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UNITED STATES OF AMERICA
FEDERAL ENERGY REGULATORY COMMISSION

Before Commissioners. James J. Hoecker, Chairman;
William L. Massey, Linda Breathitt,
and Curt Hébert, Jr.
Regional Transmission Organizations Docket No. RM99-2-001
Order No. 2000-A
ORDER ON REHEARING
(I'ssued February 25, 2000)

l. INTRODUCTION

On December 20, 1999, the Commission issued a Final Rule (Order No. 2000) to
advance the formation of Regional Transmission Organizations (RTOs). 1 Our objective
in promulgating Order No. 2000 was to have all transmission-owning entitiesin the
Nation, including non-public utility entities, place their transmission facilities under the
control of appropriate RTOs in atimely manner.

In Order No. 2000, the Commission concluded that regional institutions could
address the operational and reliability issues confronting the industry, and eliminate
undue discrimination in transmission services that can occur when the operation of the

transmission system remains in the control of avertically integrated utility. Furthermore,

lRegional Transmission Organizations, Order No. 2000, 65 FR 809 (January 6,
2000), FERC Stats. & Regs. 131,089 (2000).
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we found that appropriate regional transmission institutions could: (1) improve

efficiencies in transmission grid management; (2) improve grid reliability; (3) remove
remaining opportunities for discriminatory transmission practices; (4) improve market
performance; and (5) facilitate lighter handed regulation. We stated our belief that
appropriate RTOs can successfully address the existing impediments to efficient grid
operation and competition and can consequently benefit consumers through lower
electricity rates and awider choice of services and service providers. In addition,
substantial cost savings are likely to result from the formation of RTOs.

Order No. 2000 established minimum characteristics and functions that an RTO
must satisfy in the following areas:
Minimum Characteristics:
Independence
Scope and Regional Configuration

Operationa Authority
Short-term Reliability

el AN o

Minimum Functions:

Tariff Administration and Design

Congestion Management

Parallel Path Flow

Ancillary Services

OASIS and Total Transmission Capability (TTC)
and Available Transmission Capability (ATC)
Market Monitoring

Planning and Expansion

Interregional Coordination

agrowOdNE

o N



Docket No. RM99-2-001 - 3-
In the Final Rule, we noted that the characteristics and functions could be satisfied

by different organizational forms, such as 1SOs, transcos, combinations of the two, or
even new organizational forms not yet discussed in the industry or proposed to the
Commission. Likewise, the Commission did not propose a " cookie cutter" organizational
format for regional transmission institutions or the establishment of fixed or specific
regional boundaries under section 202(a) of the Federal Power Act (FPA).

We also established an "open architecture” policy regarding RTOs, whereby all
RTO proposals must allow the RTO and its members the flexibility to improve their
organizations in the future in terms of structure, operations, market support and
geographic scope to meet market needs.

In addition, the Commission provided guidance on flexible transmission
ratemaking that may be proposed by RTOs, including ratemaking treatments that address
congestion pricing and performance-based regulation. The Commission stated that it
would consider, on a case-by-case basis, innovative rates that may be appropriate for
transmission facilities under RTO control.

Furthermore, to facilitate RTO formation in all regions of the Nation, the Final
Rule outlined a collaborative process to take place in the Spring of 2000. Under this
process, we expect that public utilities and non-public utilities, in coordination with state
officials, Commission staff, and all affected interest groups, will actively work toward the

voluntary development of RTOs.
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Lastly, under Order No. 2000, all public utilities that own, operate or control

Interstate transmission facilities must file with the Commission by October 15, 2000 (or
January 15, 2001 2 ) aproposal to participate in an RTO with the minimum
characteristics and functions to be operational by December 15, 2001, or, alternatively, a
description of effortsto participate in an RTO, any existing obstaclesto RTO
participation, and any plans to work toward RTO participation. That filing must explain
the extent to which the transmission entity in which it proposes to participate meets the
minimum characteristics and functions for an RTO, and either propose to modify the
existing institution to the extent necessary to become an RTO, or explain the efforts,
obstacles and plans with respect to conforming to these characteristics and functions.
. SUMMARY

Thirty-eight petitioners filed requests for rehearing and/or clarification of Order
No. 2000. 3 These entities raise a variety of issues, including legal, policy and technical
arguments. We respond herein to the arguments made to us in the requests for rehearing

and clarification. To the extent not specifically addressed herein, the requests are denied.

%A public utility that is a member of an existing transmission entity that has been
approved by the Commission as in conformance with the eleven 1SO principles set forth
in Order No. 888 must make afiling no later than January 15, 2001.

3The requesters and abbreviations for them as used herein, are listed in an
appendix to this order. PECO's request was filed one day beyond the thirty days allowed
for rehearing requests, so we will consider its request to be for clarification. We note that
TransConnect, Inc. filed a motion to intervene on January 27, 2000 raising no issues that
warrant discussion herein.
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Many of the parties requesting rehearing or clarification of Order No. 2000

express their agreement with the majority of the rule. Indeed, most petitions are
relatively short in length and focus on only afew discrete issues, indicating that most
parties are generally comfortable with the remaining substance of the Final Rule. We
attribute this to the unprecedented outreach effort that the Commission undertook before
and during the rulemaking process. Because we expect similar significant results from
the post-rule collaborative process which we are initiating with our first regional
workshop in Cincinnati on March 1, 2000, the Commission concluded that it was
important to issue this order on rehearing before that date. Our order on rehearing
focuses on the discrete issues that were raised on rehearing. However, the extensive
background for this rulemaking and a comprehensive discussion of our goals and
principles can be found in Order No. 2000.

On rehearing, we reaffirm the core elements and basic framework of Order No.
2000. However, we have provided clarification with respect to a number of issues,
including concerns raised about our requirement that the RTO must have exclusive and
independent authority under section 205 of the FPA to propose rates, terms and
conditions of transmission service provided over the facilitiesit operates. While we have
maintained the requirement without modification, we have carefully and comprehensively

addressed the concerns that were raised and provided further clarification.
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We have amended the regulatory text in three areas. First, we have revised the

definition of market participant in section 35.34(b)(2) to remove specific references to
entities that provide transmission service to an RTO. Second, we have added section
35.34(j)(1)(iv) to codify the requirement for audits with respect to the independence
characteristic. Third, we have revised section 35.34(d)(4) to require RTO proposals to
include an explanation of efforts made to include cooperatively-owned entities, in
addition to public power entities, in the proposed RTO.
[11. DISCUSSION

A. Commission's Approach to RTO Formation

1. Voluntary Approach

In the Final Rule, the Commission adopted as a matter of policy a voluntary
approach to RTO formation. In other words, Order No. 2000 does not mandate RTO
participation. We concluded that a voluntary approach, with guidance and
encouragement from the Commission, was the most appropriate to achieving RTO
formation at thistime. *

Rehearing Requests

The Pennsylvania Commission argues that RTO membership must be mandatory

for all participants in the wholesale market and should be a condition of participating in

*FERC Stats. & Regs. 131,089 at 31,033-34.
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the competitive market. It claimsthat failing to mandate participation undercuts the

coordination of generation additions. It states that the Commission clearly perceived the
problems, but stopped short of the solution.

TDU Systems asserts that the Commission did not give adequate consideration to
the advantages of mandatory RTO participation and the disadvantages of the voluntary
approach. It cites the potential costs associated with the innovative rates discussed in the
Fina Rule, and asserts that the Commission should perform afuller evaluation of the
potential costs and benefits associated with each approach.

TAPS argues that the Commission erred by relying on voluntary action for RTO
formation rather than exercising its statutory authority to mandate RTOs. It states that the
Commission violated its statutory obligations to remedy undue discrimination. It believes
that past experience and common sense demonstrate that voluntary action, coupled with
incentives, does not work.

CFA argues that the resistence of the vertically integrated incumbent network
owners will be so vigorous that the voluntary approach will fail to solve the problem, and
urges the Commission to mandate participation in RTOs.

In addition to the arguments in favor of a direct mandate, TDU Systems, TAPS,
CFA, and Industrial Consumers argue that the Commission must generically condition the

granting of all market-based rate authorizations and merger authorizations on
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participation in an RTO. CFA states, for example, that without participation in an RTO,

allowing mergers or market-based rates is not in the public interest.

Commission Conclusion

We deny rehearing with respect to our adoption of avoluntary approach to RTO
formation. We agree with those advocating a mandatory approach that the objectiveisto
have al transmission-owning entities place their transmission facilities under the control
of RTOsin atimely manner, and we stated thisin the Final Rule. > There are, however,
different possible means of attaining that objective. The Commission has made a
judgment that the most efficient and effective means is one that involves establishing
clear standards, removing obstacles, and fostering cooperation and cresativity, rather than
one that imposes strict mandates that could polarize parties and generate resistance. That
we have not chosen to mandate RTO participation does not mean that we have avoided
our obligations to address the impediments to competition that we identified; it merely
means that we have chosen a method to address those impediments that we believe will
efficiently achieve the result we desire.

We explained in the Final Rule that the voluntary approach as we structured it will
allow the industry the opportunity and the flexibility to develop mutually agreeable
regiona arrangements, and will permit the industry to focus its efforts on the potential

benefits of RTO formation rather than on a non-productive challenge to our lega

SSeeid. at 31,033.
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authority to mandate RTO participation. © We also stated a number of reasons why we

believe this voluntary approach will be successful: the pace of restructuring is
accelerating, industry participants are recognizing the strategic benefits of focusing on
one segment of the utility business, the Final Rule provides clear guidance on what is
necessary to form RTOs, the Commission is facilitating a collaborative process, and
certain favorable ratemaking treatments are offered to at least eliminate economic
disincentives to RTO formation. *

Contrary to TDU Systems' assertion, the Commission gave careful consideration to
the advantages and disadvantages of the voluntary and mandatory approaches.
Specifically, TDU Systems faults the Commission for not quantifying the impact of the
favorable ratemaking treatments that are offered, which, allegedly, would not be required
under a mandatory approach. We do not believe it is appropriate to think of the
Innovative ratemaking treatments discussed in the Final Rule as a cost of the voluntary
approach. Asdiscussed in the Final Rule, the innovative ratemaking treatments are
intended, among other things, to eliminate disincentives to the efficient use and expansion

of regional transmission grids, and to allow transmission-owning utilities to capture some

’Id, at 31,034.
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of the benefits of more efficient system operation. 8 Weare requiring as a part of any

proposal for innovative ratemaking treatments that the applicant demonstrate how the
proposal would help achieve the goals of RTOs, to submit a cost-benefit analysis
including rate impacts, and to demonstrate that the rate is just, reasonable and non-
discriminatory. °

In response to those who argue that the Commission should state generically that
all market-based rates and mergers must be conditioned on RTO participation, we
continue to believe that thisis best addressed on a case-by-case basis. We see no need to
decide at this time that no merger or market-based rate proposal could satisfy our
applicable standards without RTO participation. There will be sufficient opportunity to
consider thisin the context of individual cases.

2. Legal Authority

The Commission discussed in the Final Ruleitslegal authority with respect to
RTO formation. We concluded that we possessed both general and specific authorities to
advance voluntary RTO formation, and concluded that we possessed the authority to

order RTO participation on a case-by-case basis if necessary to remedy undue

8d., at 31,171-73, 31,191-92.
FERC Stats. & Regs. 31,089 at 31,196.
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discrimination or anticompetitive effects where supported by the record. ' We discussed

our authority and responsibility under sections 202(a), 203, 205, and 206 of the FPA. !

Rehearing Requests

TAPS argues that the Commission violated its statutory obligation to remedy
undue discrimination by relying upon a voluntary, as opposed to mandatory, approach to
RTO participation. CCEM argues that the Commission committed legal error by not
adopting CCEM's proposal — operational unbundling of vertically integrated utilities that
places all uses of the transmission system under the same tariff — as aremedy for undue
discrimination. CCEM asserts that the Commission must provide a reasoned explanation
why simply encouraging jurisdictional transmission ownersto join RTOs is an effective
remedy for undue discrimination.

Duke argues that the Commission should not make findings that it possesses the
legal authority to mandate RTO participation on a case-by-case basis, and asks for
rehearing of this conclusion, or, alternatively, requests clarification that no party will be
deemed to have waived its right to challenge this conclusion in an individual proceeding.
Similarly, EEI and Puget Sound ask for clarification that a public utility retains the right

to challenge the Commission's legal authority should the Commission seek to impose a

191d. at 31,043.
Useeid. at 31,043-46.



Docket No. RM99-2-001 -12-
requirement for RTO participation in the future. 1f the Commission does not so clarify,

they seek rehearing.

| SO Participants argue that the Commission erred in finding that the formation of
an RTO that involves transfer of operational control without a transfer of ownershipisa
transaction that requires approval under section 203 of the FPA. They assert that the
assignment of operational responsibilitiesto an 1SO, by itself, is not a disposition of
facilities within the meaning of section 203.

Commission Conclusion

We found in the Final Rule that continuing opportunities for undue discrimination
exist in the electric transmission industry and that they may not be remedied adequately
by functional unbundling. > TAPS and CCEM believe that this finding requires a
remedy different from the voluntary approach to RTO formation adopted in the Final
Rule. TAPS asserts the remedy must be an RTO mandate, and CCEM asserts the remedy
must be atotal unbundling of transmission, including, apparently, retail unbundling. We

do not agree that either of these remediesisrequired by law. Whileit istrue that the

12|, at 31,015, 31,043.
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Commission has alegal obligation to remedy undue discrimination it finds, 2 the

Commission retains discretion as to what remedy to pursue.

Aswe said in the Final Rule, we believe that the use of RTOs throughout the
country, with the required independence from market participants, can reduce
opportunities for unduly discriminatory conduct. ** The Commission has taken alarge
step in Order No. 2000 to encourage and advance the formation of RTOs. As discussed
above with respect to the Commission's voluntary approach, the fact that the approach is
not mandatory does not undermine the ultimate objective of widespread RTO formation.
We believe that the approach we have taken is a measured and appropriate response at
this time to the lingering discrimination concerns that have been raised. *°

In response to those asking clarification of our conclusion in the Final Rule that
the Commission possesses the authority to order RTO participation on a case-by-case
basis to remedy undue discrimination or anticompetitive effects where supported by the

record, 1® we note that this is a statement of our remedial authorities. It iswell

13see, e.g., Southern California Edison Company, 40 FERC {61,371 at 62,151-52
(1987), order on reh'g, 50 FERC 61,275 at 61,873 (1990), modified sub nom., Cities of
Anaheimv. FERC, 941 F.2d 1234 (D.C. Cir. 1991); Delmarva Power and Light
Company, 24 FERC 161,199 at 61,466, order on reh'g, 24 FERC {61,380 (1983).

FERC Stats. & Regs. 131,089 at 31,024.
BPseeid. at 31,028.
191d, at 31,043.
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established that the Commission's discretion is at its zenith when fashioning remedies for

undue discrimination. 1’ The Commission is given substantial deference with respect to
such remedies as long as they are reasonably tailored to meet the Commission's goals. 2
It isour view that, pursuant to sections 206 and 309 of the FPA, the Commission could
order apublic utility to participate in an RTO upon finding that the public utility was
engaging in unjust, unreasonable, unduly discriminatory or anticompetitive practices, and
that participation in an RTO was a reasonable remedy for that unlawful behavior. If we
were to impose such aremedy in aparticular case, any aggrieved party would have the
right to challenge the lawfulness and reasonableness of that remedy to the extent
permitted by law.

| SO Participants argument that the Commission erred in its discussion of section
203 of the FPA is misplaced. Although they do not specify the particular language in the
order that they object to, they apparently refer to our statement that "public utilities
transfers of control of jurisdictional transmission facilities to entities such as RTOs would

w19

require section 203 approval. | SO Participants argue that a public utility's assignment

of limited operating responsibilities to an 1SO, while retaining physical control and

17See Order 888, FERC Stats. & Regs. 131,036 at 31,676 (1996); Niagara
Mohawk Power Corp. v. FPC, 379 F.2d 153, 159 (D.C. Cir. 1967); Tapoco, Inc., et al.,
39 FERC {61,363 at 62,169 (1987).

8T enneco Gas Co. v. FERC, 969 F.2d 1187, 1198, 1201 (D.C. Cir. 1992).

PFERC Stats. & Regs. 131,089 at 31,045.
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ownership, is not a disposition within the meaning of section 203. The language in Order

No. 2000 was a general summary statement of how the Commission has interpreted
section 203 in its case precedent. Indeed, the Commission has invoked its section 203
authority over the transfers of control of transmission facilities for all five of the I1SOs
that have been approved thus far. Thus, our statement in Order No. 2000 was not
intended as a new, changed, or amplified interpretation. Those questioning whether
specific fact situations invoke our jurisdiction have appropriate avenues, such as requests
for declaratory order, to have those questions resolved.

B. Minimum Characteristics of an RTO

1. Independence

In the Final Rule, we discussed how to ensure that an RTO would be able to
operate independently from market participants. We defined who was a market
participant. 20 We also discussed the extent to which ownershi p of atransmission
company by market participants would be permitted. We stated that atruly passive form
of ownership would be acceptable, 2L but that active ownership by market participants
would be limited. 2 Another aspect of independence discussed in Order No. 2000 was

how to ensure that the RTO could have independence with respect to its tariff. In

OFERC Stats. & Regs. 131,089 at 31,061-63.
21d., at 31,064-68.
22|d., at 31,068-73.
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response to comments on the NOPR, we clarified that the transmission owners retained

rights to make section 205 filings to establish their revenue requirements for payments
from the RTO, but that otherwise the RTO must have the authority to file any changes to
its transmission tariff. 23
a. Definition of Market Participant

We discuss below several distinct categories of rehearing requests with respect to
our definition of market participant.

Rehearing Requests

Several requests for rehearing argue against our inclusion in the definition of
market participant entities that provide transmission or ancillary servicesto the RTO.
With respect to the inclusion of entities that provide transmission services, EEI,
Independent Companies, Southern Company, United Illuminating and Conectiv are
concerned that this could preclude the development of transcos and other for-profit
RTOs. For example, Conectiv argues that the definition is circular when applied to RTOs
that both own transmission facilities and provide transmission service. Conectiv requests
the Commission clarify that the definition of market participant does not include transcos

and other for-profit RTOs. Southern Company states that in the situation where an

Independent transmission company is an RTO, some might argue that the transmission

23\d, at 31,075-76.
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company is providing transmission services to the RTO and would thus be a market

participant. Southern Company also argues that an independent transmission company
should not be a market participant where it participatesin alarger RTO with other
transmission owners and might be considered to be providing transmission servicesto the
RTO.

EEI requests that the Commission clarify that an RTO is not a market participant
with respect to transmission services it provides within the RTO's boundaries, and that an
independent transco should not be deemed a market participant where it joins with others
to form alarger RTO. Independent Companies ask the Commission to clarify that the
market participant definition was not intended to include a transmission owner that is
making its transmission facilities available through an RTO in which it holds active
ownership and is nhot otherwise engaged in electric generation or marketing activities.

United Illuminating asserts that pure transmission owners do not have the
incentive or ability to favor their power marketing activities, and they do not participate
in the energy or ancillary services markets. United Illuminating also states that there
appears to be no reason to include in the definition of market participant a transmission
owner that provides transmission service to an RTO, because that service would be
provided according to the protections of a regulated tariff. United Illuminating also
claims that the part of the market participant definition that includes any entity whose

economic or commercial interests that would be significantly affected by the RTO's
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actions or decisions would automatically preclude atransco as an RTO. United

[lluminating asks that we confirm that pure transmission owners are not market
participants.

Commission Conclusion

We will grant rehearing in part, and clarification, with respect to the definition of
market participant. As noted in the Final Rule, we use the definition of market
participant as a reference point for establishing limits on ownership (i.e., an RTO's
ownership of market participants and market participants ownership of an RTO) and
standards for independent decisionmaking or governance, when governance arrangements
are being relied upon to ensure independence. With respect to the inclusion in the
definition of any entity that "provides transmission . . . services to the Regional

" 24 there is some confusion in what we intended. We did not

Transmission Organization,
intend that a "pure transmission company” 2 that qualified to be an RTO would be
thought to be providing transmission services to the RTO within our definition of market
participant. Additional issues may arise asto the fairness of an RTO's governance,

however, where a pure transmission company is only one of several entities providing

transmission services to or making transmission facilities available to the RTO. We now

24Section 35.34(0)(2)(i).

>We use the term "pure transmission company” to refer to a transmission
company that owns transmission facilities but has no interestsin or affiliation with sellers
or brokers of electric energy.
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realize that our attempt to address these additional issues through the definition of market

participant has caused unnecessary confusion. Accordingly, we will revise the definition
of market participant at section 35.34(b)(2)(i) to delete specific references to entities that
provide transmission services to the RTO.

While we are revising section 35.34(b)(2)(i) to drop specific references to entities
that provide transmission servicesto the RTO in the definition of market participant, the
involvement of a pure transmission company in RTO decisionmaking processes may be
relevant to our independence criterion, and we cannot conclude that such involvement
would never be problematic. For example, in the ISO context, we have set out the
general principle that decisionmaking processes should be independent of any market
participant or class of participants. The fact that a pure transmission company is no
longer included in the definition of market participant does not mean that the governance
of an SO would be unaffected by the voting rights attributed to pure transmission
companies (or, indeed, pure distribution companies who are also not included in the
definition of market participants). Accordingly, we emphasize that our revision to the
definition of market participant is not intended to prejudge the issues or considerations
that may be raised with respect to governance arrangements involving, in part, pure
transmission companies.

We note that pursuant to section 35.34(b)(2)(ii), the Commission can find on a

case-by-case basis that an entity that has economic or commercial interests that would be
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significantly affected by the RTO isamarket participant. As we stated in the Final Rule

with respect to power buyers and with respect to pure distribution entities, there may be
circumstances where a transmission entity that obtained a controlling interest in an RTO
could manipulate access and curtailment decisions, or planning and expansion decisions,
in away that would advantage itself and disadvantage other users. 2° We can and will
deal with those potential situations on a case-by-case basis.

United Illuminating makes the point that a pure transmission company that either
iIsan RTO, or ispart of an RTO, would likely have economic or commercial interests that
would be significantly affected by the RTO's actions or decisions, thus making it fall
within the definition of market participant under section 35.34(b)(2)(ii). We clarify that
pure transmission companies will not be within the scope of section 35.34(b)(2)(ii) solely
because of their ownership of transmission facilities.

Rehearing Requests

Several requests for rehearing also ask for clarification and/or rehearing with
respect to the inclusion in the definition of market participant of entities that provide
ancillary servicesto the RTO. EEI argues that there is a conflict between requiring the
RTO to be the provider of last resort of ancillary services and including ancillary service
providersin the definition of market participant. EEI states that thisis a problem not only

with RTOs that are transcos, but also where an I SO requires a transmission-owning

PFERC Stats. & Regs. 131,089 at 31,062-63.
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member to provide ancillary services. EEI also asserts that the definition will interfere

with an RTO's ahility to run or administer an energy market. Independent Companies
assert that the definition of market participant appropriately includes those entities
providing generation-related ancillary servicesto the RTO, but should not be interpreted
to include a transmission owner's provision of scheduling and dispatch servicesto the
RTO.

Southern Company argues that an independent transmission company may find it
beneficial to own limited amounts of generation to operate an effective and efficient
transmission system, and that it should be allowed to own such "non-competitive"
generation without being considered a market participant.

Commission Conclusion

With respect to the part of the market participant definition that encompasses an
entity that provides ancillary services to the RTO, we offer aclarification. Order No.
2000 requires under Function 4 that an RTO serve as a provider of last resort of al
ancillary services required by Order No. 888 and subsequent orders. Asthe provider of
last resort for ancillary services, the RTO must ensure that adequate arrangements are in
place for the provision of ancillary services to transmission customers. We recognize that
there are many different ways that ancillary services can be made available, e.q. through
contractual arrangements and market mechanisms. We did not intend that an RTO that

was fulfilling its obligation to be a provider of last resort of ancillary services would be
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considered to be providing ancillary servicesto the RTO. Rather, that obligationisto

provide ancillary services to the transmission customers. Accordingly, we clarify that an
RTO that provides ancillary services within its region pursuant to its obligation under
Function 4 will not itself be considered to be within the definition of market participant
because of its performance of that function.

In addition, we clarify that our concern with the provision of ancillary servicesto
the RTO isfocused on generation-related ancillary services. Our concern, as we stated it
in Order No. 2000, is that the RTO will likely have considerable discretion in defining
the types and quantities of ancillary services needed and how they will be procured, and
we did not want the suppliers of ancillary servicesto be able to influence the RTO's
decisions on these issues. >” We continue to believe thisis avalid concern and will not
delete this component of the market participant definition with respect to any generation-
related ancillary service. However, we clarify that a pure transmission company that
performs the " Scheduling, System Control and Dispatch Service" as described in Order
No. 888 will not be considered to be within the section 35.34(b)(2)(i) definition of market
participant because it performs that service.

In response to Southern Company's request that we allow independent transcos to
own "non-competitive" generation that "essentially” provides a transmission function, we

note that the definition of market participant is not framed in terms of generation

271d., at 31,062-63.
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ownership, but includes entities that sell or broker electric energy, or that provide

ancillary servicesto the RTO. Any entity that sells or brokers electric energy, directly or
through an affiliate, is a market participant. Also, asjust discussed, any entity that
provides generation-related ancillary services to the RTO or its customersis aso a market
participant.

Rehearing Requests

TDU Systems objects to the Commission's statement in Order No. 2000 that retalil
suppliers of last resort may request to be excluded from the definition of market
participant. TDU Systems argues that this should not be encouraged, because suppliers
of last resort can retain substantial market share for a substantial period of time even if it
does not overtly compete for retail sales business, and the pendency of waiver petitions at
this time could be a source of disruption and confusion.

Commission Conclusion

We did not intend to encourage such requests for waivers, but at the same time, we
feel compelled to recognize the possible situation where a distribution company may
desire to exit the sales business and become a pure distribution company, but cannot due
to an obligation to be the supplier of last resort under a state retail access program. We
concluded that these entities would be within the definition of market participant, unless

they could show us special factors as to why they should not (e.g. its sole electric sales
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are to satisfy a state requirement and it does not compete for retail load). 28 Certai nly,

any seller of electric energy will carry a substantial burden to prove to usthat it should
not be considered to be a market participant. We expect that thiswill apply to arelatively
narrow class, and we should not be overwhelmed by waiver requests. Accordingly, we
will not accept TDU Systems' request that we withdraw our statements in the Final Rule.
b. Owner ship Issues

In the Final Rule, we discussed at some length the requirements we believed were
necessary to ensure that ownership interestsin RTOs would not jeopardize the
independence of RTOs from market participants. 2° We concluded: that truly passive
ownership interests by market participants would not be restricted; that active ownership
by market participants would have to cease after five years (with an extension possible in
certain circumstances); that during the time active ownership is permitted, up to five
percent ownership by a single market participant was deemed a safe harbor and 15
percent ownership by a class of market participants was a benchmark; and that there
would have to be periodic independent audits conducted to ensure independence.

We discuss below the requests for rehearing and clarification that we received on
the issues of our limits on ownership generally, passive ownership, active ownership, and

auditing requirements.

28|d. at 31,063.
FERC Stats. & Regs. 131,089 at 31,064-73.
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Rehearing Requests

Duke objects generally to the Commission's focus on ownership, asserting that the
Commission's approach is overly rigid and that the Commission has not examined
whether there are less restrictive means to meet the independence criterion. Duke first
asks the Commission to reconsider the structure alowed for the natural gas industry,
where affiliated production and marketing companies are permitted. Duke does not
challenge the Commission's observation that the electric industry evidences a much
higher level of vertical integration, but argues that there is no reason to require separation
of control of transmission and merchant activities to a greater extent than is permitted in
the gasindustry. Duke also suggests that the Commission could alow affiliated transcos
subject to arequirement that they retain an independent auditor to review the activities
and decisions of the affiliated transco from the standpoint of potential discrimination and
compliance with codes of conduct and file regular reports of its findings.

Conectiv asks that the Commission clarify that the ownership requirements do not
apply to the non-profit 1SO form of RTO, but would only apply to transcos and other for-
profit entities with voting securities. It asserts that the record does not support ownership

restrictions for non-profit RTOs.
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Commission Conclusion

We do not agree that the structure currently in place for the gas industry would
adequately support independent RTOs. As Duke itself notes, it would allow the senior
management of an entity that operates in both the transmission and generation arenas to
participate in decisions involving the transmission business. These decisions would, as a
matter of course, have a significant effect on that same entity's generation business. We
also disagree that independent auditing alone can substitute for the independence
requirement. Aswe noted in the Final Rule, we have found that in the electric industry, it
is difficult to monitor compliance with codes of conduct. Moreover, itisavery intrusive
form of regulation and ultimately requires us to be "chasing after conduct.” Aswe noted
in the Final Rule, thisis not the light-handed regulation that is essential to support
emerging competitive markets.

Conectiv's concern, which focuses at times on the distinction between for-profit
and not-for-profit entities and at other times on the distinction between the transco and
SO form of RTO, is not entirely clear. We clarify that our concerns about ownership
and control of an RTO are not a function of the for-profit or not-for-profit approach. The
limits on ownership by market participants apply whenever the RTO intends to own and
operate the transmission assets itself, either directly or indirectly through other entities.

The fact that a market participant owner of an RTO operated on a non-profit basis would
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not, for example, preclude the possibility that the RTO could operate to benefit its

generation business. Accordingly, ownership restrictions are appropriate in that case.

Rehearing Requests

With respect to passive ownership, NRECA, TDU Systems, and Dairyland argue
that passive ownership should be disallowed completely after five years, except in
extraordinary circumstances. NRECA, for example, recognizes the desirability of a
transition period to phase out passive ownership, but asserts that the maintenance of a
passive ownership threatens RTO independence and imposes heavy regulatory burdens
on the Commission to police. TDU Systems argue also that passive ownership should be
subject to the same benchmark individual and class limits that apply to active ownership.

New Orleans also challenges the allowance of passive ownership by market
participants. New Orleans argues that the sale/leaseback cases and the Securities and
Exchange Commission Rule cited in Order No. 2000 in support of allowing passive
ownership are in fact much narrower than what the Commission is alowing, in that the
passive owners there were not primarily in the business of selling electric power. By
permitting passive ownership by market participants, New Orleans asserts, the
Commission has not provided the safeguards that exist in other passive ownership
situations. New Orleans claims that the Commission erred by not limiting passive the

same way it limited active ownership. Finally, New Orleans asks that the Commission
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clarify that where there is clear evidence that an RTO proposal would not be perceived as

Independent by a majority of potentially affected entities, the proposal will be rejected.

Duke argues that if passive ownership restrictions are retained, the definition of
passive ownership should not be so narrow as to leave the board and management of the
passive owner without the capability to ensure that the transmission assets will be
operated responsibly and in accordance with legitimate business objectives. Duke states
that if it placesits transmission into an affiliated transco, Duke's management should be
able to participate in decisions that significantly affect the value of the transmission
business, such as mergers, asset divestitures and acquisitions, and the choice of
individuals to manage the transmission business.

EEI asks that the Commission clarify what types of passive ownership would be
acceptable. Specifically, EEI requests that the Commission clarify that: (1) afiduciary
duty to maximize the value of the RTO's transmission assets will not defeat
independence; and (2) passive owners may reserve certain rights to protect themselves
against abuse by the holders of voting rights. EEI argues that afiduciary duty to
maximize transmission service revenues is similar to what the Commission has approved
in the 1SO context, and that there is no duty owed under corporate law that would require
an RTO to maximize a passive owner's outside interests. EEI states that a duty to
maximize the value of transmission assets will not create a bias toward transmission-only

solutions, because of the RTO's obligations with respect to market mechanisms under the



Docket No. RM99-2-001 -29-
planning and congestion management functions. EEI argues further that passive owners

should be able to reserve rights to participate in certain limited but major decisions that
affect their ownership status, such as mergers and bankruptcy filings.

Commission Conclusion

We deny rehearing of the requests to phase-out or limit passive ownership beyond
what we stated in the Final Rule. NRECA is correct that a phase-out of passive
ownership, or limits on the percentage interests of passive ownership, would reduce the
regulatory burdens of ensuring that the passive ownership arrangement does not threaten
the RTO's independence. However, as we noted in the Final Rule, passive ownership
arrangements can help resolve some significant impediments to the transition to the type
of RTO that would both own and operate the transmission assets. *° Permitting flexibility
on these arrangements could enhance significantly our goal of accelerated formation of
RTOs. Limitson passive ownership interests or required phase-outs would not further
thisgoal. We are not convinced that the careful balance we reached on thisissuein the
Final Ruleisin error.

New Orleans concern that we should guard against passive ownership

arrangements where there is clear evidence that an RTO proposa would not be perceived

FERC Stats. & Regs. 131,089 at 31,064.
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as independent echoes the concerns we expressed in the Final Rule. 3 We explained in

the Final Rule that this requires assurances to all market participants that any passive
ownership arrangement is truly passive and will not interfere with the independent
operation and decisionmaking of the RTO. It isalso one of the reasons we said that it
was important to require a system of independent compliance auditing to ensure that
passive ownership arrangements remain passive over time and to provide assurances to
other market participants that the RTO is truly independent. We appreciate New Orleans
concerns that there are differences in the passive ownership arrangements that may be
submitted as compared to those we may have evaluated before in the context of
sale/leasebacks or those permitted under the SEC rule we referenced in the Final Rule.
However, we referenced these only to make the point that there are different ways of
structuring passive ownership arrangements and it may be possible to structure themin
such away to demonstrate that they are truly financial arrangements.

Duke's and EEI's concerns about the need of passive owners to protect the value of
their assets and investments are valid. However, the Commission must balance these
concerns against the need for an independent RTO. We expect that proponents of passive
ownership arrangements will explore methods for protecting the value of their assets and
Investments while also maintaining the true independence of RTO decisionmaking. We

recognize that this may require some creativity and innovation to meld the regulatory

311d., at 31,065.
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needs with those of the markets, but it is necessary if we are to ensure independent RTOs

and accommodate passive ownership arrangements. 2

In response to EEI's concerns, we do not expect that a fiduciary responsibility of
the RTO to its passive owners to maximize the value of the RTO's transmission assets
would, by itself, be problematic with respect to the RTO's independence.

Rehearing Requests

On the issue of active ownership, Conectiv, CTA, EEI, Southern Company, and
Alliance all argue that the Commission was wrong to sunset all active ownership after
five years. EEI, representative of the others challenging the sunset requirement, states
that it is aware of no other context where a complete ban on active ownership has been
imposed to prevent control; that the sunset requirement conflicts with the Commission's
finding that five percent active or lower does not raise control concerns, that five yearsis
an arbitrary and capricious transition period; that limits on active ownership would
reduce the numbers of bidders for atransco's stock and would limit investment
opportunities for market participants; that a complete ban on active would be difficult to
monitor since there is no existing requirement to disclose ownership less than five

percent; and that the Commission does not have the legal authority to order divestiture of

%2500, e.q., the statement of investment analyst Steven Fetter, who said, "The wide
spectrum of permissible outcomes should be welcomed by Wall Street. What investment
bankers do best is create innovative structures to meet legal and market requirements.”
FERC's RTO Rule Should Cheer Investors, www.fitchibca.com (January 13, 2000).
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ownership by electric utilities. CTA adds that a five-percent active ownership should be

indefinite, because other holders of active interests would prevent a five-percent minority
holder from acting in itsown interests. CTA states further that the five-year transition is
too short and should be extended so as to avoid a "fire sale" in the event of an economic
slowdown.

TDU Systems argue that the five-percent safe harbor for individual active
ownership should be an absolute ceiling, and that the Commission should refuse to permit
amarket participant to propose a higher level. TDU Systems and NRECA both contend
that intervenors should be allowed to challenge whether even a five-percent active
ownership istoo high. CTA asserts that passive ownership interests held by market
participants should not be a factor in whether a market participant would be allowed to
hold more than five-percent active ownership. It states that if the Commission is vigilant
to assure that passive ownership cannot exercise control, there is no reason why passive
ownership should be afactor in determining appropriate active ownership.

With respect to the 15 percent benchmark established in Order No. 2000 for a
class of market participants, Conectiv, CTA, Alliance, and EEI argue that there should be
no such benchmark. They assert that it is unlikely that class members would collude with
their competitors, that there are existing laws to prohibit collusion, and that keeping track
of the classes would be administratively difficult. EEI states further that such aggregation

of interestsis not afactor in any other regulatory context. Contrary to these parties
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arguments, TDU Systems argues that a 15 percent benchmark for classes of active owners

Istoo high, and that class ownership should be limited to 10 percent.

Commission Conclusion

We deny rehearing on the active ownership issues and reaffirm our decision that
active ownership by market participants will have to cease after five years (with an
extension possible in certain circumstances), and that during the time active ownership is
permitted, up to five percent ownership by a single market participant will be deemed a
safe harbor and 15 percent ownership by a class of market participants will be a
benchmark. We carefully considered all of the extensive arguments made in the
comments on the NOPR on the active ownership issue, and reached a solution in the
Fina Rule that we continue to believe appropriately balances the interests of all parties
and our policy objective.

Many commenters argue that our willingness to allow active ownership for five
years undermines our policy against active ownership after afive-year period. We
disagree. Our decision reflects our belief that over the long term independence may be
adequately assured only if there are no active ownership interests, but that a transition
period during which active ownership in limited amounts may be proposed, together with
auditing requirements, is areasonable interim measure to assist RTO formation. With

respect to the 15 percent benchmark for classes of active ownership, we explained fully in
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the Final Rule what are concerns are, >3 and we are not persuaded that our concerns are

invalid. Moreover, we have permitted sufficient flexibility for parties to argue on a case-
by-case basis that the 15 percent class benchmark is too high or too low.

Rehearing Requests

With respect to the independence audits required by Order No. 2000, Dynegy
argues that the audits should commence immediately at RTO start-up, not be delayed for
two years, and should be ongoing. Dynegy states that it has concerns about whether an
audit performed two years after start-up is sufficient to guard against ownership abuses.
Dynegy asks additionally that the Commission either place the audit and ownership
requirements in the regulation or provide clarification as to why they do not appear in the
regulations. TAPS expressly endorses the audit requirements as essential.

Commission Conclusion

No party has objected to having independent audit requirements for passive
interests, active interests, and 1SO governance, and we continue to believe they are
essential. In response to Dynegy, it isof course ajudgment as to how often to have them
and how soon to start them. We note that the Final Rule provides for the first audit two
years after our approval of the RTO, not after RTO start-up. We believe we have struck
an appropriate balance among the goals of having a sufficient check on independence,

allowing time for some initial operational shake-out, and not imposing overly

BFERC Stats. & Regs. 131,089 at 31,072.
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burdensome procedures. We agree with Dynegy that it would be useful to state the

auditing requirements in the text of the regulations, and we have therefore added a new
sub-paragraph (iv) to section 35.34(j)(1) for this purpose. The new regulatory text we
added reads as follows:

(iv)(A) The Regiona Transmission Organization must provide:

(1) With respect to any Regiona Transmission Organization in which
market participants have an ownership interest, a compliance audit of the
Independence of the Regional Transmission Organization's decision making
process under paragraph (j)(1)(ii) of this section, to be performed two years
after approval of the Regional Transmission Organization, and every three
years thereafter, unless otherwise provided by the Commission.

(2) With respect to any Regiona Transmission Organization in which
market participants have arole in the Regional Transmission Organization's
decision making process but do not have an ownership interest, a
compliance audit of the independence of the Regional Transmission
Organization's decision making process under paragraph (j)(1)(ii) of this
section, to be performed two years after its approval as a Regiona
Transmission Organization.

(B) The compliance audits under paragraph (j)(1)(iv)(A) of this section
must be performed by auditors who are not affiliated with the Regional
Transmission Organization or transmission facility owners that are
members of the Regional Transmission Organization.

We also note that we stated in Order No. 2000 that applicants have a continuing

obligation to inform the Commission of any changed circumstances regarding

ownership. 3

34d. at 31,067, 31,072.
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C. Section 205 Filing Rights

In the Final Rule, we attempted to balance our desire to ensure that the RTO have
exclusive and independent authority over changes to its transmission tariff with the FPA
section 205 rights of public utility transmission owners to seek rate changes. *°> We
affirmed that RTOs, in order to ensure their independence from market participants, must
have the independent and exclusive right to make section 205 filings that apply to the
rates, terms, and conditions of transmission services over the facilities operated by the
RTO. However, we also clarified that the transmission-owning public utilities whose
facilities are used by the RTO have the right to make section 205 filings to establish their
revenue requirement and the level of payments for use of their facilities. We also stated
that we would also entertain other approaches as long as they ensured the independent
authority of the RTO and the ability of transmission owners to protect the level of the
revenue needed to recover the costs of their facilities.

Rehearing Requests

A number of parties requested rehearing or clarification challenging our division
of section 205 filing rights between the RTO and transmission-owning members of the

RTO. *® For example, EEI reflects most of the rehearing requests on this issue in arguing

Hseeid. at 31,075-76.

%5Conectiv, Duke, Southern Company, EEI, SO Participants, United Illuminating,
Transmission Ownersof NY, AEP, PECO and Alliance.
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that the division violates the transmission owners section 205 rights. EEI clamsthat it

will jeopardize cost recovery for the transmission owners because it breaks the link
between establishing the revenue requirement and establishing rate design, and it further
breaks the link between the party responsible for establishing the revenue requirement
and the party responsible for recovering it. EEI argues that the RTO might not have the
same incentive to design rates to recover costs as the transmission owner would, and that
the division is inconsistent with court and Commission precedent. EEI states that this
division will discourage the voluntary participation in RTOs, and is in fact inconsistent
with at least some of the | SOs approved to date.

Alliance contends that the Commission erred in determining that the RTO must
have exclusive authority to propose changesin rates. In addition to similar arguments
that EEl made about this unlawfully depriving public utilities of section 205 rights and
increasing the risks for transmission owners, Alliance argues that it is a false premise that
the RTO needs exclusive authority over rates. It states that Commission oversight of
rates will provide a complete check on the ability of transmission owners to implement
rate changes that would place them at a competitive advantage vis-a-vis other market
participants.

Conectiv argues that the division of filing rights isinconsistent with the law (and
could result in an unconstitutional taking of property), that the Commission has provided

insufficient factual basisin the record to support its assertion that RTOs must have the
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authority to file rate changes in order to ensure independence from market participants,

and that it does not provide sound economic and transmission policy. Conectiv states that
adisinterested RTO might not make decisions based on the revenue recovery needs of the
transmission owner, and that non-profit RTOs do not have incentives to file innovative
rate design proposals to protect and encourage transmission investment. 1SO Participants
also assert that the division of authority isinconsistent with the Commission's
endorsement of innovative rates.

Midwest 1SO Participants ask the Commission to clarify that it need not modify its
Commission-approved | SO documents on the issue of section 205 filing rights in order to
qualify asan RTO. They state that the Midwest 1SO Agreement carefully delineated the
rights of the ISO and transmission owners, with the owners controlling the pricing
structure and revenue distribution methodology. They assert that this was a critical
element of the SO Agreement, and the Commission explicitly stated in its order that it
would honor the transmission owner's rights during the six-year transition period after
start-up. Midwest I SO Participants contend that Order No. 2000's requirement that the
RTO make section 205 filings to recover costs from transmission customersis at odds
with the Midwest SO owners rights to control filings to change the ISO's rates. They
claim further that Order No. 2000's division of authority makes no sense in the context of
the Midwest | SO's tariff, which contains arate formula. They request that the

Commission make clear that the owners can continue to control the rate formula.
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PECO asksfor clarification of how the proposed division of filing authority would

apply to situations like the PIM tariff, which is a combined 1SO and transmission owner
tariff. They claim that Order No. 2000 would effectively bar the PIM transmission
owners from making changes to the tariff sheets that contain their individual revenue
requirements. They ask the Commission to clarify that in such a case the transmission
owners can still make section 205 filings to propose a change to the tariff pages that cover
their revenue requirements. PECO also asks the Commission to clarify that any section
205 filing by an 1SO type of RTO would be subject to the established 1SO governance
process.

SRP asks the Commission to clarify that its discussion of section 205 filing rights
was not intended to broaden the applicability of section 205 to non-jurisdictional public
power entities, and to clarify the ability of such non-jurisdictional entities to set the level
of their revenue requirements. SRP wants the Commission to clarify that it intendsto
allow flexibility for non-jurisdictional entities to be able to set their revenue requirements
through means other than making section 205 filings, which would mean in SRP's case,
that its independent board could continue to set its revenue requirement.

Commission Conclusion

The Commission will deny rehearing of its decision that an RTO, in order to
ensure its independence, must have the independent and exclusive right to make section

205 filings with respect to the transmission services the RTO provides to third parties. As
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discussed below, we regject arguments that this decision is inconsistent with law and

precedent. However, in light of the concerns and misunderstandings raised, we also will
further clarify our requirement.

As noted in Order No. 2000, and as evidenced by the comments of the parties
seeking rehearing, unique issues arise with respect to tariff filing rights in the situation
where the RTO operates and provides transmission service over transmission facilities
owned by another entity, e.g., in the context of an ISO. There are two legitimate
concerns here that need to be balanced. One is the concern that for the RTO to provide
transmission service independent from market participants, it must have independent
control over itstariff, and not have atariff that is subject to the control of particular
participantsin the RTO. The other concern isthat of transmission owners who will turn
the operation of their transmission facilities over to the RTO and need some assurance
that they will continue to receive afair return on their transmission investments. We
reconciled those concerns in the Final Rule by stating that in the SO type of situation,
the RTO had to have the independent and exclusive right to make section 205 filings that
apply to the rates, terms, and conditions of transmission services over the facilities
operated by the RTO, but that transmission owners have the right to make section 205
filings to determine the appropriate payments for the RTO's use of their facilities.

Asan initial matter, some parties question whether, to ensure independence, it is

necessary for the RTO to have exclusive and independent authority with respect to filing
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changesto itstariff. We find the need to be clear. The tariff establishes the rates, terms,

and conditions under which the RTO will provide transmission service to transmission
customers. If the RTO does not have the independent right to seek appropriate changes to
its tariff, it is difficult to see how that RTO could be viewed as providing a transmission
service that is independent from market participants.

All of the objections to the division of authority we adopted in the Final Rule are
based on the false premise that we are restricting the rights of transmission owners to
protect their transmission investments and therefore jeopardizing their asserted right to
recover their legitimate costs. Thisis not the case. Under our formulation, transmission
owners may make section 205 filings at any time to establish their revenue requirements
and the just and reasonable payments they may charge the RTO for use of their facilities.
This gives them the full opportunity to recover their cost of service.

Those requesting rehearing, however, insist that transmission owners will be at
risk for not recovering their allowed payments from the RTO, because the RTO either
will not have an appropriate rate design or will not have the incentive to collect revenues
from transmission customers sufficient to cover the payments to transmission owners.
These arguments have no merit. Thereis nothing in the Final Rule that precludes
transmission owners from seeking to assure recovery of their allowed payments from the
RTO through appropriate mechanisms in the agreement establishing the RTO. For

example, they may provide for a contractually enforceable obligation for the RTO to pay
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the ownerstheir full revenue requirement as determined by the Commission, and they

may even provide for some sort of true-up mechanism if an RTO fails to recover the costs
it owes to the ownersin a particular period.

In addition, nothing in the Final Rule precludes the transmission owners from
participating in the RTO's designing of rates to transmission customers, as long as they
are not given veto authority over, or otherwise control, what the RTO ultimately seeks to
file under section 205. The Commission did not intend to preclude transmission owners
from being involved in rate design proposals prior to the RTO filing them. If, in
designing rules to establish anew RTO (or to justify rules of an existing SO for which an
RTO determination is sought), parties can establish an approach or process for involving
the transmission owners in advance in the determination of the rate design proposals that
the RTO will file, and can demonstrate that the approach or process does not compromise
the independence of the RTO, the Commission will be open to such proposals. 3’

In addition, when the RTO proposes a rate design to recover the costs the RTO
owes to the transmission owners as well as other costs that the RTO may incur, the
Commission will exercise its responsibilities to approve arate that is designed to recover
al RTO costs, including the cost of payments that the RTO must make to the

transmission owners. Transmission owners will be able to participate in that proceeding

37| n this situation, parties may also consider providing for mutually agreeable rules
regarding the timing of the revenue requirement and rate design filings.
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and to make whatever arguments they wish regarding appropriate rate design and the

effect on their recovery of costs.

Most of the parties asserting legal challenges on this issue, including EEI, spend
considerable effort reciting the basic rate changing mechanisms of section 205 of the
FPA, and claim an inalienable right of a transmission owner to make rate changes evenin
the situation in which they no longer control the transmission facilities and are no longer
the parties providing service over the facilities. They clam they are owed a"guarantee’
of recovering the costs of the facilities which have been turned over to the RTO.

We reject the legal arguments made by those on rehearing. The Commission's
holding in Order No. 2000 did nothing contrary to the fundamental tenets of section 205
of the FPA and nothing inconsistent with the rights of utilities to have the opportunity (as
opposed to a "guarantee”) to recover costs associated with facilities used to provide
jurisdictional service. What the rehearing petitioners ignore, and what the Commission
pointed out in Order No. 2000, is that in the context of an 1SO, both the transmission
owners and the RTO are public utilities under the FPA with respect to the same facilities.
Further, it isthe RTO, and not the transmission owners, that in this context is the provider
(seller) of jurisdictiona service. Because the RTO is providing the jurisdictional service,

it is clearly within the parameters of section 205 for the RTO to have on file arate
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schedule for the services it provides, and that it have the exclusive authority to propose

changes to that rate schedule,

Given that it deprives no public utility of the opportunity to recover its costs and
earn afair return on its investments, the section 205 filing procedure adopted in Order
No. 2000 is well within the Commission's authority. The Supreme Court has stated that
the Commission "must be free, within the limitations imposed by pertinent constitutional
and statutory commands, to devise methods of regulation capable of equitably reconciling
diverse and conflicting interests.” *° That iswhat we have done here,

Severa existing 1 SOs seek in their rehearings to have the Commission make
specific findings with respect to their current division of section 205 filing rights. We do
not believe it is appropriate to make such findings in this generic proceeding and instead
will do so when those entities make their filings under thisrule. We note that we stated
in the Final Rule that we would entertain other approaches to the division of filing
authority "as long as they ensure the independent authority of the RTO to seek changesin

rates, terms or conditions of transmission service and the ability of transmission owners

%This is analogous to the situation in which there is a sale and leaseback of public
utility property for financing purposes. In such acase, it isthe lessee operator, not the
owner, that files tariffs.

39Ppermian Basin Area Rate Cases, 390 U.S. 747, 767 (1967). The Supreme Court
In this case also rejected the notion that there is an unrestricted right to file rate changes
under section 4(d) of the Natural Gas Act, which is parallel to section 205(d) of the FPA.
Id. at 779-80.
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to protect the level of the revenue needed to recover the costs of their transmission

facilities." *°

In response to SRP's request for clarification of the applicability of our finding to
non-public utilities, we clarify that our discussion of filing rights pertained to public
utilities under section 205 of the FPA and that it was not intended to broaden the
applicability of section 205 to non-public utilities.

In response to arguments that the Commission's decision will discourage the
voluntary formation of RTOs or will result in favoring transcos over 1SOs, the intent of
thisruleisto be neutral asto corporate form. Aswe stated above, we have left sufficient
flexibility for transmission owners to protect their revenues, obligations to shareholders,
and ability to attract capital whether they form an I SO, transco, or other form of
institution.

Some parties have argued that our decision undermines the incentive to use
performance based rates in the | SO context because it takes the development of such
mechanisms out of the hands of the transmission owners. We do not think thisisa

necessary result. Aswe noted in the Final Rule, when activities that contribute to

performance are shared between the RTO and the transmission owners, the RTO design

OFERC Stats. & Regs. 131,089 at 31,076.
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may ensure that the rewards and penalties associated with activities performed by

transmission owners flow through to the owners to achieve the desired result. 4l
2. Scope and Regional Configuration

Order No. 2000 set forth as the second minimum characteristic of an RTO that the
RTO must serve aregion of sufficient scope and configuration to permit it to maintain
reliability, effectively perform its required functions, and support efficient and non-
discriminatory power markets.

Rehearing Requests

The Pennsylvania Commission asks that the Commission ensure that RTOs are
large enough to support an open and transparent market in reactive power and other
ancillary services. It states that RTO applicants should be able to demonstrate that the
geographic area and diversity of ownership of generation and transmission facilitiesis
sufficient to support such a market.

Commission Conclusion

We agree with the Pennsylvania Commission that one of the considerationsin
evaluating scope and regional configuration is whether the RTO can support open and

transparent markets, including ancillary service markets.

41d, at 31,184.
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3. Short-term Reliability

The Final Rule required as the fourth minimum characteristic of an RTO that the
RTO have exclusive authority for maintaining the short-term reliability of the grid. As
part of this characteristic, the Commission stated that the RTO must have exclusive
authority for receiving, confirming, and implementing interchange schedules; must have
the right to order redispatch of generation for reliability purposes; must have authority to
approve transmission maintenance schedules; and must report to usif any reliability
standards it operates under hinder it from providing reliable, non-discriminatory and
efficiently priced transmission service. We did not require that the RTO have authority
over generation maintenance schedules or that the RTO be required to establish
transmission facility ratings. We also stated that on the issue of the extent of RTO
liability relating to its reliability activities, we would address that on a case-by-case
basis. %
Rehearing Requests
Dynegy and TAPS are concerned with the information received by control area
operators who are market participants when they are directed to implement interchange
schedules by the RTO. Dynegy agrees with the protections provided in the rule for

separation of reliability personnel and wholesale merchant personnel, but asks the

Commission to clarify that it will actively monitor compliance and enforce appropriate

“’FERC Stats. & Regs. 131,089 at 31,103-05.
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penalties for violations. TAPS objectsto limiting the shield from sensitive interchange

information to the control operator's wholesale merchant personnel. It states that this
would allow for a market participant control area operator to share with its retail
merchant function to take improper advantage of the commercially sensitive information.
It asks that the Commission make clear that such information must be kept from all
personnel involved with making purchases on the wholesale market, whether on behalf of
wholesale or bundled retail customers.

Dynegy asks that the Commission clarify that to the extent a generator is
redispatched by an RTO, it will be fully compensated for the redispatch order, which may
include lost opportunity costs. Metropolitan asks that the Commission clarify that if an
RTO reschedules or cancels planned transmission maintenance, the compensation will be
limited to direct costs, and will not include indirect costs such as opportunity costs,
because they are too speculative.

TAPS argues that certain functions that Order No. 2000 does not require the RTO
to have for reliability purposesin fact should be required. TAPS contends that the RTO
should be required to have a greater voice in transmission facility ratings in order to have
control over ATC and TTC calculations. TAPS also contends that the RTO should have,
at least for reliability reasons, control over generation maintenance schedules.

Duke calls the Commission's decision to decide liability responsibility on a case-

by-case basis arbitrary and capricious. It states that transmission owners cannot be
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expected to transfer control of their facilities to what could be a non-profit RTO with

limited assets without resolving the issue of the RTO's liability for its errors. Duke asks
that the Commission clarify that it will not permit RTO operations to begin without a
final resolution of liability issues, and that the RTO would not be given unilateral
authority to alter the liability provisions of its tariff.

Commission Conclusion

We agree with Dynegy that it may be necessary to monitor and enforce
compliance with the requirement for separation of reliability and merchant personnel.
We expect that any RTO proposal would address this issue and propose appropriate and
specific procedures concerning monitoring and enforcing compliance with all RTO rules,
including these.

We share TAPS concerns that, when the retail merchant function is purchasing
wholesale power, it is participating in the wholesale market and should not be privy to
commercialy sensitive information that would give it a competitive advantage over other
purchasers of wholesale power. We expect that any RTO proposal will reflect these
concernsto the extent it involves a control area operator affiliated with a market
participant who could obtain access to commercially sensitive information.

We agree with Dynegy that generators that are redispatched by an RTO should be
fully compensated and that the compensation would consider, among other things, lost

opportunity costs. We also agree with Metropolitan that, when the RTO reschedules or
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cancels planned transmission maintenance, compensation to the transmission owners

would be limited to the actual, verifiable out-of-pocket transmission-related costs
incurred (e.g., additional labor costs caused by the rescheduling).

In the Final Rule, we explained why we believe it is appropriate not to require, as
an initial matter, that the RTO have authority over equipment ratings and generation
maintenance schedules. While we expect that some RTO proposals may initially exceed
our requirements or may evolve over time to place greater responsibility with the RTO,
we will not impose the additional requirements proposed by TAPS.

We continue to believe that liability issues should be addressed on a case-by-case
basis. We agree with Duke that it isimportant that issues concerning liability and how
liability provisions can or cannot be changed over time should be addressed during the
collaboration process and resolved before the RTO begins operation. Inthisregard, a
public utility can seek a declaratory order or make an RTO filing and have the liability
Issues resolved before the commencement of operations.

C. Minimum Functions of an RTO

1. Tariff Administration and Design

In the Final Rule, we adopted the requirement that the RTO must be the sole

f 43

provider of transmission services and the sole administrator of its open access tarif

Included in this function is the requirement that the RTO have the sole authority for the

“3See FERC Stats. & Regs. 131,089 at 31,108.
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evaluation and approval of all requests for transmission service including requests for

new interconnections.

Rehearing Requests

Duke and EEI request clarification that the requirement that the RTO be the sole
provider of al transmission service is not intended to require unbundling of non-
jurisdictional transmission service. Duke argues that given the Commission's lack of
jurisdiction over bundled retail transmission, the Commission has no power to indirectly
require the unbundling of retail energy sales through arulemaking. Duke proposes the
following change to section 35.34(k)(1)(i): "The Regiona Transmission Organization
must have the sole authority to receive, evaluate, and approve or deny all requests for
wholesale transmission service."

Dynegy also seeks clarification from the Commission as to the requirement that
the RTO be the provider of transmission service. Dynegy requests guidance as to the
level of flexibility contemplated by the Commission for this requirement in situations
where an umbrella RTO-transco structure is adopted. Dynegy envisions a paradigm
where an interconnection-wide entity determines and/or arbitrates questions of system
capacity and acts a scheduler, but the RTO actually owns and maintains the facilities and
performs the dispatch. Under this scenario, Dynegy points out that depending on the
perspective, either entity can be the provider of transmission service. In addition, SoCal

Edison requests clarification that a two-tariff model (e.q., RTO/ISO tariff and
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transmission owner tariff), whereby transmission owners continue to sell transmission

service that is provided by an RTO, is an acceptable option for RTOs.

In addition, a number of entities requested rehearing or clarification on an RTO's
authority over interconnections to the grid. For example, Metropolitan and SoCal Edison
request that the Commission modify Order No. 2000 to clarify that an RTO has no
Interconnection authority over transmission facilities it does not own or have operationa
control of. Metropolitan is concerned that some systems within an RTO region that are
not under the operational control of the RTO are already subject to arrangements with
adjoining control areas and transmission owners. In addition, Metropolitan notes that
public power systems may not be able to resolve legal or tax concernsin order to permit
their facilities to be controlled by an RTO.

SoCal Edison aso argues that the Commission erred to the extent it provided
RTOs sole authority to approve requests for interconnections. SoCal Edison notes that
FERC, not RTOs, has the authority to approve and evaluate interconnections, pursuant to
sections 202(a) and 210 of the FPA. SoCal Edison asserts that transmission owners must
remain an integral part of the interconnection process. According to SoCal Edison, the
text of the Final Rule should be amended as follows: "The Regional Transmission

Organization must have the authority to establish interconnection policies and to

coordinate the interconnection process for new interconnections."”
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EPSA asserts that the Commission failed to expound upon the role of RTOs vis-a

vis other transmission owners in facilitating new interconnections. According to EPSA,
in order to ensure non-discriminatory interconnection processes for all generators, the
Commission should establish the RTO as the lead agency for new interconnections, with
individual transmission owners roles limited to performing studies on behalf of the RTO.
EPSA contends that the RTO must be capable, within areasonable time frame, of
performing the necessary transmission studies and analyses that are required with respect
to requests for new interconnections. EPSA also argues that new generators should not
be required to commit to a particular level or type of transmission service in order to
obtain interconnection service. In addition, EPSA proposes the development of a
standardized interconnection agreement that would hasten the development of new
generation and streamline the interconnection process. EPSA argues that this application
process for evaluating interconnection requests and for processing the requests must be
applied in aconsistent and non-discriminatory manner.

Dynegy supports the positions set forth by EPSA in its request for rehearing on
thisissue. Dynegy urges the Commission to require, at a minimum, that any RTO
proposal clearly address the nature and scope of the RTO's responsibility for the
interconnection of new generators to the transmission grid, and clarify that new
generators will not be required to negotiate separately with both the RTO and individual

transmission owners.
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Finaly, EEI requests that the Commission clarify that any RTO authority over

new interconnections does not interfere with the right to recovery of costs of new
Interconnections under section 205 of the FPA.

Commission Conclusion

We will not revise section 35.34(k)(1)(i) as proposed by Duketo limit it to
wholesale transmission service. The proposed revision would disable the RTO from
performing those retail transmission services that are already included in our pro forma
tariff, i.e., unbundled retail transmission that may occur, voluntarily or as the result of
state action, on the system of the historical bundled retail supplier, or unbundled retail
transmission service provided by other transmission providers that constitute more remote
segments of a multi-system transmission transaction.

However, we clarify that the Final Rule is not intended to require the unbundling
of non-jurisdictional transmission service (i.e., the transmission component of bundlied
retail sales of energy). That is, the requirement does not interfere in any way with
whether retail open access and retail choice are provided, or with the pricing of retail
bundled power sales which is a decision for appropriate state authorities. However, the
requirement is intended to require that the RTO control all transmission facilitiesin the
region. Thisis consistent with what the Commission has done with respect to 1ISOsin the
past. As Duke notes, the Commission has addressed in the context of existing 1SOs,

Issues surrounding the fact that a transmission owner's assets continue to be used to
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provide bundled retail power sales. For example, in PIM, the Commission noted that,

when transmission owners engaged in transactions under the PIM Tariff to meet retail
load, they would be, at the same time, using their transmission system to make bundled
retail sales and using the transmission system of the other transmission owners, e.g., to
import power to their system for the purpose of making bundled retail sales. ** We note
that, to date, according to one analysis, 45 approximately 40 percent of the nation's
electricity salesto ultimate customers utilize transmission systems that are participating
or have agreed to participate in Commission-approved | SOs without implicating the
continuing jurisdiction of state commissions over bundled retail power sales. In short, we
have accommodated 1SOs that provide service at wholesale aswell as at retail, and in
states that have retail choice as well as states that do not have retail choice, and we have
done so without a conflict between state and Federal authority.

In response to Dynegy's concerns, we do not see any inconsistency in our
requirement that the RTO be the provider of transmission service and our flexibility to
allow various RTO structures. We believe that some of this concern arises from the
meaning of the term "provider of transmission service." When we use the term provider

of transmission service in this context, we are referring to the entity (i.e., the RTO) that

44Pennsylvania—Ne'w Jersey-Maryland Interconnection, L.L.C., 81 FERC 61,257
at 62,281-82 (1997).

4SSee Initiadl Comments of Edison Electric Institute on the RTO NOPR, at
Appendix B.
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has the primary obligation to ensure that transmission service is provided, not the entity

that may be operating the switches at the direction of the RTO.

In response to SoCal Edison's request for a clarification on the "two-tariff" model,
it would be inappropriate to consider in the Final Rule the specifics of whether a
particular aspect of an existing SO arrangement would satisfy the RTO requirements.
We emphasize, however, that we have created a Final Rule that provides clear guidance
asto the RTO requirements and extensive flexibility in how to satisfy those requirements.

The concerns raised by Metropolitan and SoCal Edison with respect to an RTO's
authority over interconnections to the grid have two facets. First, some facilities may not
be under the control of the RTO because they are owned by an entity that has not placed
any facilities under the control of the RTO, e.g., apublic power entity. We agree that the
RTO would not have authority over interconnections to that portion of the grid. Second,
some facilities may not be under the control of the RTO even though they are owned by
an entity that has placed other facilities under the control of the RTO. For example, in
the NEPOOL region, only Pool Transmission Facilities (PTF) were placed under the
control of ISO-NE. However, | SO-NE nonetheless has authority over interconnections to
non-PTF transmission facilities. We would expect similar arrangements to be part of any
RTO proposal.

We disagree with SoCal Edison's point that RTOs can exercise no authority over

Interconnections because that authority resides only with the Commission under sections
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202 and 210 of the FPA. An interconnection obligation is an el ement of transmission

service and is already required to be provided under our pro forma tariff that will be
administered by the RTO. 4 AsEPSA notes, this s true, whether the interconnection
request is tendered concurrently with arequest for transmission service or in advance of a
request for a specific transmission service. 7 1t istherefore appropriate for the RTO to
be the entity that reviews and approves interconnection requests. However, we agree
with SoCal Edison that transmission owners must remain an integral part of the
Interconnection process. We also agree with Dynegy that new generators should not have
to negotiate separately with the RTO and individual transmission owners. We expect
one-stop shopping under any RTO. *® Finally, we agree with EEI that the RTO's
authority over new interconnections does not suggest that entities incurring costs to

provide those interconnections will not be compensated.

48pJM Interconnection, L.L.C., 87 FERC 1 61,299 (1999), reh'q denied, 89 FERC
161,186 (1999).

47See Ameren Operating Companies, 89 FERC 1 61,041 (1999), order on reh'g, 89
FERC {61,208 (1999); Central Hudson Gas & Electric Corporation, et al., 88 FERC
61,138 (1999).

“83ee id.; New England Power Pool, et al., 87 FERC 1 61,043 (1999).
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2. Congestion Management

In the Final Rule, the Commission concluded that an RTO must ensure the
development and operation of market mechanisms to manage congestion. 49 The market
mechanisms must provide transmission customers with efficient price signals regarding
the consequences of transmission use decisions. We asserted that these pricing proposals
should ensure that (1) the generators dispatched in the presence of transmission
constraints are those that can serve system loads at least cost and (2) limited transmission
capacity is used by market participants that value that use most highly. The Final Rule
did not prescribe a specific congestion pricing mechanism; instead, RTOs have
considerable flexibility to propose a congestion pricing method that is bested suited to
their circumstances.

Rehearing Requests

Dynegy argues that because congestion management is a"hot" topic, the
Commission should hold a technical conference on issues surrounding congestion
management and RTOs.

TDU Systems requests clarification that the Commission has not mandated or
approved the auction of limited transmission capacity to the highest bidder in al
circumstances. TDU Systems asks whether the market participant who can pay the most

for the capacity is necessarily the one who will maximize the overall societal benefits of

“FERC Stats. & Regs. 131,089 at 31,126.
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obtaining it and whether the entity that can afford to pay the most on that day isthe

supplier who can pay the going rate specifically because it has decided to avoid serving
loads of poorer residential consumers. TDU Systems state that, while they do not expect
the Commission to have immediate answers to these questions, they urge the Commission
to make clear that the subject remains open for discussion. TDU Systems contends that,
otherwise, unfettered reliance on market mechanismsin transmission pricing may become
arecipe for new forms of undue discrimination.

Commission Conclusion

We deny Dynegy's request, as part of this rehearing order, to direct atechnical
conference on congestion management issues. We agree that congestion management
Issues may be significant and controversial and expect that parties will use the
collaboration process to tackle these issues.

Asrequested by TDU Systems, we confirm that Order No. 2000 does not mandate
or pre-approve any particular form of market mechanism for congestion management.
Furthermore, we agree that congestion pricing must satisfy the same standards as any
other rate, term or condition of service, i.e., just, reasonable, and not unduly
discriminatory or preferential. We encourage that parties use the collaborative process to

identify their concerns about congestion pricing.
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3. Ancillary Services

In the Final Rule, the Commission con