

11 (Laughter.)

12 MR. ONENS: John, I'd like to respond to what you
13 asked because | think it's an essential ingredient. As you
14 | ook long-term | think what Steve is also saying is that

15 you al so have to | ook at what kind of generation mx is

16 going to be necessary. And no one is precluding in a

17 project that mght take 15 years to get online that you

18 woul d attenpt to put peakers or md-nerit units out of

19 busi ness.
20 Wat | was trying to say is we have a backbone
21 power requirenment that's only going to be net by basel oad
22 pl ants. Basel oad pl ants cannot possibly reach the market
23 wi thout the help of |large-scale transmssion. It's a matter
24 of a holistic approach, integration resource planning, that
25 works so far out that it allows the market to oscillate and

N
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do its job and converge around those ultimate solutions. |
don't think in the long run the addition of the kind of
transm ssi on that Muntai neer would envision or that | woul d
even propose woul d negate construction of generation. |
think it would incent it.

| estimate there m ght need to be as many as 20
substations at various interconnect points along those
routes. Every tinme you have a high-vol tage bul k power
substation, you' ve given birth to a new nodal point where
peopl e can connect and transact business in all kinds of
ways. So | think it would incent generation, not dimnish
it.

MR LEVIN.  Thank you for those coments. Pl ease
don't interpret nmy question as representing the fornal
position of ny comm ssion. Thank you.

(Laughter.)

M5. COCHRANE: | have a clarification question
for Steve. Wen you tal k about Project Muntaineer as being
a process, | was wondering if you' d comment on how the role
of RFPs woul d be considered. |'massum ng you would do this
holistic study and then put out an RFP for construction of
different elenents. How would nerchant transm ssions versus
transm ssi on owners conpete to construct those identified
areas, | guess?

MR. HERLING One thing you' ve got to renenber
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1 Mount ai neer, as | said, is a process. There are a nunber of
2 tracks we have to follow to nake this cone together. The

3 busi ness issues identifying transm ssion elenents that are
4 viable is going to be a challenge. Figuring out how they

5 fit together and how nmuch capability you derive is a

6 chal l enge. These are engi neering tasks that we understand
7 fairly well and we can set people to and nove forward.

8 There are a nunber of business issues that have to be

9 t hought through and a | ot of decisions that are going to

10 have to be nade.

11 The ones you raise are certainly all on that

12 list. W do not yet have answers to those questions.

13 Clearly, we -- and Carl's comments about Mount ai neer

14 suggested that sone form of consortiumwoul d be necessary,
15 just by the sheer nmagnitude of the project. Wen we use the
16 word "consortium" we harken back to the devel opnent of our
17 500 kV systemin PIMbuilt by groups of transm ssion owners
18 who cane together with a common purpose at a given point in
19 tinme. Sone formof business structure is going to have to
20 be put together but we do not yet have at this tinme a firm
21 idea as to what that m ght be.
22 COW SSI ONER BROMNELL: Can | nmake a comment ?
23 I"d like to see as part of the fix that we |
24 think agreed to, or certainly | agreed to this norning, on
25 the transm ssion planning process, |I'd like to see us begin

N
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1 to answer those questions. You have a nunber of nerchant

2 propositions that have been | angui shing. PJM does not

3 appear to wel cone outsiders into the process. Wen you say

4 "a consortium"™ which we certainly encourage -- we believe

5 public power, co-ops, and private investors, as well as |IQUs

6 could be involved. But | think the business structure

7 itself ought to be determned by the val ue proposition that

8 the i nvestnent conmunity sees init.

9 To predispose to a consortiumis a big project.
10 They're people with a ot of noney -- we've seen sone out in
11 the market recently. 1'd like to see PIJIMKkind of work on
12 what is that process going to be, what are you going to
13 consider, how open is it going to be, will there be an RFP
14 process -- by "RFP," | don't necessarily nean the | owest
15 bi dder. Are you |looking for solutions that include new
16 t echnol ogi es?

17 W just saw a wonderful project wth Excel and 3M
18 where they doubled their capacity w thout having to increase
19 t he nunber of towers at about the sanme price the old

20 t echnol ogy woul d have taken. | think we need to start

21 hearing that. |It's hard to get excited about Mountai neer

22 when we just kind of don't have any concept other than a

23 ki nd of piece of paper in their hand.

24 So | think for all of us, including potentia

25 consortium nmenbers, to get confortable, we need to

N
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understand that the rules are going to be nore equitable.
We heard this norning that the rules for transm ssion are
vague, unclear, the process is not anywhere near as clear as
for generation. So | think, as everyone has identified at
one point or another, that capacity market issues are al so
related to transm ssion issues. W'd better start
expedi ti ng these kinds of deci sions.

M5. COCHRANE: We'll take one nore question and
then break for the next panel.

MR. KATHAN: | wanted to foll owup on, | guess,
the task that you added, Steve, to yours and the |ist of
five things, initiatives. Kind of follow ng up on what Nora
was aski ng about, the openness of the process, we talked
about the near-term New Jersey issue. Wat is PIMdoing to
deal with these retirenent issues and, | guess, the bl ack
that's on these graphs. Wat are you planni ng on doi ng?
VWhat are the processes?

MR HERLING M ke Kornos, who is our vice-
presi dent of operations, is working with a teaminternally
in PIMto essentially get out to all of the various
stakeholders to try to | ook at where the opportunities are
to resolve these problens in the short-term Cbviously we
have quite a list of things already in process. W have a
nunber of shorter-termtransm ssion fixes which are already

wel | underway; sone have al ready been inplenented for this
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1 sumer. But we are basically out tal king to stakehol ders,

2 the BPU, trying to identify what the potential opportunities
3 are to resolve these probl ens, understanding that the RPM

4 has been del ayed and we do need to take sone actions in the
5 meantine. But we've dedicated a |ot of resources at PIMto
6 getting out and trying to work through these issues with the
7 | ocal stakehol ders and identify sone opportunities.

8 MR KATHAN. WII| you be doing RFP' s and things

9 like that and bring in possible new technol ogi es Nora was

10 referring to?

11 MR. HERLING The new technol ogies, clearly we

12 are | ooking at those in a nunber of areas wthin the

13 pl anni ng process and | ooking for how we wll be better able
14 to integrate new technol ogies in general into the planning
15 process in the future. That is a task we have been

16 chal l enged to nove forward at PIM W' re | ooking at al

17 possibilities within New Jersey and we're trying to advance
18 the solution set as quickly as we possibly can

19 M5. COCHRANE: Thank you very nuch to this panel.
20 We appreciate your comments and di scussi on.
21 If we can try to real quickly switch over to the
22 next panel. | know there will be a |ot of discussion with
23 the next panel, too. Let's just take five m nutes, please.
24 (Recess.)
25 M5. COCHRANE: If we can all start to take our
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1 seats, please. |If we can go ahead and start with our next

2 panel , please. Qur next panel is on the procurenent side

3 i ssues of the capacity market. This should be a very

4 i nteresting discussion, based on what we've had so far.

5 We're going to be covering in nore detail demand curve and

6 demand response in particular, forward obligations versus

7 procurenent, a |lot of issues that have already conme up so

8 far today.

9 Since this is a pretty large panel, we'd like to
10 have tinme for QA and finish up today so that we can do sone
11 wrap-up. I'Il just remnd people, if you all can keep your
12 comments, your prepared statenment anyway, to |ike around
13 five mnutes, that woul d be great.

14 Qur first panelist is Tom Wl ch, Mrket Strategy
15 with PIM Thank you

16 MR. WELCH. Thank you very nuch. [It's a pleasure
17 to be here.

18 | want to first take a shot at actually answering
19 John Levin's question to Steve about the relationship

20 bet ween transm ssion planning and the capacity market

21 envi sioned by RPM Both are essenti al

22 One way of looking at the relationship is that

23 each process inforns the other. Looking |ong-term hel ps you
24 assess what the econom c chal |l enges and opportunities wll
25 be as the systemmatures. Just as the data points nade
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avai l abl e through RPMwi || provide the requisite certainty
for project investnent, those sane data points will also be
critical inputs to the transm ssion planning econonetrics --

econonetric nodel i ng.

Simlarly, where that |ong-termtransm ssion

pl anni ng process identifies transm ssion projects with | ong

lead times that are likely to bring substantial benefits and

are, therefore, likely to be built, those data points
thenselves will informRPM | don't see this as an
either/or situation at all. | think they're inportant

conpl enents to one anot her

As you've certainly heard today, there's no
shortage of ideas about how to fix the current capacity
market, and virtually every el enment of every proposa
requi res balancing a variety of interests. Wat RPM does,
while it probably doesn't satisfy any particular interest as
that particular interest would nost |like to have it
satisfied, it does do a good job of balancing and, in
particul ar, acconmodates a nunber of specific itens which |
think are inportant to the market and sone of the
partici pants.

The first is bilateral contracting. Andy's
al ready covered a great deal of this, so l'll be quite
brief. CQCbviously, bilateral contracting is an inportant

tool in the market, but it's not actually the only tool.
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It's not an end initself. |It's a way of allow ng
participants to hedge thenselves fromtheir positions. So
in a sense, what we envision with RPMis that sone aspects
that m ght otherw se be done in bilateral markets woul d now
be acconplished through RPM but there are a whol e set of
additional kinds of bilateral contracting that woul d be nade
avai | abl e.

Frankly, the greater forward price predictability
that RPMis likely to stinulate or is likely to create -- we
think likely will stinmulate bilateral contracting. You' ve
al ready heard today that the current market has the risk
paraneter so broadly set that there's actually very little
bil ateral contracting for any point of tinme. W think both
buyers and sellers in the bilateral market will have an
interest in hedging the uncertainties that remai n under RPM
buyers nmay be uncertain about | oad and prices beyond the
auction horizon, sellers mght want to achi eve greater
revenue predictability and stability.

The point here again is not that the RPMw ||
produce the greatest volune of bilateral contracts, but
there's certainly no reason to believe that RPMis going to
constrain bilateral contracting to levels that are
unacceptable for the market and, indeed, will create a whole
new set of opportunities for bilateral contracts because of

the increased certainty it provides.
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A second elenent is the relationship between this
and various fornulations of LSE activities. Here | don't
think RPMis going to interfere wth any of the | oad-serving
entity structures or, indeed, any of the forns of regulation
because it doesn't really change structurally what those
entities are doing. | think it's an input to what they
woul d be selling, but it doesn't deprive themto any great
extent of the products they're selling.

I ndeed, by providing greater information about
future prices and supply LSEs in the conpetitive market may
be able to offer longer-termproducts and stinul ate
conpetitive activities. W see this as a plus. LSEs, under
traditional regulation, will be able to evaluate their
procurenent nore effectively because the future costs of
supply will be nore transparent. So we see this as a
positive el enment for LSEs.

Provider of last resort has a few di nensions.

One | want to touch on briefly. There was a description a
couple of times this norning that sonmehow PJM becones a
provider of last resort. | don't think that's true in any
sense. PJMruns an auction today; it would run an auction
under RPM  What PJM woul d do with appropriate consultation
is set the slope and pl acenent of the demand curve, the bid
set, the price; the load pays the price, either in their

bilaterals or to the extent they're deficient in the auction

190



20050616- 4010 | ssued by FERC OSEC 06/ 16/ 2005 i n Docket#: PL0O5-7-000

© 00 N o o b~ w N P

N N N N N NN P P P R R R R R R
o o b~ W N P O © 00N OO 0o h~ WwWN O

18895
DAV
price. So PJM doesn't becone a POLR

Anot her dinension is, provider of |ast resort
service cannot do what RPMis intending to do, they're not
cl ose substitutes. For one thing, provider of |ast resort
typically only has a portion of the market, so it's not as
broad as RPM needs to be. On the other hand, RPMisn't a
substitute for POLR because it doesn't provide the ful
range of products, it's not a retail product.

So while | think they can and do work well
together, they are really just different kinds of products.
They attenpt to achieve different things. There may be sone
fuller inpact on supply. But it's not the kind of |ong-term
persi stent market-wi de pricing we think is essential for the
mar ket as a whol e.

Next, with respect to self-supply, again, RPM
permts |load-serving entities to self-supply their capacity
obligations. 1In a sense, it functions very much |like a
bilateral. |f you cover your obligation through self-supply
or through bilateral contract, you're only exposed for the
di fference between what you expected to have as | oad and
what you actually had as |oad, and you're paying the auction
price for the difference. | think it's very conpatible with
t he sel f-supply approach. RPM would provide inportant price
information to LSES who are consi dering self-supply and,

i ndeed, for state comm ssions to eval uate whet her sone
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option which an integrated utility presents to them nakes
sense to themin terns of price.

W, PJM are evaluating various ways to integrate
the activities of LSEs who are under integrated resource
plans into RPM but I'lIl say at this point it's certainly
not obvious that a conplete carve-out for a vertically-
integrated utility is going to be the nost efficient or
effective way to address the systemas a whole or even for
that utility's territory. | think we need to be able to
understand and figure out howto integrate it successfully.
| don't think a conplete carve-out really nmakes sense.

Finally, the last itemon demand response, as
with bilaterals, RPM woul d change the opportunities for
demand response. That's not the sane thing as saying they'd
be reduced or of inferior quality. | think one thing we've
heard fromquite a nunber of demand response entrepreneurs
is that the forward signal is the one thing m ssing right
now fromtheir ability to put together a successful business
plan. RPMspecifically incorporates the ability of demand
to participate in the market and actually capture an
additional piece of the market that they bring. Fromthat
standpoint, | think it's a plus.

It is true that RPMin any successful capacity
nodel will have the effect to sone extent of reducing price

volatility that m ght danpen the market for sone form of
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demand products. It's going to create a new set of business

opportunities by again providing revenue opportunities that

requi re longer gestation and devel opnent.
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1 In conclusion, | think perfect harnony in RPM

2 anong the various interests and participants, is very

3 unlikely, sinply because there's a wide variety of economc
4 interests at stake.

5 G eater efficiency and predictable reliability is
6 not going to affect all equally, and really requires a

7 commtnent to the long-termhealth of the systemand a | ong-
8 termview of custonmer costs.

9 Wiile PIMis commtted to continuing to work with
10 state conm ssions and this Comm ssion and nar ket

11 participants on all of these issues, it does seemto us that
12 the RPM construct is sufficiently devel oped and under st ood
13 by the parties at this point, in part through this

14 Conference, to warrant formal consideration by FERC on a

15 fairly near-term basis.

16 | think further delay is unlikely to raise

17 addi tional issues that produce new insight, but would risk
18 repeat ed epi sodes of the shortages we've seen, that could

19 only be addressed through | ess efficient or nore expensive
20 solutions. Thank you.
21 M5. COCHRANE: Thank you for your conments, Tom
22 Qur next panelist is Ben Hobbs from Johns Hopki ns
23 Uni versity.
24 MR HOBBS: Thank you very much for inviting ne
25 to talk this afternoon. |1'mgoing to be telling you a

N
(o))



20050616- 4010 | ssued by FERC OSEC 06/ 16/ 2005 i n Docket#: PL0O5-7-000

© 00 N o o b~ w N Pk

N N N N N NN P P P R R R R R R
o o b~ W N P O © 00N OO 0o h~ WwWN O

18895
DAV
little bit about an analysis that we at Johns Hopkins
performed for PIM a sinulation analysis of the perfornmance
of the RPM construct and alternative demand curves.
| have to preface things and say that everything
| say here, all the opinions, are mne, and so are all the

m st akes. They don't necessarily represent the opinion of

PIM

I think you have a set of overheads in front of
you. I'mjust going to skip lightly and highlight sone
maj or points, and, | hope, keep within ny five to seven
m nut es.

On the second page, | show just a couple of
exanpl es of different demand curves. The one on the right
represents the situation now where the deficiency paynent
represents the maxi numthat a | oad-serving entity woul d be
willing to pay.

M5. COCHRANE: Hold on just a second.

MR HOBBS: | apologize to those in the audi ence
that | got off the red-eye this norning and didn't make
enough copies. There are sone copies sitting on the table
in the back.

But it |ooks sonething like this.

M5. COCHRANE: Cot it. Thank you

MR HOBBS: Slide 2 shows a couple of different

demand curves in the abstract. Basically, the situation
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1 that PIMis nowin, is on the right, with a vertical demand
2 curve.
3 What' s being proposed is putting sonme slope into
4 it, just like in New England and New York, as you see on the
5 left.
6 My hypot hesis, which we tried to test for this
7 nodel , is that adding slope to the curve would | ower the
8 variation in revenues that generators receive, and if you
9 bel i eve that generators are nore likely to invest when
10 there's less risk or they prefer less risk, that, in turn,
11 will that or will that not result in nore investnent and
12 what wi |l happen to consuner costs?
13 The hypothesis is that the cost of capital is
14 lower, then, ultimately, the cost to consuners wll be
15 lower, and that's what we tried to sinulate here.
16 Going to the third overhead, it just shows the
17 guestions we tried to address, how the different curves
18 affect the stability of the market, the ability to neet
19 reserve requirenents, and what are the costs to consuners?
20 This is really inportant: how robust those
21 conclusions are to different assunptions. | cannot get into
22 t he head of generators to know what their degree of risk
23 aversion is, or how they forecast energy prices or |CAP
24 prices or anything el se.
25 My whol e phil osophy was to have as sinple a nodel

N
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as possible, that captures the main features we're trying to
get -- risk aversion, forecasting, prices, different streans
of revenue fromenergy and ancillary services -- then | ook
at different curves over a whole range of possibilities, and
say, are there certain curves that consistently do better
t han ot hers?

There's no single set of assunptions that are
right. This is not a predictive nodel; rather, this is a
nodel to show what the inplications of different assunptions
about generator behavior are.

It does turn out that there are sone robust
conclusions. 1In a nutshell, the conclusionis, if you go
froma vertical demand curve to sonmething with a sl ope, you
do lower risk to generators, you do increase entry, and you
do wind up lowering costs to consuners.

The degree to which that happens, depends on the
particul ar assunptions, but, under no set of assunptions
that | tested, did the vertical demand curve do better, and,
in very many of the cases, it did a |lot worse, as we'll see
injust a mnute, since that's about all | have left.

(Laughter.)

MR HOBBS: Slide No. 4 lists a variety of
assunptions, and I was told there was an assunption that's
not on this list that I should follow up on this afternoon

The first assunption is that generators forecast
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1 profits, based on experience, and that they don't |ike

2 risks. The nore risk there is, the |lower the forecast

3 profits are, and the less entry you'll get.

4 | al so considered random shocks to the system

5 whet her changes in economc growh and | oad growth, how t hat
6 affects energy and ancillary service revenues.

7 Anot her assunption is, I'msinulating a market

8 clearing price-type system rather than a pay-as-bid system
9 | sit on the California Market Surveillance Conmttee, and
10 we've made quite clear, our preference for a market clearing
11 type nmechani smfor efficiency reasons and because, if you

12 have a pay-as-bid system people, once they can guess where
13 the market clearing price is, that's where they'll bid. So
14 you're not going to get much difference, anyway.

15 | didn't think there was any purpose to | ooking
16 at a pay-as-bid system | |ooked only at a system where

17 everybody gets the market clearing price for capacity, and,
18 in part, that's because | feel it's very inportant that all
19 generators get capacity paynents, because all generators
20 have options for increasing their availability when you need
21 it, increasing the anmount of capacity.
22 You don't want to be in a situation where, let's
23 say, you have a $30 per kilowatt price for capacity for just
24 new generation. So you're paying a lot for new turbines,
25 and at the sane tinme, there's sonme other generator that's

N
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1 retiring, that wouldn't retire if they got $10. You want

2 everybody facing the sane cost, so that everybody basically
3 equates the margi nal cost of providing capacity.

4 Ski ppi ng very quickly then to the next slides, 5
5 gi ves an overview of the nodel. |[If you're interested,

6 there's an | EEE paper that's just been published, that

7 describes the guts of the nodel. | can answer questions

8 about that.

9 It's what's called a representative agent's

10 dynam c sinulation nodel. 1t proceeds year-by-year.

11 Cenerators in a particular year ook at prices and say, hey,
12 should | build sonething or not?

13 Slide 6 shows five curves | considered. One is
14 the vertical one, and four are various flavors of horizontal
15 curves shifted to the right, with different sl opes.

16 The story that I"'mgoing to tell today in Slide
17 No. 7, just basically contrasts the vertical curve, with

18 Curve No. 4. The inportant thing to bring away from here,
19 is that this is the sort of story you see.
20 The chart on the upper right shows what happens
21 to capacity revenues. Wth a vertical demand curve, you get
22 sort of a bipolar type behavior where prices are high or | ow
23 -- bang, bang -- whereas a sloped curve gives you nore
24 st abl e revenues.
25 That translates into a wllingness to invest at a

N
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| ower return on equity, and the bottom curve on page 7 shows
-- this is a sanple tine series. The bold |ine shows the
reserve margins we got with the sinulation of this slope
curve, versus the thin line, which shows that, with the
vertical curve, you're getting nore investnent, you're
getting a nore reliable system

In terms of consumer costs, Bullet No. 3, this is
just an exanpl e of nunbers. The particular nunbers depend
on the assunptions, but in alnost every case, the vertica
demand curve gives you hi gher consuner costs.

What's the netric here? This is the sum of
capacity costs and scarcity revenues when you're short of
capacity, and so prices in the energy and ancillary services
mar kets, are goi ng above nmargi nal costs.

Because the vertical demand construct gives you
| ess capacity, on average, you're getting nore shortages,
and you're getting a higher average | CAP price.

As a result, in these particular simulations, the
cost for consunmers was roughly 30 percent higher -- excuse
nme, 40 percent higher, at $99 higher for the vertical curve,
than it was for the sloped curve in this particular
I nst ance.

And that 50-percent or 40-percent difference,
depends on the assunptions that you make, and | woul dn't

ascribe any particular significance to 40 percent. It's
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just that you al nbst always see a positive difference.
That's the inportant result.

The next slide shows sone detailed results, which
| would be glad to tell you about, returns on equity, costs
to consuners, and that sort of thing, but I'll just skip the
| ast substantive slide, which is No. 9.

The reason | |ike the sl oped demand curve, is
that it logically reflects the reality of capacity val ue.
The val ue of capacity never goes to zero. It does decrease,
but it never goes to zero.

It's worth having nore than the target value for
both mtigation and market power reasons, and because you
t hen have greater insurance agai nst extrene conti ngencies of
weat her or generator outage.

The result of the sinmulation was that, conpared
to vertical demand, the slope of the curves lowered risk to
generators and the result was ultimately | ower costs to

consuners, because of |ower cost of capital. Thank you.
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1 M5. COCHRANE: Thank you very nuch.

2 The next panelist is Reem Fahey w th Edi son

3 M ssi on Energy.

4 MR FAHEY: Thank you. M nane is Reem Fahey,

5 ' mthe Regional Vice-President of Market Policy for Edison
6 M ssion Energy. It's a pleasure to be here. Thank you for
7 inviting ne.

8 Edi son M ssion Energy owns or controls

9 approxi mately 47,500 negawatts of coal-fired basel oad units
10 in PIM  Such units provide energy capacity, ancillary

11 services, and support the overall reliability of the PIM

12 system | would like to focus ny remarks today on two

13 principle market design features that should be a conponent
14 of any contenpl ated PJM capacity market construct.

15 The first critical design feature should be the
16 i nclusion of the demand curve. The principal benefit of

17 the demand curve is that it allows for a variable reserve

18 requirement that wll provide a nore robust incentive for

19 generation investnent. The demand curve recogni zes the
20 val ue of additional resources above the m ni numreserve
21 requi rements and provide benefits to both suppliers and to
22 | oad. The suppliers benefit froma nore stable, predictable
23 revenue streamcomng fromthe value of excess reserves. n
24 the other hand, |oad benefits fromincreased reliability and
25 reduced exposure to price spikes in both the capacity and

N
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energy markets. The design of the curve can al so reduce
suppliers' potential to exercise market power. It reduces
t he excess revenues that may result when the shortages are
created by wi thhol ding capacity. This is the sane issue
that Joe Bowing tal ked about this norning.

If reserves fall below the thresholds of the
i ndustry standard, which is loss of |oad probability of one
day in 10 years, the pricing factor wll increase to
encour age generation investnent to resolve the shortage.
When the threshold is reached, the pricing factor will drop
off slowy to recognize the value of higher generation
reserve levels. This |eads to stable | CAP revenue, which
wi |l reduce the risk and cost of financing investnents of
new generation capacity and, thus, reduce the cost of
electricity to consuners in the long term

A maj or market design flaw in the current PIM

capacity market is the use of the vertical demand curve.

The vertical demand curve sets the capacity obligation based

on a single value. The consequence is that prices can be
very |l ow when a small supply excess exists and can suddenly
junp very high with a nodest downward change in the supply
availability. The high volatile prices produced by the
current PIJM capacity markets di scourage the devel opnent of
new generation and, nore inportantly for EME, underm ne the

reliability benefits of existing generation. This type of
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pricing behavior tends to convey contradi ctory investnent

signals and | eads to boonl bust cycles of generation

devel opnent s.

From a policy perspective, EME believes the
i nclusion of the demand curve in the capacity market has
al ready been vetted and carefully consi dered by FERC for
both the New York | SO and the New Engl and markets. FERC s
order regarding the New York | SO demand curve has been
affirmed on appeal, so FERC s authority to adopt such an
el enent of the capacity market has al ready been uphel d.

A second principal design feature of a properly-
structured capacity market is the establishnent of a forward
capacity obligation for all |oad-serving entities. A
forward capacity obligation sends a long-termprice signa
that should provide the market with a greater opportunity to
determ ne the nost cost-effective solution, whether it's
generation, transmssion, or demand side, in order to
mai ntain the reliability of the system

EME believes that a m ninmumof a four-year
forward conmtnent is necessary to allow new generation to
enter the market well in advance of when the capacity is
actual ly needed for systemreliability. It also allows
exi sting generators to nmake inforned deci sions about
i ncrenmental upgrades to the units and also in regard to unit

retirements. Advanced capacity sales by generators nmay



20050616- 4010 | ssued by FERC OSEC 06/ 16/ 2005 i n Docket#: PL0O5-7-000

© 00 N o o b~ w N Pk

N N N N N NN P P R R R R R Rp R
o o A~ W N P O © 0N o 0o P~ WwN O

18895

DAV
i nprove credi tworthi ness of nmerchant generation owners,
making it |less costly and easier to finance planned
expansi on and construction of new plants.

In addition, a four-year forward comm t nent
benefits | oad-serving entities as well, because it
facilitates a nore robust and cost-effective transm ssion
pl anni ng process and, nore inportantly, it mtigates the
need to obtain reliability nust-run contracts.

| would Iike to conclude by comendi ng the
t houghtful and conplete job the PIMstaff has done in
devel opi ng and i nproving wth unprecedented stakehol der
input to the current RPM proposal. Prior history nmakes it
abundantly cl ear, however, that the stakehol der process has
run its course. Further debate at that level will not
resol ve any of the issues that remain. These issues require
the Conm ssion's process to address the econom c
considerations in light of the long-termreliability
concerns. Nowis the tine to file the RPM capacity market
proposal with FERC so it can be inplenmented by the summer of
2006.

Thank you again for the opportunity to speak, and
| look to further debate the issues during the Q8A session
Thanks.

M5. COCHRANE: Thank you.

Qur next panelist is Jonathan Wallach on behal f
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1 of the Maryl and Peopl es' Council.
2 MR VWALLACH  Thank you. M nane is Jonat han
3 Wal | ach, Vice-President of Resource |Insight and Econom c
4 Consul ting Firmbased in Arlington, Massachusetts. | appear
5 today on behal f of the Maryland Ofice of Peoples' Counsel,
6 one of several supporters of the EITCC construct.
7 I want to first discuss the issue of the sl ope
8 demand curve and explain why it is that the EI TCC construct
9 does not rely on an adm nistratively determ ned curve to
10 clear its capacity auctions. Denmand curve proponents
11 beli eve we have a problemw th price volatility in our
12 current capacity market. They claimthat prices -- as we've
13 just heard from Reem don't take it personally.
14 (Laughter.)
15 MR. WALLACH. They claimthat prices junp between
16 high and | ow extrenes, clearing at the capacity deficiency
17 rate when the systemis short and at near zero |evels when
18 the systemis long and that this extrene price volatility
19 exacerbates investor risk and stifles rational investnment in
20 new capacity. Demand curves are seen as the sol ution,
21 stabilizing clearing prices and reducing the financial risk
22 to new entry.
23 The problemwi th this argunent is that it doesn't
24 jibe with the experience in PIM Prices in the nulti-
25 mont hly auctions in the last three years have averaged

N
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bet ween $20 and $40 a negawatt-day, not zero even though the
system has been long during this period.

Mor eover, neither capacity price volatility nor
excess conditions appear to have been a barrier to
investnment. Over 15,000 negawatts of new capacity have been
added to the systemin the last five years; an additiona
15, 000 negawatts for new projects are queued up for
i nterconnection over the next five years.

One reason for investors continued confidence is
the fact that there's a vibrant bilateral market in PIJMthat
allows parties to efficiently allocate price and ot her
risks. In fact, over the last few years, nore than 95
percent of PJMs capacity obligation has been net with
bi |l ateral transactions.

There is no question that reducing investor risk
is a laudabl e goal, since less risk neans |ower financing
costs and perhaps | ower capacity costs to consuners. The
RPM demand curves, however, are not the way to get there
since they lead to short- and long-terminefficiencies. 1In
the short-term while the systemis |ong, demand curve wl|
procure excess supply at prices that exceed the margina
val ue of that excess capacity. |In other words, this excess
capacity wll be paid nore than its worth to stay on the
systemwhen it should either be sold into higher-val ue

mar ket s outsi de PJM or shut down. The increased costs to
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1 consuners fromthese short-terminefficiencies could easily
2 exceed a billion dollars per year.
3 Over the long term the RPM denmand curves
4 apparently expose investors to excessive price risk. The
5 nodel i ng done by Ben at Johns Hopkins we've just heard about
6 i ndi cates that investors under RPMw || require a 20 percent
7 return on equity or 800 basis points nore than the RCE that
8 PJM bel i eves is adequate today to induce investnent in new
9 peaki ng capacity.
10 The bottomline is that demand curves are the
11 wong solution to a non-existent problem |nplenentation of
12 demand curve under RPMw Il likely lead to inefficient
13 out cones and substantial economc harmto consuners. In
14 contrast, the EITCC construct efficiently mnimzes and
15 al l ocates risk and pronotes general resource adequacy by
16 facilitating voluntary long-termbil ateral transactions.
17 As this Conm ssion has heard fromthe investnent
18 community, including this norning fromBrian Chin, such
19 contracts mtigate the risk and reduce the cost of
20 i nvestnent in new generation. Frankly, if new intervention
21 i s deenmed necessary to nmaintain resource adequacy, the
22 solution is not reliance on inefficient demand curve but a
23 construct whereby PIJMdirectly procures new capacity on
24 behal f of load. This is simlar to the EI TCC nmechani sm for
25 addressing deliverability issues in snmall |ocal areas.

N
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1 Switching gears, let nme just touch briefly on the
2 RPM proposal to use a centralized forward procurenent

3 process and the inpact of that proposal on default service

4 custoners in Maryland. Under the RPM construct, PIMw ||

5 procure capacity on behalf of all load in PIMto neet system
6 capacity requirenments four years in the future. This

7 centralized procurenent not only establishes a four-year

8 forward price for capacity, but also effectively creates a

9 four-year forward obligation on | oad-serving entities to

10 purchase capacity at the four-year forward price.

11 This four-year forward obligation is inconpatible
12 with the provision of retail standard offer service in the
13 State of Maryland. Maryland utilities that provide standard
14 of fer service would not be able to hedge price risks

15 associated with this forward obligation, since they are

16 effectively precluded by statute and regul ation from

17 procuring capacity nore than three years in advance of the
18 delivery year. So instead, SOS custonmers will be fully and
19 i nappropriately exposed to capacity price risks as a flow
20 t hrough to SOS pri ces.
21 That conpletes ny comments. | should nention
22 that | have submtted a prepared statenment. There should be
23 some copies in the back and I will provide an electronic
24 version after this conference.
25 M5. COCHRANE: Thank you very nuch.

N
(o))



20050616- 4010 | ssued by FERC OSEC 06/ 16/ 2005 i n Docket#: PL0O5-7-000

© 00 N o o b~ w N P

N N N N N NN P P P R R R R R R
o o b~ W N P O © 00N OO 0ok~ WwN -, O

18895
DAV
Qur next panelist is John Or with Reliant
Ener gy.
MR ORR  Good afternoon. Thanks for letting ne
come speak with you today about capacity nmarkets, | guess,

in general focused on the RPM and conpeti ng proposal s that
we've seen out of, | guess I'll call them the ODEC and
friends as well as the PPL proposal here.

I"d like to start off alittle bit about Reliant.
Simlar to what | think you heard M. Sorenson say on the
| ast panel about his conpany, Reliant is sonewhat unique and
| want to be sure you have this proper perspective as
speak to you

And that is, while | think we're viewed as a
| arge generator in PIM-- which we are -- we are also a
significant retail player in PJMand the New Jersey narkets,
as well as in Maryland. Nation-wide, | also serve nore than
a mllion custoners in the State of Texas w thout any
generation capacity to ny nane down there.

As a result, I'mconcerned not with generators
getting paid for investnment -- not that that's not inportant
-- or having a site in this market. Wat |'m ]l ooking
forward to is the bal anced sol ution that achieves the goa
that resource adequacy is out to fulfill.

That transitions ne into what | want to really

make sure we're all clear about here. Wat we're tal king
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about when we tal k about resource adequacy is a long-term
pl anni ng reserve. That nmeans having iron on the ground in
the future in the formof generation. Not the delivery
capability that transm ssion wires gives you, but in the
formof generation that will keep people's lights on in the
future. And in the future is inportant, | think here.

In light of those concepts, I'mgoing to | eave
you really with five principles that |I think any of these
plans that are thrown in front of you you should apply as a
test for these. | think you' Il see howthey fit together.

First, you' ve heard this fromsone ot her speakers
this norning and this afternoon: is the design sufficiently
forward-1 ooking to get the iron on the ground in the future,
yes or no. The reason this is inportant is because there's
long lead tinmes for generation construction and if you do
not allow new entrants to conpete, you will have market
power issues in certain |ocales.

Second, the second test | would apply does the
proposal elimnate barriers to entry? Does it |et
generati on be considered, transm ssion be considered, demand
response be considered? The reason this is inportant is
because it's the sane thing. It's related to that |ast
concept of mtigating market power. You want enough peopl e
in enough different alternatives to be there and be

avail able to you so that you don't have to inpose mtigation
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and price caps and you can nove nore towards market-based
solutions rather than adm nistrative ones.

The third elenent that I would say you shoul d
apply as a test is is the design enforceable in such a way
that there are no free riders? Wat that neans is that no
LSE or person serving load in this region or wherever the
construct applies is able to essentially count on their
nei ghbor to go procure sonething so that their lights stay

on in the future.

What | would tell you here is that until you have

targeted | oad shedding capability in this realmthat we |ive

with RTGs in control of running the markets. There's
probably no better person than the RTOitself to be in this
role of we'll call it facilitator of procurenent, sonething
Tom ki nd of touched on here and | think earlier commenters
for PIJMtouched on. They have to performthis role to nake
sure there are no free riders. Once we get the targeted

| oad shedding ability, then we can |l et LSEs ganble on

whet her they have enough in the future or not, because we'll

turn themoff if they haven't net their requirenents.
The fourth test | would apply is does the nodel
accommodate retail conpetition? Now | think we've just

heard M. Wall ach make sonme comments around SOS. But what

" mtal king about here is does it allow for retail swtching

in the states, because nmany of the states in PJM have this.
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1 Does it all ow people to switch?

2 One of the key features of RPM for exanple, that
3 highlights this is that |oad pays in the pronpt year or the
4 delivery year based according to how nuch | oad they serve.

5 They're not being billed today for stuff they're gonna serve
6 four years fromnow This gives thema price signal so they
7 can go do deals into the future and what they can do is

8 essentially hedge thensel ves around that using this market.
9 And here's another inportant point related to

10 this: no matter how we do this and who draws an IRMor the
11 i ke, we're gonna have forecast errors. So when anybody

12 conmes to you and says well | can't hedge this because

13 don't really know what |'m gonna have, we've got that

14 probl emtoday on a grand scale. Every utility faces this

15 every day. PJMfaces it every day when they decide how nmuch
16 to commt in their unit conmtnent process day-ahead. So

17 don't be -- what | would inplore you is don't be deterred by
18 that argunment. What you need to have is nmake sure the

19 programin front of you accommobdates retail access.
20 The last thing -- and this is really inportant,
21 too, and it kind of goes back to that first theme | said,
22 which is this is about having iron on the ground for the
23 future -- is that whatever is offered into this needs to be
24 real, it needs to be asset backed and deliverable.
25 There's a lot of talk about LD contracts and do

N
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1 they count and the Iike. Wuat | wuld say to you is

2 sonmewhere behind the LD contract there'd better be a

3 generator, because all the financial penalties in the world
4 will not keep the lights on for sonebody when you have a

5 probl em or when you're run short.

6 Wien | apply these tests -- and |I' mgonna wap up
7 here -- when | apply these tests to the proposals in front

8 of us it's very clear to nme, especially in light of the fact
9 that the forward-|ooking elenent is the |inchpin of what a
10 good proposal has, |I look at this and say RPM at | east

11 attenpts to address all of these issues. It nakes a pretty
12 good attenpt at it at that. | would hope that PIJM does file
13 this with FERC and we nove forward with refining that design
14 here in this forum

15 The other two proposals, | believe, do not pass
16 some of these basic tests. They're fraught with

17 adm nistrative renedies, potential for the exercise of

18 mar ket power, they don't send necessarily a forward-| ooking
19 price signal. | think these are dangerous things contained
20 wi thin these other proposals. Wat |'msaying is this is
21 the test we need to apply.
22 | appreciate your letting ne talk to you today.
23 Thank you.
24
25

N
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1 M5. COCHRANE: Thank you, John. The next

2 panelist is Steve Wnple wi th ConEdi son Energy.

3 MR WEMPLE: Good afternoon, Conm ssioners and

4 Staff. M nane is Steve Wenple and I'mthe Director of

5 Retail and Regulatory Affairs for ConEdi son Energy, which is

6 a subsidiary of ConEdi son, Inc.

7 ConEd Energy and its affiliate, Solutions in

8 Devel opnent, are active in the three |1 SO markets in the

9 North East: New York, New Engl and, and PJM

10 Like Reliant, we're a diversified conpany. W

11 own about 1500 negawatts of nerchant generation. W also

12 serve about 2,000 negawatts of retail |oad. W also provide

13 | oad-foll owi ng services and ot her hedgi ng products, as

14 financi al derivatives, and we provi de denand response and

15 tradi tional energy services.

16 Last year | think | sat in the sane seat. |

17 testified before this Conm ssion in the proceedi ng on

18 conpensati ng | ocal generators.

19 Wil e sonme of the issue have been raised that are

20 the same, | think it's worth noting at |east one thene that

21 came up last year. There's a real need to conme up with

22 mar ket solutions to conpensate the resources that are needed

23 for reliability.

24 That's a thenme we had a year ago in February.

25 think it's still the same thene we're struggling with today.

N
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Sinply put, market solutions allow all resources,
i ncluding generators, people willing to invest in

transm ssi on and demand response, to see a price signal for
the reliability service they are providi ng, whereas non-
mar ket solutions result in discrimnatory conpensation and
create un-hedgeabl e costs for consuners, and typically fai
to attract a reasonable | evel of demand response that you
woul d expect, if you're valuing the reliability service at
the | evel of that out-of-market paynent.

My coments today focus on sone of the
shortcom ngs of the current PJM capacity market, and outline
the inportance of integrating demand responses as a full
participant in the capacity markets.

As you heard earlier today when Comm ssion
Brownel |l teed things off, we currently have split the
conpensati on between energy and capacity. The reality is
that that's where we are.

Maybe in the future, we can get back into an
energy-only market, but if we want to get demand response as
a full participant in our markets, we have to nmake sure that
it sees both conponents of these price signals in a ful
fashion, and is able to respond to both.

QG herwi se, you'll be depriving demand response of

some of the revenue streamthat you really need, and that it
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shoul d be seeing in that ideal end state of an energy-only
mar ket .

As you're aware, PIJMs current capacity market
val ues all network resources equally throughout the PIM
footprint, and relies on the transm ssion systemto ensure
deliverability.

Wil e this approach worked reasonably when PIJM
was a little bit smaller, it's show ng sone problens in the
expanded footprint. Sinply put, we can't support a system
where local loads rely on renote generation that's |ocated
as far as 800 mles away.

The physics of the system does not support that.
You need | ocal equipnment to naintain reliability.

At the sane tine, the general surplus throughout
the PIJIMregi on has been pushing capacity prices to historic
| ows, albeit, not zero in the forward markets, but 20 to 40
bucks a nmegawatt-day is pretty |Iow, and has resulted,
according to the PIJM State of the Market Report, in under-
conpensating new entrants, leaving themwith a third to a
hal f of what they need over a five- to six-year period, to
cover their cost of investnent.

If recent investors |i ke ConEdi son Energy, have
been getting only half their noney for the |ast five years,
one woul d expect they're not going to reinvest until they

see a situation that gives themnore than their average
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return, so they have a chance of breaking even over the |ong
term

There is no expectation, given the current market
structure, that we're going to see that in the |ocal areas
under the current capacity construct.

PJM has recogni zed that sone units that have said
they are not covering their costs, such as the PSEG units we
heard about earlier, are needed for reliability and have
been offered the opportunity to seek RVR conpensati on.

Waile it's inportant to maintain reliability,

t hat conpensati on neans that demand response in the sane
area and ot her generators simlarly situated, are not
getting the right price signal

In order to achieve an efficient market outcone,
the PJM capacity construct nust be restructured to all ow
demand-response and traditional generators to see that right
price signal

If units needed to maintain reliability, are
given a paynent of $50 a kilowatt-year to stay in service
for reliability, demand response that's capabl e of
curtailing at levels at or below that sane price, should
al so be able to be conpensat ed.

Putting everybody on a |level playing field,
assunes custoners can hedge their costs, either by entering

into bilateral contracts with |ocal suppliers, or by
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1 investing in their own demand response neasures.

2 Moving to the issue of demand response, under the
3 RPM proposal , demand-response partici pants can either sel

4 their capability to curtail load as capacity into the PIM

5 markets, or elect to participate right before the delivery

6 year by enrolling -- and |"'mgoing to read the acronym

7 because every tine we conme up with a new acronym it's

8 confusing -- interruptible load for reliability program --

9 t here nonths before the program year

10 Because the capacity value that the |ILR program
11 will convey, is effectively determ ned by the auction that
12 happened four years forward under the RPM proposal, demand-
13 response participants can use the results of that four-year
14 forward auction to plan their demand-response strategi es and
15 det erm ne what neasures are economc to invest in.

16 For exanpl e, under the RPM program when a

17 custonmer elects to participate in a given year's ILR

18 program they will effectively know the value, not just for
19 t he upcom ng pl anning year, but for the follow ng three
20 years. Al of those auctions were predeterm ned.
21 This forward val uation can hel p custoners and
22 demand-response providers determne the installations and/or
23 equi pnment upgrades that are cost-effective and that should
24 be pursued.
25 For exanple, existing projects requiring |ess

N
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1 than ten nonths of lead tine, will basically be able to bank
2 on a known revenue streamfor the first four years of their
3 operati on.
4 RPM tineline also allows custoners with existing
5 and pl anned demand response, multiple ways to optim ze their
6 capacity value, in addition to selling into the four-year
7 forward auction.
8 If they are not cleared of that auction, the ILR
9 gives thema floor price, knowing that they won't do any
10 worse than the price in that forward auction, so they can
11 | ook to inprove upon that by offering their capability into
12 subsequent increnental auctions.
13 Al t hough ILR participants do not directly
14 interact with the base residual auction, the RPM design
15 ensures that demand response will inpact the clearing price
16 in the base residual auction and reduce capacity prices for
17 al |l consuners.
18 This is because PJMs plan assunes a quantity of
19 ILRw Il participate in the future planning year and clears
20 the initial base residual auction as if that amount of ILR
21 had actually offered to sell and was cleared in the auction.
22 For exanple, if 5,000 negawatts of demand
23 response is assuned to participate in a future year's ILR
24 PIMw Il clear the auction as if that capacity was there and
25 had been bid in, and did clear

N
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1 So, we've noved down the demand curve and you

2 wi || have the societal benefits of that demand response

3 participation. 1In contrast, the EITCC proposal, in ny

4 opinion, is not likely to attract as nuch demand response,

5 especially in zones and | ocal | oad pockets, and, therefore,
6 is like to result in un-hedgeabl e costs, because it relies
7 on RVR paynents and transm ssion solutions to solve

8 reliability problens that are nore granul ar than the two

9 rel atively broad | ocational capacity markets that are

10 envi sioned for the Eastern MAC and Sout hwestern MAC regi ons.
11 Thi s coarse approach to |ocal capacity nmarkets,
12 ensure that if the Eastern MAC region fails to generate a
13 price high enough to attract the resources needed to support
14 the reliability in, for exanple, the PSEG Zone, then an out-
15 of - mar ket paynment will be nade to specific PSEG suppliers to
16 ensure reliability until a transm ssion solution is built.
17 That sounds |ike where we are today.

18 That, in turn, will inpose un-hedgeable costs on
19 consuners, and fail to val ue the demand-response neasures
20 that could be cost-effective, conpared to that RVR paynent
21 or even conpared to the transm ssion solution that will be
22 built to solve the PSEG problemin that exanple.
23 In conclusion, 1'd like to reiterate that RWR
24 paynments are a non-market solution, by definition. They
25 prevent other resources, including demand-response neasures,
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fromrealizing the full value of the reliability service
t hey can provide.

Both the existing PIMcapacity nmarket and the
proposed ElI TCC construct, rely on RVR paynents to naintain
local reliability. They will depress the price that demand-
response neasures woul d ot herw se receive under a true
mar ket clearing solution, and, in ny opinion, lead to | ess
demand-r esponse participation than you woul d see in an
opti mal sol ution.

Furt hernore, the custoner inpact under a market
solution, is significantly different than under an RWR
solution. Under a market solution, as a retailer, | can
hedge ny costs; under a non-market solution, those un-
hedgeabl e and unpredi ctable costs are a major risk for

consuners trying to plan a budget.
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1 To touch on two issues that were brought up

2 earlier today, one that was a little understated is the

3 operational and reliability nmetrics included in the RPM

4 proposal. Currently, PJM does not have any way of

5 conmpensating units providing 10 m nute non-spinning or 30

6 m nute reserves, even though it relies on those ancillary

7 services to maintain reliability. RPMseeks to solve that

8 absence of a market for that reliability service by

9 procuring it effectively on a forward basis. This is an

10 i nportant el enent to conplenent PIMs markets and ensure the
11 ri ght conponents that provide reliability are being given a
12 price for the service that they' re providing.

13 The ot her issue that was brought up today is the
14 concept of | ooking at congestion. |If the eastern MAC clears
15 at a high price uniformy throughout all the zones into New
16 Jersey, the supposition is that the reliability probl em was
17 in eastern MAC. Just because you have congestion in certain
18 zones doesn't nean the reliability problens align with

19 t hose, say, in congestion zones. You could very well have a
20 | ot of surplus capacity in eastern MAC, but outside of New
21 Jersey that just happens to be high cost because of the high
22 cost of natural gas and distillate oil and have an abundance
23 of supply froma reliability perspective. 1In the tight
24 pockets of New Jersey, for exanple, you m ght generate the
25 same price and be a lot tighter on supply and have a

N
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1 reliability problemthat you would not see just from |l ooking
2 at the gross aggregate LMPs.

3 That concludes ny comments. Thank you very nuch.
4 M5. COCHRANE: Thank you, Steve.

5 The next panelist is Stephen Fernands with

6 Cust om zed Energy Sol utions.

7 MR, FERNANDS: Thank you. | want to express ny
8 appreciation for being invited here. | feel like this sort
9 of brings me full circle. | started ny first neeting

10 representing a client -- back then it was New Energy

11 Ventures. It was a PA, Pennsyl vania Conm ssion hearing on
12 capacity markets. | was fresh out, starting -- putting ny
13 shingle out and starting Custom zed Energy Sol uti ons.

14 Comm ssi oner Brownell was there and we said boy, we need a
15 capacity market. At that point in PJM everything was

16 bilateral. W had people saying at that point why do you
17 need a market, you know, we just all do this bilaterally,

18 everyone agrees here, you don't need any type of transparent
19 market. And we set up the daily market and the forward
20 mar kets that we have today. Those markets have evol ved
21 greatly since then, but the foundation was |aid back then.
22 So | appreciate the opportunity nowto cone and
23 talk about that. |'ve been involved in pretty nuch every
24 capacity iteration since then at PIMfrom sone of the early
25 ones wth many of the sane people here.
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1 The fundanental question is why do we need
2 capacity markets. There are two reasons. The primary
3 reason is we don't trust that the energy markets will give
4 us the level of reliability we need. Wy don't we believe
5 t hat ?
6 Nunber one, a | ack of demand side response. W
7 don't have custoners that can respond to prices and produce
8 their consunption when prices are high. The second reason
9 is we don't have adequate transm ssion systens to deliver
10 all the electricity to custoners; therefore, we say we need
11 | ocati onal markets.
12 It's because of those two reasons that we now
13 have probably one of the nbst convol uted central procurenent
14 non- mar ket based nechani sns ever proposed in the history of
15 PJM and we're tal king about it |ike oh, yeah, this sounds
16 i ke sonmet hing, you know, we can talk about. It's
17 antithetical to a conpetitive nmarket where you have the | SO
18 goi ng out on behal f of |oad and procuring the entire
19 capacity responsibility. It will kill bilateral markets, as
20 mentioned by TPL, and | thoroughly agree with them
21 So how do we get to the problen? One of the
22 things we address is the root. So you say okay the root's
23 not enough demand si de response and not enough transm ssion.
24 Then, RPM does that solve that root problenf
25 For those of you who are trying to foll ow on

N
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paper, mne's the little one with the lightbulb in the
cor ner.

There are four major reasons why RPMis anat hena
to demand side response. | have been active in PIMs demand
side response programsince it started. Qur conpany chair,
Ri ck Mancini, chairs the price responsive | oad working group
in New York. W' ve been very active on demand si de response
issues in each of the markets we've participated in.

RPMin particul ar does not work for demand side
response resources, at |least not the ones | represent and
the ones that are currently participating in PIMs narkets
that | work with. The first area is forward procurenent.

Ri ght now you' re aski ng demand si de response to conmmt a
nmonth or two actually prior to June 1st that they wll

reduce their peak consunption during the sumrer period. Now
you're asking themto forecast what their peak's going to be
three years fromnow and how nuch they're going to be able
to reduce that peak in the fourth year. | believe very few
custoners, even the nost organi zed, have great business

pl ans and know where they're going, are able to accurately
forecast those types of uncertainties in the market.

According to a study done by Neenan and
Associ ates in response to an earlier iteration of RAM they
-- to quote them-- an objective of the RAM G oup was to not

di scrimnate anong resource types. The results of the
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demand resource providers surveyed clearly indicate that
many current demand resource providers would not be able to
participate in a CRAMwith a three-year planning horizon.
So we're now | ooking at four. That study |ooked at six
nonths to three years and found the | owest response rates
and | owest participation rates in the three year and the
hi ghest participation rates in the shorter term

Next is the |ocational conponent. There's a |ot

that's been nmade of well we have these | ocational problens,
we need to address them And | conpletely agree with that.
We do have problens right now | ocationally, they do need to
be resolved. However, we're looking to try to trick
generators into siting there and then building the
transm ssion which is going to stop the premuns in those
areas and get a bunch of transm ssion owners that have
invested in the wong place because the prem uns that they
wer e expecting vani sh as soon as the transm ssi on upgrades

go in.

If we see a transitory problemthat's going to be

resol ved by transmssion, it's nmuch nore honest to say let's

go, let's offer those custonmers RVR contracts while we're

buil ding the transm ssion instead of trying to say we need a

mar ket solution here for a very short-termtransitiona
problem Sanme with demand side response. |If you're trying

to trick demand side response, it won't work out. | hope it
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1 won't work with generation owners either

2 The third thing is there's a disconnect with the
3 current expiration dates. W heard earlier today that there
4 wi |l be sonme kind of demand side response program | heard
5 Andy say it's going to be a continuation of the demand side
6 response program and nade permanent. | w sh that was

7 actually true and we can stop all these debates that we're

8 having in the demand si de response working group. Currently
9 it's set to expire in 2007. There are a group of people,

10 nysel f included, trying to get it to expand. R ght now -- |
11 counted 13 of the 21 people nentioned demand si de respond

12 today. Over 50 tinmes it's been referenced today.

13 Last year the incentive conponents for demand

14 si de response were about $200, 000, so that works out to |ess
15 t han $4, 000 per nmention today of demand side response. |It's
16 sonmething that gets a lot of talk. That's not per negawatt,
17 that's like $4,000 for the entire PIMthe entire year

18 paynment. It gets a lot of lip but it actually doesn't get a
19 | ot of dollars and doesn't get people saying oh wow, you
20 know, demand side response, that's costing us billions of
21 dollars in capacity, we really need to fix that. W really
22 need to spend the noney to nake sure that we have the
23 infrastructure in place. W really need to spend the noney.
24 So we have adequate demand si de response instead of just
25 sayi ng hey, yeah, it's inportant and then goi ng on and
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phasi ng out the various demand si de response prograns.
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1 The fourth one is inproper active | oad nanagenent
2 penalty. The Comm ssion will hopefully be seeing sonething
3 filed by PIM Il ater on this year

4 Right now, if one of ny clients is interested in
5 demand- si de response, and being in ALMthis sunmer, they

6 said, that's our risk. |If you don't perform per nmegawatt,
7 it's a $6400 per negawatt penalty.

8 What's our revenue? Right now, it's about $10

9 per nmegawatt-day. It's about $3200.

10 So you're telling nme, if | mess up once, | have
11 to pay two tinmes the anmount that | get paid for the whole
12 year. Yes, that's about it.

13 And how many tinmes do | have to perform during
14 the Sunmer? Up to ten. Could you inmagi ne a generator

15 operating in those types environments? |It's just |udicrous.
16 So we're trying to come up with penalties that

17 are market-based. The penalty currently pushes demand-si de
18 response out of the capacity market.

19 So, what does PJM need for a long-termsol ution?
20 Nunber one, it needs a goal -driven demand-si de response
21 mar ket, so you don't get sonmewhere just by saying, that's
22 nice; I'd love to go to Aruba, but if | don't book a plane,
23 if I don't plan for it, I"mnot going to go there.
24 If we think we need so much demand- si de response
25 to actually fix the market, let's plan for it. Let's say,
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okay, this is the amount we need to alleviate market power;
this is the anmount we need to nove to a nore market-based
system and head there, find out what are the incentives and
what are the things we need to do to get there.

The second one is a permanent seat for demand-
side response in the market. R ght now, we've been going
with progranms for so many years, there have been proposals
put on the table to do away with any type of incentive
paynents and decrease the anmount of revenues that are given
t o demand-si de response by sone of the other panelists that
have been on here today, instead of saying we need to be
i ncreasi ng demand- si de response, not decreasing.

It needs to be permanent; it needs to reflect the
benefits of denmand-si de responsiveness.

The third thing I have here is, if |oads paying
hundreds of mllions of dollars in capacity paynents for not
havi ng proper denmand-si de response, what's the val ue of
demand-si de response, if it is able to fix that problem and
how do we conpensate demand-si de response adequately for
creating a nore functioning whol esal e market ?

So, where w il DSR get you, that the capacity

mar ket won't, especially the RPM market won't? First, DSR

wll result in a nore efficient use of generation resources.
P.S., I'd just nention that we have two
generators that never ran. |It's horrible that we | ost those
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generators, and that they retired them

Eventual |y, resources retire, and resources that
are unutilized, retire. |If they're not using them the idea
of having those resources around to provide ten hours a year
of service, demand-side response can do that. W don't need
to be paying generators to stand around and do not hi ng.

The next thing the demand-side response will do
that this capacity market will not do, is that there will be
rational pricing during periods of scarcity, with the val ue
of load-curtailing setting the price, instead of generation
mar ket power. It's probably one of the nost inportant
t hi ngs that demand-si de response can provi de.

It can provide what is the value of energy during
times of scarcity. R ght now, we don't know. Right now, we
have lots of artificial price caps and other things that
interfere wwth that.

W need to create ways demand-side response can
actively participate in the market and can set price. And
they do that in the day-ahead nmarket right now, and,
believe, if we continue to encourage that, we can even get
nore participation.

The third way is, there will be |l ess need for
price caps and mtigation, as denmand-side response wll
mtigate the market power of generation owners.

Locational capacity markets go 180 degrees in the
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other direction. 1It's going to increase narket power of
generati on owners, as you shrink the markets.

W al ready have a capacity market that has been
characterized as having market power, endemcally. If you
| ook at the State of the Market Report, that gets better
W th demand-side response; it gets worse as you Bal kani ze
the transm ssion system

The fourth thing is that the demand-si de response
will provide a nmarket signal for nore efficient generation,
i ncl udi ng basel oad units. Instead of sending a price signha
for increased peaking units right now, one of the wong
signals |l ocational capacity can send, is that you end up
per petuating a market that ends up being nore and nore
Bal kani zed, instead of doing transm ssion solutions or
demand- si de response across the nmarket.

| also wanted to nmention -- and sone of these
have already been stated, so | won't reiterate all of them
but -- sone fallacies about the existing capacity construct.

One is, prices are either at the deficiency rate,
or zero. |It's not true. Academcally, | think there are
reasons maybe why it should be, but it is not.

There's an opportunity cost generators have of
participating in the day-ahead market. The opportunities,
they give up by not being able to sell firm go back into

ot her markets.
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Prices vary between $20 and $100 per negawatt -day
in the nonthly and forward markets. As recently as | ast
Summer, we were very long, not as long as we are now, but we
were | ong on capacity.

The nmonthly markets during the Sumrer were
regul arly cl earing about $60 per negawatt-day throughout the
Sumer .

Fal | acy Two: Demand-si de response can't
participate in PJMs current capacity market; you' ve heard
that a couple of tinmes today. They absolutely can; we do on
behal f of our clients, and they're able to participate
effectively in the markets.

The third one is that the daily market serves no
value. R ght now, |less than two percent of the capacity is
purchased in the day-ahead capacity market. It does serve
as a cl earinghouse for |oad-sw tching and also relieving
short and | ong positions.

| believe it offers new generation that sites
opportunities to sell and | owers opportunities to purchase
relatively small quantities, as the market has been
relatively smnall

It also provides a nore visible pricing note to
the market on a nore real-tinme basis, so that people can
respond better.

Fal | acy Four: Generators need one year of
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1 capacity revenues, four years out, to secure financing.

2 Hopefully that's been debunked by what you've heard al ready.
3 Fal l acy Five: To determ ne what transm ssion

4 upgr ades are needed, you need a four-year commtnent ahead,
5 and you can't do it probabalistically, and we have to cl ose
6 our eyes and say all the generators are going to stay there
7 because | haven't gotten a letter saying they're going to

8 not go away.

9 We can make forecasts before generation wll

10 retire. That can be done, especially in |arge sections of
11 the PIJM system

12 So, in conclusion, the root cause of the capacity
13 mar ket is insufficient denmand-si de response and transm ssion
14 developnment. It can be dealt wth in a nore efficient way
15 than the RPM

16 The EI TCC proposal does go a | ong way towards

17 i nproving the RPM nodel, by restricting the timeframe to one
18 year. Denmand-side response can participate nore readily,

19 and there are al so auction nmechani sns they' ve proposed, for
20 t hose | ocational problens, which would al so be a place for
21 demand- si de response to participate.
22 As well, the EITCC proposal deals very directly
23 with the need for transm ssion enhancenents. However,
24 El TCC s proposal, even though we've hel ped and nany of our
25 clients support it, | believe it's better than RPM but

N
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1 still worse than what we actually have today.

2 In [ ooking to inprove our transm ssion planning
3 and creating a road map for increasing denmand-si de response,
4 and inproving the underlying reasons why we need the

5 capacity market in the first place, is the way to go.

6 | want to thank you for the opportunity, again.
7 That will conclude ny remarks. Thank you.

8 M5. COCHRANE: Thank you, Steve. Having the

9 dubi ous responsibility of being the |ast panelist of the
10 day, is Mark Scott from dd Dom nion Electric Cooperative.
11 We are running behind now. | would just ask what

12 Comm ssioner Brownell said at the beginning, if what's on
13 your discussion has already been discussed, if you can just
14 say it, as soneone said before, you know, thank you very
15 much.

16

17

18

19
20
21
22
23
24
25
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1 MR SCOIT: Thank you very nmuch for the

2 invitation to make sonme remarks. |'m Mark Scott. |'m here
3 on behalf of A d Dom nion.

4 I"man active supporter of the EITCC proposal. |
5 would Iike to |l eave you with three main thenes here today,

6 that I wll hit, and then touch on a few of the parts of ny
7 actual remarks, ny outlined remarks, that haven't been

8 covered by other speakers, and then I will try to wap it

9 up.

10 The first thing is that there are not shades of
11 gray in terns of conparing the alternatives. EITCCis a

12 nore market-oriented approach in terns of how indivi dua

13 partici pants manage their obligations and their risks.

14 RPMis an adm nistrative solution that, in ny

15 opi nion, puts PIJMgenerally in an inappropriate role in

16 terns of the procurenent function. Wen | speak |ater about
17 the one topic that I will expend sone nore detail on, on the
18 bil ateral contracts, I'll try to make that nuch nore clear
19 |'ve heard throughout today, people conpl aining
20 about shorter horizons Iike one year, one nonth, two years,
21 and four years has becone the Holy Gail as if there's
22 harnmony if that occurs, and there's benefits of reducing the
23 volatility if we go further out.
24 The question | wanted to pose is, even if we have
25 a shorter horizon, | wanted to ask everybody throughout the

N
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1 day that nmade those statenments, what keeps you from selling
2 that product forward two or three years, today, to a willing
3 buyer ?

4 Unfortunately, it's going to have to be at a

5 mut ual | y- agreeable price. That's where we get to crux of

6 t he i ssue here.

7 We can tal k about the theory of what sends the

8 proper signal and how we properly define the right

9 obligation. As you see, nost of the fol ks here now are

10 admtting that there's sonme |ocal elenent that's necessary.
11 That woul d include that, in the market, that

12 there would be a signal. |If it's a unit that has concerns
13 about their retirement profile, they could lock in the

14 revenue stream if they sold their capacity, common or

15 | ocal, as we saw it going to, and they can inprove certainty
16 of revenue.

17 But it goes past that. W're not talking about
18 the actual sending of a price signal; we're tal king about

19 the |l evel of the price signal.
20 When | get into discussions with ny younger
21 children, it's differentiating between need and want, and |
22 think that is a core issue, which we're really westling
23 wi th here today, and why the stakehol der process has had a
24 hard time comng to an agreenent on that particul ar issue.
25 The second main thene | would |ike to | eave you

N
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1 withis, when | listened to sone of the others earlier, |

2 felt like we were being done a favor by the | oad community.
3 Peopl e were danping volatility, they were reducing risks for
4 i nvestors, and everybody's a w nner, right?

5 That's not happening for free; there's a price

6 attached to it. The estimates range -- whether it's $1

7 billion or $5 billion a year, during the visible horizon

8 where we can see hi gher costs.

9 There are savings that are prom sed, based on

10 equilibriumnodel. Once we have this equilibrium |'m not
11 as confident at this point, in the changing and dynam c

12 i ndustry, of how predictive that equilibriumnodel is or

13 isn't.

14 Maybe it's right on, but what | can see, | know,
15 costs nore, and if there's individual participants who w sh
16 to manage the risks or are concerned about the volatility,
17 the individual participants can weigh off that risk, or

18 |l eave it to people who are better capable to step in and

19 manage it.
20 W don't have to have sonebody to step in and do
21 that on behal f of every market participant for 100 percent
22 of obligation for four years forward, including all |oad
23 grow h. Those are fundanental differences in approach
24 The third thing -- and it's the inportant one --
25 is that the bilaterals are going to have a simlar role

N
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under either of the alternatives, and that market
partici pants have conparable incentives to enter into.

I"mgoing to touch on just a couple of points on
nmy outline here, and that, I will cover nmuch quicker. As
you' ve gat hered, we're focusing on both transm ssion and
capacity. That seens to now be a nore common thene in terns
of how the market | ooks.

Qur market will operate on fungi ble capacity
credits. The common area remains the sane as the construct
today, other than | engthening the obligation

The non-local part of the local area still stays
common, and then there's a subset of the | ocal obligation
where there's actual |ocal sub-obligation. W are
acknow edgi ng that there needs to be a elenent of flavor of
the current capacity construct, and that transm ssion needs
to be expanded with it.

The next section in here, which I'mgoing to
touch on very little, is the common m sconceptions that |
think exist, that have al ready been touched on by a few
ot her people, but the reason | just wanted to reference them
and why they're here, is that sonme of these incorrect
concl usi ons, drive m sguided actions on which construct and
whi ch alternative, and which problemwe think we're solving.

You' ve heard that over-reliance on short capacity

mar kets, inpedes investnment. Only one percent of the daily
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volunme clears in the daily markets. Joe Bowing' s Market
Monitor has incredible detail of |ong, short, what cleared
in the multi-nonth auction, what cleared in the nonthly
aucti ons.

If you |l ook at that, the bulk of the market is

operating on a longer horizon and a bilateral market outside
of this over-reliance on an extrene |ow or extrene high.

Price is a function of risk and tine hori zon,

even in periods of excess. The market's not digital. 1'd
be happy to go into that in nore detail, if time would
al | ow.

The other thing is, under RPM-- and |'monly
goi ng to nmake one other coment or two comments here, is
that it mght be a mstake to act |ike markets are bigger
than what they are in terns of local area, in terns of
granularity, but I think it's also an equal m stake -- and
maybe you get a different error -- but to act |like you can
have a much smaller area and act like that's then a market.

I[f I"'mdown to a point of needing a plant on a
specific bus in a specific sub-area of the DDC, drawi ng a
boundary around it and putting in an admnistrative curve
and | force people to buy and serve against it, acting |ike
that's a market proxy process, at that tinme, | think you
have to step back and ask yourself, what a conpetitive

auction or procurenment for capacity is in that area, and
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t hen handl e how the pricing of that resource interacts with
t he bal ance of the market, and do it in such a way that you
don't interfere and subvert the market process.

You have to step back and ask yourself that
guesti on.

The other thing I will nmention on here, is that
we' ve heard the benefits of a common tine step. | wll
credit RPM They are trying to achieve a common tinme step
bet ween transm ssion and generation, but | viewthat as a
di sadvant age.

It's like saying that | and one of the other
participants on the panel, in total, have an average bill
It's true, in total, but, in practice, not really right on

Sone of the transm ssion solutions are |onger
lead time -- five, seven, ten years. By forcing a solution
on the four-year horizon, you have nore | onger-sol ution
itemns.

By contrast, conbustion turbine projects can be
done in two years. Wiy should anybody commt on ny behal f
to build a peaking facility and cost it four years out? |
don't have to commt to that; | can do that to nyself on a
much shorter tinme horizon.

Wiy should the market force that to occur
arbitrarily at the four-year point?

| guess the final point or two that I'd like to
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make are on this next table. It's kind of what 1've laid
out or conpared between RPM and ElI TCC.

This really gets at the market versus the
adm ni strative process. Under RPM part of how that
admni strative price curve is set, is based on kind of
really a net revenue or cost-of-service type determ nation
froman equilibrium nodel.

They do adjust it, and there is feedback. The
person buying it is PIM The pricing, which is critically
inmportant in the conpetitive market, is how price gets set,

based on this curve.

It's not willing sellers and willing buyers. You

are clearing the market, four years out, on all obligations,
| ooking at projected | oad for everyone.

Assum ng that every market participant needs to
be fully hedged for four years out, that also is going to
i npact the bilateral markets, and | think the way that 1'd
like to respond to or address that is using Andy's earlier
ener gy anal ogy about how, well, people said we're going to
go to LMP and that would destroy the bilateral market, and,
| ook, that's not the case.

I would agree that that's not the case, but that
is a very different anal ogy, and that relationship is not
the same. LMP has a lot of localized stuff. The liquidity

comes through the hub, but when we went to LMP, we didn't
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1 buy everybody's, all their energy obligations, and lock in a
2 fixed price on their behalf for four years, which is what

3 we' re doing under this item here.

4 Wiy would | ever enter into a bilatera

5 transaction, when you've defined ny price for four years

6 out, of sonebody serving |oad? And the way that | would

7 answer or respond to that, to anybody, is, if you' re serving
8 | oad and you have an obligation to serve | oad, network

9 integrated transm ssion service is a tariff and a pass-

10 t hr ough.

11 How many people in this roomactively feel they
12 have to manage and hedge the risk and enter into a bilateral
13 year five through ten in their nets? They don't. 1It's a

14 pass-t hr ough.

15 Everybody has the sane price; it's comon.

16 You' re narrow ng the size of the pie where participants can
17 really differentiate thensel ves.

18 | think the better nodel is, you focus on

19 defining the obligation that's at a conmon |evel, and a
20 | ocal level, then allow ng the market to clear
21 And the final remark I will rmake on that is,
22 while we're allowing forward voluntary markets, in which
23 willing buyers and willing sellers set prices, there is a
24 final clearing auction that's going to clear the market two
25 nmont hs bef ore.
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1 Much |i ke today, | don't think there's any reason
2 to believe, |like today, we had one percent in the daily

3 markets. | don't think there's any reason to believe that

4 the vol une woul d | ook that nuch different, going into this

5 final clearing auction, than we have today, which is really
6 m ni mal .

7 So, those are ny main remarks. There are other

8 itens in here that | could go into with probably detail

9 bet ween mar ket and non-nmarket, but | think the difference in
10 that voluntary versus mandatory final clearing, is

11 consistent wth how the energy market clears today.

12 W don't artificially force clearing the market
13 on an extended horizon. W're |ooking at organi zing

14 informal commodity markets, perishable, non-perishable,

15 voluntary clearing markets, and the sort of voluntary

16 clearing of the market worKks.

17 You' d have to argue with too much precedent in

18 mar ket activity to deny that. Thank you. Those are ny

19 remar ks.
20 M5. COCHRANE: Thank you very nuch. Dave?
21 MR. MEAD:. | heard in your presentation, you nade
22 t he conclusion that the PIM RPM woul dn't work well, woul d be
23 a carve-out for 1QUs. | was wondering if you could sort of
24 enbel lish on that? Wat do you see as the conplication or
25 t he di sadvantages, if not just IQUs, but any LSE who could

N
»



20050616- 4010 | ssued by FERC OSEC 06/ 16/ 2005 i n Docket#: PL0O5-7-000

18895 246
DAV

come to PJM four years in advance, and say, |'ve net sone

target level of capacity, here it is, | would like you to

take all ny load out of the auction? Can you sort of

enbel Ii sh on what those conplications and di sadvant ages are

that you see?
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1 MR WELCH. In a sense, RPMpermts people to do
2 that inits internal structure but not quite the exactitude
3 t hat your question suggests. |If I'"'man LSE and | have an

4 | RP obligation and I'msort of self-contained, to the extent
5 that when I get to the target year, ny load is what --

6 have bid in enough capacity to cover the |oad that I

7 actually have, it's a wash. | amkind of out of it.

8 The difficulty of having an LSE just say four

9 years ahead, when | show up with whatever | oad I show up

10 with four years fromnow, ignore ne, because |I've kind of

11 dealt within ny own little way. It's hard to know how you
12 can even tal k about that person as being part of the market.
13 There's presunmably going to be sone difference. There

14 could, at least in theory, be sone difference between what
15 they bring to the market on the capacity side in the target
16 year and what they bring to the market on the load side in
17 the target year.

18 The question is what do you do with that? Do you
19 allow themto neet sone different obligation than the market
20 as a whole, which actually creates sone inefficiencies for
21 the market as a whole, or do you sort of treat themas RPM
22 treats them and say okay you have to neet the target
23 obligation to the market as a whole and, to the extent you
24 m ss, you mss and you pay the RPM price.
25 | guess, as | said, the details of exactly how
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1 that work through are ones that we have to work on but |

2 don't think the answer is to have people be able to say in

3 year one when you're | ooking at year four, you can just

4 ignore ny existence beginning in that target year because

5 sonehow it will all work out for ne.

6 MR BANDERA: Just to followup, like the

7 representative fromAEP was sort of tal king about that.

8 don't think he was saying that's what he wanted. It sounded
9 Ii ke they do have a vertically-integrated structure and they
10 woul d be able to identify their resources or resources that
11 they woul d be bringing forward given that they don't have

12 the sort of retail conpetition type situation that really

13 poses a problemand in many ways is the reason that the

14 structures are necessary. It just sort of seens that if

15 they were able to make those show ngs under sone gui deli nes
16 that it would be conpati bl e.

17 MR VELCH | thought | heard himsay sonething
18 slightly different actually. | heard himsay that they

19 shoul d not be subject to the overall capacity requirenents
20 because they have one of their own. | think it's an
21 i nteresting question about whether the one that he descri bed
22 at 15 percent conpared to an 18 percent to which RPM m ght
23 clear is actually apples to apples. | think they're
24 probably not. | think the one they actually use is probably
25 alot nore like a teamif you take into account for future
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1 uncertainties and things of that nature.
2 So |l nmean | did hear himsay let us determine in
3 our little world what our standards are; as |long as we neet
4 those, you can ignore us. | don't think that addresses the
5 problemthat in fact if they're short the rest of the PIM
6 market is going to be asked -- they're going to be draw ng
7 on capacity fromthe rest of the market. |[If they' re |ong,
8 they're going to be selling it into the PIM narket where
9 you woul d have a conpletely different set of rules for a
10 particular entity. Because they were structured in a
11 particular way, it's not obvious to nme why you wouldn't just
12 accomodat e t hem by sayi ng okay, you're going to have a
13 certain anmount of generation, fine, bid that in. If your
14 predictions are correct, it's going to wash.
15 MR. BANDERA: You have the |oad curtail nent
16 opportunities. Wth a load structure |like PIM it woul d be
17 like the one -- like being on the sane distribution system
18 You can't cut off one without the other. But in the AEP
19 systemit would be one that would be consistent with the
20 ability to sort of say you guys didn't conme up with what you
21 wanted to, you can't |lean on the additional resources that
22 everyone el se outside of this region is procuring.
23 It does seemlike it would be a situation --
24 MR VWELCH In a sense, if you can take it
25 outside the context of just the vertically-integrated
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1 utility, which in a sense could be | ooked at as just anot her
2 | oad sitting sonmewhere, if you ever get to the point where
3 you can cut off particular |oads, that has interesting
4 inplications for what their obligations are. 1t's just not
5 obvious to nme that you' d want to say up front until that
6 sonmet hing that's both possible, politically likely to be
7 sust ai nabl e, or available to a broader set, you'd want to
8 | eap to the conclusion that says okay because you happen to
9 be vertically-integrated, we're going to treat you
10 differently than the rest of the market. | guess it's not
11 obvious to ne that sonehow that's the conclusion you get to.
12 | do agree once you get to the point of being
13 able to shut off individual |loads -- when | say "get to the
14 point," | just don't neant technologically, | nean
15 politically and a variety of other things. | think that
16 does have sone interesting inplications for what you shoul d
17 be payi ng because in a sense you may be getting a different
18 service than sonebody else. | don't think we're there.
19 MR. O NEILL: Do we have a chicken-and-egg
20 probl em here? Once you get to that position things change,
21 but we don't know how to get to that position because you
22 won't give people an opt out.
23 And the other question | have, are we saying that
24 AEP gets to determne its own reliability criteria?
25 MR, WELCH. That's what | heard, the suggestion
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1 fromthe AEP witness. | may have msheard it, but ny sense
2 was that AEP would say | have a conmtnent ny state

3 comm ssi on has inposed on ne and as long as | neet that one
4 | should be subject -- to the extent | m sunderstood or

5 m sunderstood it, but I think that's what | heard him

6 sayi ng.

7 MR O NEILL: | don't think we allow people to

8 set their own reliability criteria.

9 M5. COCHRANE: Can | say that since he's not

10 here --

11 MR, O NEILL: As a general rule, do we |let people
12 set their own reliability criteria? The reliability

13 council, not the individual utility.

14 M5. COCHRANE: | think that we will have an

15 opportunity for people to file coments after this, so maybe
16 if we can --

17 MR O NEILL: It's a generic issue. |It's not

18 just AEP

19 M5. COCHRANE: It is a generic issue and maybe if
20 Tom can address it as nore of a generic issue instead of on
21 what - -
22 MR WELCH  Ckay. Again, if you're trying to
23 capture the benefits of the broad market, it seens to ne
24 just intuitively you want to have the rules as generally
25 applicable as possible. 1In the question you say are we
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1 sonmehow preventing people fromdealing wwith -- if they have
2 the ability to curtail load, are we cutting off that or are
3 we taking advantage of that? | don't think so. That's one
4 of the reasons the denmand products are being created. There
5 are just a variety of ways of capturing the econom c val ue
6 or whatever you're doing at those points. |'mnot sure why
7 t hat foll ows.
8 MR O NEILL: It seens that one of the demand
9 products, if you want to put things in categories, that
10 peopl e are asking for is the ability to sinply opt out of
11 the capacity market. That, to nme, is a demand product. It
12 requires you to be denmand responsive.
13 MR FAHEY: Tom if | may, | believe that PIMdid
14 hear this AEP concern. 1|n essence, the way they' ve proposed
15 to deal with it is, if you believe them procure four years
16 forward for 15 percent, then they show up to the auction
17 then they show up with their generation to the auction and
18 t hey sel f-schedul e.
19 To the extent that the demand curve may procure
20 nore than 15 percent -- let's say it procures 16 percent or
21 17 percent, what PJM has done to accommodate them-- and
22 believe that's a change that Andy has done -- in essence
23 they allow you to sort of do two things with an asset: you
24 can self-schedule it to the extent that you neet your
25 requi renents but then anything above that you can actually
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1 sell it in the market so you can actually put a sell offer

2 for the remaining anount. So | believe that this does

3 address the AEP issue.

4 One ot her quick question on why you can just kind
5 of carve it out and say well this is good enough. AEP is in
6 a retail state. Wo's going to serve sone of the |oad

7 that's going to | eave the AEP systen? |n essence, that's

8 what the RPM proposal does. To the extent they think they

9 don't have the load and the retail supplier says well I'm
10 not serving that |oad, PIJM knows the |load is out there and
11 we're going to make sure that |oad gets covered. As |long as
12 they're in a retail state, that's something inportant that
13 needs to be consi dered.

14 MR. MEAD:. One of the concerns | thought | heard
15 AEP nention was the variable resource requirenent; going

16 into the four year auction, they don't know exactly what

17 their requirement is. |If there could be sonme agreenent in
18 advance that if I'mbringing themthe requirenent -- if it's
19 15 percent or PIMthinks it ought to be 18 percent or
20 whatever it is, if you could name that requirenent and sone
21 LSE says PIJM vyou forecasted ny load to be X, here's 115
22 percent of X, here it is, take ny whole |oad out of the
23 auction, | don't want to be subject to the variable
24 requi rement -- which nmay turn out to be 12 percent or 124
25 per cent dependi ng on what happens at the auction. |Is there
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1 sonmet hing wong with that sort of option?
2 MR FAHEY: In essence, a generator within the
3 AEP system | nean, if you | ook at the demand curve, the
4 only time the demand curve procures nore capacity is if the
5 total cost of the capacity is lower. They' re not procuring
6 capacity and increasing everybody's costs, because it's
7 sl oped down. So the extent that they're procuring a little
8 bit nore capacity, the resources that AEP has they can hedge
9 against, it could be 16 percent or 17 percent because they
10 could self-schedule their units to say if it's 16 percent
11 use this unit but to the extent that there is extra
12 megawatts, then sell it in the auction. And they're
13 conpl etely hedged that way.
14
15
16
17
18
19
20
21
22
23
24
25
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1 MR O NEILL: [I'mnot sure whether you're nmaking
2 the case for allowing themto opt out. |If they're

3 conpl etely hedged by what they put into the auction, you can
4 simply take them out.

5 M5. FAHEY: |'mnot saying -- this doesn't

6 address their issue their issue 100 percent. Their issue

7 is, | only want to procure 15 percent.

8 At | east the demand curve brings many ot her

9 benefits. To the extent that they can opt out or, in

10 essence, PJM has designed the auction to allow their

11 resources, to allow themto hedge agai nst the 15 percent,

12 all that I'mtrying to say is, PIMhas tried to address

13 t heir concern.

14 MR ONEILL: | realize there's a small glitch,
15 probably in that opt-out provision, but it may be small in
16 conmparison to the lift it gets, politically.

17 MR SINGH Dick, this is nothing new. Under the
18 demand- curve approach, you can never conpletely self-

19 provide. That's sonething people know in New York
20 MR O NEILL: That's the glitch, but how big of a
21 glitch is it?
22 MR FERNANDS: If | may, to be able to self-
23 supply, | think you need to fit into the auction or submt
24 into the auction, up to the maxi nrum anount, wherever the
25 demand curve intersects to zero.
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1 If it's 135 or 132, the way you won't have to
2 pass any additional costs on to your custoners, through
3 addi tional procurenents, is by supply enough capacity to
4 nmeet your load to the extrene of the demand curve where it
5 intersects wth zero.
6 That's the only way you can conpl etely hedge and
7 make sure there are no additional costs.
8 MR O NEILL: |Is the systemnore reliable, if you
9 go out that far?
10 MR FERNANDS: | don't believe so.
11 MR ONEILL: So reliability really is a cliff
12 that you fall off of at 18 percent.
13 MR. FERNANDS:. | believe there mght be
14 efficiencies in terns of reliability.
15 MR O NEILL: If you |look at the way Steve
16 Herling devel ops those nunbers, they cone out of all kinds
17 of scenarios where there's all kinds of assunptions.
18 | don't know how you can believe that there's
19 some magi ¢ nunber where you fall off a cliff.
20 MR WALLACH Can | respond to that, Dick? There
21 are decreasing returns as you go further and further out.
22 You may not be falling off a cliff; there may be sone tiny
23 increment of reliability inprovenment, but the question
24 al ways becones one of what's the value of that increnent?
25 MR O NEILL: | agree with you conpletely, and
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1 you believe it's a cliff that you fall off of. Let's say 15
2 percent gives you perfect reliability, and 15.5 percent

3 basically gives you too nmuch?

4 MR WALLACH  That has been the basis for

5 establishing --

6 MR. O NEILL: And that nodel has so nany

7 assunptions in it, that you could drive a truck through it.
8 MR VEMPLE: Dick, in addition to the point you
9 rai sed, which is a good one, the anobunt of capacity to

10 mai ntain one in ten, is not a precise science, calcul ated
11 down to a tenth of a negawatt. It is a range of estimates,
12 dependi ng on what you're driving in your forecast

13 assunpti ons.

14 But there are two practical considerations: |If
15 one were to, hypothetically, consider a carve-out, one is
16 that the surplus capacity in the rest of the region that is
17 paying for it, actually not just provides the extra

18 reliability benefit, but also provides an energy benefit,
19 because you have a surplus bidding into it.
20 So, there are sone equity issues about having
21 sonmebody be in one part of the PIM market, getting the
22 benefits fromthe energy side and not the other.
23 There's a separate equity issue of a vertically-
24 integrated entity saying, okay, even if it's 15 plus the
25 premum 16 or 17, now |I've got sone extra capacity, that,
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1 guess what, is paid for in rate base. For that to the sel
2 into this conpetitive market, you could have all sorts of
3 strange m xing and matching, if that vertically-integrated
4 entity, with nost of their assets, with all of their assets
5 in rate base, covering sone of their requirenents, then had
6 one foot in a conpetitive market.
7 MR O NEILL: | agree that it isn't a perfect
8 fit, but, you know, if it helps the process, | nean, let's
9 figure out how inperfect it is, and let's not nmake the
10 perfect the eneny of the good.
11 Al'l of these things, to use Mark's term all of
12 t hese nunbers are admnistratively determined. They' re not
13 generated by any market.
14 You' re just choosing anong the adm nistrativel y-
15 det erm ned nunbers or demand curves or whatever. | realize
16 that it raises a lot of political hackles.
17 W say, oh, this is admnistrative. Everything
18 here is admnistratively determned. [It's just which one
19 you want to choose.
20 M5. FAHEY: If | may, you posed the question to
21 sonme of the panelists about, well, what's the right |evel of
22 reliability? To me, | think the best exanple and real-life
23 proof of the demand curve, is what we have right now --
24 excess capacity, capacity prices are very |low, and energy
25 prices are very low, and the only reason why these two
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1 phenonena exi st, is because we have excess capacity.
2 And that's really what the demand curve tries to
3 do. It ultimately says, everyone benefits froma little bit
4 of excess, above and beyond targeted reserve margins.
5 MR SINGH | have a quick question for Tom just
6 to clarify sonething that was said about PJM not bei ng POLR
7 | think that was a good point.
8 But if I"'ma generator and | then win in this
9 auction that PIMfacilitates, who is that contract wth?
10 Who is ny counterparty?
11 Isn't it PIMP
12 MR VWELCH. | nean, there is an obligation that
13 t he generator undertakes, that if they do not fulfill it,
14 they are penalized through the PIJM operation. Wether that,
15 technically, nmakes PIJIMa counterparty, |I'mnot sure, in the
16 | egal sense, but to participate in the market, if you get to
17 the target year and you don't deliver, then you pay the
18 defici ency charge.
19 MR SINGH And if | deliver, who pays ne the
20 noney?
21 MR VELCH It's paid through the market.
22 MR SINGH M understanding is correct, then.
23 My question is for Ben. | think it's an
24 interesting study on volatility and its effects on cost of
25 capital. D d you see anything out there that rel ates
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1 volatility to levels of long-termcontracting?

2 MR HOBBS: Long-termcontracting for capacity?

3 MR SINGH No, the argunment that |ower

4 volatility wll give you | ower cost of capital. 1'd

5 actually like to take it further and say that the cost-of-

6 service ratemaking mght even slow volatility, but | don't

7 want to go there.

8 (Laughter.)

9 MR SINGH Since your a professor, | think I'm
10 asking a nore conceptual question. |In the Australian

11 market, the volatility is fairly high there.

12 There's a ot of long-termcontracting, and we
13 heard fromBrian that |long-termcontracting is inportant for
14 i nvestnent, and cost of capital is another factor.
15 But it seens |ike you could really have opposite
16 argunents in both.
17 MR HOBBS: So what's your question, Harry? |'m
18 sorry.
19 (Laughter.)
20 MR SINGH M question is, does higher
21 volatility give you nore | ong-termcontracts?
22 MR HOBBS: It shoul d.
23 MR TIGER If | could follow up with John
24 Wal [l ach with a couple of questions, first, you nentioned the
25 15 gigawatts that are in the queue right now, so
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everything's working in PIJM

W talked a little bit about finance. Is it
financed? 1Is it in construction? Were does it stand?
Wiere is it being built?

And is that consistent with sonme of the goals
that are trying to be fulfilled in terns of the |ocationa
nature of RPM? And then | have second followp that 1'd
like to follow up with after he answers.

MR VELCH | wouldn't say everything is working
in PIM

MR TIGER But, specifically related to the 15
gigawatts that's out there, where is it being built? 1Is it
actually close to being built?

MR VWELCH | think what's in the queue,
dependi ng which queue it's in, each of those products are at
different levels of developnent, and | don't have in front
of nme, what percentage or at what particul ar stage, whether
t hey have an SSA or an | SA or whatever the other acronyns
are, in the various study agreenents.

I do know that, for exanple, according to PIM at
| east the last tinme they provided this information, there
was not a lot of new capacity going into New Jersey and |
can inmagi ne there are a nunber of reasons for that.

That certainly raised sone concerns, that

| ocati onal aspect of it.
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MR TIGER M second question is related. You
nmenti oned that there were inconsistencies wwith RPM s
structure, especially the four-year-out nature and the SOS
in Maryland. Maybe you could elucidate a little bit
further.
You nentioned that the LSEs m ght be statutorily
prohibited fromdoing it. You could maybe further el ucidate

that, as to why it woul dn't work.
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MR WALLACH W have settlenent agreenents in
effect in Maryland which Iimt contracts to terns of three
years or less. Basically, for someone, for a supplier on
behal f of load to hedge in the fourth year, they woul d have
to specul ate, go out and procure capacity in sone formor
fashion for that fourth year not know ng what their |oad
obligation would actually be, and that's pretty specul ative.
And | don't know that there's going to be much of that going
on.

MR. BANDERA: It would end up being just a pass
t hrough, so there wouldn't be any conpetition on that
aspect .

MR VWALLACH M point exactly. It wll be a
pass through. That neans that load will be fully exposed to
the price risk associated with that pass through

MR TICER How would that be different to howit
is today w thout having the forward year. Presumably
they're still exposed to that fourth year. [It's just not
bei ng determ ned t oday.

MR WALLACH  Suppliers who take on that risk and
pay the premum there is a benefit to avoiding that
uncertainty and locking in at a higher price than you m ght
expect that price to be in the future.

MR MEAD: | had a followup question for Ben

Hobbs. If | heard you correctly with regard to your study,
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1 you concluded that wth a sl oped demand curve conpared to a

2 vertical demand curve, you've got both nore supply and | ower

3 custoner costs and | ower paynents to generators over tine.

4 MR HOBBS: Conditioned on the exact |ocation of

5 the curve, but generally in the ranges we were | ooking at,

6 yes.

7 MR. MEAD:. If | understood you, this is a

8 simul ation and the general reason for this result is that

9 suppliers like lower risk and with the sl oped demand curve
10 they have lower price volatility over tine that, in essence,
11 | onered the supply curve. 1Is that fair to say?

12 MR HOBBS: Yes, not the way |'ve drawn it here,
13 but that's precisely what happens.

14 MR. MEAD: Can you discuss a little bit the

15 nature of the assunptions you nade about either the nature
16 of the risk aversion or the nature of the shift in the

17 supply curve that got these results? Because | presune that
18 with different assunptions, you m ght have gotten different
19 results.
20 MR HOBBS: Wth different assunptions, what you
21 get is different degrees of response. But you still get the
22 sanme basic response. The way the sinmulation is structured
23 is that you' ve got a generator, an agent sitting there who
24 has a history of energy and ancillary service prices and
25 capacity prices and has capacity prices for the next three
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1 years and sonme forecast of energy and ancillary service

2 prices; and they may be highly volatile, they may not be.

3 That gets translated through a utility function that if

4 curve represents the degree of risk aversion, if linear

5 means that all you care about is your expected profit out of

6 this, you get a risk adjusted forecast profit. The greater

7 the volatility in the history of prices, the lower that risk

8 adjusted profit would be. And, of course, the | ower

9 generally prices would be, the lower that woul d be.

10 So it's true a sinple nechanismof a utility

11 function that we adjust the actual tine series of profits
12 into a single nunber, that then gets plug into a function
13 that says this is how much capacity I'mw lling to construct
14 given ny risk-adjusted forecast profit.

15 So the key -- there are three key sets of

16 assunptions: what series of tine do you | ook at profits to
17 get your forecast profit, what your utility functionis -- |
18 used a standard MBA-type constant risk aversion utility

19 function -- and finally, that function that translates the
20 ri sk-adjusted forecast profit into how nuch capacity people
21 are willing to add. Those things are all unknowabl e, at
22 |l east in a market which is inconplete, where you don't have
23 all the hedges and all the contracts you want agai nst risk
24 So the key thing in this simulation is to |ook at a w de
25 range of possible values with a degree of risk aversion for
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t he degree of investnent response and response to profits
and, finally, the ranges of years you're | ooking over this
vari ation.

Do | ever see the vertical denmand curve doing
better than the sloped one? No. Sonetinmes they cone very
cl ose, but very often they're very far. So that describes
t he mechani sm of how the simnul ati on works.

MR MEAD:. Is it fair to say you did sone
sensitivity anal yses and for even small amounts of risk
aversion you still get this result that any sloped demand
curve gets you both greater supply and | ower custoner
paynments than a vertical demand curve?

MR HOBBS: Right. But, of course, the degree
wll be alot less. |If the agents are perfectly risk
neutral and there's no weather-driven uncertainty in |oads

and so forth, you get exactly the sanme answer dependi ng on

how you draw the curve fromboth the vertical and the sl oped

one if you draw them through the right point. R sk won't
then matter. So it's all a matter of degree. The greater

t he anmount of risk aversion, the greater the anmount of

volatility and the nore the divergence will be. And | don't

know what the right nunber is, but the order of the two,
whi ch one does better than the other, is always the sane.
MR VWALLACH I'd like to respond to that for a

second and say, with all due respect, Ben, to the work
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1 you've done and to PIM-- | think they were the first RTOto

2 undertake the type of nodeling that we should be doing to

3 | ook at what the inpacts of demand curves are in the | ong

4 term the fact is that | don't think you can really make a

5 meani ngf ul conpari son between the two cases that Ben was

6 just tal king about, a vertical demand curve case and a

7 sl oped demand curve case. And there's a couple of reasons

8 for that.

9 First of all, there hasn't been any benchmarki ng
10 of the nodel in particular |ooking at what the nodel woul d
11 say in the near termas to whether, you know, that nodel is
12 maki ng a reasonabl e representati on of what we know t oday
13 about investor risk profiles. And so to say that well, you
14 know, we have a nodel that tells us things, relative cases
15 to each other, ny response is well no, you don't know --

16 until you know whet her your base case is reasonable, you

17 don't know whet her your conparison of the base case to

18 anot her case tells you anything.

19 Secondly, as Ben said before, it's all about the
20 interest function. W know Ben has descri bed nodeling after
21 -- it looks to ne like there were a couple of flawed input
22 assunptions that dramatically affect or could dramatically
23 affect the results for the vertical case in terns of the

24 amount of volatility com ng out of that case.

25 And, in particular, when you nodel the vertica
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demand curve case, he set the shortage price not at the CDR
not at what we have today, but at two tinmes the cost of new
entry, which is essentially two tines the CDR rate that we
have today. So right there, whenever the vertical curve
case goes short, prices are junping up to two tinmes the CDR
So right there you' ve exacerbated your volatility associ ated
with the case.

Secondly, there was -- at |east back when we were
di scussi ng the nodeling during the stakehol der process, the
| ast set of runs assunmed that new capacity offered into the
auction at a price below investnment cost. So the nodel
assunmes that new capacity is going to bid in at a price that
is below levels to achieve profitability.

So as a result, what happens is that clearing
prices cone out at levels below profitable |evels and, as a
result, the nodel then says well okay, investors are not
going to build new capacity because in the future they see
that prices are below | evels that induce profitable
investnment. So that forces the nodel into a bust cycle that
drives up prices in the energy market scarcity |evels,
drives up capacity prices to two tines the cost of new entry
and then, you know, creates a boomcycle. So the flawed
assunpti ons generate the outcone that you're seeing, which
is alot of volatility in the vertical demand curve case.

And so frankly until we can get a nodel sinulation that nore
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reasonably reflects reality on the vertical curve case, |

don't think you can really say whether the reduction in

volatility froma sloped demand curve will actually produce

| ower total costs.
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1 M5. COCHRANE: 1'd like to swtch gears for a

2 mnute. W have sone other topics that we'd like to explore
3 and we're running out of tinme. W wll have --

4 MR HOBBS: First of all, no benchmarking. If

5 " mgoing to nake a precise nunerical prediction of

6 sonet hi ng happening in the future, benchmarki ng woul d be

7 absolutely key. That can't be done; I'mnot going to claim
8 it can be done. That's why you | ook at an incredibly w de

9 range of assunptions. Anong the w de range of assunptions
10 we | ooked at included different bidding behavior by the new
11 generation, ranging from bidding nothing to saying we're

12 going to put that in as a vertical supply curve to bidding
13 $44, 000 per negawatt, which is basically the net cost of new
14 capacity. Wiuen you take out expected energy and ancillary
15 services, John's right, that case should be considered. |
16 have considered it. I'msorry | don't have tine -- | could
17 have taken 15 mnutes |ike sone of the other speakers today
18 and gone through those, but |I think I was nerciful not to.
19 Sorry for the dig.
20 The other matter, the shortage price at CDR we
21 did sinmulations with | ower prices, the vertical curves do
22 even worse. You could push the multiplier on the CDR down
23 to zero tines CDR, guess how nmuch capacity you' Il get then?
24 You'll get less capacity, nore volatility because you have
25 | ess capacity, and you're in the range of high shortage
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1 costs. It turns out the vertical demand curve does not do

2 better fromtwo tines to one tine.

3 Al this will be docunented hopefully in sone

4 sort of filing eventually. I'msorry |I didn't get the

5 chance to tal k about this today. 1'll be glad to talk nore
6 off-line with anybody who would Iike to.

7 M5. COCHRANE: At the end of the day, we'll talk
8 about next steps and opportunities for people to add nore to
9 t he record.

10 MR, HOBBS: By the way, | wel cone suggestions for
11 sensitivity anal yses. W' ve actually been dialoguing wwth a
12 nunber of people in this roomabout this, and | wel cone the
13 anal ysi s.

14 MR. KATHAN: | have a series of questions focused
15 on demand response. Particularly, | wanted to direct them
16 to Steve and Stephen and also to Tom if you'd Iike.

17 The first thing | was struck by: you're both

18 retail providers, you re both providing demand response but
19 you're taking dramatically different opinions on the RPM
20 "' mwondering why. |[Is it because your different type of
21 custoners that you're serving, different types of
22 technol ogy? Can you provide --
23 MR VEMPLE: To clarify -- and | think Steve hit
24 it on the head -- the PJM ALM program based on the current
25 penalty and | evel of conpensation, is fairly unattractive,
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1 so we are not selling any of that. W're actually advising
2 custonmers don't sign up for ALM it's not going to reward

3 you very nmuch and you' ve got this huge stick hangi ng over

4 your head. W are very active in sone of the |ocationa

5 mar kets in New York where demand response is able to get the
6 full locational value and partici pate under special case

7 resources, and we find it very conpelling to talk to

8 custoners about the ability to hedge their own capacity

9 costs, which are a neasurable part of their supply costs

10 that can be based on the New York capacity prices equival ent
11 of 2to 2.5 cents a kilowatt hour just in the capacity cost
12 alone. That is significant for them it gets their

13 attention and, you know, | would suspect it's perhaps the

14 different markets that we're operating in.

15 MR FERNANDS: It may al so have sonething to do
16 wi th our generation portfolios in New Jersey. People should
17 advocate for their business interests, and if you own a

18 significant anmount of nerchant generation in New Jersey, you
19 shoul d be in favor of RPM
20 MR. KATHAN: Foll owi ng up, are your custoners
21 ones that are large industrials who are interested in
22 responding in nore of a voluntary or nore of an ADRP, |ike
23 it isin New York, or are they ones that are involved in the
24 ALM?
25 MR FERNANDS: | can expand a little bit nore
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1 about ny particular group of folks. They range from
2 cooperatives and nuni ci pals that have air conditioning and
3 wat er heater prograns that use it to reduce their capacity
4 costs. And traditionally some of themparticipate in ALM
5 some of themuse it to reduce their peaks and participate in
6 PIJIMs pilot programor have historically participated in
7 that. Sone of them have bid in the day-ahead nmarket and
8 some in the real tinme, both |arge industrial custonmers as
9 wel | as actually residential prograns. So a fairly broad
10 variety in PIM
11 I would agree with Steve that the capacity non-
12 performance rules in New York are nuch nore favorable as
13 opposed to the penalty structure in PIM | have a broad
14 group of clients in demand side response.
15 MR KATHAN: | guess | wanted to get what Tom had
16 mentioned and | think what was earlier stated, the types of
17 technol ogy that woul d be com ng out inside of an RPM Do
18 you believe there woul d be an increase, any increase in the
19 anmount of demand response brought into the market if you now
20 have a four year procurenent requirenent. Under the various
21 outs you have, does that provi de enough of an incentive to
22 invest in technology, invest in a |onger-terminvestnent?
23 MR FERNANDS: Steve nade a valid assertion
24 Peopl e can essentially not participate in the markets and
25 then, on a very short-termbasis, can opt out of the RPM and
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1 can | ook ahead four years and say okay, if | opt out of RPM
2 opt out of the capacity market, 1'll know what ny avoi ded

3 cost wll be for the next four years if they have sone

4 rel ationship to a | oad-serving entity that allows themto do
5 that. There could be that opportunity. Just fromthe

6 clients I've talked to, I haven't found anyone that's |ike

7 t hat .

8 The Neenan study is probably the nost

9 conpr ehensi ve, because it | ooked at New York, New Jersey,

10 and PJM As far as a survey that | know of that goes

11 outside of the folks I know, everything |'ve heard in that
12 study indicated that no, it would really be a reduction in
13 demand si de response participation. But again, that's based
14 on those sources.

15 MR VEMPLE: And the point/counterpoint, | think
16 t he Neenan study was | ooking at the four year forward.

17 Si nce demand response under the |ILR program can partici pate
18 with three nonths' notice, | don't believe the concl usions
19 in the Neenan study are applicable to the PJM proposa
20 because they really focused on the ol der CRAM proposal
21 In terns of the custonmers we work with, you' ve
22 got customers who can currently curtail because they have
23 backups already in their facilities, hospitals, financia
24 institutions with critical processes, those are the ones
25 that have virtually no lead tine because they had that
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1 capability to begin with; there may be sone internal wring.
2 You have other custonmers with the right market

3 valuations and | think that cones fromdefining the

4 | ocational markets as well as having a rational denand

5 curve, so they have sonme consi stency of revenue streans, are
6 likely to make investnents in curtail abl e neasures. W

7 actually buy curtail able measures from ot her suppliers who

8 are nore creative than we are. There's one shop who

9 basi cal |y hands out novie tickets and sends an apart nent

10 basically to the novie next door on hot days and curtails

11 t hat way.

12 (Laughter.)

13 MR VWEMPLE: Hats off to them That's what

14 markets are all about. |f someone can cone up with a better
15 idea, I"'mperfectly happy to buy the capacity.

16 MR KATHAN. Anyone el se? Tonf

17 MR VELCH I'll just say it seens to nme one of
18 the intuitive advantages that RPM with its forward

19 component and forward identified price, will bring is if I'm
20 trying to devel op a demand product of this kind, I have a
21 price target to | ook at far enough in advance so that | can
22 develop a plan and sell it to sonebody, you know, in the
23 three nonth ahead situation with sone indication of what the
24 value of it is going to be. One of the inpedinents we've
25 heard is that people just have no idea how they' Il be able
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to capture the value of demand if they devel op sone sort of
busi ness plan around it and RPM provides a price signal for
a particul ar conponent of value they will bring into the
mar ket that right nowis absent in the nuch shorter term

mar ket .
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MR FERNANDS: One of the struggles with that
concept, though, is that there's no one to sell it to. Yes,

you now can opt out, but all the | oad-serving entities have
bought their capacity or PJM bought on their behalf, all the
capacity. It's a question of, unless I'm ny own | oad-
serving entity, some large industrial customer, ny own | oad-
serving entity, and | can avoid the costs, if someone el se
has al ready bought on behalf of m ne and everyone else's

| oad-serving entity, that capacity obligation, | really need
to have sonething with ny | oad-serving entity.

So, I'mserved by PECO Energy, |'munder a fixed
rate with them and | suddenly say, okay, |I'mon a fixed-
rate tariff rate, and | say, okay, three nonths ahead, | can
do AALM R ght now, in ALM | can trade, then sell into the
mar ket, another provider can pick it up. It doesn't have to
be that | oad-serving entity.

The only value, if | decide to respond, is to
PECO, and PECO in their rates, may not have that we're
going to pay you to do that, in fact, quite the opposite.

So, there are inconsistencies. | can go into that in nore
detail, but I have a feeling that you don't want ne to.

(Laughter.)

MR. O NEILL: Steve, you said sonething very, |
think -- at least it struck nme as interesting -- the reason

why you and Steve differ on your positions, is because you
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1 have different current portfolio positions.

2 How nmuch of this is about current portfolio

3 positions, and really not about the long-termhealth of the
4 PIJM mar ket ?

5 (Laughter.)

6 MR FERNANDS: 1'Il let you give the |ast word on
7 this one, if you want.

8 MR VWEMPLE: Qur affiliate owns 600 negawatts of
9 generation in PJIM and our |oad positions are in excess of
10 that, so if I were to argue for a higher capacity cost

11 tonorrow, it will cost ny conpany nore to hedge ny | oad,

12 than I would get fromny generation side.

13 Qur positions, what | think we've always tried to
14 advocate for, we want a solution that's going to work in the
15 long termand bring everything together. W can't focus one
16 nmont h, six nonths, or even a year down the road.

17 W' ve nade a corporate investnent to sell retail
18 We hope to be around doing that for the next 20 years.

19 W' ve made a corporate investnment to invest in generation,
20 and | hope those plants are going to be around for nore than
21 20 years.
22 W're init for the long haul, D ck
23 MR. FERNANDS: By and large, ny clients tend to
24 be nuni ci pals, cooperatives, people that are also going to
25 be around for the long haul, and tend not to react strongly
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to short-termi npacts.

That being said, just as you're analyzing the
comment s, al though everyone is supporting reliability here,
it seemcoincidental that a lot of the utilities that have
resources east of the Eastern Interface, viewreliability
bei ng served nost econom cally, one way, and people that own
physi cal resources west of the Eastern Interface, view
getting to that same point, a different way.

Al so, although nost | oad east of the Eastern
Interface is served by market-based rates that get adjusted
each year, and, therefore, increases or decreases in prices
get passed through to the custoners, as opposed to swal | owed
by a | oad-serving entity with long-termcontracts, the
exception, of course, being nunicipals and cooperatives,
that custonmers don't just switch; they stay long-term and
if their costs go up, they have to pass those on to their
cust omers.

MR BANDERA: Steve, just a quick question: You
brought up the position situation and how that m ght deter
your incentives to support or be against this. Wuld your
situation potentially be one where you're short on capacity
for your clients, and, if we switch to RPM that woul d work
agai nst your situation?

MR. FERNANDS: Qur clients -- again, ny comments

were for us as a consulting conpany, as opposed to any of
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our specific clients -- they range the spectrumin terns of
where they're physically | ocated across the systens. Ve

have fol ks in Chicago, we have folks in the Del marva
Peni nsul a, and nost everywhere in between.

W have peopl e that have capacity positions that
are exceptionally Iong and we have peopl e who have capacity
positions that are exceptionally short.

So, we really do have a variety of positions.

Most of our peopl e both have physical generation, as well as
financial contracts that nmake up their portfolios, so we
don't necessarily have one specific dom nant strategy, per
se.

MR SCOIT: As one of the clients and one of the
cooperatives that has a great deal of generation, m xed
basel oad, new coal, CT, sonetinmes with that buyer, sonetines
we view it that we can manage our risk

W | ook at RPM as kind of a non-nmarket or
adm ni strative solution, and if we're going to solve
resource adequacy with an adm ni strative program then
okay, let's do that. |'mnot suggesting integrated resource
pl anni ng and segnenting by asset classes, but if we're
really going to have an admnistrative solution, let's do
one. Oherwise, let's facilitate a market-oriented
sol uti on.

I nean, we and others who build, and anybody el se
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1 in this market, can already cap their exposure. The net

2 costs of nmerely creating the CT in a period of surplus here,
3 automatically, arbitrarily, and admnistratively riding up

4 t he val ue of capacity, you haven't exactly done ne a favor

5 here that | can't already do for nyself.

6 So, it's aview, it's a philosophical viewthat

7 it's not a healthy market design, froma |ong-term point of
8 view. W own these assets on our bal ance sheet, and we have
9 a long-terminterest, we have no reason for being

10 shortsighted and artificially inpeding the val ue of

11 generation or interfering with the adequacy of the system
12 M5. COCHRANE: Thank you all very nmuch. | know a
13 nunber of you have travel arrangenents, and we have the room
14 only until 5:00, so | don't want to run too nmuch over that.
15 It's been a long day. W've addressed a | ot of
16 very difficult issues. Don't wal k out yet, Joe.

17 (Laughter.)

18 M5. COCHRANE: |'m not done yet. You m ght want
19 to hear this.
20 At any rate, we had set aside a relatively large
21 bl ock of tinme in the afternoon that we'd hoped to kind of
22 recap. Well, we'll have to do that real quickly now.
23 To sort of recap a bit about what | think we've
24 heard as points of agreenment today, there's a | ot of
25 di sagreenent, but | think there is also sone points of
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agreenent today.

For the nost part, people agree that the current
capacity construct isn't neeting everybody's needs, and
per haps needs sone changes.

I think we heard a | ot of agreenment that there
are changes that are needed to the transm ssion pl anni ng
process, and | think there are sone statenents by PJM and
some changes that have al ready been nade, and perhaps nore
can be nmade to integrate transm ssion planning with capacity
mar kets and with demand response and ot her aspects that
we' ve heard.

There seens to be a general agreenent, for the
nost part, that there needs to be a | ook at the | ocati onal
needs of different parts of PIMs system and in desi gni ng
capacity markets to address the shortages in certain areas.

There may be nore areas of agreenent. | think
there are a |lot of areas of disagreenent. One thing I'd
like to do is to respond to a statenent that was made by Tom
Wel ch and others that support the RPM They have said --
Tom you said that you think there's sufficient
under st andi ng of the RPM proposal, so, you know, we should
go ahead and file it at the FERC

| think there is understanding of the proposal,
but there's not necessarily agreenment with it, though. And,

as Comm ssioner Brownell said, we're here to nmake tough
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1 deci sions, and we recogni ze that we don't get very often,

2 t hi ngs before us that have conpl ete agreenent.

3 There is disagreenent on a | ot of aspects, and

4 we're here to make a tough decision. W'd rather have

5 sonmething cone to us that has a bit nore consensus, so that
6 we don't have to nmake as many tough deci sions.

7 And we don't want to have sonething that is going
8 to have to spend a lot of tine in hearing. You all are well
9 aware of the experience that has recently conpleted with

10 your northern neighbor. That was a very expensive and ti ne-
11 consum ng effort, and it's sonething that we would like to
12 avoid, for the nost part.

13 | hate to say this, but we urge you to go back to
14 your stakeholders. W would like you to file comrents.

15

16

17

18

19
20
21
22
23
24
25
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1 | also realize that there are people who wanted
2 to speak today, obviously we had a very full day and we

3 weren't able to acconmodate everybody who wanted to speak

4 today. But if you could file comments to us within 20 days
5 under this docket nunber, and especially if you wanted to

6 address sone questions that were rai sed that maybe you'd

7 like to answer.

8 What we woul d especially like to know is areas of
9 agreenent, suggested areas of conprom se, ways, directions
10 that the debate can be carried a little bit further. W

11 under stand and recogni ze that the PIJIM board is | ooking at
12 this record. They have said, in Phil Harris' letter, |

13 think, to stakehol ders that they were | ooking to see what
14 the record is developed here. That's primarily why we're
15 asking for the coments and suggesting that you try to work
16 t hrough and devel op this proposal further.

17 Did I mss anything, Derek?

18 MR. BANDERA: No.

19 M5. COCHRANE: Wien | said file in 20 days,
20 | ooked on ny calendar, that's July 7th. The reason why
21 we' re saying 20 days is we want you to have the opportunity
22 to get the transcript. As nentioned in the notice, you can
23 get the transcript fromAce Reporting. | guess if you gave
24 hima card, he could nake sure that you could get it
25 qui ckly, or there's also a phone nunber in the notice, or
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1 you can call and you can also get it. Qherwise, we get it
2 t hrough our contract. W'Ill put it on our new E-library

3 system seven days after we receive it fromthem There's a
4 bit of a delay if you want to get it for free off of our

5 website. If you want to get it quickly, contact the Ace

6 reporter, he'll get it for you.

7 Finally, just as a procedural matter, ny attorney
8 has gone but left ne a note there are a couple of nore

9 dockets -- proceedings that were nentioned off to the side.
10 We tried to add a couple to the notice that we thought m ght
11 get nentioned, just to cover ourselves. There were a couple
12 nore that were nentioned that we'll also add to this

13 proceeding. One is the RTOL-2 docket. PJM also a New York
14 | SO proceedi ng, ER04-1144, having to do with their planning
15 process. W may al so put the ADO5-3 proceeding in this

16 because of the discussion about the project, Muntaineer,

17 fromthe coal proceeding.

18 That's ny wap-up. Al nost nmade it before 5:00.
19 Anybody el se have anything they'd like to say?
20 (No response.)
21 M5. COCHRANE: | very nuch appreciate the
22 di scussion and patience with ne as | tried to nove things
23 al ong. Thank you very mnuch
24 (Whereupon, at 5:05 p.m the conference was
25 adj our ned.)



