September 14, 2007

Ms. Kimberly D. Bose

Secretary

Federal Energy Regulatory Commission
888 First Street, N.E.

Washington, D.C. 20426

Re: Enhancing Competition in Wholesale Organized Electric Markets under ADQ7-7
Dear Ms. Bose:

The Market Monitoring Unit of PIM (“MMU”) is pleased to submit comments on the
Commission’s June 22, 2007 Advanced Notice of Proposed Rulemaking (ANOPR)
regarding proposals to improve markets in RTOs and ISOs.

The comments we are filing today represent solely the opinions and recommendations
of the MMU and should not be construed as representing the views of PJM
Interconnection, L.L.C. (“PJM”). The filing was prepared independently by the MMU
without input or review from PJM and the MMU is solely responsible for the contents.

1 Demand Response and Pricing

The PIM MMU agrees with the Commission’s position that markets require both a price
responsive supply side and a price responsive demand side to function effectively.
Currently the price responsiveness of the demand side of wholesale electricity markets is
underdeveloped. It is widely recognized that wholesale electricity markets will work
better when a significant level of potential demand-side response is available in the
market. As noted by the Commission, the PJM wholesale market demand-side
programs, and the programs in other RTO/ISOs should be understood as one relatively
small part of a transition to a fully functional demand side for its energy market. A fully
developed demand side will include retail programs and an active, well-articulated
interaction between wholesale and retail markets.

A functional, price responsive demand side of the electricity market does not mean that
all customers curtail usage at specified levels of price. A fully functional, price
responsive demand side of the electricity market does mean that the default energy price
for all customers will be the day-ahead or real-time hourly LMP. Customers will be able
to choose to pay the real-time prices or to hedge their exposure to those prices using an
intermediary. A fully functional, price responsive demand side of the electricity market



does mean that all or most customers, or their designated intermediaries, will have the
ability to see real-time prices in real time, will have the ability to react to real-time prices
in real time and will have the ability to receive the direct benefits or costs of changes in
real-time energy use, based on real-time energy prices. If these conditions are met,
customers can decide for themselves the relationship between the price of power and the
value of particular activities, from operating a production plant to running a commercial
building to running a residential air conditioner. The true goal of demand-side
programs is to ensure that customers can make informed decisions about energy
consumption. Customers can and will make investments in demand-side management
technologies based on their own evaluations of the tradeoffs among the price of power,
the value of particular activities and the costs of those technologies.!

A functional, price responsive demand side of wholesale energy market does not
necessarily mean that prices will be lower than they otherwise would be. A functional,
price responsive demand side of these markets does mean, however, that customers will
have the ability to make decisions about levels of power consumption based both on the
value of the uses of the power and the actual cost of that power.

A functional, price responsive demand side of the wholesale electricity market would
also send explicit price signals to suppliers, inducing more competitive behavior among
suppliers and providing a market-based limit to suppliers’ ability to exercise market
power. If customers had the essential tools to respond to prices, then suppliers would
have the incentive to deliver power on a cost-effective basis, consistent with their
customers’ evaluations.

Participation of Demand Resources in Certain Ancillary Services
Markets

The MMU agrees with the Commission’s proposal that RTO or ISOs include “demand
resources in its markets for certain ancillary services, similar to any other resources, if
the resources meet the necessary technical requirements and the resources submit a bid
under the generally-applicable bidding rules at or below the market-clearing price” and
the inclusion of such resources would improve market efficiency and reliability.2
Demand resources can, and do, play a role in several of PIM’s markets for “energy
imbalance, spinning reserves, and supplemental reserves, as defined in the pro forma
OATT, or their functional equivalents in an RTO or ISO tariff.”> As recognized by the

1 The material in this section draws heavily from: PIM Market Monitoring Unit, 2006 State of
the Market Report, Volume Il, pp. 89 — 101.

2 119 FERC 1 61,306 (2007) (ANOPR) at ] 59.
3 ANOPR at 1 59.



Commission, demand resources, which meet minimum technical and volumetric
requirements, can provide certain operating reserves in PJM.4

Elimination of Deviation Charges for Demand Response

The Commission proposes that RTOs consider eliminating demand related deviation
charges in the energy market for using less energy in the real-time market than
purchased in the day-ahead market. The Commission asks for consideration of this
change both in the presence and the absence of system emergency circumstances. The
stated intent of the proposals is “to eliminate a disincentive for demand response in the
real-time market.”> While the MMU agrees that there are substantive, and in some cases,
unjustified barriers to effective and efficient participation by price responsive demand in
the wholesale market, the MMU does not agree that demand related deviation charges
are among them, nor does the MMU believe that the eliminations of such charges would
improve the efficiency of the wholesale market.

PJM currently does not apply a deviation charge for a load reduction from day-ahead to
real-time during a system emergency.

A participant’s deviation in demand or supply, between day ahead and real time, affects
system costs. Day ahead demand and supply schedules result in day ahead generation
unit commitments and scheduling. PJM charges both demand and supply participants
when they deviate from day-ahead schedules or from real-time dispatch because such
deviations cause operating reserves charges or “uplift.” These charges serve as an
incentive for accurate scheduling and to encourage compliance with dispatch
instructions.

Role of Demand Side Aggregators

The Commission stated:

The Commission is considering a proposal to require RTOs and 1SOs to
amend their market rules as necessary to permit an ARC to bid a demand
reduction on behalf of retail customers directly into the RTO’s or I1SO’s
organized markets. This proposal is intended to remove a barrier to
demand response in some RTO and ISO energy markets by allowing an
ARC to act as an intermediary for many small retail loads that cannot
individually participate in the organized market because they lack

4 ANOPR at 1 59.
5> ANOPR at 1 62.



standing as an LSE or because they individually cannot meet a
requirement that a demand response bid be of minimum size.”¢

PJM currently allows such aggregation.

Demand Side Compensation and Double Counting

The Commission requested comments on “whether aggregation of retail customers
allows inappropriate compensation when a retail customer is paid for wholesale
demand reduction and also saves in its retail bill from the same demand reduction.”” As
reported in the MMU'’s August 2006 report to the Commission, these payments, if
properly structured, provide an appropriate price signal to load, in the absence of real
time wholesale signals at the retail meter.8 As stated in the report, the goal of the
incentives associated with economic load response programs should be to replicate the
price signal to load that would exist if load were exposed to the real-time wholesale
price. The real-time hourly LMP is the appropriate price signal as it reflects the
incremental value of each MWh consumed.® The hourly LMP would replace only the
generation component of retail rates in order to provide the appropriate wholesale
market price signal to load. To the extent that economic load response programs are
wholesale programs, the goals of these programs should be to ensure that the
appropriate wholesale price signal is provided to load. These programs should not
address retail rate issues. The design of retail incentives is a matter for state public utility
commissions.

In the absence of an LMP related payment program for economic load response, for an
individual customer on a standard fixed retail rate, the savings that result from a load
reduction equal the applicable retail rate. If the customer pays a total retail rate of $150
per MWh, the customer saves exactly $150 when consumption is reduced by 1 MWh.
Standard retail rates include payments for generation, transmission and distribution. If
the customer paid the LMP for each MWh used, rather than the generation component
of retail rates, the savings to the customer, including both wholesale and retail
components, would equal the LMP plus the transmission and distribution component of

& ANOPR at 1 69.
7 ANOPRat 73

8  PJM Market Monitoring Unit, Assessment of PJM Load Response Programs, Docket No.
ER02-1326-006, August 29, 2006. (http://www.pjm.com/markets/market-
monitor/downloads/mmu-reports/dsr-report-2005-august-29-%202006.pdf)

9  This does not mean that every retail customer should literally be required to pay the real-
time LMP. However, it would provide the appropriate price signal if every retail customer
were obligated to pay the real-time LMP as a default. That risk could be hedged via a
contract with an LSE or other intermediary.



retail rates for a 1 MWh reduction. From a wholesale market perspective, the savings to
the customer would equal the LMP. This is the appropriate price signal and this is the
price signal that an economic load response program should be designed to replicate.

The situation is somewhat different, from a wholesale market perspective, if the LSE
pays the LMP to purchase the energy required to serve the customer at a fixed retail rate.
In this case, the savings to the LSE from a reduction of 1 MWh by the customer equal the
difference between the avoided cost to the LSE, or the LMP, and the generation
component of the retail rate. Thus, if the LSE pays the LMP to purchase energy to serve
the customer, the wholesale-related savings received by the customer, paying a fixed
retail rate, will be less than the amount saved by the LSE when the LMP is greater than
the generation component of the retail rate. In the absence of an LMP related payment to
the customer, the difference between the savings to the LSE and the savings to the
customer equal the difference between the LMP and the generation component of retail
rates.

It is this difference between the actual market price, LMP, and the price signal faced by
the retail customer that creates the need for demand side programs of the type created
by PJM. The programs, when designed properly, match the benefits from reducing load
with the value of the load reduction, as measured by the market price.

The design of PIM’s Economic Program reflects a compromise between the benefits that
would be received by a customer paying LMP plus a fixed retail rate covering
transmission and distribution charges and the benefits received by an LSE serving a
retail customer under a fixed retail rate covering generation, transmission and
distribution.

The optimal payment under PJM’s Economic Program whether LMP is above or below
the $75 per MWh threshold would be the LMP less the generation component of retail
rates, because the generation component of retail rates is a substitute for the LMP. If a
customer is paying $40 per MWh for energy (generation component) in retail rates but
by reducing load eliminates the need to purchase a MWh at $900 per MWh, the benefit is
$900 per MWh. The customer receives $40 per MWh of that benefit by not paying the
generation component of the retail rate and should receive the balance, $860 in this
example, from the LSE payment.

The result of the payment structure in PJM’s Economic Program is that the LSE serving
the curtailing load pays that load the LMP less the generation and transmission
component of retail rates. The LSEs in the zone where the curtailing load resides pay the
generation and transmission component of rates to the curtailing load when the LMP is
greater than $75 per MWh. The result, when LMP is greater than $75 per MWH, is that
load receives payments from both sources under the Economic Program and the total
payment equals the LMP. Given that the optimal payment to curtailing loads would be



the LMP, adjusted only for the generation component of retail rates, the payments by
zonal LSEs represent a subsidy to curtailing loads to the extent that they cover the
generation component of retail rates, but do not represent a subsidy to the extent that
they cover the transmission component of retail rates. This assumes that the
transmission and generation components of retail rates can be unbundled, which is a
reasonable assumption.

The goal of PJIM’s Economic Program incentives is to ensure that customers on retail
rates with an embedded generation component that is not linked to the market LMP see
the appropriate price signal. The Economic Program provides an accounting
mechanism, managed by PJM, that requires the payment of the real savings that result
from load reductions, or a share of them under a contract, to the load reducing
customer. Such a mechanism is required because of the complex interaction between the
wholesale market and the incentive and regulatory structures faced by LSEs and
customers.

The broader goal of the Economic Program is to transition to a structure where
customers do not require mandated payments but where customers see and react to
real-time wholesale market signals or enter into contracts with intermediaries to provide
that service. The optimal design would be related solely to wholesale market incentives
and would not distinguish between load reductions above or below $75 per MWh. Even
as currently structured, the Economic Program represents a minimal and relatively
efficient intervention into the markets.

Modify Market Power Mitigation Rules to Improve Demand Side
Response

The Commission seeks comment on four potential ways to modify market power
mitigation rules to allow the market price to “better reflect the value of lost load in an
emergency situation, and to thereby provide an incentive for load to respond during
emergencies.” In short, each proposal outlines ways that prices could be raised in real
time wholesale markets in times of emergency.

As a general matter, the PJIM MMU agrees that market power mitigation rules should be
designed to allow scarcity pricing when and where appropriate. Scarcity exists when the
total demand for power approaches the generating capability of the system. Scarcity
pricing means that market prices reflect the fact that the system is close to its available
capacity and that competitive prices may exceed accounting short-run marginal costs.
Under the current PJM rules, administrative scarcity pricing, based on the scarcity
pricing provisions in the Tariff, results when PJM takes identified emergency actions
and is based on the highest offer of an operating unit. As noted in its 2006 State of the



Market Report, the PIM MMU has recognized that PJM’s administrative scarcity
program needs further refinement.

While scarcity pricing is a legitimate feature of competitive markets, it is not clear that
the Commission’s proposals would achieve the goal of having market prices “better
reflect the value of lost load in an emergency situation, and to thereby provide an
incentive for load to respond during emergencies.”

First, the Commission proposes raising energy bid caps and market-wide caps during
system emergencies. Specifically, the Commission notes that while, in defined periods of
tight supply, PIM’s market rules remove sellers’ bid caps (which allows scarcity pricing)
“the market-wide $1,000 per MWh offer cap” is retained. The Commission asks whether
it makes sense to raise this market-wide cap so that “the real-time market could clear at
a price above the current cap (and) customers could decide whether to purchase energy
at this higher price, and those who place a higher value on energy could continue to buy
it while those who do not value it as highly could reduce their demand.”

The problem with such an approach is that at present customers do not have the tools or
information to make, implement and be compensated for these decisions. As noted, the
goal is to ensure that every customer sees a market price signal, has the ability to react to
that price signal and can benefit from reacting to that price signal. In the absence of retalil
rates that expose customers to real time prices, these conditions do not exist. In the
absence of a wide deployment of advanced meters, these conditions do not exist.
Without these conditions, higher prices will result in a transfer of wealth but not
increased efficiency. Without these conditions, customers do not have the incentive to
and cannot express their willingness or unwillingness to pay market prices.

The same issues exist with the Commission’s proposal to raise offer caps on demand
bids only as a way “to reduce demand during an emergency.? In addition, it is not
consistent with fundamental market logic to permit demand to increase price but not
supply. This approach also creates new opportunities to exercise market power.

The Commission’s third proposal addresses the use of administrative tools to raise
prices during conditions of scarcity. The intent would be to provide market signals to
assure reliability “by reducing demand significantly during a shortage.”'* This proposal
is a form of administrative scarcity pricing. The MMU agrees that such approaches to
scarcity pricing are appropriate and consistent with market efficiency with or without
reference to encouraging demand side participation.

10 ANOPRat 7 78.
I ANOPR at 1 79.



2  Market Monitoring Policies
The Commission states:

Indeed, since the very beginnings of market monitoring, the Commission has
emphasized the importance of independence and objectivity on the part of market
monitors, and has required that MMUSs analyze and report on any inefficiencies and
structural flaws they detect in the market.:2

Independence and Function®®

The purpose of the market monitoring function is to assist the Commission in making
the markets more competitive and to bring increased transparency to the markets and to
the operations of the RTO.14 15

The principles of market monitoring are independence and objectivity. Independence
and objectivity, as well as the authority to monitor and investigate effectively and
broadly, must govern the design of any MMU plan. The structure and functions of the
MMU follow from these principles and purposes.

While the importance of independence and obijectivity have been recognized since the
inception of market monitoring, the current challenge facing the Commission, RTOs,
stakeholders and market monitors is how best to provide structural safeguards for
independence so that objective analysis and reports result. The independence and
objectivity of market monitoring should be defined in the RTO tariff and be enforceable
by the Commission.

Structure and Tools

We support the Commission’s policy of flexibility regarding the structural relationships
between RTOs and their MMUs. “The Commission therefore declines to impose a ‘one

12 ANOPR at 1 107.

13 For a more complete statement of the views of the PIM MMU regarding MMU independence
and function, please see filings on June 12, 2007, July 10, 2007 and August 22, 2007 by Joseph
E. Bowring in Allegheny Elec. Coop. Inc. et al v. P[M Interconnection, L.L.C., Docket Nos. ELO7-
56-000 and EL07-58-000 (consolidated).

" 111 FERC ¥ 61,267 (2005) at 1.

15 For convenience, we use the term RTO to refer to both RTOs and 1SOs.



size fits all’ approach toward the structure of MMUSs.”16 Consistent with this approach,
our comments are, in significant part, informed by our experience at PIM and some of
our recommendations refer to issues related to PJIM and, by extension, to comparable
RTOs.

It is our view that, based on eight years of experience in PJM, more specific conclusions
can be reached in the case of market monitoring at PJM. Specific structural elements are
required if market monitoring at PJM is to be independent and effective:?

The MMU should be part of PIM. The PIM MMU’s functionality has evolved as an
organization within but independent of PIM. That independence must be explicitly
stated in the tariff and enforceable by the Commission. A separate corporate structure
does not ensure independence. Without enforceable independence, a separate MMU
corporation could be subject to the same financial pressures brought to bear on an MMU
that is part of PJIM. The Commission has made the establishment of an independent
market monitor a requirement for all RTOs and ISOs, and the RTO should carry the
burden, subject to oversight and enforcement by the Commission, to preserve the
independence and functions of the MMU, including the RTO’s responsibility to provide
adequate resources for the MMU.

The existence of an internal, independent MMU will not create confusion about the
respective roles of the MMU and the RTO. When the roles of the MMU and the RTO are
clearly defined, all market participants will understand it when the MMU and the RTO
take different positions on an issue and when they take the same positions on an issue.
The issue is not about the corporate structure of the MMU but about clearly defined
roles. Presumably, based on the explicit disclaimer at the beginning of this document,
there is no confusion about the fact that this filing represents only the views of the PJIM
MMU and does not represent the views of PJM. This is an issue about letterheads and
clear statements of responsibility and not about fundamental matters of corporate
structure.

Regardless of corporate organization, the MMU should be physically situated inside the
RTO in order to ensure the routine access to staff and data that is essential to fulfill the
purpose of market monitoring. Separate physical location does not assure independence
and does attenuate effectiveness. Without enforceable independence, an MMU at an
external physical location could be just as subject to management pressure as an MMU
located on site.

6 ANOPR at 1 110.

17 Allegheny Elec. Coop. Inc. et al v. PJM Interconnection, L.L.C., Docket Nos. EL07-56-000 and
EL07-58-000 (consolidated), Dr. Joseph E. Bowring’s Comments on Offer of Settlement,
August 22, 2007, pp. 8-9.



The relationship between the MMU and the RTO should be structured for
administrative convenience and efficiency only (shared HR and IT resources). This
limited administrative relationship between the MMU and the RTO should be explicit,
public, and subject to review by the Commission, and any substantive, unresolved
disagreements between them should be subject to review and resolution by the
Commission.

As the Commission states: “It is axiomatic that independence can be achieved only if
MMUs have adequate tools with which to perform their job.”® The Commission
proposes in the ANOPR to require an RTO to include tariff provisions regarding the
RTO’s obligation to provide adequate resources for its MMU and a reporting process for
disputes with the RTO regarding access to or sufficiency of resources. We agree that
explicit tariff provisions are an important part of ensuring independence, if the tariff
provisions are directly enforceable by the Commission.

PJM’s current tariff includes examples of explicit provisions regarding resources of the
type the Commission is proposing. For example, PIM’s tariff currently requires that PIM
“provide appropriate staffing and resources” and that the “President shall ensure that
the Market Monitoring Unit has adequate resources, access to required information, and
cooperation of PJIM for the effective functioning of the Market Monitoring Unit.”1°
However, recent filings by the MMU with the Commission (Docket Nos. EL07-56-000
and ELO07-58-000 consolidated) demonstrate that there can be significant disagreements
about interpretation and implementation. Our experience with PJM’s tariff causes us to
urge the Commission to require explicit enforceability by the Commission, provision for
expedited review by the Commission of MMU complaints about these matters, as well
as regular, periodic implementation reviews by the Commission to ensure that the tariff
intent is realized.

While allowing for flexibility on certain procedures or tariff provisions, we believe the
Commission should require two specific provisions to ensure that independence and
effectiveness are not compromised: MMU control of its resources and an explicit budget
process for proposal, review and approval of an MMU'’s budget.

Access to data and resources is important. However, independence and objectivity
cannot be ensured if the MMU does not control its own data and resources. The MMU
must control its own data repository. The ability to monitor the market and the

8 ANOPRat 7111

19 pPJM OATT, Attachment M, Sections V.A and V.D.

10



credibility of MMU analyses are dependent on the quality, extent and organization and
therefore control of our data.?°

The same principle applies to resources, particularly staffing. Tariff provisions should
explicitly state that MMU staff are accountable to the head of the MMU alone so that
RTO management cannot compromise the MMU’s independence through interference
with MMU staff.

Resources are constrained by budgets and the MMU’s control over its resources will be
balanced by its budget process. To ensure independence and objectivity, we believe that
the “Commission should approve the MMU budget. The MMU should manage its
expenditures within its approved budget, and the MMU should have the authority to
report to the Commission if its approved budget is insufficient to carry out its
Commission-defined functions.”?

We support the Commission’s proposal to require tariff provisions for MMUs to report
concerns regarding access to data, resources or personnel. We urge the Commission to
provide for expedited processing of such reports given that RTOs may store some data
for as little as a week prior to deletion and delays could risk the loss of critical data.

Oversight

We agree with the Commission’s assessment in the ANOPR that:

It can be difficult for an MMU to discharge these oversight and reporting
obligations effectively unless it has some degree of independence from
RTO/ISO management. Such a reporting relationship can create a conflict
of interest because the MMU may temper its opinions out of deference to
management, or those opinions may be overruled by management.2

Based on this, “the Commission proposes that each RTO and ISO, in addition to
maintaining a market monitoring function, be required to have its MMU report either

20 Allegheny Elec. Coop. Inc. et al v. PJM Interconnection, L.L.C., Docket Nos. EL07-56-000 and
ELO07-58-000 (consolidated), Statement of Joseph E. Bowring in Response to the Federal
Energy Regulatory Commission’s Order of May 18, 2007, July 12, 2007, p. 45.

2L Allegheny Elec. Coop. Inc. et al v. P[M Interconnection, L.L.C., Docket Nos. EL07-56-000 and
ELO7-58-000 (consolidated), Dr. Joseph E. Bowring’s Comments on Offer of Settlement,
August 22, 2007, p. 8.

2 ANOPR at 7 112.
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directly to the RTO’s or 1SO’s board of directors or directly to a committee of
independent board directors.”2

In addition to agreeing with the Commission’s assessment of the conflicts inherent in
reporting to management, we believe that the difficulties encountered when MMUs
report to RTO management are not resolved by reporting to the RTO Board, unless the
reporting is defined very precisely. RTO boards are required to be independent of RTO
membership but the fundamentals of board responsibility and function requires the
interdependence of the Board and management. This is true not only of RTO boards but
of all boards, whether corporate or non-profit.2+ 25 26

An RTO Board is responsible for ensuring that RTO management fulfills its business
obligations and objectives and the conflict of interest identified by the Commission is not
resolved by requiring the MMU to report to the Board, unless reporting is clearly
defined.?

The issue can be addressed in part by clearly defining the reporting function. If the
reporting function exists to ensure that the MMU informs the Board of its concerns and
findings without creating the ability for the Board to direct the analysis or conclusions of
the MMU, then reporting to the Board in the manner suggested by the Commission
could work. This is our understanding of the relevant portions of the MISO tariff. In
addition, the MMU should report and be accountable to an entity outside the

2 ANOPR at 1 113.

% See for example: McNamara, Carter, “Overview of Roles and Responsibilities of Corporate
Board of Directors,” at http://www.managementhelp.org/boards/brdrspon.htm).

N

5 See also The National Association of Corporate Directors (NACD) list of best practices for
boards, which includes “reviewing and approving management's strategic and business
plans,”  "constructive engagement" in strategy and “reviewing and approving the
corporation's financial objectives, plans, and actions, including significant capital allocations
and expenditures.” http://www.nacdonline.org/FAQ/details.asp?fag=1#4.

2% PJM’s By-Laws also explain the alignment of Board and management interests: “The PIM
Board shall manage the business and affairs of the Company and may exercise all such
powers and do all such acts and things as may be directed or required by law.” See
http://www.pjm.com/documents/downloads/corp-documents/by-laws.pdf.

27 In a recent letter to the Joint Complainants in Docket Nos. EL07-56-000 and EL07-58-000
(consolidated), the Chairman of the PJM Board referred to the day-to-day negotiations and
said, “We leave that in the capable hands of Management, in whom we have every
confidence and who will carry out our policy directives.” See
http://www.pjm.com/documents/downloads/corp-documents/20070829-pjm-response-to-
joint-complainants-letter-20070822.pdf.
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management and Board of Managers of the RTO. This is a necessary, but not sufficient
condition for MMU independence. The MMU'’s independence from members and the
RTO cannot be assured unless it is guaranteed and enforced by the Commission. As the
purpose of the MMU is to assist the Commission in making the markets more
competitive, the MMU would report to the Commission, in that sense.22 The MMU
would be accountable to the Commission. Accountability would be provided via budget
review authority, termination authority and authority to modify the required functions
of the MMU.

Functions

We support the Commission’s provision of explicit yet broad definitions of the functions
MMUs are required to perform. While the Commission has granted considerable
flexibility in how market monitoring is achieved, the Policy Statement provided
important and necessary clarity to roles and responsibilities of MMUSs. We encourage
the Commission to continue its history of balancing flexibility in implementation with
specificity in objectives and functions.

We encourage the Commission to adopt the proposed requirement that “the MMUs also
advise the Commission and other interested entities, which would include relevant state
commissions and market participants,”? when recommending proposed rule and tariff
changes. This requirement would help ensure transparency and will also help prevent
RTOs from suppressing recommendations with which they do not agree. This
requirement would strengthen MMU independence and support objective reporting,
while ensuring that MMUs are accountable for their recommendations through public
review and feedback, both by the Commission and all interested participants.

We also support the Commission’s proposal that MMUs “refer any suspected violations
of other Commission-approved rules and regulations, such as Codes of Conduct and
Standards of Conduct.”3® MMUs may encounter suspected violations of any FERC rule
or regulations in the course of ongoing monitoring and providing for referrals of all such
alleged violations provides important clarity for the Commission, MMUs and market
participants.

As our experience has shown, it is essential that the required MMU functions be
included explicitly in the tariff and be enforceable by the Commission. For example, in
order for the MMU to perform the function of identifying ineffective market rules and

2 Reporting and accountability could also be to a FERC-state joint board, if the Commission
approved such an arrangement.

2% ANOPR at 1 115.

80  ANOPR at 7 116 (footnote omitted).
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tariff provisions and recommending proposed rule and tariff changes, the RTO cannot
be permitted to create arbitrary rules about MMU participation in public membership
meetings in ways that would frustrate the Commission’s policy.

Mitigation and Operations

The Commission highlights one of the functions identified in the Policy Statement: “The
function in question is that of providing support to the RTO or I1SO in the administration
of its tariff, which usually takes the form of MMU-conducted market power
mitigation.”3* The Commission “is concerned that an MMU’s performance of these
mitigation functions can compromise its independence in evaluating and reporting on
market performance.” The Commission states that a conflict is created by MMU
reporting on market outcomes that the MMU has influenced. “This conflict is of
particular concern where the MMU has significant discretion in affecting offers, bids,
and prices.”3

The Commission identifies real potential issues related to this function. The identified
“inherent conflict” is also faced by the RTO itself, on a regular basis, when the RTO
reports on market outcomes that the RTO has influenced. With respect to the MMU role,
we suggest that there is a better solution than to remove MMUs from all support of tariff
administration. As the Commission notes elsewhere in the ANOPR in the context of
enforcement, MMUs can take direct action when it is governed by clear, objective criteria
and such criteria are explicitly included in the tariff.3

It is important to take a nuanced approach to the issue in order to preserve an
appropriate role for market monitoring and to permit the application of market
monitoring expertise while ensuring that the identified conflicts do not arise. As a
general matter, the PIM MMU does not have “significant discretion in affecting offers,
bids and prices.”® In addition, the MMU does not generally conduct market power
mitigation. The MMU is engaged in supporting PJM’s administration of the tariff,
consistent with clear and objective criteria.

PJM’s mitigation practices and the MMU’s experience in supporting tariff
administration may help illustrate how such clear, objective criteria can work. In the
PJM energy market, the primary rule governing market power is the local market power

81 ANOPR at 7 117.
%2 ANOPR at 7 118.
33 ANOPR at 7 118.
3 ANOPR at 1 100.
% ANOPR at 1 118.
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provision of the Operating Agreement. The RTO is responsible for implementing local
market power rules in real time while the MMU has the authority to review and report
on that implementation. The MMU has no discretion in the mitigation process.
Mitigation only occurs when and where local market power occurs and is mitigated by
the substitution of the generator’s cost offer for the generator’s price offer. There is no
MMU discretion and there is no MMU intervention in the test or the clearing of the
market. But the MMU had a clear and appropriate role in defining the market power test
that was reviewed and accepted by PJIM members, approved by the Commission and
applied by PIM. The MMU has a clear and appropriate role in defining the rules which
generators must follow to develop the components of generators’ costs used in cost
offers, again without discretion and subject to a clear role for members, PJIM and the
Commission. The MMU has a clear and appropriate rule in reviewing the way in which
the RTO applies the local market power test to ensure that it works.

Some MMU s are involved in market power mitigation, generally in the determination of
whether a specific situation warrants mitigation and/or setting reference price levels. It
would appear reasonable to permit an appropriate division of labor between market
power mitigation and operating the market, as long as the discretion to affect offers, bids
and prices by the RTO or MMU is constrained by clear, objective rules in the RTO tariff.

The PIM MMU does support tariff administration in a number of specific ways, in
addition to the day-to-day interaction and sharing of expertise between MMU and RTO
staff. The following are examples of such support. The MMU determines on a monthly
basis, following clear rules in the tariff, which units qualify for frequently mitigated or
associated unit status, the MMU calculates FTR forfeiture amounts, following the clear
rules in the Operating Agreement and the MMU responds to state commission requests
for confidential information, following clear tariff rules. With respect to RPM, the MMU
collects and verifies unit offers and provides these to PJIM, the MMU calculates unit-
specific net revenues and the MMU calculates default avoidable offer caps for RPM. In
each case, the tariff provides objective criteria governing MMU actions and the MMU
does not have discretion.

The Commission also states that: “There is significant potential for conflict between an
MMU maintaining independence of RTO and ISO management and supporting tariff
administration in a subordinate capacity.”3®

With respect to the Commission’s issue of supporting tariff administration in a
subordinate role, if MMU independence is adequately defined and enforceable in the
tariff and if the MMU is following clear, objective criteria, the MMU will be able to
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