November 21, 2008

W. Terry Boston,

President and CEO

PJM Interconnection L.L.C.

955 Jefferson Avenue

Norristown, PA 1940

(by regular mail and electronic service)

Mr. Howard Schneider

Chairman, PJM Board of Managers
PJM Interconnection L.L.C.

955 Jefferson Avenue

Norristown, PA 1940

(by regular mail and electronic service)

RE: Installed Reserve Margin should be 15.3% for 2012/2013
Dear Mr. Boston and Board of Managers:

Old Dominion Electric Cooperative, PJM Industrial Customer Coalition (PJMICC), Blue
Ridge Power Agency, American Municipal Power - Ohio, Inc., Public Power Association of
New Jersey, Duquesne Light, the Portland Cement Association, District of Columbia Office of
the People’s Counsel, Hagerstown Light Department, Indiana Municipal Power Agency,
Maryland Office of People’s Counsel, Division of the Public Advocate for the State of Delaware,
Allegheny Electric Cooperative Inc., Southern Maryland Electric Cooperative Inc., North
Carolina Electric Membership Corporation, Delaware Municipal Electric Corporation, Inc., the
Borough of Chambersburg, Pennsylvania and the Office of the Ohio Consumers’ Counsel
(collectively “Concerned Consumers”) are electricity consumers or represent electricity
consumers within the PJM footprint. In addition, the Pennsylvania Public Utility Commission
supports the recommendation of the Concerned Buyers contained in this letter. Concerned
Consumers benefit from and pay the bills for reliability in PJIM. Concerned Consumers are
second to none in support of operating and maintaining a reliable electric grid and Concerned
Consumers recognize that PIJM has consistently met or exceeded reliability criteria, including the
1 day in 10 years resource adequacy standard.

Concerned Consumers also appreciate the open and iterative stakeholder process that has
enabled our experts to thoroughly understand PJM’s Reserve Requirement Study (“Study’) and
to offer a viable alternative Installed Reserve Margin (“IRM”) calculation for your consideration.
A technical presentation of Concerned Consumers’ alternative was presented and discussed at
the Planning Committee meeting on September 17, 2008, and at the Markets and Reliability
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Committee meeting on September 24, 2008, and a summary presentation of the
recommendations was presented and discussed at the Members Committee meeting on
November 20, 2008.

Analysis by Concerned Consumers’ experts has demonstrated that PIM's IRM
calculations are excessively conservative and unnecessarily increase costs for PJM consumers.
Upon our request, PJM reran its analysis changing only one input: the amount of generation
reserves available from the World during an emergency event (“World Reserves™). Inre-
running the analysis, the amount of World Reserves assumed to be available was increased by
less than 1 percentage point to 17.2 % from PJM’s World Reserves number of 16.3%. This
small (and demonstrably conservative) input change, which is the average of reserves historically
available over the past 11 years, decreased the recommended PJM IRM of 16.2% by 0.9% to
15.3%. The resulting IRM of 15.3% fully meets all NERC and RFC reliability requirements and
still reflects a cautious and conservative set of assumptions underlying the calculation.
Accordingly, Concerned Consumers recommend this IRM to maintain reliability at a
significantly lower cost than the IRM initially developed by PJIM Staff. A detailed description of
the reasons for recommending this change is included as Attachment 1 to this letter.

In a nutshell, the PIM staff recommendation reflects the application of three extremely
conservative assumptions that, in combination, result in grossly understating the likely assistance
available from the many electrical systems neighboring PJM. In particular, PJM staff has been
overly conservative in its World Reserves assumption and has not accurately assessed the
amount of World Reserves that would likely be available to assist PIM. PJM’s decision not to
more carefully forecast the World Reserves has resulted in an unduly conservative assessment
that has the effect of unnecessarily raising cost to load.

In its Reserve Requirements Study, PJM initially quantified World Reserves at 21.7%.
However, PJM never used this number in its IRM calculation and without adequate assessment
or explanation chose to use 16.3% as its World Reserves number. In addition, PJM’s decision to
limit the amount of the World Reserves to 16.3% was not driven by PJM’s inability to import
energy during peak periods due to transmission constraints/limits.

In contrast, the 17.2% World Reserve number put forth by Concerned Consumers is
based on a sound approach that looks at historical values and performance and respects transfer
capabilities. When PJM reran its study using the more objective determination of World
Reserves, a more accurate model and IRM recommendation resulted. The approach used by the
Concerned Consumers does not “rely on” external systems for reserve; it simply reflects in a
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realistic (actually, very conservative) way the likelihood that assistance will be available to PJM
in times of emergency. If assistance from World Reserves is severely understated, the result is
an inaccurate estimation of the loss of load probability associated with any level of PJM capacity
reserve. Thus, Concerned Consumers recommend that the IRM for the 2012-13 delivery year
should be 15.3%, as supported by this more realistic analysis.

To be clear, the results that we are asking you to endorse are based on PJM rerunning its
modeling methodology using all of its original assumptions and data except one. As such, the
Board has all the necessary information before it to make a completely informed decision on this
matter and there is no need to delay another year.

Implementation of the more realistic 15.3% IRM resulting from Concerned Consumers’
proposal could save consumers approximately $400 million in the 2012/2013 planning year from
PJM’s recommendation (based on IMM analysis) and would continue to meet NERC’s 1 in 10
year loss of load criteria. This is an excellent opportunity for the Board to take an action that
assures reliability, while also protecting consumers from excessive costs.

Concerned Consumers’ proposal is supported by a majority of PJM stakeholders, as
demonstrated in the Members Committee meeting on November 20, 2008 (on a sector-weighted
vote, 2.92, or 58%, voted in favor). Thus, Concerned Consumers request that the Board support
the majority of stakeholders and endorse the revised IRM calculation.

Sincerely,

[s/ Edward D. Tatum Jr./ /s/ Duane S. Dahlquist/

Edward D. Tatum Jr. Duane S. Dahlquist

Vice President RTO & Regulatory Affairs General Manager

Old Dominion Electric Cooperative Blue Ridge Power Agency

/s/ Robert A. Weishaar, Jr. /s/C_hris Norton

Robert A. Weishaar, Jr. Chris Norton

David M. Kleppinger Director of Market Regulatory Affairs
Susan E. Bruce American Municipal Power — Ohio, Inc

McNees Wallace & Nurick LLC
Attorneys for PIMICC
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/sl James A. Jablonski

James A. Jablonski

Executive Director

Public Power Association of New Jersey

/s/ Gary A. Jack

Gary A. Jack
Assistant General Counsel
Duquesne Light

/s/ Paul R. Williams

Paul R. Williams

President, Liberty Energy Group, Inc
Advisor to Portland Cement Association

/s/ Brian O. Edmonds

Brian O. Edmonds

Assistant People’s Counsel
Office of the People’s Counsel
for the District of Columbia

[s/ Vince Kaminski

Vince Kaminski

Manager of Planning

Allegheny Electric Cooperative Inc.

[s/ Robert Weinberg

Robert Weinberg

Duncan, Weinberg, Genzer & Pembroke,
P.C.

Attorney for Southern Maryland Electric
Cooperative, Inc.

/s/ Paul Hartung

Paul Hartung, PE

Electric Operations Manager
Hagerstown Light Department

/s/ Frank J. Smardo

Frank J. Smardo

Vice President, Market Operations
Indiana Municipal Power Agency

[s/ William F. Fields

William F. Fields

Senior Assistant People’s Counsel
Maryland Office of People’s Counsel

/s/John Levin

John Levin

Assistant Counsel

Pennsylvania Public Utilities Commission

/s/ Diane Huis

Diane Huis, P.E.

Vice President, Resource Planning
North Carolina Electric Membership
Corporation

/s/ Michael D. Sheehy

Michael D. Sheehy

Deputy Director

Division of the Public Advocate
Department of State

State of Delaware
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[s/ Patrick E. McCullar

Patrick E. McCullar

President & CEO

Delaware Municipal Electric Corporation,
Inc.

/sl Jacqueline Lake Roberts

Janine L. Migden Ostrander
Consumer’s Counsel

Jacqueline Lake Roberts

Assistant Consumers’ Counsel

Office of the Ohio Consumers’ Counsel

[s/ John Michael Adragna

John M. Adragna

Denise C. Goulet

Miller, Balis & O’Neil, P.C.

Attorneys for

Borough of Chambersburg, Pennsylvania

cc: Vince Duane, PJM General Counsel, by electronic service
Lynn W. Eury, Vice Chair, PJIM Board of Managers, by electronic service
Ake Almgren, Ph.D, PJM Board of Mangers, by electronic service
John T. Coughlin, J.D., PJM Board of Mangers, by electronic service
John McNeely Foster, PJIM Board of Mangers, by electronic service
Jean D. Kinsey, Ph.D, PJM Board of Mangers, by electronic service
Richard T. Lahey, Jr., Ph.D, PJIM Board of Mangers, by electronic service
William R. Mayben, PJM Board of Mangers, by electronic service
Susan J. Riley, PJM Board of Mangers, by electronic service



Attachment 1

Q&A on the Recommended PJM Installed Reserve Margin for 2012/2013
Dave Scarpignato, ODEC, and James Wilson, LECG, LCC
November 21, 2008

This Q&A document attempts to address some of the question that have arisen in regard to Concerned
Consufkletrstfnate Proposal for PJM s InstakhMmed Reser
Planning Committee, Markets and Reliability Committee, and Members Committee meetings over the

past few months.
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Ql: What 1is the dif
reserve margin
Proposal?

ference bet ween PJMOs recomr
(Al RMo) for 2012/13, and Cor
A: PJM recommends raising the IRM from the current 15.5% to 16.2% (and the resulting

Forecast Pool Requirement, or FPR, would also be changed). The Concerned

Consumers’ Alternate Proposal differs in a single assumption — the assumed capacity
reserve of neighboring systems. It leads to a recommended IRM of 15.3%.

Q2: Who has put forward the alternate proposal, and why?

A: The alternate proposal was developed by load interests concerned that PIM’s
recommendation was excessively conservative and would unnecessarily raise cost to
consumers. The proposal was developed by Dave Scarpignato of Old Dominion Electric
Cooperative and James Wilson of LECG, a consultant to various entities representing the
interests of consumers and buyers in PJM’s Reliability Pricing Model (RPM) capacity
market.

Q 3:  Which stakeholders are supporting the alternate proposal?

A: The alternate proposal is broadly supported by stakeholders affected by reliability in
PJM, and also concerned about its cost — representatives of large and small consumers,
electric distribution companies, and other suppliers. A majority of stakeholders support
the alternate proposal. At the Members Committee meeting on November 20, 2008,
stakeholders did not support PJM’s proposal, with a sector-weighted vote of 2.21 (44%)
in favor. A majority of stakeholders voted in favor of the alternate proposal with a 2.92
sector-weighted vote (58.4%), however, this did not meet the threshold to pass the
motion. PJM’s proposal has primarily been supported by generation owners, who benefit
from a higher IRM, as it leads to higher capacity requirements, prices and payments.



Q4:

Q5:

Q6:

Q7:

Does the Alternate Proposal adhere to all applicable NERC and ReliabilityFirst
reliability criteria?

. Yesit does. The Alternate Proposal adheres to all applicable standards and criteria, most

notably the one-day-in-ten-years resource adequacy criteria. It differs from PJM’s
proposal only in one assumption, about which it adopts a conservative value (in contrast
to PJM’s excessively conservative value).

Is the Alternate Proposal supported by the analysis included in the 2008 PJM
Reserve Requireme nt St udy (AStudyo) ?

. Yes. The Study supports all the assumptions reflected in the Alternate Proposal, and the

Alternate Proposal’s 15.3% reserve margin is documented as Sensitivity Analysis # 34 in
Appendix B.
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Why do stakeholderso6 experts believe that

world for the IRM calculation is excessively conservative?

. There are three assumptions used in PJM’s modeling that, in combination, result in

grossly understating the likely assistance available from PJM’s many neighbors under
peak load conditions in PJM. Each of the three assumptions is very conservative, but it is
only in combination that the impact is an extremely inaccurate representation of the likely
assistance. The three assumptions are the following:

1. The twelve electrical systems neighboring PJM (of which seven have strong ties to
PJM, and five have weak ties to PJM, according to a recent PJM presentation) are
represented as a single system (the “World”);

2. This single external system is assumed to experience its peak load in the same week
as PJM, and likely on the same day, as a result of the modeling approach; and

3. This single external system is assumed to have only the capacity reserve needed to
just meet the 1-in-10-year standard (it will have no excess capacity at all).

What is the effect of these three assumptions on the recommended PIM IRM?

: The combined effect is to represent neighboring systems as collectively unlikely to be

able to provide much assistance to PJM when PJM experiences peak load conditions.

Representing the twelve neighboring systems as a single system, with no excess capacity,
and likely peaking at the same time incorrectly means this external system has little or no
ability to provide assistance to PJM through the various interties. Accordingly, the model
determines that PJM must carry a higher internal IRM to meet the 1-in-10-years standard.

f



Q 8: Why s the representation of the neighboring systems as a single entity unrealistic?

A: As noted above, according to PIJM there are seven neighboring systems strongly
connected to PIM (New York ISO, New England ISO, ECAR, MAIN, VACAR, TVA,
and DLCO), and five additional systems weakly connected. There is substantial diversity
between these geographically-distant neighboring systems in terms of their weather
conditions and electric load at any time, making it extremely unlikely that all would
experience peak load conditions simultaneously with PJM (and even within PIJM there is
enormous diversity; at the time of its 2008 summer peak, the temperature was 66 degrees
Fahrenheit in Chicago at the western extreme of the system).

Q9: Why is the assumption that the AWorl do peal
unrealistic and inaccurate?

A: The “World” consists of twelve geographically distant and climatically diverse systems.
While it may be likely that some of these systems will experience peak load or near-peak
load conditions concurrently with PJM, it is extremely unlikely that all of them will.
Accordingly, it is highly likely that some of these systems will have loads below peak
levels, and some excess capacity, at the time of a PJM peak, and will be able to provide
additional capacity to PIM.

In addition to the inaccuracy of representing the “World” as a single entity, it is also
inaccurate to represent it as peaking in the same week as PJM. Over the past 11 years,
the aggregated “World” has peaked on the same day only three times, and in the same
week only eight times, according to the data included in the Study. And under PIM’s
modeling approach, once the assumption is made that PJM and the World peak during the
same week, the approach also represents a high likelihood that they peak on the same

day, as the model uses a single probability distribution of the weekly peak rather than five
daily probability distributions.

Q10: Why is the assumpt i o Rrin-10 bneedlistit danckinacade? | d 0 i s ¢

A: Before preparing the Alternate Proposal, we reviewed documents from neighboring
systems showing their forecasts of load growth, capacity additions and reserve margins.

Each of the twelve neighboring systems is, like PJM, planned to meet a 1-day-in-10-years
resource adequacy standard. Each of these systems has historically met or, more often,
exceeded this standard. Each of these systems is planning to continue to meet or exceed
this standard, although the specific additional resources that may be needed for 2012/13
may not yet have been specifically identified. These systems have interconnection
queues that suggest more than enough new capacity is “in the pipeline” or in the planning
stages to exceed the standard and provide a surplus in coming years. In some instances
there is already enough existing generation in the the system to be well above the 1-in-10
standard in 2012/13..



Therefore, PJM’s representation of the World as a single system, peaking on the same
day or week as PJM, and with no excess capacity, is extremely inaccurate and grossly
understates the likelihood and magnitude of assistance from neighboring systems during
peak conditions on the PJM system.

Q 11: How do these three assumptions in combination result in the unrealistic and
i naccurate represent?ation of PJMO6s neighbor

A: The three assumptions — “World” as one entity, peaking in the same week, and with no
excess capacity — have the effect of grossly understating the potential assistance only in
combination. If any of the three assumptions is adjusted to be more realistic, the
potential assistance represented in the model is much greater, and the implied PJIM IRM
declines sharply:

1. Ifthe “World” has excess capacity, it will be able to assist PJM even if it is
represented as a single entity peaking at the same time as PJM.

2. Ifthe “World” does not peak at the same time as PJM, it will have some excess
capacity at the time of PJM’s peak even if it is at 1-in-10 and has no excess capacity
on its own peak days.

3. Ifthe “World” were instead represented as seven or twelve neighboring systems, at
the time of the PIJM peak there would be some systems that are not peaking and/or
have excess capacity on a planning basis, and would be able to assist PJIM, even if
one or more of the other systems was not in a position to assist.

Thus, it is only in combination that these three unrealistic and inaccurate assumptions
lead to grossly understating the potential assistance from neighboring systems; modifying
any of the three assumptions to a more realistic value, and the assistance represented is
much greater, and the required PJM IRM goes down sharply. The Alternate Proposal
involves changing only one of the three assumptions.

Q 12: Is PIM applying the industry standard approach and assumptions in its modeling of
the outside world to determine a recommended IRM?

A: No. PJM methods and models were developed internally many years ago. The standard
approach in the industry is to perform a multi-area simulation, such as accomplished by
GE’s Multi-Area Reliability Simulation (GE-MARS) software. PJM has this model but
uses it only for sensitivity analysis.

Q 13: Would the industry standard approach result in more or less external assistance
than PJMG6s approach?

A: The industry standard approach would represent a greater level of external assistance than
PJM’s approach. This is because with a multi-area simulation, external systems would be



modeled as separate and diverse, rather than aggregated into a single “World” region. In
addition, under a multi-area simulation, the likelihood that each system peaks on the
same day or week as PJM would be represented consistent with historical data, in
contrast to PJM’s assumption that PJM and the “World” peak in the same week.
Consequently, under a multi-area simulation, even if external systems are assumed to
have no excess reserve (to be at 1-in-10), a multi-area simulation would represent a larger
and more realistic amount of external assistance than is reflected in PJM’s modeling.

Ql4: What exactly is the changed assumption usec«
Alternate Proposal?

A: The Concerned Consumers’ Alternate Proposal assumes that the “World” hasa 17.2
percent installed reserve margin in 2012/13. This compares to PJM’s assumption of 16.3
percent (corresponding to the assumption that the entire “World” is at 1-in-10 and has no
excess capacity). By contrast, according to the Study, the forecast “World” installed
reserve margin is 21.7 percent, or 18.4 percent on an unrestricted basis (without
considering load management programs).

Q15: On what basis was 17.2 percent selected as
the Alternate Proposal?

A: This value is based upon a very conservative estimate of the average assistance available
over the past eleven years, based on data included in the Study. The estimate accepts all
the other unrealistic conservative assumptions used in the model, such as the World is a
single entity. The estimate also accepts the very conservative Capacity Benefit Margin
value of 3,500 MW.

For each of the past eleven years, we estimated the amount of assistance available at the
time of the PIM peak, by subtracting the World unrestricted load at the time from the
World peak load for the year (for which the “World” system, presumably, had sufficient
capacity to meet the 1-in-10 standard). We then took the lesser of this value or the
Capacity Benefit Margin (3,500 MW), as a very conservative estimate of the assistance
available at the time of the PJM peak that year. The average of these values for the past
eleven years was 2,971 MW. The 17.2 percent World reserve margin is the reserve
margin that matches this amount of assistance being available, in effect, to the PJIM
system (the “Capacity Benefit of Ties”). Note that this value is still well below PJM’s
forecast of World reserves (restricted or unrestricted).

Q 16: The approach to estimating the assistance available and the 17.2 percent World
reserve margin focused on PJM peak conditions; how would the estimate likely
change if a broader range of system conditions were considered?

A: Focusing on PJM peak conditions results in a conservative estimate; an estimate based on
a broader range of conditions would likely lead to an even higher estimate of the



assistance available. This is because there will be some correlation between World peak
loads and PJM peak loads. Overall, the World load levels under non-peak PIM
conditions will be lower, and will suggest more assistance available on average. So a
more comprehensive analysis estimating the assistance available under a broader range of
conditions would very likely result in a higher estimate of the assistance available.

Q17: IstheAlternat e Proposal 6s approach to represent.
external world a new approach, and a departure from the established procedures
for determining PJM6s | RM?

A: No, the Alternate Proposal’s assumption is similar to what was used in the 2006 Reserve
Requirement Study. That study reflected a much larger amount of assistance from the
outside world; it was only in the 2007 and 2008 studies that the combination of the three
factors mentioned above (“World” as single entity, peaking simultaneously with PJM,
and with no excess capacity) came together to grossly understate the outside assistance.
For the 2007 study, PJM changed the assumption regarding the timing of the World and
PJM peaks, introducing the assumption that World and PJM peak in the same week.
While stakeholders opposed the increase in the IRM last year (at the Members’
Committee level), stakeholders did not put forward an alternate proposal at that time.

In the 2008 Study using PJM’s assumptions, the “Capacity Benefit of Ties” (the amount
by which the PJM reserve margin declines due to assistance from the outside world, a
measure of the impact of such assistance) was only 1.18 percent of forecast load, or 1,700
MW. By contrast, in the 2006 study, it was reported as 1.8 percent.

Q 18: If PIJM assumes neighboring systems are likely to have excess capacity and be able
to provide some assistance during peak load circumstances, does this mean PIJM is
in effect relying on neighboring systems to provide it with capacity reserve?

A: No. Thisapproach does not “rely on” external systems for reserve, it simply reflects in a
realistic (actually, very conservative) way that sufficient assistance is very likely to be
available. If such assistance is ignored or understated, the result is an inaccurate
estimation of the loss of load probability associated with any level of PJM capacity
reserve.

As a simple, illustrative example, suppose the PJM system were built to a 1-in-10
standard assuming no external assistance, but in fact such assistance is available during
peak periods, three times out of four. Then, in effect, the PJM system’s reliability is 1-in-
40-years, because in three of four instances when an isolated system would have suffered
an outage, the outside world will be able to provide assistance, and only one in four such
events results in an outage. This simple example illustrates that to adopt assumptions that
are known to be wrong and to distort the loss of load expectation calculation, and to build
the system accordingly, is to fail to build to the 1-in-10 standard (instead building to
something more stringent). Since 1-in-10, not 1-in-40, is the criteria, relying on



Q 19:

Q 20:

assumptions that are known to be inaccurate would impose unnecessary and
inappropriate excess costs on consumers.

In a recent presentation (Oct. 15, Planning Committee), PJM provided a revised
AWorl do reserve calculation focusing
PJM. Was this revised approach a reasonable way to estimate World reserves?

No. While it is reasonable to focus on the strongly connected systems, there are at least
two substantial flaws in the approach reflected in this presentation. First, PJM apparently
took data from NERC that suggests some of these systems will have capacity well below
the 1-in-10 level in 2012/13. However, according to NERC’s recent 2008 Long Term
Reliability Assessment, every one of these neighboring systems is expecting to continue
to meet or exceed the 1-in-10 standard.. Second, PJM continues to aggregate all these
systems together, combining systems that are expected to have excess capacity with
others for which at present there is not NERC data to support a forecast of adequate or
excess capacity.

A more realistic approach (assuming we must still create a single “World” aggregate for
modeling purposes) would be to use the reserve forecasts by neighboring control areas
and regions, rather than incomplete and inaccurate NERC data, to validate our Alternate
Proposal. This is exactly what was done with the Alternate Proposal and the proposal is
valid. PJM itself has acknowledged at several meeting that the NERC data upon which
it critiqued the Alternate Proposal is highly flawed. Note that the Alternate Proposal is
based on actual, historic World reserves at times of the PJM peak and not forecasts by the
regions or NERC..

PIM6s world reserves calcul ations ar e
recent NERC data show with regard to

NERC released its 2008 Long-Term Reliability Assessment in October, 2008. This
assessment provides estimates of the capacity reserves that are generally much higher
than PJM has assumed. For instance, PIM’s presentation to the Members Committee
shows 13% for NY and 10% for VACAR (slide 4); NERC now reports (see table,
appended to this document) 18.7% for NY and 162% for VACAR for 2012/13, based on
estimated potential resources reflecting commercial probabilities. NERC’s map showing
when the various regions fall below the 1-in-10 criteria (also appended to this document)
now suggests that the systems adjacent to PJIM will have excess capacity in 2012/13.

only
basect
nei ght



lll. Impact of the Choice of IRM

Q 21: What is the potential impact of the IRM decision faced by PJM, its stakeholders,
and its Board?

A: The Alternate Proposal, compared to PJM’s proposal, would result in a lower Reliability
Requirement to be purchased through PJM’s RPM capacity mechanism; this would
reduce the amount of excess capacity procured through RPM (RPM, like its predecessor
capacity mechanism, has always procured excess capacity for the RTO, and the amount
of the excess has every year exceeded the amount by which the PJM and Alternate
Proposal’s recommendations differ). PJM can be expected to have excess capacity and
adequate reliability under either proposal; the main impact of the choice is on the cost to
consumers.

Depending upon the supply offered in the 2012/13 RPM base residual auction, the higher
capacity demand under PJM’s proposed IRM could raise RPM prices by $8 to $20 per
MW-day relative to the Alternate Proposal, with an impact on RPM cost of $400 million
to over $1 billion (before taking into account an unknown fraction of self-supply and
bilaterally contracted capacity). The Independent Market Monitor estimated the impact
at $400 million, as reported at the Members Committee meeting on November 20, 2008.

Q22:. I n a recent presentation, PJM suggested t hz¢
in the IRM would be $23 million, and the impact on RPM price could be $5.50/MW-
day. Does this contradict the above numbers?

A: No, the calculations are consistent. PJM’s analysis identified only the cost of the
additional capacity that might be cleared under PJM’s proposed IRM compared to last
year’s IRM. It did not compare PJM’s proposed IRM to the Alternate Proposal. Nor did
it estimate the impact of the increase in RPM price on consumer cost, by multiplying by
the cleared quantity.

Q 23: The Alternate Proposal results in a lower IRM than PJM proposes. What can PIM
do if the IRM is set at a level that later turns out to have been somewhat low?

A: As described above, the IRM determines the amount of capacity to be procured through
RPM; a lower IRM will likely result in procuring somewhat less capacity for the future
delivery year. However, RPM already targets procuring 1 percent more than the IRM
requires and there is a lot of reliability conservatism built into RPM. Additionally, the
RPM base auction for a delivery year is held over three years in advance of the delivery
year (in May 2009 for the 2012/13 delivery year). If, after the base auction, conditions
change and the updated Reliability Requirement has increased, RPM provides for
“incremental auctions” through which additional capacity can be procured if needed. If



IV.
Q 24:

Q 25:

the quantity procured in the base auction no longer meets an updated Reliability
Requirement, additional capacity can be procured (and the procedures for incremental
auctions are currently being revised to further enhance PJM’s ability to adjust capacity
procurement through incremental auctions). Thus, RPM’s incremental auctions provide
additional opportunities to increase the amount of capacity PJM has contracted for the
delivery year.

It should also be noted that the IRM and corresponding Reliability Requirement should
not be considered a firm constraint on capacity procurement, but instead “the target
around which, over many years, levels of procurement capacity should fluctuate”, as a
PJM official has described it. (Reply Testimony of Michael J. Kormos, PIM
Interconnection, L.L.C., Maryland PSC Case No. CN-9117, October 30, 2007).

Other Ways the PJM Proposal is Excessively Conservative

Are there other assumptions in the 2008 Reserve Requirement Study that lead to
overstating the necessary IRM?

Yes. Other than the World reserves assumptions, two other aspects in particular are also
causing the IRM to be overstated: the outage rates assumption, and the Load Model
Period assumption. However, to leave the resulting IRM highly conservative, the
Alternate Proposal does not involve any change to these assumptions.

How do the outage rates used in the 2008 Reserve Requirement Study contribute to
avery conservative IRM?

The Study states that outage rates are increasing, and that this drives the increase in
recommended IRM this year. However, it is only the five year average outage rate used
in the Study that has increased. Outage rates in PJM have actually declined in two of the
past three years (as shown in Study Figure 11-3) and are expected to continue to decline in
the coming years through 2012/13 and beyond (as shown in Study Appendix K, Tables
K-1, K-3, K-5, K-7).

More important, PJM last year implemented its new capacity mechanism, RPM, which
includes strong new generation performance incentives. These incentives were promoted
as a major benefit of RPM that should increase availability and lower outage rates. In
assuming outage rates will increase, the Study seems to ignore the anticipated impact of
RPM or assume RPM will be ineffective.

In fact, the outage rates of capacity offers into RPM have been declining year to year,
suggesting that RPM is having the intended incentive impact. Compared to the 6.44%
average EFORd assumed in the Study, the average EFORd values reflected in RPM
capacity offers have been in the 5.0% to 5.5% range.



Furthermore, the Study uses EFORd outage rates, reflecting outage frequencies on an
annual basis. More relevant for the Study’s purpose would be to use peak period outages
rates (EFORp), which are generally lower.

The higher outage rates assumed in the Study are another substantial source of
conservatism that is retained in the Alternate Proposal.

Q26: How did the choice of ALo&d Model Periodo

A: PJM’s models use historical load data to determine the probabilistic representation of
peak loads. Recently, seven to ten years of historical data have been used for this
purpose. It should be expected that whether seven or ten years of historical data are used
for such calibration should have little impact on the resulting target IRM in a well-
structure model. However, this is not the case, as shown by Study Sensitivity Case #11,
p- 59. While using ten years of historical load data results in PJM’s recommended 16.2%
IRM, if, instead, nine years or seven years of historical load data is used, the
recommended IRM drops to only 15.2% (less than the Alternate Proposal recommends).
Thus, the choice to use ten years, rather than some other period, is highly conservative
and sharply increases the recommended IRM (averaging the results for 7-, 8-, 9-, and 10-
year load model periods, shown in Sensitivity Case #11, would result in a recommended
IRM of 15.6 percent). Selection of an alternate load model period, in combination with
the changed World reserve assumption used in the Alternate Proposal, would likely lead
to an even lower target IRM than recommended under the Alternate Proposal.

V. Summary and Conclusion

Q27: Why should PJMG6s Board of Managers endor se
Installed Reserve Margin for 2012/137?

A: The Alternate Proposal results in a highly conservative calculation of the PJM installed
reserve margin to achieve the once-in-ten-years resource adequacy criteria. The
Alternate Proposal comes from the stakeholders who represent the harmed parties if
reliability is jeopardized -- consumers. These stakeholders are motivated to make
appropriate trade-offs between reliability and its costs. The Alternate Proposal is still far
to the conservative end of that trade-off, changing only one assumption and leaving
several other conservative assumptions in place. It maintains and does not jeopardize
reliability, while saving consumers an estimated $400 million.



Figure 1: Net Capacity and Adjusted Potential Resources compared to NERC’s Reference
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Source: 2008 Long-Term Reliability Assessment, North American Electric Reliability Corporation (NERC),
October 2008.




Table 13c: Estimated 2012 Summer Margins (%), Resources and Demands (MW)

Existing
Exsting Certain and
Certain and Net Firm Net Adjusted Total NERC
Met Firm Met Adusted Total Trans- Capacity Potential Fotentid  Reference

Met Intemal  Trans- Capacty  Potential Fotential adions  Resources Resources Resources  Margin
Demand adions  Resources Resources Resources — Margin Vargin Margin Margin Level

(MW) (MW) (VW) (VW) (VW) (%) (%) (%) (%) (%)
United States
ERCOT 58,833 72 486 78,843 86,397 116,615 50% 12.7% 20.3% 41.0% 11.1%
FRCC 48212 52,817 59,979 59,979 594979 87% 19.6% 19.6% 19.6% 13.0%
VRO 44953 45221 49 529 54,029 61,324 05% 9.2% 16.7% 26.6% 13.0%
NPCC 61,065 69,585 72,923 72923 84901 12.2% 16.3% 16.3% 281%
New England 27,541 31,248 31,673 31,673 43651 11.9% 13.0% 13.0% 3B.9% 13.0%
New York 33524 38,339 41,2580 41,2580 41,250 126% 18.7% 18.7% 18.7% 13.0%
RFC 188,900 213,787 219,492 22791 255072 11.6% 13.9% 17.1% 259%
RFC-MISO 65,200 70,076 72,540 74493 77,322 7.0% 10.1% 12.5% 15.7% 12.8%
RFC-PJM 127,600 141,542 144,783 150,943 175,581 99% 11.%% 15.5% 27.3% 12.8%
SERC 214,834 233 581 240,273 268712 276,703 8.0% 10.6% 20.1% 224%
Central 44732 48,848 50,304 54774 56,778 84% 11.1% 18.3% 212% 13.0%
Delta 30,352 29,655 29,655 41,259 437391 -24% 24% 26.4% 30.1% 13.0%
Gateway 20,000 23,787 24,332 28839 28839 15.9% 17 8% 30.6% 30.6% 13.0%
Southeasten 53,896 57,736 53,418 65218 67,833 6.7% 9.3% 17.4% 205% 13.0%
VACAR 65,854 73,556 76,565 78622 79,862 10.5% 14.0% 16.2% 17.5% 13.0%
SPP 46,248 48 623 54,328 62975 57,981 49% 14.9% 26.6% 320% 13.0%
WECC 149,137 166,578 175,431 175435 184,342 10.5% 15.0% 15.0% 19.1% 12.1%
AZ-NVESNYV 34,802 35,026 37,087 37,091 38,399 0.6% 6.2% 6.2% 94% 11.7%
CANX US 60,731 64,899 72,021 72021 77521 654% 15.7% 15.7% 21.7% 13.3%
NWPP 41,004 53,809 52123 52123 54472 23.8% 21.3% 21.3% 247% 11.9%
RIVPA 13,047 12,852 14,744 14744 14,744 -1.5% 11.5% 11.5% 11.5% 105%

1,008361 1,106917

Canada
MRO 6,394 7613 8,048 8,048 848 16.0% 20.6% 20.6% 206% 130%
NPCC 49143 62,761 69,586 71,976 72444 21.7% 29 4% 3.7% 322%
Maritimes 3,289 6,526 6,526 6,580 6,723 49 6% 49 6% 50.0% 51.1% 13.0%
Ontario 23788 24 504 30473 32809 33135 2%% 21.5% 27 5% 282% 14.5%
Quebec 22 065 31,731 32 587 32587 32587 305% 2.3% 32.3% 323% 9.1%
WECC 19,984 21,889 2912 2912 265198 8.7% 12.8% 12.8% 20.7% 102%

Mexico
WECC CA-MX Mex 2,769 2,356 272 2722 2R -17.5% -1.7% -1.7% 14.4% 125%

997,302 1,054,066 1,114,019

* MISO and PJM information does not sum to the RFC total due to the handling of OVEC data. RFC information is only for
demand and capacity within its region.

Source: 2008 Long-Term Reliability Assessment, North American Electric Reliability Corporation (NERC),
October 2008.



