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7. GENERATION RESOURCE RATING TEST FAILURE CHARGE
7.1 Generation Resource Rating Test Failure Charges

A Generation Resource Rating Test Failure Charge shall be assessed on any Market Seller that
commits a Generation Capacity Resource for a Delivery Year, and on any Locational UCAP
Seller that sells Locational UCAP for a Delivery Year based on a Generation Capacity Resource,
if such resource fails a generation resource capacity test, as provided herein.

a) Generation Resource Fails Capacity Test in Delivery Year

Each Generation Capacity Resource committed for a Delivery Year shall be obligated to
complete a generation resource capacity test, as described in the PJM Manuals, The Market
Seller that committed the resource, or Locational UCAP Seller that sold the resource, may
perform an unlimited number of tests during each such period. If none of the tests during a
testing period certify full delivery of the megawatt amount of installed capacity the Market Seller
committed, or Locational UCAP Seller sold, for such Delivery Year, the Market Seller or
Locational UCAP Seller shall be assessed a daily Generation Resource Rating Test Failure
Charge for each day from the first day of the Summer or Winter Season in which such resource
failed the rating test through the last day of such Delivery Year, provided, however, that such a
seller that fails or is expected to fail a rating test may obtain and commit Unforced Capacity from
a replacement Capacity Resource meeting the same locational requirements. Such Unforced
Capacity may include uncommitted or uncleared Sell Offer blocks from Generation Capacity
Resources that were otherwise committed. Any such commitment of replacement capacity shail
be effective upon no less than one day’s notice to the Office of the interconnection, and shall
reduce the amount of installed capacity committed from the Generation Capacity Resource, that
failed or was expected to fail such rating test, in accordance with the determination prescribed by
subsection (b) below.

b) Generation Resource Rating Test Failure Charge

The Generation Resource Rating Test Failure Charge shall equal the Daily Deficiency Rate
multipiied by the following megawatt quantity, converted to an Unforced Capacity basis using
the Generation Capacity Resource’s EFORD for the twelve months ending the September 30 last
preceding the Delivery Year: (i) the annual average of the installed capacity committed for each
day of such Delivery Year as a result of all cleared Seil Offers in atll RPM Auctions for such
Delivery Year relying on such resource, reduction in any such commitment for such resource to
the extent and for the time period of any replacement capacity committed in lieu of such
resource, and increase in any such commitment for such resource to the extent and for the time
period that such resource is committed as replacement capacity for any other resource, minus (1t}
the highest installed capacity rating determined for such resource in any test during the relevant
testing period. The Daily Deficiency Rate shall equal the Capacity Resource Clearing Price
(weighted as necessary to reflect the clearing prices in all RPM Auctions that resulted in installed
capacity commitments from such resource), in $/MW-day, applicable to the Generation Capacity
Resource (for purposes of replacement capacity, including Locational UCAP transactions, the
applicable Capacity Resource Clearing Price shall be the clearing price for the Locational
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Deliverability Area in which such resource is located) plus the greater of (iii) 0.20 times such
weighted average Capacity Resource Clearing Price; or (iv) $20/MW -Day, provided, however, if
a resource is unavailable during the Delivery Year at less than the level committed in the Market
Seller’s cleared Sell Offer or Locational UCAP Seller’s Locational UCAP sale due to derating,
delay, ot retirement, then such seller shall not be assessed a charge under this section to the
extent (i.e,, for the same megawatts and time penod) that such seller is assessed a charge under
section 8 for such unavailability. [f a single resource is the basis for installed capacity
commitments of multiple Capacity Market Sellers or Locational UCAP Sellers, the installed
capacity shortfall determined under (i) and (ii) above shall be assessed upon such sellers on a
pro-rata basis in accordance with the megawatts of capacity from such resource in their cleared
Sell Offers, Locational UCAP sales, or other commitment as replacement capacity.

c) Allocation of Revenue Collected from Generation Resource Rating Test Failure
Charges.

The revenue collected from Generation Resource Rating Test Failure Charges shall be
distributed on a pro-rata basis to LSEs that were charged a Locational Reliability Charge for the
Delivery Year for which the Generation Resource Rating Test Failure Charge was assessed. The
charges shall be allocated on a pro-rata basis to LSEs based on their Daily Unforced Capacity
Obligation,

Effective Date: 9/17/2010
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8. CAPACITY RESOURCE DEFICIENCY CHARGE
8.1

A Capacity Resource Deficiency Charge shall be assessed on any Capacity Market Seller that
commits a Capacity Resource, and on any Locational UCAP Seller that sells Locational UCAP
for a Delivery Year based on a Generation Capacity Resource, for a Delivery Year that is unable
or unavailable to deliver Unforced Capacity for all or any part of such Delivery Year for any
reason, including but not limited to the following, and that does not obtain replacement Unforced
Capacity meeting the same locational requirements and same or better temporal availability
characteristics (i.e., Annual Resource, Extended Summer Demand Resource, or Limited Demand
Resource) in the megawatt quantity required to satisfy the capacity committed from such
resource by such seller as a result of all cleared Sell Offers from such seller based on such
resource in any RPM Auctions for such Delivery Year, the reduction in any such commitment
for such resource to the extent and for the time period of any replacement capacity committed in
lieu of such resource, and the increase in any such commitment for such resource to the extent
and for the time period that such resource i1s committed as replacement capacity for any other
resource:

a) Unit Derating — Such Capacity Resource is a Generation Capacity Resource and
its capacity value is derated prior to or during the Delivery Year;

b) EFORD Increase — Such Capacity Resource is a Generation Capacity Resource
and the EFORD value determined for such resource at least two (2) months prior to the Third
Incremental Auction is higher than the EFORD value submitted in the Capacity Market Seller’s
cleared Sell Offer;

c) External Generation Resource ~ Such Capacity Resource i1s an Existing
Generation Capacity Resource that is located outside of the PJM Control Area and arrangements
for the firm delivery of the output of such resource to the interface with the PJM Region are not
in place for such resource prior to the start of the Delivery Year;

d) Planned Generation Resource — Such Capacity Resource is a Planned Generation
Capacity Resource and Interconnection Service has not commenced as to such resource prior to
the start of the Delivery Year;

e) Planned Demand Resource - Such Capacity Resource is a Planned Demand
Resource or an Energy Efficiency Resource and the associated demand response program or
energy efficiency measure is not installed prior to the start of the Delivery Year; or

f) Existing Demand Resource — Such Capacity Resource is an existing Demand
Resource or Energy Efficiency Resource and, subject to section 8.4, is not capable of providing
the megawatt quantity of load response specified in the cleared Sell Offer for the time periods of
availability associated with the product type.

8.2. Capacity Resource Deficiency Charge
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The Capacity Resource Deficiency Charge shall equal the Daily Deficiency Rate (as defined in
section 7) multiplied by the megawatt quantity of deficiency below the level of capacity
committed in such Capacity Market Seller’s Sell Offer(s) or bilateral capacity commitments, or
Locational UCAP Seller’s Locational UCAP sale for each day such seller is deficient.

8.3.  Allocation of Revenue Collected from Capacity Resource Deficiency Charges

The revenue collected from the assessment of a Capacity Resource Deficiency Charge shall be
distributed on a pro-rata basis to all LSEs that were charged a Locational Rehability Charge for
the day for which such Capacity Resource Deficiency Charge was assessed. Such revenues shall
be distributed on a pro-rata basis to such LSEs based on their Daily Unforced Capacity
Obligations.

8.4  Relief from Charges

A Capacity Market Seller or Locational UCAP Seller that is otherwise subject to the Capacity
Resource Deficiency Charge solely as a result of section 8.1{f) may receive relief from such
Charge if it demonstrates that the inability to provide the level of demand response specified in
its Sell Offer is due to the permanent departure (due to plant closure, efficiency gains, or similar
reasons) from the Transmission System of load that was relied upon for load response in such
Sell Offer; provided, however, that such seller must provide the Office of the Interconnection
with all information deemed necessary by the Office of the Interconnection to assess the merits
of the request for relief. Such seller shall receive no RPM Auction Credit for the amount of
reduction in the committed Existing Demand Resources.

Effective Date; 2/18/2012 - Docket # ER12-636-000
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9. PEAK SEASON MAINTENANCE COMPLIANCE PENALTY CHARGE.
a) Purpose

To preserve and maintain the rehiability of the PJM Region and to recognize the impact of
planned outages and maintenance outages of Generation Capacity Resources during the Peak
Season, each Capacity Market Seller that commits a Generation Capacity Resource for a
Delivery Year, and each Locational UCAP Seller that sells Locational UCAP from a Generation
Capacity Resource for a Delivery Year, must ensure that such Generation Capacity Resource has
available sufficient Unforced Capacity during the Peak Season to satisfy the megawatt amount
committed from such resource as a result of all Sell Offers by such seller based on such resource
in any RPM Auctions for such Delivery Year the reduction in any such commitment for such
resource to the extent and for the time period of any replacement capacity committed in lieu of
such resource, and the increase in any such commitment for such resource to the extent and for
the time period that such resource is committed as replacement capacity for any other resource.

b) Peak Season Requirement

To the extent the Generation Capacity Resource will not be available due to a planned or
imaintenance outage that occurs during the Peak Season without the approval of the Office of the
Interconnection, the Capacity Market Seller or Locational UCAP Seller must obtain replacement
Unforced Capacity meeting the same locational requirements and same or better temporal
availability characteristics (i.e., Annual Resources) from a Capacity Resource that is not already
committed for such Delivery Year and that meets all characteristics specified in the Sell Offer or
Locational UCAP transaction, including the megawatt quantity of Unforced Capacity committed
for such Delivery Year (with such Unforced Capacity, in the case of a Generation Capacity
Resource, determined on the basis of such Generation Capacity Resource’s EFORD for the
twelve months ending on the September 30 last preceding the Delivery Year), or otherwise pay a
Peak Season Maintenance Compliance Penalty Charge. The Capacity Market Seller or
Locational UCAP Seller shall commit such replacement Capacity Resource in accordance with
the procedure set forth in the PJM Manuals.

c) Peak Season Planned and Maintenance Qutages

The Office of the Interconnection shall adopt and maintain rules and procedures for determining
the allowable Peak Season planned and maintenance outages.

d) Peak Season Maintenance Compliance Penalty Charge

The Peak Season Maintenance Compliance Penalty Charge shall equal the Daily Deficiency Rate
(as defined in section 7) multiplied by the unforced value of a positive shortfall calculated for the
capacity committed for each day during the Peak Season that such resource is out-of-service on a
maintenance outage that is not authorized by the Office of the Interconnection, The shortfall
shall equal (1) the annual average of the installed capacity committed for each day of such
Delivery Year as a result of all cleared Sell Offers in all RPM Auctions for such Delivery Year
relying on such resource, reduction in any such commitment for such resource to the extent and
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for the time period of any replacement capacity comunitted in lieu of such resource, and increase
in any such commitment for such resource to the extent and for the time period that such
resource is committed as replacement capacity for any other resource, minus (i1} the summer net
dependable rating minus the amount of capacity out-of-service on unapproved planned or
maintenance outage on a peak season day.

e) Allocation of Revenue Collected from Peak Season Maintenance Compliance
Penalty Charges

The revenue collected from assessment of a Peak Season Maintenance Compliance Penalty
Charge shall be distributed on a pro-rata basis to all LSEs that were charged a Locational
Reliability Charge for the day for which the Capacity Resource Deficiency Charge was assessed.
Such revenues shall be distributed on a pro-rata basis to all such LSEs based on their Daily
Unforced Capacity Obligation,

Effective Date: 7/14/2011 - Docket #: ER11-4040-000
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10. PEAK-HOUR-PERIOD AVAILABILITY CHARGES AND CREDITS

(a) To preserve and maintain the reliability of the PJM Region and to encourage
Capacity Market Sellers and Locational UCAP Sellers to maintain the availability of Generation
Capacity Resources during critical peak hours of the Delivery Year, each Capacity Market Seller
that commits a Generation Capacity Resource for a Delivery Year, and each Locational UCAP
Seller that sells Locational UCAP from a Generation Capacity Resource for a Delivery Year,
shall be credited or charged to the extent the cnitical peak-period availability of its committed
Generation Capacity Resources exceeds or falls short, respectively, of the expected availability
of such resources. Charges and credits hereunder shall not apply to wind or solar resources.

(b)  Critical peak periods for purposes of this assessment (“Peak-Hour Periods™) shall
be the hour ending 1500 local prevailing time through the hour ending 1900 local prevailing time
on any day during the calendar months of June through August that is not a Saturday, Sunday, or
federal holiday, and the hour ending 800 local prevatling time through the hour ending 900 local
prevailing time and the hour ending 1900 local prevailing time through the hour ending 2000
local prevailing time on any day during the calendar months of January and February that is not a
Saturday, Sunday or federal holiday.

c) Peak-Period Equivalent Forced Outage Rate and Peak-Period Capacity
Calculations

The Peak-Period Equivalent Forced Qutage Rate shall be calculated for Peak-
Hour Periods based on the following formula:

EFORP (%) = (FOH + EFPOH) / (SH + FOH)
where

FOH = full forced outage hours when the umit was called upon, excluding those outages
deemed as OMC (as defined below);

EFPOH = equivalent forced partial outage hours when the unit was called upon,
excluding those outages deemed as OMC (as defined below); and

SH = service hours as defined pursuant to NERC GADS standards.
The Peak-Period Capacity of a Generation Capacity Resource shall be calculated as follows:
PCAP = ICAP * (1.0 - EFORp)
where

[CAP = the installed capacity rating of such Generation Capacity Resource

d) Determination of Expected EFORp and PCAP for Generation Capacity Resources
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For each Delivery Year, the expected EFORp and PCAP of each Generation Capacity Resource
committed to serve load in such Delivery Year shall be the EFORD and UCAP, respectively,
calculated on a rolling-average basis using such resource’s service history during the five
consecutive annual periods of twelve consecutive months ending September 30 last preceding
such Delivery Year. Such EFORp and UCAP shall be determined in accordance with Schedule 3
of the Reliability Assurance Agreement, which excludes (for purposes of Capacity Resource
UCAP calculations) outages deemed outside management control in accordance with the
standards and guidelines of NERC, as defined in the Generating Availability Data System, Data
Reporting Instructions in Attachment K or its successor (“Outside Plant Management Control” or
“OMC™).

(e) For each Delivery Year, the actual EFORp and PCAP of each Generation
Capacity Resource shall be calculated during the Peak-Hour Periods of such Delivery Year,
provided however, that such calculation shall not include any day such a resource was
unavailable if such unavailability resulted in a charge or penalty due to delay, cancellation,
retirement, de-rating, or rating test failure. The fuil or partial forced outage hours when called
upon shall be those outage hours during which the cost-based offer for energy from the resource
would have been less than the applicable Locational Marginal Price for such resource, or when
the Office of the Interconnection would have called upon the resource (absent the outage) for
Operating Reserves, in both cases as determined by the Office of the Interconnection in
accordance with the procedures specified in the PJM Manuals (including, without limitation,
respecting such unit’s current operating constraints). In addition, for single-fueled, natural gas-
fired units, a fatlure to perform during the winter Peak-Hour Period shall be excused for purposes
of this section if the Capacity Market Seller, or Locational UCAP Seller, as applicable, can
demonstrate to the Office of the Interconnection that such failure was due to non-availability of
gas to supply the unit.

(H If the calculation under subsection (e) for any Generation Capacity Resource for a
Delivery Year results in fewer than fifty total Service Hours during Peak Hours, then the actual
EFORP for purposes of such calculation shall be the lower of the resource’s EFORp (based on
Delivery Year outage data) and its EFORp and the actual PCAP for purposes of such calculation
shall be, respectively, the resource’s UCAP or its PCAP.

() For each Delivery Year, the excess or shortfall in Peak-Hour Period availability
for each Generation Capacity Resource shall be determined by comparing such resource’s
expected and actual PCAP, subject to the limitation under subsection (i) below. The net Peak-
Hour Period availability shortfall or excess for each Capacity Market Seller and FRR Entity in
each Locational Deliverability Area shall be the net of the shortfalls and excesses of all
Generation Capacity Resources in such Locational Deliverability Area committed by such
Capacity Market Seller or Locational UCAP Seller for such Delivery Year, If there is a net
positive Peak Hour Period availability shortfall in the LDA for such committed resources in the
LDA, the sum of the excesses of all Generation Capacity Resources in such Locational
Deliverability Area owned or controlled by such Capacity Market Seller, available for the
Delivery Year but not committed for such Delivery Year, and satisfying all obligations of a
committed Capacity Resource for such Delivery Year shall be used to reduce the net positive
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Peak Hour Period availability shortfall in the LDA of committed resources by the amount of the
sum of the excesses of such available uncommitted resources:; however; such reduction shall not
result in a net Peak Hour Period availability excess in the LDA.

(h)  As to any Generation Capacity Resource experiencing or expected to experience a
full or partial outage during any Peak-Hour Pertod that would or could result in a shortfall under
subsection (g) above, a Capacity Market Seller or Locational UCAP Seller may obtain and
commit Unforced Capacity from a replacement Capacity Resource (not previously committed)
meeting the same locational requirements and same or better temporal availability characteristics
(1.e., Annual Resources) as such resource. Such Unforced Capacity shall be recognized for
purposes of this section prospectively from the effective date of commitment of such
replacement resource, and to the extent such replacement Unforced Capacity thereafter is
available during Peak-Hour Periods, any shortfall that otherwise would have been calculated
shall be reduced to that extent. Any such commitment of replacement capacity shall be effective
upon no less than one day’s notice to the Office of the Interconnection.

(1) The shortfall determined for any Generation Capacity Resource shall not exceed
an amount equal to 0.50 times the Unforced Capacity of such resource; provided, however, that
if such limitation is triggered as to any Generation Capacity Resource for a Delivery Year, then
the decimal multipher for this calculation as to such resource in the immediately succeeding
Delivery Year shall be increased to 0.75, and if such limitation again is triggered in such
succeeding Delivery Year, then the multiplier shall be increased to 1.00. The multiplier shall
remain at either such elevated level for each succeeding Delivery Year until the shortfall
experienced by such resource 1s less than 0.50 times the Unforced Capacity of such resource for
three consecutive Delivery Years.

) A Peak-Hour Period Availability Charge shall be assessed on each Capacity
Market Seller or Locational UCAP Seller with a net shortfall in PCAP in an LDA, where such
charge is equal to such shortfall times the Capacity Resource Clearing Price determined for such
Locational Deliverability Area for such Delivery Year.

(k)  The revenues from such charges shall be distributed to the Capacity Market
Sellers, Locational UCAP Sellers, and FRR Entities that committed Generation Capacity
Resources, in such Locational Deliverability Area that have net excess PCAP for such Delivery
Year, provided however that any such seller shall be paid no more than the product of such
seller’s net excess PCAP times the Capacity Clearing Price determined for such Locational
Deliverability Area for such Delivery Year. Any excess revenues remaining after such
distnibution shall be distributed on a pro-rata basis to all LSEs in the Zone that were charged the
same Locational Reliability Charge for the Delivery Year for which the Peak Hour Availability
Charge was assessed, and to all FRR Entities in the Zone that are LSEs and whose FRR. Capacity
Plan resources over-performed in the Delivery Year, on a pro-rata basis in accordance with each
LSE’s Daily Unforced Capacity Obligation.

(1) The Office of the Interconnection shall provide estimated charges and credits
based on the summer Peak-Hour Periods within three calendar months after the end of the
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summer period. Final charges and credits for the Delivery Year shall be billed within three
calendar months following the end of the Delivery Year,
Effective Date: 2/1/2011 - Docket #: ER11-4143-000
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11. DEMAND RESOURCE AND ILR COMPLIANCE PENALTY CHARGE

(a)  The Office of the Interconnection shail separately evaluate compliance of
each Demand Resource committed and each nominated ILR resource certified for a
Delivery Year, in accordance with procedures set forth in the PIM Manuals. The
compliance is evaluated separately by event in each Zone for Demand Resources and ILR
resources dispatched by the Office of Interconnection. To the extent an ILR resource or
Demand Resource cannot respond, another ILR resource or Demand Resource in the
same geographic location defined by the PIM dispatch instruction with the same
designated lead time and comparable capacity commitment may be substituted. Any
Demand Resource or ILR resource used as a substitute during an event will have the
same obligation to respond to future event(s) as if it did not respond to such event.
Capacity Market Sellers that committed Demand Resources, Locational UCAP Sellers
that sold Demand Resources, and ILR Providers that nominated ILR for a Delivery Year
that cannot demonstrate the hourly performance of such resource in real-time based on
the capacity commitment or ILR certification shall be assessed a Demand Resource and
ILR Compliance Penalty Charge; provided, however, that such under compliance shall be
deterntined on an aggregate basis for all Demand Resources and ILR committed by the
same Capacity Market Seller, same Locational UUCAP Seller, or same ILR Provider in a
single Zone, To the extent a Capacity Market Seller is also an 1LR Provider, compliance
of all Demand Resources committed and ILR resources certified in the same Zone will be
evaluated in aggregate,

(b)  The Demand Resource and ILR Compliance Penalty Charge for a
Capacity Market Seller/ILR Provider in a Zone for the on-peak period, which includes all
hours specified in the Reliability Assurance Agreement defimition of the Limited Demand
Resource, shall equal the lesser of (1/the number of load management events during the
year, or 0.50) times the weighted daily revenue rate for such seller/provider, multiplied
by the net under-compliance in such on-peak period, if any, for such seller/provider
resulting from ail resources it has committed and ILR it has certified for such Delivery
Year for such Zone for each load reduction event called by the Office of the
Interconnection. The Demand Resource and ILR Compliance Penalty Charge for a
Capacity Market Seller/ILR Provider in a Zone for the off-peak period, which includes all
hours specified in the Reliability Assurance Agreement definitions of Extended Summer
Demand Resource or Annual Demand Resource, but does not included in the on-peak
period, shall equal 1/52 times the weighted daily revenue rate for such seller/provider,
multiplied by the net undercompliance in such off-peak period, if any, for such
seller/provider resulting from all resources it has committed and ILR it has certified for
such Delivery Year for such Zone for each load reduction event called by the Office of
the Interconnection. If a load management event is comprised of both an on-peak period
and an off-peak period then such Demand Resource and ILR Comphance Penalty Charge
will be the higher of the charges calculated under the prior two sentences. The total
Compliance Penalty Charge for the Delivery Year is not to exceed the annual revenue
received for such resources. The net undercompliance for each such load reduction event
shall be the following megawatt quantity, converted to an Unforced Capacity basis using
the applicable DR Factor and Forecast Pool Requirement: (i) the megawatts of load
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reduction capability committed and/or ILR certified by such seller/provider on the day of
the Load Management event minus (11) the megawatts of load reduction actually provided
by all such Demand Resources and ILR during such reduction event. A provider’s net
undercompliance in a Zone shall be reduced by the provider’s total amount of Capacity
Resource deficiency shartfalls on the day of the Load Management event, determined
pursuant to section 8 of Attachment DD of this Tariff, in a Zone for the provider’s
committed Demand Resources. The daily revenue rate for a Demand Resource shall be
the Resource Clearing Price that the resource received in the auction in which it cleared,
including any adjustment pursuant to Attachment DD-1, section C of this Tariff. The
daily revenue rate for an ILR resource shall be the Final Zonal ILR Price. The weighted
daily revenue rate for a Capacity Market Seller/ILR Provider shall be the average rate for
all cleared Demand Resources and certified ILR, weighted by the megawatts cleared or
certified at each price. The total charge per megawatt that may be assessed on a Capacity
Market Sellet/ILR Provider in a Delivery Year shall be capped at the weighted daily
revenue rate the Capacity Market Seller/ILR Provider would receive in the Delivery
Year. The Demand Resource and ILR Compliance Penalty Charges for a Load
Management event are assessed daily and initially billed by the later of the month of
QOctober during such Delivery Year or the third billing month following the Load
Management event that gave nise to such charge. The initial billing for a Load
Management event will reflect the amounts due from the start of the Delivery Year to the
last day that is reflected in the initial billing. The remaining charges for such Load
Management event will be assessed daily and billed monthly through the remainder of
the Delivery Year.

c) Daily revenues from assessment of a Demand Resource and ILR
Compliance Penalty Charge shall be distributed on a pro-rata basis to Demand Resource
Providers, Locational UCAP Sellers, and ILR Providers that provided load reductions in
excess of the amount such resources were committed or certified to provide. Such
revenue distrtbution, however, shall not exceed for any Capacity Market Seller/ILR
Provider the quantity of excess megawatts provided by such Capacity Market Seller/ILR
Provider during a single event times 0.20 times the weighted daily revenue rate for such
Capacity Market Seller/ILR Provider. To the extent any such revenues remain after such
distribution, the remaining revenues shall be distributed to LSEs based on each LSE’s
Daily Unforced Capacity Obligation.

Effective Date: 12/30/2011 - Docket #: ER 12-271-000
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11A  LOAD MANAGEMENT AND DEMAND RESOURCES TEST FAILURE

CHARGE

a) Beginning with the Delivery Year that commences on June 1, 2009,
Capacity Market Sellers that commit Demand Resources and ILR Providers may be
charged to the extent their committed resources or certified [LR fail performance tests, as

set forth herem.
b)

(1)

For ILR or for Limited Demand Resources: [f a Limited Demand
Resource commuitted or an ILR certified by a Capacity Market
Seller/ILR Provider is not dispatched by the Office of the
Interconnection for a load management event prior to August 15 of
the relevant Delivery Year, then such resource must demonstrate
that it was tested as described below in (i1}, in a zone for a one-
hour period during any hour when a PJM load management event
may be called between June | and September 30, inclusive. If a
Limited Demand Resource committed or an ILR certified by a
Capacity Market Seller/ILR Provider is dispatched by the Office of
the Interconnection for a PJM load management event in a zone
between August 16 and September 30, no test will be required. If
a Limited Demand Resource committed or an ILR certified by a
Capacity Market Seller/ILR Provider is dispatched by the Office of
the Interconnection for a PJM load management event in a zone
between June | and September 30, inclusive, then Load
Management and Demand Resources Test Failure Charges will not
be assessed.

For Annual Demand Resources: if an Annual Demand Resource is
not dispatched by the Office of the Interconnection for a load
management event in a Delivery Year, then the Annual Demand
Resource committed by a Capacity Market Seller must
demonstrate that the Annual Demand Resource committed in a
zone was tested as described below in (iii), for a one-hour period
during any hour when a PJM load management event may be
called during June through QOctober or the following May of the
relevant Delivery Year. If an Annual Demand Resource is
dispatched by the Office of the Interconnection for a load
management event during the Delivery Year, then no test will be
required.

For Extended Summer Demand Resources; if an Extended
Summer Demand Resource is not dispatched by the Office of the
Interconnection for a load management event during June through
October or the following May, then the Extended Summer Demand
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Resource committed by a Capacity Market Seller must
demonstrate that the Extended Sunmer Demand Resource was
tested as described below in (iii), for a one-hour period during any
hour when a PJM load management event may be called during
June through October or the following May of the relevant
Delivery Year.

(i)  All resources in a zone must be tested simultaneously except that,
when less than 25 percent (by megawatts) of a provider’s total resources in a zone fail a
test, the provider may conduct a re-test limited to all resources that failed the prior test,
provided that such re-test must be at the same time of day and under approximately the
same weather conditions as the prior test, and provided further that all affiliated resources
inust test simultaneously, where affiliated means resources that have any ability to shift
load and are owned or controlled by the same entity. If less than 25 percent of resources
fail the test and the provider chooses to conduct a retest, the provider may elect to
maintain the performance compliance result for resource(s) achieved during the test if
provider: (1) notifies the Office of the Interconnection 48 hours prior to the retest under
this election; and (2) the provider retests affiliated resources under this election as set
forth in the PJM Manoual.

c) a Capacity Market Seller/ILR Provider that committed Demand Resources
and/or certified ILR shall be assessed a Load Management and Demand Resources Test
Failure Charge equal to the net capability testing shortfall in a Zone during such test in
the aggregate of all of such Seller’s/Provider’s Demand Resources/ILR in such Zone
times the Load Management and Demand Resources Test Failure Charge Rate. The net
capability testing shortfall in such Zone shall be the following megawatt quantity,
converted to an Unforced Capacity basis using the applicable DR Factor and Forecast
Pool Requirement; (i) the summer daily average of the megawatts of load reduction
capability committed and/or [LR certified by such seller/provider in such Zone minus (it}
the megawaits of load reduction actually provided by all such Demand Resources and
ILR in such Zone during such test. The net capability testing shortfall in such Zone shall
be reduced by the provider’s summer daily average of the Capacity Resource deficiency
shortfalls, determined pursuant to section 8 of Attachment DD of this Tariff, in such Zone
for all of the provider’s committed Demand Resources.

d) the Load Management and Demand Resources Test Failure Charge Rate
shall equal such Seller/Provider’s Weighted Annual Revenue Rate in such Zone plus the
greater of (0.20 times the Weighted Annual Revenue Rate in such Zone or $20/MW-day)
times the number of days in the Delivery Year. Such charge shall be assessed daily and
charged monthly {or otherwise in accordance with customary PJM billing practices in
effect at the time}; provided, however, that a lump sum payment may be required to
reflect amounts due, as a result of a test failure, from the start of the Delivery Year to the
day that charges are reflected in regular billing.

e) revenues collected from assessment of Load Management and Demand
Resources Test Failure Charges shail be distributed to Load Serving Entities that were
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charged a Locational Reliability Charge for the Delivery Year for which the Load
Management and Demand Resources Test Faillure Charge was assessed, pro-rata based
on such Load Serving Entities’ Daily Unforced Capacity Obligations.

Effective Date: 4/18/201! - Docket #: ER11-2898-000
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12.  QUALIFYING TRANSMISSION UPGRADE COMPLIANCE PENALTY
CHARGE

If a Qualifying Transmission Upgrade forming the basis of a Sell Offer that cleared in the Base
Residual Auction for a Delivery Year is not in service at the commencement of such Delivery
Year, and the Capacity Market Seller does not obtain replacement Capacity Resources in the
LDA for which such upgrade was to increase CETL, such seller shall pay a compliance penalty
charge for each day such upgrade is delayed during such Delivery Year equal to the megawatt
quantity of Import Capability cleared in the Base Residual Auction based on such upgrade,
multiplied by the greater of: (i) two times the Locational Price Adder of the LDA into which the
Qualifying Transmission Upgrade is cleared, in $/MW-day; or (i) the Net Cost of New Entry
less the clearing price in the LDA from which CETL was increased. The revenue collected from
the assessment of Qualifying Transmission Upgrade Compliance Penalty Charges shall be
distnibuted on a pro-rata basis to all LSEs that were charged a Locational Reliability Charge for
the day for which such charge was assessed. Such revenues shall be distnibuted on a pro-rata
basis to such LSEs based on their Daily Unforced Capacity Obligations.

Effective Date: 9/17/2010 - Docket #: ER10-2710-000
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13. EMERGENCY PROCEDURE CHARGE
13.1 Application of the Emergency Procedure Charge

Following an Emergency, the compliance during the period of such Emergency with the
instructions of the Office of the Interconnection of: (a) each Capacity Market Seller that
committed Capacity Resources, and each Locational UCAP Seller that sold Locational UCAP,
for such period; and (b) each ILR Provider responsible for ILR certified for such period, shall be
evaluated as recommended by the Markets and Reliability Committee and directed by the PJM
Board. If, based on such evaluation, it is determined that a Capacity Market Seller, Locational
UCAP Seller, or ILR Provider refused to comply with, or otherwise failed to employ its best
etforts to comply with, the instructions of the Office of the Interconnection to implement PJM
emergency procedures, then such Capacity Market Seller, Locational UCAP Seller, or ILR
Provider shall pay an Emergency Procedure Charge.

13.2 Emergency Procedure Charge

- The Emergency Procedure Charge shall equal the number of days in the Delivery Year
multiplied by the Daily Deficiency Rate for such Delivery Year times each megawatt of a
Demand Resource or {LR that was not implemented as directed, and each megawatt of a
Generation Capacity Resource that was not made available as directed despite being capable of
producing energy at the time, and that is deliverable to the PIM Region in the case of a
Generation Capacity Resource located outside the PJM Region.

13.3  Allocation of Revenue from Emergency Procedure Charges
The revenue collected from assessment of an Emergency Procedure Charge shall be distributed
on a pro-rata basis to all LSEs that were charged a Locational Reliability Charge for the day for

which the Emergency Procedure Charge was assessed. The charges shall be allocated on a pro-
rata basis to all such LSEs based on their Daily Unforced Capacity Obligation.

Effective Date; 2/18/2012 - Docket #: ER12-636-000
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14, CONVERSION OF CAPACITY CREDITS FROM PRIOR CAPACITY
ADEQUACY REGIME

14.1 Purpose

Capacity Credits shall not be accepted as satisfaction of the Daily Unforced Capacity Obligation
of any LSE. Parties to Capacity Credit transactions may agree bilaterally to convert such
transactions on a basis that permits them to clear in a Reliability Pricing Model Auction, or may
settle such transactions financially as described in section 14.2.

14.2 Settlement

For the 2007/2008 Delivery Year, only Capacity Credits confirmed by the Office of the
Interconnection to have been entered into prior to April 1, 2006 will be settled based on the
marginal value of system capacity ($/MW-day) as determined under section 5.14(a) in the Base
Residual Auction for such Delivery Year, plus any Locational Price Adder determined in such
auction for the Locational Deliverability Area that corresponds to the Mid-Atlantic Region plus
the Allegheny Power System Zone. The party that purchased such Capacity Credit shall receive
this value multiplied by the megawatt quantity of the Capacity Credit, for the duration of such
transaction. The party that sold such Capacity Credit shall be assessed this value, multiplied by
the megawatt quantity of the Capacity Credit, for the duration of such transaction. For the
2008/2009 Delivery Year, and thereafter, Capacity Credits will be settied based on the marginal
value of system capacity ($/MW-day) as determined under section 5.14(a) in the Base Residual
Auction for such Delivery Year. The party that purchased such Capacity Credit shall receive this
value multiplied by the megawatt quantity of the Capacity Credit, for the duration of the
transaction. The party that sold such Capacity Credit will be assessed this value multiplied by
the megawatt quantity of the Capacity Credit, for the duration of the transaction.

Effective Date; 9/17/2010 - Docket # ER10-2710-000
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15. COORDINATION WITH ECONOMIC PLANNING PROCESS

Following each Base Residual Auction, the Office of the Interconnection shall review each LDA
that has a Locational Price Adder to determine if Planned Generation Capacity Resources,
Planned Demand Resources, or Qualifying Transmission Upgrades submitted Sell Offers that
cleared in such auction. [f a Locational Price Adder results from the clearing of an LDA for two
consecutive Base Residual Auctions, and no such planned resources or upgrades clear in such
auctions for such LDA, then the Office of the Interconnection shall evaluate in the RTEP process
the costs and benefits of a transmission upgrade that would reduce to zero the Locational Price
Adder for such LDA. Such evaluation will compare the cost of the upgrade over ten years
against the value of elimination of the Locational Price Adder over such period. If such upgrade
is found to be feasible and beneficial, it shall be included in the RTEP as soon as practicable.
The annual costs of such upgrade shall be allocated as specified in Schedule 6 of the Operating
Agreement.

Effective Date; 2/18/2012 - Docket #: ER12-636-001
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16. RELIABILITY BACKSTOP
16.1. Purpose

The Reliability Backstop provides a mechanism to resolve reliability criteria violations caused
by: (a) lack of sufficient capacity committed through the Reliability Pricing Model Auctions; or
(b} near-term transmission deliverability violations identified after the Base Residual Auction is
conducted. These backstop mechanisms are intended to guarantee that sufficient generation,
transmission and demand response solutions will be available to preserve system reliability. The
backstop mechanisms are based on specific triggers that signal a need for a targeted solution to a
reliability problem that was not resolved by the long-term commitment of Capacity Resources
through Self-Supply or the Reliability Pricing Model Auctions.

16.2  Investigation of Capacity Shortfall

If the total Unforced Capacity of Capacity Resources committed for a Delivery Year following
the Base Residual Auction equates to an installed reserve margin that is more than one
percentage point lower than the approved PJM Region Instatled Reserve Margin, the Office of
the Interconnection shall investigate the cause for the shortage, and recommend corrective
action, including, without limitation, adjusting the Cost of New Entry to the extent determined
necessary by such investigation, or addressing other barriers to entry identified by such
tnvestigation. No Reliability Backstop Auction will be conducted to address such a shortfall
unless it occurs in the Base Residual Auctions for three consecutive Delivery Years.

16.3 Triggering Conditions

a) Either of the following two conditions will trigger reliability backstop measures
provided in this section, as described below:

1) If the total Unforced Capacity of all Capacity Resources committed
through Self-Supply or the Base Residual Auctions for three consecutive Delivery Years, equates
to an installed reserve margin that is more than one percentage point lower than the approved
PJM Region Installed Reserve Margin, the Office of the Interconnection will declare a capacity
shortage and make a filing with FERC for approval to conduct a Reliability Backstop Auction.
Upon receipt of such approval, the Office of the Interconnection will conduct a Reliability
Backstop Auction in accordance with Section 16.4.

it) if the total Unforced Capacity of all Base Load Generation Resources
committed in a Base Residual Auction for a Delivery Year is less than the forecasted minimum
hourly load calculated by the Office of the Interconnection for such Delivery Year, the Office of
the Interconnection will investigate the cause of shortfall. If such a shortfall occurs in the Base
Residual Auctions for three consecutive Delivery Years, the Office of the Interconnection shall
declare a capacity shortage and make a filing with FERC for approval to conduct a Reliability
Backstop Auction. Upon receipt of such approval, the Office of the Interconnection will conduct
a Reliability Backstop Auction in accordance with Section 16.4.
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b} [n addition to the foregoing events that trigger reliability backstop measures, if a
near-term, i.e., later in time than the conduct of the Base Residual Auction for a Delivery Year,
transmission criteria violation caused by an announced generation resource deactivation is
identified by the regional transmisston refiability planning analysis performed by the Office of
the Interconnection in accordance with Part V of this Tariff, the Office of the Interconnection
will identify the necessary transmission upgrade. In accordance with such rules, such generation
resource may remain in service until the transmission upgrade is installed. No Reliability
Backstop Auction will be conducted.

16.4. Reliability Backstop Auction
a) Scope of Auction

The Office of the Interconnection shall conduct each Rehiability Backstop Auction to commit
additional Generation Capacity Resources, or in the case of an auction triggered by section
16.3(a)(ii), additional Base Load Generation Resources to the PJM Region to resolve the system-
wide reliability criteria violation that triggered the need for such auction. Capacity Resources
committed in a Reliability Backstop Auction for a Delivery Year shall not include any Planned
Generation Capacity Resources previously committed in the Base Residual Auction for such
Delivery Year. The Reliability Backstop Auction shall obtain commitments of additional
Generation Capacity Resources (or, as applicable, additional Base Load Generation Resources)
for a term of up to fifteen (15) Delivery Years. If a Reliability Backstop Auction is required, the
offer period for such auction shall commence, subject to FERC approval as specified above, no
later than four months after the Base Residual Auction in which the third consecutive Capacity
Resource shortfall occurs. Upon verification and notification by the PJM Board of Managers that
a Reliability Backstop Auction is required, the Office of the Interconnection shall post
notification that a Reliability Backstop Auction is to be held. Upon such notification, the offer
period shall commence, and shall remain open for six {6) months. PJMSettlement shall be the
Counterparty to the capacity transaction resulting from committed Capacity Resources clearing
the Reliability Backstop Auction.

b) Sell Offers
Each Sell Offer shall specify the following information, as further specified in the PJM Manuals:

. the minimum price in $/MW-day required by the Capacity Market Seller to
provide additional Unforced Capacity from a Generation Capacity Resource (or
from a Base Load Generation Resource, in the case of an auction triggered by
section 16,3(a){ii));

. the megawatts of Unforced Capacity to be provided by such resource;
. the specific location of the proposed plant;
o all information required from a Generation Interconnection Customer by Part [V

of this Tariff and the PJM Manuals;
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. general plant technical specifications, as specified in the PJM Manuals;

. the term of cost recovery (“Backstop Period™) requested, not to exceed 15 years;
and
. the first full Delivery Year for which such resource shall be available, which shall

also be the first year of the Backstop Period.

Each Generation Capacity Resource (or Base Load Generation Resource) accepted in a
Reliability Backstop Auction shall comply with the procedures for new generation
interconnection in Part [V of this Tariff, and each such resource shall be responsible for
satisfying all capability and deliverability requirements for Capactiy Resources, pursuant to the
Reliability Assurance Agreement.

c) Submission of Sell Offers

The Sell Offer period shall begin at 00:01 Eastern Prevailing Time on the date specified by the
Office of the Interconnection in the notification posting and shall end at 23:59 Eastern Prevailing
Time six calendar months after such date. Sell offers shall be submitted during such period in
writing to the Office of the Interconnection, and shall conform to the submission procedures as
specified in the PJM Manuals, The Office of the Interconnection shall confirm in writing the
receipt of each Sell Offer, within two weeks after receipt of each such offer.

d) Posting of Information by the Office of the Interconnection

Upon notification by the PJM Board of Managers that a Reliability Backstop Auction will be
conducted, the Office of the Interconnection shall post the following information:

. System condition that necessitates a Reliability Backstop Auction;

. Megawatt quantity of Unforced Capacity required from additional Generation
Capacity Resources, or from additional Base Load Generation Resources;

. Date by which the resources must be capable of delivering Unforced Capacity;

. Any other required specifications for the additional Unforced Capacity sought
through such auction.

e} Conduct of the Reliability Backstop Auction
1) Auction Clearing Procedure
The Reliability Backstop Auction shall select the Sell Offer or combination of Sell Offers that
that satisfies the requirements posted by the Office of the Interconnection at the lowest offer
price(s). If more than one Sell Offer must be selected to satisfy the specified requirements, the

Sell Offers shall be selected in rank order from lowest offer price to highest offer price until the
requirement is satisfied. In the event two or more Sell Offers specify the same offer price, and
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fewer than all of such offers are needed to satisfy the specified requirements, the Office of the
[nterconnection shall select the Sell Offer(s) proposing Generation Capacity Resource(s), or, as
applicable, Base Load Generation Resource(s) that will best satisfy overall reliability
requirements for the PJM Region, as determined by the Office of the Interconnection using
transmission reliability analysis.

i1) Market Settlement

Pursuant to the agreement specified below, each Capacity Market Seller submitting a Sell Offer
that is accepted in a Reliabtlity Backstop Auction shall be paid by PJMSettlement the offer price
in such Sell Offer for each MW-day in the Backstop Period, less any payments the Capacity
Market Seller is entitled to receive pursuant to section 5 of this Attachment as a result of Sell
Offers submitted with respect to such Generation Capacity Resource in any Base Residual
Auction or Incremental Auction, including, without limitation, payments of Capacity Resource
Clearing Prices (including for Self-Supply) and Resource Make-Whole Payments; and less any
payments the Capacity Market Seller is entitled to receive for energy or ancillary services
pursuant to Schedule | of the Operating Agreement with respect to services provided by such
resource, net of the Vartable Operations and Maintenance costs of such resource, as determined
in accordance with the PIM Manuals.

PIM shall recover the costs of any such payments to Capacity Market Sellers for such resources
through a charge, in addition to the Locational Reliability Charge, assessed on all LSEs in the
PJM Region, pro rata based on each such LSE’s Daily Unforced Capacity Obligations in all
LDAs in which such LSE serves load. PJMSettlement shall be the Counterparty to the LSE’s
obligation to pay, and payment of, such charges.

iii) Standard Contract Provisions

PJMSettlement, will enter into an agreement with each Capacity Market Seller that submitted an
accepted Sell Offer in any Reliability Backstop Auction providing for the payments specified
above. Such agreement shall include the provisions and address the standards set forth in
Section 16.4(b), and shall include such other terms and conditions as are customary in the
industry, as specified in the PJM Manuals.

f) FERC Approval
Any such agreement shall provide that it shall be filed with FERC as a rate schedule pursuant to

section 205 of the Federal Power Act, and that the effectiveness of such agreement shall be
conditioned on receipt of FERC acceptance or approval of such agreement.

16,5 Must Offer into Base Residual Auction
All Capacity Market Sellers submitting a Sell Offer that is selected in a Reliability Backstop
Auction must offer all Unforced Capacity of the Generation Capacity Resource underlying such

Sell Offer into the Base Residual Auctions conducted subsequent to the Reliability Backstop
Auction for all Delivery Years in the Backstop Period. The Market Seller shall offer the
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Unforced Capacity of such resources into each such auction at zero price, and shall receive the
Capacity Resource Clearing Price as determined in each such auction.

16.6 Reliability Backstop Resource Deficiency Charges

{a)  Any Capacity Market Seller that submits a Sell Offer that was selected in a
Reliability Backstop Auction and that is not able to deliver in a Delivery Year all megawatts of
Unforced Capacity specified in the selected Sell Offer, shall not receive any payments that such
Capacity Market Seller otherwise would have been eligible to receive for such Delivery Year
pursuant to the Reliability Backstop Auction.

(b) Any Capacity Market Seller that submits a Sell Offer that was selected in a
Reliability Backstop Auction and that fails to deliver all megawatts of Unforced Capacity

specified in the selected Sell Offer at any time duning the Backstop Period specified in such Sell
Offer must refund all payments received by such Market Seller pursuant to section 16.4(b).

Effective Date: 1/1/2011 - Docket #: ER11-2527-000
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17. TRANSITION
17.1 Phase-in of the Reliability Pricing Model

The Reliability Pricing Mode! shall be phased in during the Transition Period as described
below.

17.2  Reliability Pricing Model Auctions Conducted During Transition Period

(a) The Office of the Interconnection shall conduct Base Residual Auctions
for each Delivery Year in the Transition Period in accordance with the following

schedule: .
Delivery Year Base Residual Auction Held
June 1, 2007 - May 31, April 2007
2008
June i, 2008 ~ May 31, | July 2007
2009
June 1, 2009 — May 31, QOctober, 2007
2010
June 1, 2010 — May 31, January, 2008
2011
June 1, 2011 — May 31, | May 2008
2012
b) The Office of the Interconnection shall conduct Incremental

Auctions for each Delivery Year in the Transition Period in accordance
with the following schedule:

Delivery Year First Second Third
Incremental Incremental Incremental
Auction Held Auction Held Auction Held
If Necessary

June 1, 2007 — May 31, 2008 None Held None Held None Held

June 1, 2008 — May 31, 2009 None Held None Held January, 2008

June 1, 2009 — May 31,2010 None Held April, 2008 January, 2009

June 1,2010— May 31, 2011 None Held Apni, 2009 January, 2010

June 1,2011 — May 31,2012 June 2009 July 2010 February 2011

17.3 Transition Period Locational Deliverability Areas

The Office of the Interconnection shall establish Locational Deliverability Areas during the
Transition Period in accordance with the following:

2007/2008, 2008/2009, and 2009/2010 Delivery Years
o MAAC Region and APS (the zones listed below for Eastern MAAC,
Southwestem MAAC and Western MAAC, plus APS)
0 ComEd, AEP, Dayton, Dominion and Duquesne
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o Eastern MAAC (PSE&G, JCP&L, PECO, AE, DPL & RECO)
0 Southwestern MAAC (PEPCO & BG&E)

2010/2011 and subsequent Delivery Years
0 MAAC Region

ComEd, AEP, Dayton, APS, and Duquesne
Dominion

Eastern MAAC

Southwestern MAAC

Western MAAC (Penelec, MetEd, PPL)
Penelec

ComEd

AEP

Dayton

Duquesne

APSAE

BG&E

DPL

PECO

PEPCO

PSE&G

JCP&L

MetEd

PPL

PSEG northern region (north of Linden substation); and
DPL southern region (south of Chesapeake and Delaware Canal).

Q0000000 CoC0 000 00Cao0 00

17.4 Transition Period Variable Resource Requirement Curves

During the Transition Period, the Office of the Interconnection shall post on the PJM mternet site
the Variable Resource Requirement Curves that will apply for each Delivery Year no later than
one month prior to the conduct of the Base Residual Auction for such Delivery Year.

17.5 Market Mitigation

The provisions of Section 6 of this Attachment shall apply to all Reliability Pricing Model
Auctions conducted during the Transition Period: provided, however, that duning the Transition
Period, as to a Capacity Market Seller that owns or controls no more than 10,000 megawatts of
Unforced Capacity in the PIM Region, the otherwise applicable Market Seller Offer Cap
provided in Section 6 shall be increased by up to the following amounts in the following years
for any Sell Offer submitted by such a seller in any Unconstrained LDA Group, with respect to
no more than 3,000 megawatts of such Unforced Capacity:

(a) $10/MW-day for the 2007-2008 Delivery Year;

(b) $10/MW-day for the 2008-2009 Delivery Year; and
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(c) $7.50/MW-day for the 2009-2010 Delivery Year;
For purposes of this provision, the 10,000 megawatt maximum shall apply separately to a
Capacity Market Seller’s resources subject to state rate-based regulation and resources that are
not subject to state rate-based regulation,
17.6  Performance Assessment
Within six months after the end of the fourth Delivery Year, the Office of the Interconnection
shall prepare, provide to Members, and file with FERC an assessment of the performance of the

Reliability Pricing Model,

Effective Date; 9/17/2010 - Docket #: ER10-2710-000

Page 2409



ATTACHMENT DD-1

Preface: The provisions of this Attachment incorporate into the Tariff for ease of reference the
provisions of Schedule 6 of the Reliability Assurance Agreement among Load Serving Entities
in the PJM Region. As a result, this Attachment will be modified, subject to FERC approval, so
that the terms and conditions set forth herein remain consistent with the corresponding terms and
conditions of Schedule 6 of the RAA. Capitalized terms used herein that are not otherwise
defined in Attachment DD or elsewhere in this Tariff have the meaning set forth in the RAA.,

PROCEDURES FOR DEMAND RESOURCES, ILR, AND ENERGY EFFICIENCY

A. Parties can partially or wholly offset the amounts payable for the Locational
Reliability Charge with Demand Resources or [LR that are operated under the direction of the
Office of the Interconnection. FRR Entities may reduce their capacity obligations with Demand
Resources that are operated under the direction of the Office of the Interconnection and detailed
in such entity’s FRR Capacity Plan. Demand Resources qualifying under the critenia set forth
below may be offered for sale or designated as Self-Supply in the Base Residual Auction,
included in an FRR Capacity Plan, or offered for sale in any Incremental Auction, for any
Delivery Year for which such resource qualifies. In addition, for Delivery Years through May
31, 2012, resources qualifying under the criteria set forth below may be certified as ILR on
behalf of a Party that has not elected the FRR Alternative for a Delivery Year no later than three
months prior to the first day of such Delivery Year; provided, however, that for the 2011-2012
Delivery Year only, the ILR certification deadline shall be no later than two months prior to the
first day of such Delivery Year. Qualified Demand Resources and ILR generally fall in one of
three categories, i.e., Guaranteed Load Drop, Firm Service Level, or Direct Load Control, as
further specified in section H and the PIM Manuals. Qualified Demand Resources and ILR may
be provided by a Demand Resource Provider or ILR Provider (hereinafter, “Provider”),
notwithstanding that such Provider is not a Party to this Agreement. Such Providers must satisfy
the requirements in section I and the PJM Manuals.

L. A Party must formally notify, in accordance with the requirements of the
PJM Manuals and section G of this schedule as applicable, the Office of the Interconnection of
the Demand Resource or ILR that 1t is placing under the direction of the Office of the
Interconnection. A Party must further notify the Office of the Interconnection whether the
resource is an ILR resource, a Limited Demand Resource, an Extended Summer Demand
Resource or an Annual Demand Resource.

2. A period of no more than 2 hours prior notification must apply to
interruptible customers.

3. The initiation of load interruption, upon the request of the Office of the

Interconnection, must be within the authority of the dispatchers of the Party. No additional
approvals should be required.
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4, The initiation of load reduction upon the request of the Office of the
Interconnection is considered an emergency action and must be implementable prior to a voltage
reduction.

5. An entity offering for sale, designating for self-supply, or including in any
FRR Capacity Plan any Planned Demand Resource must demonstrate, in accordance with
standards and procedures set forth in the PJM Manuals, that such resource shall have the
capability to provide a reduction in demand, or otherwise control load, on or before the start of
the Delivery Year for which such resource is committed. Providers of Planned Demand
Resources must provide a timeline including the milestones, which demonstrates to PJM’s
satisfaction that the Planned Demand Resources will be available for the start of the Delivery
Year, 15 business days prior to a Base Residual Auction or Incremental Auction. PJM may
venfy the Provider’s adherence to the timetable at any time.

6. Selection of a Demand Resource in an RPM Auction results in
commitment of capacity to the PJM Region. Demand Resources that are so committed must be
registered to participate in the Full Program Option or as a Capacity Only resource of the
Emergency Load Response program and thus available for dispatch during PJM-declared
emergency events.

B. The Unforced Capacity value of a Demand Resource and ILR will be determined
as:

the product of the Nominated Value of the Demand Resource, or the Nominated Value of the
ILR, times the DR Factor, times the Forecast Pool Requirement. Nominated Values shall be
determined and reviewed in accordance with sections J and K, respectively, and the PJM
Manuals. The DR Factor is a factor established by the PJM Board with the advice of the
Members Committee to reflect the increase in the peak load carrying capability in the PJM
Region due to Demand Resources and ILR, Peak load carrying capability is defined to be the
peak load that the PJM Region is able to serve at the loss of load expectation defined in the
Reliability Principles and Standards. The DR Factor is the increase in the peak load carrying
capability in the PJM Region due to Demand Resources and ILR, divided by the total Nominated
Value of Demand Resources and ILR in the PJM Region. The DR Factor will be determined
using an analytical program that uses a probabilistic approach to determine reliability, The
determination of the DR Factor will consider the reliability of Demand Resources and ILR, the
number of interruptions, and the total amount of load reduction.

C. Demand Resources offered and cleared in a Base Restdual or Incremental Auction
shall receive the corresponding Capacity Resource Clearing Price as determined in such auction,
1n accordance with Attachment DD of the PJM Tariff. For Delivery Years beginning with the
Delivery Year that commences on June 1, 2013, any Demand Resources located in a Zone with
multiple LDAs shall receive the Capacity Resource Clearing Price applicable to the location of
such resource within such Zone, as identified in such resource’s offer. Further, the Demand
Resource Provider shall register its resource in the same location within the Zone as specified in
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its cleared sell offer, and shall be subject to deficiency charges under Attachment DD of this
Tariff to the extent it fails to provide the resource in such location consistent with its cleared
offer. For either of the Delivery Year commencing on June I, 2010 or commencing on June |,
2012, if the location of a Demand Resource is not specified by a Seller in the Sell Offer on an
individual LDA basis in a Zone with mulitiple LDAs, then Demand Resources cleared by such
Seller will be paid a DR Weighted Zonal Resource Clearing Price, determined as follows: (i) for
a Zone that includes non-overlapping LDAs, calculated as the weighted average of the Resource
Clearing Prices for such LDAs, weighted by the cleared Demand Resources registered by such
Seller in each such LDA; or (ii) for a Zone that contains a smaller LDA within a larger LDA,
calculated treating the smaller LDA and the remaining portion of the larger LDA as if they were
separate LDAs, and weight-averaging in the same manner as (i) above.

D. Certified ILR resources shall receive the Final Zonal ILR Price.

E. The Party, Electric Distributor, Demand Resource Provider, or ILR Provider that
establishes a contractual relationship (by contract or tariff rate) with a customer for load
reductions is entitled to receive the compensation specified in sections C and D for a committed
Demand Resource or certified ILR, notwithstanding that such provider is not the customer’s
energy supplier.

F. Any Party hereto shall demonstrate that its Demand Resources or ILR performed
during periods when load management procedures were invoked by the Office of the
Interconnection, The Office of the Interconnection shall adopt and maintain rules and
procedures for verifying the performance of such resources, as set forth in section L and the PJM
Manuals. In addition, committed Demand Resources and certified ILR that do not comply with
the directions of the Office of the Interconnection to reduce load during an emergency shall be
subject to the penalty charge set forth in Attachment DD to the PJM Tariff.

G. Parties may elect to place Demand Resources associated with Behind The Meter
Generation under the direction of the Office of the Interconnection for a Delivery Year by
submitting a Sell Offer for such resource (as Self Supply, or with an offer price) in the Base
Residual Auction for such Delivery Year. This election shall remain in effect for the entirety of
such Delivery Year. In the event such an election is made, such Behind The Meter Generation
will not be netted from load for the purposes of calculating the Daily Unforced Capacity
Obligations under this Agreement.

H. PJM recognizes three types of Demand Resource and ILR:

Direct Load Control (DLC) — Load management that is initiated directly by the Provider’s
market operations center or its agent, employing a communication signal to cycle equipment
{typically water heaters or central air conditioners). DLC programs are qualified based on load
research and customer subscription data. Providers may rely on the results of load research
studies identified in the PJM Manuals to set the per-participant load reduction for DLC
programs. Each Provider relying on DLC load management must periodically update its DLC
switch operability rates, in accordance with the PYM Manuals.
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Firm Service Level (FSL) — Load management achieved by a customer reducing its load to a pre-
determined level (the Firm Service Level), upon notification from the Provider’s imarket
operations center or its agent.

Guaranteed Load Drop (GLD) — Load management achieved by a customer reducing its load by
a pre-determined amount (the Guaranteed Load Drop), upon notification from the Provider’s
market operations center or its agent. Typically, the load reduction is achieved through running
customer-owned backup generators, or by shutting down process equipment.

For each type of Demand Resource and ILR above, there can be two notification periods:

Step ! (Short Lead Time) — Demand Resource or ILR which must be fully implemented in one
hour or less from the time the PIM dispatcher notifies the market operations center of a
curtailment event.

Step 2 (Long Lead Time) — Demand Resource or ILR which requires more than one hour but no
more than two hours, from the time the PJM dispatcher notifies the market operations center of a
curtailment event, to be fully implemented.

L Each Provider must satisfy (or contract with another LSE, Provider, or EDC to
provide) the following requirements:

Section 1 A point of contact with appropriate backup to ensure single call notification
from PJM and timely execution of the notification process;

Section 2 supplemental status reports, detailing Demand Resources and ILR
available, as requested by PIM,

Section 3 Entry of customer-specific Demand Resource and ILR credit information,
for planning and verification purposes, into the designated PJM electronic system.

Section 4 Customer-specific compliance and verification information for each PJM-
initiated Demand Resource or ILR event, as well as aggregated Provider load
drop data for Provider-initiated events, in accordance with established reporting
guidelines.

Section 5 Load drop estimates for all Demand Resource or ILR events, prepared in
accordance with the PJM Manuals,

I The Nominated Value of each Demand Resource or ILR shall be determined
cousistent with the process for determination of the capacity obligation for the customer.

The Nominated Value for a Firm Service Level customer will be based on the peak load

contribution for the customer, as determined by the 5CP methodology utilized to determine other
ICAP obligation values. The maximum Demand Resource or ILR load reduction value for a
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Firm Service Level customer will be equal to Peak Load Contribution — Firm Contract Level
adjusted for system losses.

The Nominated Value for a Guaranteed Load Drop customer will be the guaranteed load drop
amount, adjusted for system losses, as established by the customer’s contract with the Provider.
The maximum credit nominated shall not exceed the customer’s Peak Load Contribution.

The Nominated Value for a Direct Load Control program will be based on load research and
customer subscription. The maximum value of the program is equal to the approved per-
participant load reduction multiplied by the number of active participants, adjusted for system
losses. The per-participant impact is to be estimated at long-term average local weather
conditions at the time of the summer peak.

Customer-specific Demand Resource or ILR information (EDC account number, peak load,
notification period, etc.) will be entered into the designated PJM electronic system to establish
credit values. Additional data may be required, as defined in sections K and L.

K. Nominated Values shall be reviewed based on documentation of customer-
specific data and Demand Resource or ILR mformation, to verify the amount of load
mnanagement available, and to set a maximum allowable Nominated Value. Data is provided by
both the zone EDC and the Provider on templates supplied by PJM, and must include the EDC
meter number or other unique customer identifier, Peak Load Contribution (5CP), contract firm
service level or guaranteed load drop values, applicable loss factor, zone/area location of the load
drop, LSE contact information, number of active participants, etc. Such data must be uploaded
and approved prior to the first day of the Delivery Year for such resource as a Demand Resource,
or certification of such resource as ILR. Providers must provide this information concurrently to
host EDCs.

For Firm Service Level and Guaranteed Load Drop customers, the SCP values, for the zone and
affected customers, will be adjusted to reflect an “unrestricted” peak for a zone, based on
information provided by the Provider. Load drop levels shall be estimated in accordance with
guidelines in the PJM Manuals.

For Direct Load Control programs, the Provider must provide information detailing the number
of active participants in each program, Other information on approved DLC programs will be
provided by PIM.

L. Compliance is the process utilized to review Provider performance during PJM-
initiated Demand Resource and ILR events. Compliance will be established for each Provider on
an event specific basis for the Provider’s Demand Resources or ILR dispatched by the Office of
the Interconnection during such event PJIM will establish and commuticate reasonable deadlines
for the timely submittal of event data to expedite compliance reviews. Compliance reviews will
be completed as soon after the event as possible, with the expectation that reviews of a single
event will be completed within two months of the end of the month in which the event took
place. Providers are responsible for the submittal of compliance information to PJM for each
PJM-initiated event during the compliance period.
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Compliance for Direct Load Control programs will consider only the transmission of the control
signal. Providers are required to report the time period (during the Demand Resource and ILR
event) that the control signal was actually sent.

Compliance is checked on an individual customer basis for FSL, by comparing actual load
during the event to the firm service level. Providers must submit actual customer load levels (for
the event period) for the compliance report. Compliance for FSL will be based on:

End use customer’s current Delivery Year peak load contribution (“PLC’’) minus the
metered load (*“Load”) multiplied by the loss factor (“LF”). The calculation is represented
by:

(PLC) - (Load *LF)
Compliance is checked on an individual customer basis for GLD, and will be based on:

(i) the lesser of (a) comparison load used to best represent what the load would have
been if PIM did not declare a Load Management event or the CSP did not initiate
a test as outlined in the PJM Manuals, minus the Load and then multiplied by the
LF, or (b) the PLC minus the Load multiplied by the LF, A load reduction will
only be recognized for capacity compliance if the Load multiplied by the LF is
less than the PLC.

i)  Providers must submit actual loads and comparnison loads for all hours during the
day of the Load Management event or the Load Management performance test,
and for all hours during any other days as required by the Office of the
Interconnection to calculate the load reduction. Comparison loads must be
developed from the guidelines in the PJM Manuals, and note which method was
employed.

Compliance is averaged over the full hours of a load management event, for each customer ot
DLC program dispatched by the Office of the Interconnection, Demand Resource or ILR
resources may not reduce their load below zero (i.e., export energy into the system). No
compliance credit will be given for an incremental load drop below zero. Compliance will be
totaled over all FSL and GLD customers and DLC programs to determine a net compliance
position for the event for each Provider by Zone, for all Demand Resources committed and [ILR
Certified by such Provider and dispatched by the Office of the Interconnection in the zone.
Deficiencies shall be as further determined in accordance with section 11 of Schedule DD to the
PIM Tarniff.

M.  Energy Efficiency Resources

L. An Energy Efficiency Resource is a project, including installation of more
efficient devices or equipment or implementation of more efficient processes or systems,
exceeding then-current building codes, appliance standards, or other relevant standards, designed
to achieve a continuous (during peak periods as described herein) reduction in electric energy
consumption at the End-Use Customer's retail site that is not reflected in the peak load forecast
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prepared for the Delivery Year for which the Energy Efficiency Resource is proposed, and that is
fully implemented at all times during such Delivery Year, without any requirement of notice,
dispatch, or operator intervention.

2. An Energy Efficiency Resource may be otfered as a Capacity Resource in
the Base Residual or Incremental Auctions for any Delivery Year beginning on or after June 1,
2012. No later than 30 days prior to the auction in which the resource is to be offered, the
Capacity Market Seller shall submit to the Office of the Interconnection a notice of intent to offer
the resource into such auction and a measurement and verification plan. The notice of intent
shall include all pertinent project design data, including but not limited to the peak-load
contribution of affected customers, a full description of the equipment, device, system or process
intended to achieve the load reduction, the load reduction pattern, the project location, the project
development timeline, and any other relevant data. Such notice also shall state the seller’s
proposed Nominated Energy Efficiency Value, which shall be the expected average load
reduction between the hour ending 15:00 EPT and the hour ending 18:00 EPT during all days
from June | through August 31, inclusive, of such Delivery Year that is not a weekend or federal
holiday. The measurement and verification plan shall describe the methods and procedures,
consistent with the PJM Manuals, for determining the amount of the load reduction and
confirming that such reduction is achieved. The Office of the Interconnection shall determine,
upon review of such notice, the Nominated Energy Efficiency Value that may be offered in the
Reliability Pricing Model Auction.

3. An Energy Efficiency Resource may be offered with a price offer or as
Self-Supply. If an Energy Efficiency Resource clears the auction, it shall receive the applicable
Capacity Resource Clearing Price, subject to section 5 below. A Capacity Market Seller offering
an Energy Efficiency Resource must comply with all applicable credit requirements as set forth
in Attachment Q to the PJM Tanff. The Unforced Capacity value of an Energy Efficiency
Resource offered into an RPM Auction shall be the Nominated Energy Efficiency value times
the DR Factor and the Forecast Pool Requirement.

4, An Energy Efficiency Resource that clears an auction for a Delivery Year
may be offered in auctions for up to three additional consecutive Delivery Years, but shall not be
assured of clearing in any such auction; provided, however, an Energy Efficiency Resource may
not be offered for any Delivery Year in which any part of the peak season is beyond the expected
life of the equipment, device, system, or process providing the expected load reduction; and
provided further that a Capacity Market Seller that offers and clears an Energy Efficiency
Resource in a BRA may elect a New Entry Price Adjustment on the same terms as set forth in
section 5.14(c) of this Attachment DD,

5. For every Energy Efficiency Resource clearing an RPM Auction for a
Delivery Year, the Capacity Market Seller shall submit to the Office of the Interconnection, by
no later than 30 days prior to each Auction an updated project status and measurement and
verification plan subject to the criteria set forth in the PYM Manuals.

6. For every Energy Efficiency Resource clearing an RPM Auction for a
Delivery Year, the Capacity Market Seller shall submit to the Office of the Interconnection, by
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Honorable Magalie R. Salas / . N ::5“_"_‘1
Secretary t .30
Federal Energy Regulatory Commission ™ T =z =
888 First Street, N.E. Room 1A . W ™
Washington, D.C. 20426 a
Re:  Settlement Agreement and Explanatory Statement of the Settling
Parties Resolving All Issues in PJM Interconnection L.L.C., Docket
Nos. ER05-1410-000 and -001, and EL05-148-000 and -001
Dear Ms. Salas:

PJM Interconnection, L.L.C. (*PJM"), pursuant to Rule 602 of the Commission’s
Rules, submits for filing, on behalf of itself and the parties listed in the enclosed
Settlement Agreement (collectively “Settling Parties™), an original and 14 copies of the
settlement documents described below.

L Description of the Filing

The Settlement Agreement filed herein resolves all issues regarding the
implementation by PJM of a reliability pricing model (“RPM") to replace PJM’s existing
capacity obligation rules, without the need for an evidentiary hearing or fusther
proccedings. Therefore, the Settling Parties respectfully request that the Commission
approve the Settiement Agreement, including the enclosed revised sheets of the PIM
Open Access Transmission Tarff (“PJM Tariff”), PIM Operating Agreement, and the

enclosed new Reliability Assurance Agreement for the PJM Region (“RAA™), as set
forth in Attachments A through F to the Settlement Agreement.

IL Documents Enclosed

The Settling Parties submit the following settlement materials:

1.

Explanatory Statement, including appendices containing supplemental
affidavits of Mr. Andrew L. Ou, Mr. Joseph E. Bowring, and Mr.
Benjamin F. Hobbs, on behalf of PIM; Mr. Paul Williams, on behalf of the

Portland Cement Association; and Mr. Robert Stoddard, on behalf of
Mirant.
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2. Settlement Agreement, including appendices containing revised sheets to
the PJM Tariff, Operating Agreement and RAA;

3. Proposed Letter Order; and
4, Certificate of Service.

II1. Comment Dates

Pursuant to Rule 602(f)(2), comments on the Settlement Agreement must be filed
with the Secretary within 20 days of the filing of the settlement, i.e., on or before October
19, 2006, and reply comments must be filed with the Secretary within 30 days of such
filing, t.e. on ar before October 30, 2006,

IV.  Reguest for Review and Waiver

The Settlement Agreement provides that the RPM construct shall replace PIM’s
current capacity construct beginning on June 1, 2007, which is the first day of the next
annual Delivery Year under the new capacity rules. To permit this implementation date,
PJM must conduct the Base Residual Auction for the 2007-2008 Delivery Year in April
2007; therefore, PJM and the market participants must begin to implement the necessary
systems and business practice changes as soon as possible. To that end, the Settling
Parties are asking the Commission to approve the Settlement Agreement by December
22, 2006. To the extent necessary, waiver of the Commission’s notice requircments is
requested.

V. Service and Request for Waiver of Posting Requirements

Pursuant to Rules 602(d) and 2010 (18 C.F.R. §§ 385.602(d) & 2010), PJM has
served, either by paper or electronic service, the settlement documents listed in section 11
above, on all the parties listed on the official service list compiled by the Secretary in this
proceeding, all PJM members, and all state commissions in the PJM Region.

With regard to service on the PJM members and the state commissions, PIM
requests waiver of the posting requirements, 50 as to permit electronic service rather than
paper service. Waiver of paper service is cousistent with the Commission’s decision to
establish electronic service as the default method of service on service lists maintained by
the Commission Secretary for Commission proceedings.! While Order No. 653 did not
amend the posting requircments, application of its rules to tariff filings would be
consistent with the Commission’s “efforts to reduce the use of paper in compliance with
the Government Paperwork Elimination Act.”™® Applying amended section 385.201((f) to

! See Electronic Notification of Commission Jssuances, Order No. 653, 110 FERC
161,110 (2005).

2 1d. at P 2, citing 44 U.S.C. § 3504.
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t]us f' ling, PJM will post this filing today to the FERC filings section of its internet site,

im.com/\ ts/ferc.h andsendanc—mmltoaﬂ PJM members and

all state unhty regulatory commissions in the PJM Region® alerting them that this filing
has been made by PIM today and is available by following such link. Within one
business day, PJM will send a second e-mail to the same list, containing a link that takes
the recipient directly to the filed document.*

Respectfully submitted,
Craig Glazer Barry S. Spector i
Vice President — Federal Government Policy Paul M. Flynn
PJM Interconnection, L.L.C. Wright & Talisman, P.C.
1200 G Street, N.W. 1200 G Street, N.W,
Suite 600 Suite 600 Washington, D.C. 20005
Washington, D.C. 20005 (202) 393-1200 (phone)
(202) 393-7756 (phone) (202) 393-1240 (fax)
(202) 393-393-7741 (fax) flynn@wrightlaw.com
glazec(@pijm.com

{ Jeffrey W. Mayes

Senior Counse!
PJM Interconnection, L.L.C.
955 Jefferson Avenue
Norristown, PA 19403
(610) 666-8878 (phone)
(610) 6664281 (fax)
mayes} .com

Attorneys for

PJM Interconnection, L.L.C.

Encl.

cc: Service List _

3 PIM already maintains, updates, and regularly uses e-mai! lists for all Members
and affected comrnissions.

4 PJM anticipates that in unusual circumstances, it may not be possible to post the
document to its website on the day of filing, or to distribute an active link to the
document within one business day. Consistent with §385.2010(i)(3), if a link to

) the document does not become available within two business days afier filing,
¢ PIM will arrange for immediate service by other means.
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UNITED STATES OF AMERICA
BEFORE THE
FEDERAL ENERGY REGULATORY COMMISSION

PIM Interconnection, L.L.C. ) Docket Nos.  ER05-1410-000, -001

) EL(5-148-000, -001

EXPLANATORY STATEMENT

ER05-1410-000

PIJM Intcrconnection, L.L.C. ("PIM™). on bchalf of the Sculing Parties in this

proceeding,' submits this Explanatory Statement in support of the enclosed Setilement

Agreement and Offer of Scttlement ("Sctdement Agrccmcnl")_:

The Settlement

Agreement resolves all issues in Docket Nos. ER05-1410-000 and -001 and E10S-148-

000 and -001. Therefore, the Settling Parties request that the Commission approve the

Senlement Agreement, including the revised tariff sheets in Attachments A through F 1o

{ - the Settlement Agreement.

+J

The Settling Parties, comprising most of the active parties in this proceeding with
a broad cross-section of load interests, generation owner interests. and state
regulators, are listed on page 1 of the Scttlement Agreement. In addition, many
other parties to the proceeding committed at the September 25, 2006 vote on this
Secutlement Agreement that they would not oppose Commission approval of the
Sentlement Agreement without condition or modification. The parties that cast
such a vole are: American Municipal Power - Ohio, District of Columbia Office
of the Peoplc’s Counsel, Delaware Public Service Commission, Duquesne Light
Co., Easton Utilities, [llinois Municipal Elcctric Agency. Northern [llinois
Municipal Power Agency, NRG Energy, Inc.. Ohio Consumer’s Counsel, ©hio
Public Utilities Commission, Pennsylvania Dcpartment of Environmental
Protection, Pennsylvania Public Utilitics Commission, Public Power Association
of New Jersey. Rockland Electric Company, Borough of Chambersburg, Direct

Encrgy Services, LLC, and Strategic Energy LLC.

PIJM coordinated preparation of this Explanatory Statcment with the RPM
Sctilement Drafting Commiltee, but any characterization hercin of the Settlement
Agrecment or these proceedings is solely that of PJIM and should not be atiributed
to any other party. In the event of any conflict between this Explanatory
Statement and the Settlement Agrecment, the provisions of the Sctilement

Agreement govern.
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L. BACKGROUND

On August 31, 2005, PJM filed under sections 205 and 206 of the Federal Power
Act (“FPA”) a proposat for a reliability pricing model ("RPM™) to replace its existing
capacity obligation rules (“August 31" Filing”). In the August 31" Filing, PIM asked the
Commission to find that its existing capacily construct is unjust and unreasonable and
that its RPM proposal was a just and reasonable replacement,’

On April 20, 2006, the Commission issued an Initial Order on RPM.* In its order,
the Commission found that PJM's cxisting capacity construct is unjust and unreasonable.®
tu addition, the Commission made a number of {indings as (0 various aspects of the RPM
proposal.” In addition to these findings. the Commission instituted a paper hearing and
scheduled a techmical conferenee to address a number of issues for which the
Commission sought additional information.”

Pursuant to the April 20 Order, on May 19. 2006, PIM filed a brief on the paper
hearing issues. Parties to the proceeding filed comments on PIM’s brief on June 2. 2006,

and reply comments on June 16, 2006.* The technical conference required by the April

Angnst 31st Filing at 3.

* PIM ferconnection, LL.C., 115 FERCY P61, 079 (2006) (“April 20 Order™).
i Id atP L.

® Id atP6,

! Jd. at P 173.

The complete record compiled in the paper hearing in this case is generally
referred 10 herein as the “Paper Hearing.”
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20 Order was held on June 7-8, 2006. Comments on the technical conference were filed
on June 22, 2006.”

On May 8, 2006, the American Forest and Paper Association (“AFPA™) [iled a
inotion to establish settlement judge proceedings, and requested that Administrative Law

' AFPA also requested that the

Judge Lawrence Brenner conduct those proceedings.
Commission suspend the technical conference and paper hearing procedures established
in the April 20 Order pending the outcome of the proposed settlement judge

"' On May 17, 2006, the Commission issued an Order Granting Motion for

proceedings.
Appoinument of Seulcment Judge and Denying Request to Suspend Scheduled
Proceedings.'” In that order, the Commission established scttiement judge procedures,

but denicd AFPA's request 10 suspend the procedural schedule during the course of the

{‘ settlement judge pruceediugs.” In addition, the Commission granted AFPA's request
\ that the scope of the settlement discussions wmﬂd not be limited to the issues that the
Commission ordered to be the subject of the paper hearing and technical conference. '
Beginning on June 5. 2006, and continuing through the end of July, the partics 1o
this procceding engaged in lengthy and intense seitlement discussions.  As noted in the
? The complete record compiled in the technical conference in this case is generally
referred to hercin as the *Technical Conference,” .
10 A number of parties either supported or did not oppose the motion to establish
settlement judge proceedings,
" See AFPA Motion at 1.
" LI5FERC{61.186 (2006).
M aPl.
{ " M aPs.
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August 3, 2006 Report By Settlement Judge On Agreement In Principle issuced in this
proceeding, over 150 individuals representing more than 65 parties engaged in more than
25 days of settlement discussions with direct Settlement Judge involvement and with the
assislance of Mr. Steven Shapiro of the Dispute Resolution Service, and numerous other
meetings among the negotiating partics during the settlement period. On August 2. the
partics voled on an agreement in principle embodied in a scttlement term sheet. Al of
the partics to the Scitlemen Agreement (at section I at p, 4) cither voied 1o support or not
oppose the scttlement term sheet. t>

Throughout the months of August and Scptember, the parties cither supporting or
not opposing scttlement engaged in further negotiations to resolve the open issues and
specifics necessary to reach final settlement on all issues in the term sheet.  In addition,
the parties drafled and finalized the Settlement Agreement, the accompanying PIM ‘Tariff
sheets. and neeessary changes to the Reliability Assurance Agreement ("RAAM).
Following substantial completion of those documerts,'® the parties met again on

September 25, 2006 and voled on the Settlement Agreement. The Scitling Parties consist

Only six parties to the proceeding voted to oppose the scttlement term sheet.
They were Catoctin Power, LLC, Coral Power LLC, Maryland Office of the
People’s Counsel, New Jersey Board of Public Utilities. PPL. Parties. and the
PSEG Companics (as noted in the Scitlement Agreement).

t The RPM Scitlement Drafting Committce, consisting  of  designated
representatives of PIM, buycers, and sellers, made minor conforming, clarifying,
or correcting changes 1o the Scttiement Agreement and tariff/RAA shects after the
vole, to prepare those documents for filing.
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of all partics that voted at that time to support the scitlement.  The partics listed in
footnote | above voted not 1o oppose the settlement.'’

In preparation for filing. the parties also prepared this Explanatory Statement and
several supplemental affidavits in support of the scttlement.  Thosc supplemental
affidavits, Antachiments A through E to this Explanatory Statement, are submitted by Mr.
Andrew L. Ot, Mr. Joseph E. Bowring. and Professor Benjamin F. Hobbs, on behalf of
PIM: Mr. Paul R. Williams, on behalf of the Portland Cement Association; and Mr.
Robert B. Stoddard, on behalf of Mirant.

IL DETAILED DESCRIPTION OF THE SETTLEMENT AGREEMENT
"A.  Use of August 31" Filing as Baseline

The sctilement in this case takes as its starting point the amendments to the PIM
(" | '-['arifl', Operating Agrcement, and Rchiability Assurance Agreement included in the
August 31" Filing. and makes numecrous specificd changes to those provisions. To
ctiminate uncentainty, the Scitlement Agreement (at section Vo at P, 46) states that unless
otherwise provided therein, the provisions in the August 31" Filing apply. This approach
alsor is reflected in the implementing revisions to the PIM Tariff, Operating Agreement
and RAA that arc sct forth in Attachments A through F to the Settiement Agreement and
expressly incorporated as part of the Seltlement Agreement. The changes made by. the

Scttlement Agreement Lo the new RPM Tanff attachment'® and the new RAA relative to

Four additional partics voted at that time to oppose the sctilement. Thosc parties
arc BP Energy, the Long Island Power Authority, J.P. Morgan Encrgy Ventures
Corp. and Mittai Steel.

18 In the August 31% Filing, the attachment to the PIM Tariff that conlained the
, RPM terms and conditions was designated as “Altachment Y. For this [iling,
( that attachment has heen redesignated as “Attachment DD.” IHowever, all
{continued)
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the August 31" Filing arc shown in redline form in this settlement filing (all other Tariff
and Opcrating Agreement changes arc redlined against the current effective sheets). The
Settlcment Agreement (at section V) further states that, to the extent there is a conflict
between any provisions of the Setlement Agreement and the awached tariff and
agreement provisions, those tanff and agreement provisions shall govern,

B. Implementation Date

The Settlement Agreement (at scetion [LA) provides that the RPM construet, as
described in the Scitlement Agreement and tariff sheets, shall replace PIM's current
capacity construct beginning on Junc 1, 2007, which is the first day ol the next annual
Delivery Year'” under PIM's capacity rules. To permit this implementation date. PIM
must conduct the Base Residual Auction (or the 2007-2008 Delivery Year in April 2007:
therefore, PIM and the market participants must begin to implement the nccessary
systems and business practice changes as soon as possible.  To that end, the Settling
Partics request that the Commission approve the Settlement Agreement by December 22,

2006.

(continucd)
language of that attachment remains the same as in the August 31% Filing, except

for the changes shown by the redlining in this filing.  Similarly, the new
consolidated RAA has been redesignated from Rate Schedule FERC No. 42 in the
August 31* Filing to Ratc Schedule FERC No. 44 in this filing, but the text has
heen changed only as shown by the redlined version in this liling. In accordance
with the Scttlement Agreement (at scction 11.P.9) the RAA also has been updated
to rcflect relevant amendments to the East RAA. West RAA, or South RAA that
have hecome effective since August 31, 2005,

Capitalized terms used in this Explanatory Statement that are not otherwisc
defined hercin have the meaning given in the PIM Tariff or Reliability Assurance
Agreement.
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C. Variable Resource Requirement Curve

Consistent with the April 20 Order. which endorsed in principle reliance on a
downward-sloping demand curve to clear the capacily market,”® the Settlement
Agreement (at section I1.B) provides that the RPM capacity auctions shall be clcared
using a downward-sloping Variable Resource Requiremnent Curve ("VRR Curve™), The
VRR Curve adopted by the Seulement Agreement (“Settlement Curve™). however,
contains significant modifications t the VRR Curve proposed by PIM in the August 31Y
Filing, which shift the curve downward to cormrelate the varying capacity requirement
levels with generally lower prices. [d.

Figure 1 below compares the Scutlement Curve with the curve proposed in the
August 31™ ]-'iling.2l As cun be scen. the Scutlement Curve establishes a lower value for
{_ capacity at nearly all capacity leveis. There is a crucial point of convergence:  both
curves value at the Net Cost of New Entry a cleared capacity level equal to the Installed
Reserve Margin plus one percent.  ‘This important fealure of the proposed curve in the
August 31" Filing, which was discussed and supported at length in the Technical
Conference, is preserved by the Seulemcnt.. The curves diverge in both dircctions from
that point. with the Scttlement Curve yielding progressively lower prices as either
capacity surpluses or capacity shortages increase. The curves also share the same-zero

crossing point. with both dropping 1o the horizontal axis at a cleared capacity level equal

0 April 20 Order at PP 104-108.

- The comparison illustrated here is not exact, due to a difference in the price
calculation method. The VRR Curve included in the August 31* Filing calculated
the price as {{(multiplier) times (CONE)} minus (EAS Offset). The Settlement
Curve calculates price as (multiplicr) times [(CONLE) minus (EAS Offset)).
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to [RM plus five pereent. By design. therefore, the Settlement Curve results in lower

capacity costs at almest all capacity levels.

Figure 1
Comparison of Settlement Curve
and VRR Curve Proposed in the August 31* Filing

Variable Resource Requirement Curves
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Lven though it scis a lower capacity cost, the Setilement Curve performs
similarly, on the key measures of long-term reliability and long-term total cost to
consumers, to the VRR Curve proposcd in the August 31" Tiling. At PIM's request,
Professor Benjamin F. Hobbs of the Johns Hopkins University supplemented his prior
affidavits in this case to present the resulls of a long-run dynamic simulation of the

relative performance of the Scitlement Curve under a broad range of differing
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ussumpliuns.z?' Bused on his cconomic simulations, Professor Hobbs “conclude|s] that
the Scitlement Curve’s performance would likcly be similar to that of [the] [cjurve [that]
was recomuncnded by PIM in its August 31, 2005 filing, and much beiter than the vertical
demand curve” that more closely reflects PIM's current capacity construct.™

As Professor Hobbs explains, bis simulations show that the Settlemem Curve is
likely to lead to reserve levels meeting or exceeding the Instalied Reserve Margin 95% of
the time. compared with 98% of the time for the originally proposed curve.” Similarty,
the Sctiiement Curve leads to comparable levels of total consumer costs as the originally
proposed curve, i.c., S82/peak kW/ycar versus $79 peak kW/year.”  Notably. the
Scttlement Curve performs far better on these measures than a “no demand curve™ cuse
that effectively is a vertical line al the Installed Reserve Margin, capped at a price of
twice the CONE minus the energy and ancillary services revenue offset. The vertical
demand curve is likely to meet or exceed the IRM only about 52 percent of the time. and
leads to total consumer costs of about $123/peak kw/year, i.e.. about [ifty percent greater
costs than cither the Settlement Curve or the curve proposed in the August 31™ Filing, M,
Thus, Professor Hobbs corrcctly observes that the differences between the Settlement

Curve and PIM’s originally proposed curve “are very small compared to the gulf between

2 Discussion of Professor Hobbs® analysis in this filing does not imply endorsement
of that analysis by any Sctiling Party.

Hobbs Supplementat Affidavit, at 8.
H Id. at 5.

3 Professor Hobbs shocs that this relative performance of the Setilement Curve (i.c.,
comparable to, but slightly below the PIM-filed curve) continues across a wide
range of sensitivity analyses, which reinforees his conclusions. Id. at 8.

Py
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their performance and that of Curve | (*No Demand Curve™). which performs much
worse,”

In shon, the differcnces between curve in the August 31* Filing and the
Scttlement Curve are minor compared to the substantial benctits of moving from the
current construct to cither of those two alternatives.

As stated by Mr. Andrew L. Ott in his supplemenmtal affidavit, this analysis shows
that the Scrtlement Curve provides rcasonable assurance that the PIM Region will
continue 1o meet reliability objectives.”’ His conclusion is amply supported by the record
devcloped in the Technical Conference, which included extensive discussion of minimum
acceptable reliability levels, altemative downward-sloping curves 10 mect these levels,
and the details and relative merits of Professor Hobbs' simulation analysis and alternative
analyses.

Morcover, while this detailed simulation modeling suggests that the Seuwlement
Curve will help ensure continued reliability. the Scttlement Agreement preserves PIM's
ability 1w address any issucs promptly if that expected reliability is not achieved. The
Scttling Partics have agreed to include the RPM terms and conditions in the PIM Taniff
and Rcliability Assurance Agreement, both of which are documents that PJM has the
right to amend under FPA Scction 205.2* The Scttlement Agrecment (at section 1)

expressly adds that nothing in the agreement shall be construed as affecting in any way

PIM’s right unilatcrally to make application to the Commission for a change in rates,

2 M. at 8.
Out Supplemental Affidavit at 2.

Settlement Agrecment it section 1.

10
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tenins and conditions under FPA section 205.°7 ‘The Settlement Agreement (at section 111)
leaves in place the originally-filed tariff provisions that require PIM to evaluate the need
for changes to the VRR Curve or its parameters at least every three _vcau's,30 to report on
the performance of RPM within four and a half years after RPM is implemented.” and to
investigate the costs and benefits of transmission upgrades in the RTEP process if
clevated locational prices do not result in new entry.” Consistent with these provisions,
¢ven before three years have elapsed, if available evidence indicates that RPM is not
working as intended to promote reliability. PIM will in\'csligatc.lhc causes and excreise
its FPA section 205 rights to file any necessary changes it warranted.,

D. Forward Commitment of Capacity

The Sculement Agreement retamns forward commitment of capacity largely as
proposed in the August 31* Filing (and as endorsed in principle by the April 20th
Order'’), but reduces the forward period {i.c.. the pcricﬂ between the Base Residual
Auction angd the start of the Delivery Year) when RPM is fully implemented from four
years 1o three.  As cxplaincd by Mr, Out in his accompanying affidavit, threc years

remains sufficient 1o mect the essential purpose of forward commitment, i.c.. to provide a

b

By the same token, nothing in the Settlement Agreement is o be construed as
restricting any rights of the other parties under the FPA, including their rights
under section 206. In rccognition of the careful balancing of positions, the
Sculement Agreement requires PIM to hold at least one stakcholder meeting 1o
discuss the proposed changes, and pive at least 15 days prior notice of that
meeting, before filing to change the Reference Resource or CONE Arcas.

0 See PIM Tariff Attachment DD, section 5.10(a)iii).
Y Sec PIM Tariff Attachment DD, scction 17.6
" Scc PIM Tariff Awachment DD, section 15.

{ M April 20 Order at PP 67-72.,
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credible prospect of new entry. The uitrcbutted record supports this conclusion. PIM's
witness Mr. Raymond L. Pasteris presented a detailed development timeiine for a
combustion turbine plant configuration typical of new cntry units in the PJM Region. His
timeline, which no party disputed, showed a typical 33-month period between the signing
of an Incremental Facilities Study Agreement for a new plant and the plant’s commercial
operation date.”* Under the RPM nules. a proposed new generation plant must have a
signed Interconnection Facilities Study Agreement belore it can participate in the Base
Residual Auction,” which—pursuant to the Seitlement Agreement—will take place 36
months before the start of the Delivery Year. Thercfore, a three-year forward auction
schedule st allows a typical new entry combustion turbine te ofler into the auction and
credibly commit to be in service by the Delivery Year.

The Settlement Agreement provides (at section 11.C) thar PIM will conduct a Base
Residual Auction ("BRA™) and three Incremental Auctions largely as proposed in
Original Atachment Y, e¢xcept for the onc-year reduction in the forward schedule. The
Base Residual Auction will be the basic mechanism to ensure the lowest cost. three-year
forward commitment of capacity that satisfies the region's reliability needs and ail
locational constraints. [Id. The three Incremental Auctions will provide a mechanism for
markct participanis to commit additional resources that may be needed for the Delivery
Year cither to replace previously committed resources that have become unavailablc or to
accommodate an increase in the forecasted load (Id, at section 11.D}). Auachment F to this

Explanatory Statement shows a timelinc of all relevant milestones once RPM s fully

kL

See August 31* Filing, ‘Tab I, p. 23, Figure 3.

1 See RAA (Attachment A to the Settlement Agreement), section 1.67.
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L

implemented, beginning with the first deadline for PFM 10 post information for auction
participants, continuing through the Basc Residual and Incremental Auctions. and
culminating in the Delivery Year addressed by those auctions.

The Setticment Agreement provides that the commitment period for the capacity
offered in 1the Base Residual Auction is one ycar. beginning on June 1 and continuing
through May 31 of the following calendar year (“Delivery Year™) (id. at section [LE),
However, addressing concems noted in the April 20 Order™ and raised by both
Commission Staff and intervenors in the Paper Hearing and Technical Conference, the
Settlement Agreement also provides an opportunity under cenain circumstances for new
chtry units to receive their [irst-year clearing price for up to two additional years. as
further discussed in scction [LJ below.

i E. Locational Requirements, System Constraints, and Integration of
RPM with the RTEP Process

The Settlement Agreement (at section ELH) adopts locational capacity pricing
largely as proposed in the August 31% Filing. retaining the connection—endorsed by the
April 20 Order' ' —hetween  the capacily  pricing  arcas  (known as  Locationai
Deliverability Arcas ("LDAs™)) and the arcas analyzed in the Regional Transmission
Cxpansion Planning ("RTEP") process for system constraints. However, as explained
below, the Sctilement Agreement: (1) slightly lengthens the LA phasc-in schcdul(-e; (1)
rcquires an FPA scction 205 filing before a new LDA is created; (iii) clarifies and makes

morc transparcat the rules on when a separate VRR Curve is used in an LDA (which is a

i April 20 Order a1 P 74,

v Id. at PP 49, 52.

13
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predicate to prices “separating,” i.e., increasing in an LDA); and (iv) clarilies cenaim
aspects of the interaction between RPM and the RTEP process id..
1. Phase-in of LDAs for RPM Pricing Purposes

This Scttlement Agreement (at section I1LH. 1) retains, after a phase-in period. the
23 LDAs proposed in the August 31% Filing as potential capacity pricing regions. ‘The
rceord developed in the Paper Hearing fully supports and cxplains those 23 LDAs and
their necessary relationship to the reliability planning process.

The Settlement Agreement (at scction 1LH. B modifies the phase-in that precedes
fuil implementation of those 23 LDAs. The August 31" Filing proposed two large LDAs
for the expected first year of RPM, four largé L.DAs (or the second year, and full
implementation of the proposed 23 LDAs beginning with the third year id.. Undcr that
proposal, the four LDAs proposed for the second year consisted of: Southwestem
MAAC.™ Eastern MAAC,” the MAAC Region plus APS.™ and an LDA consisting of
the remaining zones in the PJIM Region (hereinafter, the “Rest of Market™ or “ROM™)
{Settlement Agreement at section JLH. 1), "

The Sctllement Agreement establishes a phase-in of three ycars before full LDA

implementation, rather than two, and uses the four LDAs described above for cach of

8 Potomac Electric Power Co. and Baltimore Gas & Elcctric Co.

e Public Scrvice Electric And Gas Co., Jersey Central Power & Light Co.,

Philadelphia Elcctric Co., Atlantic Electric, Dclmarva Power & Light, and
Rockland Electric.

40 SW MAAC and Eastern MAAC plus Pennsylvania Electric, Metropolitan Edison,
PPL., and Allcgheny Power.

” Commonwealth Edison, American Electric Power, Dayton Power & Light,

Dominion-Virginia Power, and Duquesne Light.

14
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those three vears. Accordingly, those four LIDAs will be effective for the Delivery Years
of 2007-08, 2008-09, and 2009-10. For the Delivery Year of 2010-11. all 23 LDAs will
be effective. id,

The Settlement Agreement preserves, however, some of the potential price-
signaling benefits of the full complement of 23 LDAs even during the transition.  Id.
After conducting the Base Residual Auctions for cach of the first three Delivery Years,
PJM will caleulate and post, for informational purposes only, the prices that would have
resulted if all 23 LDAs were in place. Potential project developers therefore will have
additional information to help guide their project scope and location decisions, and
market participants will have additional information to help prepare their hedging
strategies and business practices for fufl RPM implementation.

f 2. Identification of Transmission Constraints for Pricing
¢ Purposes

The Settlement Agreement expressly recognizes thal prices may not scparale in
all 23 LDAs (at scction I1.H.2). Indeed, prices cannot separate in an LDA unless the
algorithm used 1o clear the suction employs a separate VRR Curve for that LDA. il..
tailored to the capacity reguirements for the expected peak loads in that LDA. Notably,
as the Settlement Agreement recognizes, cven if an LDA has its own VRR Curve, the
locational constraint may not bind and prices may not separate in that LDA, because the

Base Residual Auction will clear using the actual resource offers in each of the 1.DAs.

- All such VRR Curves have the same shape and inflection points as the Settlement
Curve described above; only the megawatt inputs (reflecting loads and demand
resources only in the given LDA) and the dollar inputs (reflecting any subregional
diffcrences in the Net Cost of New Entry) will change. The algorithm usced to
clear the auction considers the PJM Region VRR Curve and any scparate DA
VRR Curves through a simultaneous optimization calculation.
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Taking account of these considerations, the Seulement Agreement iinproves upon the
August 31* Filing by clearly establishing. and making transparent, the rules that
determine when a scparatc VRR Curve will be used for an LDA (Scttlement Agreement
at [LH.2).

In particular, the Settlement Agreement cstablishes a default screen 1o determine
whether 10 employ a separate VRR Curve for an LDA, based on objective meaSL|rc;; that
indicatc that an LDA is constrained or i1s close to becoming constrained. L.
Accordingly, the Sctilement Agreement provides that. consistent with the phasc-in of
LDAs discussed above, PIM will establish a separate VRR Curve for an I.DA whenever
the Capacity Emergency Transfer Limit (“CETL") for the LDA is less than 105% of the
Capacity Emergency Transler Objective (“CETO™) for that LDA. Id. Morcover, cven if
this screen is not passed, PIM is permitted to determine that an acceptable level of
reliability, consisient with the Reliability Principles and Standards (as defined in the
RAA), requires establishment of a separate VRR Curve [or an LDA with a margin greater
than 5%. Id, The Settlement Agreement provides that. in such a case, PIM will post on
its website, at least three months before the Base Residual Auction, the LDA for which
thec VRR Curve s being established and tﬁe margin or other information that is being
uscd rather than the 5% margin. Id. -

T ensurc the market has other information that may influence prices and capacity
commitments, the Settlement Agreement (scction [1.H.2) provides that PIM will post, at
lcast three months before each Base Residual Auction. the CETO and CETL values for
all LDAs: the LDAs that do not have the potential to bind because they are not
constrained 1.DAs: the LDAs for which a separate VRR Curve has been established: and

the separate curve and associsted data (¢.g.. LDA Reliability Requircment, projected

16
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Intcrruptible Load for Reliability, applicable Cost of New Entry, and applicable Net Cost
of New Entry) for cach such L.DA.

3 Integration with Regional Transmission Expansion Planning
Process

The Scttlement Agreement (at 1L.H.3) clurifics the manner in which the Capacity
Resources will be inmegrated with the Regional Transmission Expansion Planning
process.  First, Generation Capacity Resources that do net clear in the Basc Residual
Auctions, and are not sold ¢lsewhere. shall be considered the minimum amoun of at-risk
generation in the market cfficiency analysis of the RTEP process and shall be considered
at-risk in the sensitivity cases in the RTEP market efficiency analysis. Id. The Settlement
Agreement provides that, it necessacy, PIM shall file to amend Schedule 6 of the PIM
Operating Agreement 10 ensure such treatment of “at-risk™ generation. Jd. Sccond. the

{, Sewtlement Agrcement provides that the PIM planning market efficiency analvsis shail
take into account encrgy congestion and locational capacity prices. differenuals in the
initial cost-benefit determination of proposed transmission solutions, and later cost-
benefit analyses. 1d. PYM submitted tariff and Operating Agreement revisions 10 address
reforms such as these in the RTEP process on Spetember 3, 2006 in Docket No. ER06-
1474-000

4. Changes to LDAs

The Sculement Agreement adopts the offer made by PIM in its Paper Hearing
reply comments that any LDA changes would require a section 205 filing (Settlement
Agrecement at section 1LHL.4.C). Specifically, the Settlement Agreement provides that. in
vrder for PIM to change any of the LDAs, cither during the transition or in the end state,

( PJM must make a tiling under Section 205 of the FPA to cffcctuate such a change. Id.

17
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The Settlement Agreement (at scction I1L.H.4.5) further provides that, when a new
LDA is included in the PJM RTEP planning process, PIM will make a filing to add such
LDA to RPM (including a new aggregate LDA), so long as the new region is projected to
have a CETL. less than 105% of CETO. or if such new region is required to assure an
acceptable level of reliability, consistent with the Reliability Principles and Standards, as
discussed sbove.

In addition, market participants may proposc, and PIM will evaluate, new LDAs
tincluding new aggregate LDAS) for inclusion in the RTEP plinning process and RPM
under the standards described above.

| Seasonal Pricing and OQperational Reliability Requirements

The Settlement Agreement climinates Iwo features of the August 31 Filing—
scasonal pricing and Operational Reliability Requirements—that added significantly to
the complexity of RPM.

The April 20 Order guestioned the justification for scasonal pricing and directed
the parties 1o address the issue in the Paper Hcaring.“ While PIM reiterated its support
for scasonal pricing, no intervenor that addressed the issue supported scasonal pricing,
‘The Settling Parties have agreed, in the interests of compromise, (o eliminate scasonal
pricing.

The August 31™ Filing also included rules to quantify the PIM Region’s needs for
generating capacity with certain auributes that enhance operational reliability, and to
increase the auction clearing pricc as necessary to ensure commitment of units with such

capabilities. The Scttlement Agreement (at Scction ILP.1) provides that these operational

' April 20 Order at P 74,
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reliability requirements shall be eliminated from the capacity construct.  However, the
Seniement Agreement requires PIM 1o file with the Commission to implement by June
2008 markets and/or market rules, outside of the RPM markets, to address the
“Operationat Reliability Requirements” described in the August 31* Filing (i.e.. load-
following (which includes cycling) and thiny minue rescrves), Id. The Scttiement
Agreement makes clear that PIM must make such a filing, through a stakeholder process
or, if that fails, unilaterally, in time to implement this provision by June 2008. 1d.

G. Determination of the Cost of New Entry

1. CONE for First Four Delivery Years

The Settlement Agreement (at section 1LL.1provides that the Cost of New Entry

{“CONI:") used to cstablish the VRR Curves for the Base Residual Auctions for the first.
{K ' sccond, third, and fourth Delivery Years™ shall be at the levels proposed in the August

31* Filing. The August 31" Filing and the record of the Technical Conference provide
substantial evidence on which the Commuission may approve this level of the Cost of New
Entry for use during the initial vears. The Settlement Agreement (at section ILL.1)
provides that the CONE wili be offsct by lh{.: Net Energy and Ancillary Services Revenue
offset, which will continuc to be determined separately in accordance with the provisions
of the Settiement Agreement (as discussed below) and the PIM Tarift, -

2. Procedures for Possible Automatic Adjustment to the Cost of
New Entry for the Filth and Subsequent Delivery Years

The record of the Technical Conference also reflects substantial support for a

mechanism that replaces a CONE value based on an administrative cost estimate (such as

H That is, the Delivery Years commencing June U, 2007, June 1, 2008, June 1, 2009,

Q and June 1, 2010. 14.
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that proposed in the August 31° Filing) with a value that reflects empirical data on actual
capacity market activily, The Scttlement Agreement (at section [1.1..2) establishes such
an adjustment mechanism.  As discussed helow, and ax more fully described in the
accompanying affidavit of Mr. Paul R. Williams, the Settlement Agreement’s  carefully
balanced “Empirical CONE™ methodology (at section [ at P 26) permits gradual changes
(both up and down) in CONE to reflect auction-élcaring prices in a given area. Profcssor
Hobbs also reviews this aspect of the scutlement and observes that this proposal will
“move over time in the direction of the Empirical CONE if bidding behavior indicates a

L

persistent shift in peaking technology costs.” while “yicld{ing] much less year-to-year

varigtion than the situation where the demand curve's CONE was set equal o the
Empirical Cone.”"

As set forth in section 5.10{a)(iv¥{B} of Attachment DD. the Cost of New Entry
shall be subject o adjustment atter the Transition Period when there is a Net Demand for
New Resources in the auctions for a CONE Area over three consecutive Delivery Years.
A Net Demand for New Resources means that, over the three-year period, the factors that
increase demand for new entry, i.¢.. load growth and generation rctirements, e¢xceed the
initial surplus of capacily in the first year of the three-year period, if any.*® For this
purpose, a surplus is defined as capacity in excess of the Installed Reserve Margin plus

1% (or the .LDA equivalent of 1that regional IRM benchmark).

s Hobbs Supplcmental Affdiavit at 9.

o The net demand also ¢an be incrcased or decreascd to the extent the Capacity

Emergency Transfer Limit for the arca decreases or increascs, respectively, over
the three- year period.
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When an area exhibits a Net Demand for New Rcesources over three years, its
CONE may be adjusted depending on the level of capacity cleared in the Base Residual
Augction for the third year.*” If the amount of capacity cleared falls within a defined
“Equilibrium Zone,” no change to CONE is required.  Generally spesking, the
Equilibrium Zonc is the area between capacity sufficient 10 meet the IRM and capacity
sufficicnt to meet the IRM plus two pereent (or the LDA equivalents of those measures).
If capacity cleared is below the Equilibium Zone, then CONE gencrally will he
increased. ™ Conversely, if capacity cleared is ubove the Fquilibrium Zone, CONE will
be decrcascd, unless the quantity of capacity above the Equilibrivm Zone stays constant
or decreases over the three-year period.

When these provisions require an increase or deercase to the CONE in a CONE

{ Area, the amount of the increase or decrease will be half the difference between the
current CONE value and “Empirical CONE.” but in cither case the change can be no
more than ten pereent of the current CONE value.  For this purpose, Empirical CONE is
defined as the average of the clearing prices in the auctions for the CONE Area for the
three years, plus the average of the Net Energy and Ancillary Services Revenue Offsets
tor that arca over the three-year period.

This adjustment mechanism begins with the three large subregions of the-PIM

Region (known as “CONE Arcas™) for which scparate administrative estimates of CONE

4 In some circumstances, the trend in the quantity of capacity cleared over the three

years is considered.

w ‘The exception is that iff CONE was increased in the same area the previous year, it
will be increased again only if there is a greater shortage below the Equilibrium
Zonc in the third year of the most recent three-year period than there was in the
(‘ : first year of that period.
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were proposcd in the August 31 Filing. When such CONE Areas encompass arcas that
are cleared with differing VRR Curves, the evaluation described above will be performed
for each of those arcas, and the results weight-averaged by the capacity obligation in cach
such arca. Moreover, if an LDA has a separate VRR Curve for three consecutive years,
then it will be evaluated on a stand-alone basis. and il the cvaluation indicates a change in
CONIE of at least ten percent. then that area will become a “CONE Arca,” and its CONE
will be adjusted by ten percent.

Notably. these limitations on automatic adjustments o CONE do not preciude
PIJM from exercising its FPA section 205 rights to file a change to the CONE value for
any CONE Arca.”

H. Net Energy and Ancillary Services Revenue OfTset to the Cost of New
Enlry Used to Establish the VRR Curve

The Seutlement Agreement (at scction [I.M) adopts a formulaic approach to
determine the Net Energy and Ancitlary Services Revenue Offset. lurgely as proposcd in
the August 31™ Filing and previously supported in this proceeding,™ with two notable
changes. First, while the offset will be bascd (us proposed in the August 31 Filing) on
the six most reccnt calendar years preceding the Base Residual Auctions tor the first,

second, and third Delivery Years,”' only threc years of history will be used for the

bl As previously noted, PJM must hold at least onc stakeholder mecting (with at
least 15 days prior notice of such meeting) before filing at the Commission 1o
change CONE.

A Sce, e.g., Mr. Bowring's Affidavit in the August 31™ Filing (at Tab G. pp. 1-9)
and Mr. Ow’s Technical Conference Affidavit, at pp.6-7.

51

Thus, the offset for the auctions conducted in 2007 for the Delivery Years
beginning on June 1, 2007, June !, 2008, and Junc 1. 2009 all will be based on
1.MPs and {uel costs over the period 2001 through 2006.
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P

auctions for the subsequent Delivery Years.”™ Second, the offset shall be calculated on
the assumption that the Reference Resource is dispatched on a "Peak-Hour™ basis, rather
than a “Perfcct Dispaich” basis.  As explained by Mr. Bowring and Mr. Ott in their prior
affidavits in this pmcc:cding.s"1 perfect dispatch assumes the combustion turbine
Reference Resource can respond perfectly 10 changes in LMPs, whereas peak-hour
dispatch takes into account the operating litnitations on starting, Stopping, and re-starting
such resources, Substantial evidence therefore supports use of the peak-hour dispatch
approach in the Setllement Agreement (section 1LM, page 28).

In addition to these changes, the Scttlement Agreement (id. al page 27) also: {i)
provides that the Reference Resource, and its heat rate, will be fixed in the PIM Tariff,
changeable only through an FPA section 205 filing: (11} further specifies the fuel cost
{ assumptions in the calculation; and (iii) sets rules to calculate the offset in areas that have
been integrated into the PIM Region (or less than the otherwise applicable three or six
calendar years.

L Auction Clearing

The Scttlement Agreement (at section 11.G.2) clarifies Section 5.12 of Original
Attachment Y to ensurc that PJM minimizes total PJM Region capacity costs, regardless
of whether the quantity clearing the Base Residual Auction is above or below the

applicable target quantity, by providing that the optimization algorithm will select from

Thus. the offsct for the auction in May 2008 for the Delivery Year beginning June
1. 2011 will be based on LMPs and fuel costs for calendar years 2005, 2006, and
2007.

{ 3 Sce notc 50 ahove.
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among muftiple possible altemmative clearing results that satisfy applicable constraints and
requircments,

The Settlement Apreement lists (at section 11.G.2Y, as e¢xamples of such
alternatives, scenarios in which the auction clears by: (1) aceepting a lower-priced Sel}
Offer that intersects the VRR Curve and that specifies a minimum capacity block; (i)
accepting a higher-priced Sclt Offer that intersects the VRR Curve and that comtains no
minimum-block limitations; (iii) or rejecting hoth of the above alternatives and clearing
the auction at the higher-priced point on the VRR Curve that corresponds 1o the Unforced
Capacity provided by all Sell Offers located cmiirely bclow the VRR Curve™
Autachment G to this Explanatory Statement provides graphs that illustrate thesc
SCCNAarios.

The Settlement Agreement (at section 11.G.2) also fills a gap in RPM's auction-
clearing rules by speeilying how multiple Sell Offers that result in the same total cost will
be cleared. This change, and the oter changes noted above, provide greater clarity 1o the
auction-clearing rules and greater certainly 10 market panticipants, than was provided by

the August 31" Filing.

# The Scttlement Agreement (at section ILG.2) also amends section 5.12 10 add the

basic principle that, when the supply curve falls short of the VRR Curve, the
auction will clear at the point on the VRR Curve directly above the end of the
supply curve. While Mr. Ott described this aspect of the clearing mechanism in
his initial affidavit in this proceeding, scc August 31* Filing. Tab 12, at page 10,
the rulc was never explicitly stated in the tariff.
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J. New Entry Price Adjustment

The April 20 Order poscd the question whether a revenue commitment of more
than one year was needed lo induce new cntry.”® In its Paper Hearing Brief (at pages 36-
37). PIM proposed a mechanism that would provide greater price certainty for up to five
vears for new units under certain circumstances.  The Settlement Agreement (at section
1.K) adapts a varitamt of that proposal as a “New Entry Price Adjustment” in the PIM
Taniff, as deseribed below and as more fully cxplained by Mr. Stoddard in his
accompunying affidavit,

Under new section 5.14(c) of Attachment DD, a seller that offers a new entry unit
that clears the Basc Residual Auction for a Dclivery Year may, by providing written
notice with its offer in the first-year auction, elect to submit offers with a New Entry
Price Adjustment in the Base Residual Auctions for the two immediately succeeding
Delivery Years if: (i) acceptance of its offer in the first ycar moved the commiited
capacity in that LDA from a position below the 1LDA Reliability Reguirement to a
position well in cxeess of that requirements™ and (ii) the seller’s offers in the twao
subsequent years arc for a price cqual to the lesser of its first-year offer price or 90
percent of Lhe then-applicable Nct CONE.

If these conditions arc met, the seller's offer scts the clearing price (also received
by all other sctlers) in the first year and. if its offer clears in a subsequent year, it receives

the higher of its first-year offer price or the clearing price for that subsequent year. Any

35 April 20 Order at 74.

5 Specifically, any point on the downward-sloping curve where the pricc is at or

helow 40 percent of Net CONE.
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payment to the seller above the clearing price will not increasce the clearing price received
by other sellers; rather, any such payment will be collected from all loads as a resource
make-whole payment.

The Scttlement Agreement (at scetion 11LH.2) adds that so long as these conditions
arc satisfied, PIM shall continue 1o use a separate YRR Curve for the affected LDA. even
if the LDA docs not pass the 105% CLETL-CETQO 1est discussed above. Mr. Stoddard
explains the reasons for this requircment in his Supplemental Affidavit (at page 5).

The Scttlement Agreement further provides that the PIM Market Monitoring
Unit’s existing authority, review, and reporting responsibilities will include the New
Eatry Price Adjustment (at section 1L.K.2).

K. Minimum Offer Price Rule for New Eniry in Constrained LD As

The Scttlement Agreement (at scction 11J) adds a new Section 5.14¢h) 1o
Attachment DD of the PJM Tariff, cstablishing a Minimum Offer Price Rule for new
entry sell offers in constrained LDAs. Mr. Stoddard discusses this rule in detail in his
accompanying affidavit (at pages 6-11).

The new provision rcquires the PJIM Market Monitoring Unit 10 develop
locational asset-class estimates of competitive, cost-based, real levelized {(year one) Cost
of New Entry, net of cnergy and ancillary scrvice revenues, consistent in most respects
(except for the levelization) with the method used to determine the Cost of New Entry for
initial use in RPM. The new scction requires that thesc estimates of the Net Asset Class
Cost of New Entry shall be zero for: (i) basc load resources that require a period for
development greater than three years; (ii) hydroelectric power production facilities; (i)
any upgrade or addition (v an existing gencration unt; or (iv) any new cniry unil being

developed in response o a state regulatory or legislative mandate to resolve a projected
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capacity shortfall in the Delivery Year affecting that state, as determined pursuant to a
state evidentiary proceeding that includes due notice, PJIM panticipation. and an
opportunity to be heard.

The PIM Market Monitoring Unit will evaluate any offer based on a new entry
unit submitted in a Base Residual Anction for the {irst Delivery Year in which the unit
qualifies as new enry, in any constrained 1.DA. and determine whether (i) the offer
aftects the Clearing Price: (if) the offer is less than 80 % of the applicable Net Assct
Class Cost of New Enlry:‘w and (i) the scller and any affiliates have a “net shon
position” (as defined in scction 5.14(h)(31X3)) in the Base Residual Auction for the LDA
that equates to 5 or 10 percent (depending on i.DA sizc) of the LDA Reliability
Requircment.

! If the PIM Market Monitoring Unit determines that these conditions are met, it
will notify the seller and give it an opporunity to provide information to support its offer.
If the seller doesn™t provide the information, or the information doesn't support its offer,
then an alicmative Sell Offer, cqual to 90% of the applicable Net Asset Class Cost of
New Entry,” will be employed in place of the actual Scll Otfer.

The Market Monitoring Unit then shall request that PIM perform a sensilivity
analysis that re-calculates the clearing price for the Base Residual Auction employing the

alternative sell offer, as described above, in place of the actual offer. If the new clearing

5 If there is no applicable Nel Assct Class Cost of New Entry, the test will be
whether the offer is less than 70 percent of the Net Assct Class Cost of New Entry
for the Reference Resource effective in such LDA.

a If there is no applicable Net Asset Class Cost of New Entry, then the offer shall
be set equal 10 80 pereent of the Net Asset Class Cost of New Entry lor the
g; Refercnce Resource.
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price and the initial clearing price differ by more than 25 dollars per megawati-day (or if
greater, by more than certain percentage amounts that vary based vn the size of the
L.DA), then PIM shall redetermine the auction results by first caleulating the replacement
clearing price and the total capacity needed for the LDA, based on the altemative sell
offer described above; and then accepting scll offers to fill that needed capacity, based on
the actual offer prices and the following priority: (i) first, all Scli Offers in their entirety
designated as sclf-supply: (ii) then, all Sell Offers of zeru, prorating to the cextent
neccssary, and {iii) then alf remaining Sell Offers in order of 1he lowest price.

The Settlement Agreement (at section [L].6) also states that this provision will
terminate when there exists a positive Net Demand tfor New Resources (that is, when
acewmulated load growth and genceration retirements overtake an initial capacity surplus),
calculated cumulatively over all preceding RPM Delivery Ycars beginning with the first
Delivery Year, tor the portion of the PJIM Region that was unconstrained during that first
RPM Delivery Ycar. Even if this condition is met however, the Minimum Offer Price
Rule will be reinstated for any constrained LDA that has a gross Cost of New Entry cqual
to or greater than 150 percent of the preatest prevailing gross Cost of New Emtry in any
adjacent LDA.

‘The Settlcment Agreement (scction [1.J, pages 21-22) also emphasizes that this
provision is not intended to rcflect any position of the Settling Partics regarding the
appropriatc level of offer price for new capacity resources in a residual auction.

L. Transfer of Obligation to Pay Locational Reliability Charges

The Seutlement Agreement {at section 1LH.5) leaves in place provisions of the
August 31* Filing that PIM will support self-supply and bilateral contracts through

various means, including capacity pricing hubs and electronic forums for bilateral
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transactions. The Scttlement Agreement adds to those options a new mechanism for
Load-Serving Entities to transfer to one another or to other market participants (for
purposes of PIM scitlements and billing) their obligations to pay Locational Reliability
Charges. ‘The Scitlement Agrecment provides that PIM shall facilitate a process, similar
1o its cumrent bilateral energy trading tool, eSchedules, whereby before or afier any Basc
Residual Auction, an 1.SE or other Market Participant can provide PJIM with a schedule
that specifies the transferor, transferee, volume of capacity to be transferred, location
where capacity prices are calculated, and start and end dale of that transfer. The
Scuilement Agreement clarities that such transfers shall not alter the physical supply and
demand halancc in the BRA, nor establish any obligations that are incompatible with any
RPM auction.
{ . M.  Markel Power Mitigation

The Settlement Agreement (at section ILI) provides that all market power
mitigation rules shall be as proposed in the August 31% Filing and in PIM's May 19, 2006
Bricf on Paper Hearing Issues (at pages 25 to 38).*” with certain exceptions, as discussed

helow.

i Centain of the redlined changes 10 section 6 of Attachment DD implement PIM’s

commitment in the Paper Hearing Brief that the outcome of the Commission’s

consideration of the “threc pivotal supplier” test in the energy market would be

applicd 1o the RPM market power mitigation niles. See, e.g.. sections 6.3(b)(ii)
{; and 6.3(c).
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1. Market Power Miligation Rules for Planned Generation
Capuacity Resources

‘The August 31" Filing provided that offer caps would not be applied to sell offers
relying on Planned Generation Capacity Resources,” and that such resources remained
“planned™ until their commercial operation date, allowing them to offer into as many ax
four Base Residual Auctions without offer capping.  The Scttlement Agreement {at
section 11.1.1) amends Section 6.5(a)(ii) of Auachment DD to provide that offers based on
Plunned Generation Capacity Resources are not subject to offer capping in the auctions
for the first Delivery Year that the resource qualifics as a planned resource, but may be
_rc_iccted if found by the PJM Market Monitoring Unil not to be competitive in accordance
with certain specified criteria and procedures.

The Settlement Agreement (Id, at page 12) claborates that new entry offers for a
plained resource’s first year generatly will not be rejected if: (1) collectively all new
eniry offers provide capacity of at least twice the incremental quantity of new entry
nceded to meet the LDA Reliability Requirement (i.c., the LDA's cquivalent of [RM +
1); and €2) at least two unaffiliated suppliers have submitted new entry offers inthe LDA.
Even if those conditions are met, however, a seller, together with its Affiliates, whose
new entry offers in that LDA are pivotal, is subject to mitigation.

Where the first two conditions are not met, or the seller and s Affiliates” new
entry offers are pivotal, the Market Momitoring Unit will conducit further analysis to
determine whether (o reject the new entry offer as not consistent with competitive

conditions. The MMU will compare such offers against other new entry offers and with

“ Sce August 31" Filing, Tab C (Attachment Y). Section 6.5(a)(ii).
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various measures of the Net Cost of New Entry. both in that LDA and other [.DAs (with
due recognition for locational differences). ‘The MMU also will evaluate potential
bharriers to new entry on the basis of interviews with potential suppliers and other market
participants. 1f the Market Monitoring Unit determines based on these analyses to reject
the offer as non-competitive, it will notify the seller after the auction, but before the final
determination of clearing prices and offer it an opportunity to submit a revised offer. 1f
the revised offer is found compelitive by the MMU in accordance with the above criteria,
PIM will clear the auction with the revised offer in place. If the revised Sell Offer is not
deemed competitive, it will be rejected.

Alter it clecars for one year, a new unit is treated as existing (and potentially
subject 1o offer capping) n the auctions for subsequent years. However, as described

{ above in section 1L). such resources may receive certain price assurances for the two
Delivery Ycars that follow their first Delivery Year of service, under the New Entry Price
Adjustment.
2. Modifications and Clarifications to Avoidable Cost Formula

The Settlement Agreement (at section [L12) also modilies the Avoidable Cast
Rate (i.c.. the offer-capping ratc) and associated rules contained in Scction 6.8 of Original
Attachment Y in several respects. -

First, the Settlement Agreement amends the definition of “Project Investment” in
section 6.8(a). and the related rule in section 6.8(d) detining avoidable cost, 1o clarify that
cxpenditurcs rcasonably rcquired 10 tmprove a unit's availability during Peak-Hour
Periods can be recovercd under the avoidable cost cap.

Second, the Scttlement Agreement modifies the Capital Recovery Factor tables in

scction 6.8(a) by adding two new categorics that allow more rapid recovery of Project
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Investment under certain conditions.  “The first new category, known as “Mandatory
Capital Expenditures,” with an assumed recovery period of four years, is available to
certain types of units that must make a Project Invesiment o comply with a governmentat
requirement that otherwise would materially impact operating levels in the Delivery
Year. Coal, ail, or gas-fired units that are at least 15 years old can elect this recovery
option under certain specified conditions:; and coal-fired units that are at least 50 years
old can cleet this option under centain other conditions. No offer electing this option can
exceed i level of 90% of the then applicable Net Cost of New Entry.

The second new category, known as the 40-Year Plus Alternative™ allows
recovery of all Project Investinent in only one ycar. This alternative is available to gas or
oil-fired resources that are at lcast 400 vears old, unless the resource is receiving
generation deactivation credits under PIM's Tariff.  No offer clecting this option can
exceed the then applicable Net Cost of New Entry, and if a scller elects this highly
accelerated one-year recovery option, its unit will be treated as at-risk™ i PJM's
ransmission planning sensilivity analyses.

Third, the Scitlement Agreement (id.. at page 13) cstablishes cenain additional
general rules and procedures on recovery of capital expenditures.  Scllers may clect the
highest Capital Recovery Factor for which they arc cligible, or the next highest CRE. Il a
scller clects the ~16-Plus™ CRF (based on recovery of costs over five years) for the Base
Residual Auctions for the 2007-2008 or 2008-2009 Delivery Ycars, its offer cannot
exceed the then-current Net Cost of New Entry. In addition, a seller relying on any CRF
must provide the PJM Markct Monmitoring Unit with detatled information in support of its
propused capital rccovery, including, for informational purposes only, evidence of the

actual expenditure of the Projeet Investinent when that information becomes available. If
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a seller submits an offer relying on the CRF table, but the project associated with its
Project Investment is not in commercial operation during the relevant Delivery Year, it
must either (i) make a rebate payment; (i) hold the rebate payment in escrow if the
project will be in opcration the next year: or {iii) make a reasonable investment in the
amount of the Project Investment in other existing generation units owned or controlled
by it or its Affiliates in the same LDA.
3 Relaxed Information Requirement Conditions

The August 31* Filing proposed that scllers in arcas that failed a preliminary
market structure sereen would be required to submit extensive cost data and supporting
material in advance of the Base Restdual Auction so that the PYM Market Monitoring
{Unit could caleulate an offer cap for that sefler in case the auction results indicated that
offer capping was required.  The Scttlement Agreement (at section 111.3) establishes
calegories of prospective sell offers for which this information witl not be required.

In particular, if a sel} offer conterns a wnit that is in an unconstrained ares of the
PIM Region (i.¢., an arca without a scparate VRR Curve) and the unit is in a class that is
not likely to include the marginal price-seiting resources in such auction, then the offer-
capping information need not be submitted.  Alternatively, even if the above condilions
are not met, hut the setler commits that its offer will not exceed a price above the level
identified for the relevant resource class by the Market Monitoring Unit. then it need not
submit the offer-capping information.

‘The Scttiement Agreement (at section 1113 a1 page 17) provides that the PIM
Market Monitoring Unit shall dectermine, in its discretion, following stakeholder
consultation, the resource classes and corresponding prices described above, and shall

post such resource classes and prices three months before the Base Residual Auction.
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The Settlement Agrecement clarifies that these rules do not preciude the Market
Monitoring Unit from requesting additional information Irom any potcntial auction
participant as deemed necessary by the Market Monitoring Unit; and that compliance
with such a request shall be a condition of participation in any auction. ‘The Setticment
Agrecment also establishes rules for rejection and resubmission of offers that are
inconsistent with any commitment made by a seller to qualify for the relaxed information
requirement.

The Settlement Agreement (at section 1112, pagel6) alse modifies Seetion 6.7 of
Auachment DD to provide that when a seiler submits the offer-capping cost data and
supporting material, the Market Monitoring Unit shall notify the seller one month belore
the auction whether the submittal will be accepied, and if not, provide the seller detailed
information as to why the submittal was not accepted.

4. Offer Cap Offset

When an offer is subject to offer-capping, the cap is reduced by the amount of
certain other revenues the unit is projecled to receive during the Delivery Year in
question. The August 31* Filing generally provided that these Projected PIM Market
Revenucs would be based on the same mcthod used to determine the nct revenuc offset
for the Variablc Resource Requirement Curve. ‘The extemt of reliance on that method,
however, which concerned an estimate for a hypothetical Reference Resource, was not
clear as applicd to the projected revenues of the specific units that would be subject to
offer-capping.

The Settlement Agreement (at section [1.1.4) clarifies this mauter by providing in a
new section 6.8(d) that a generating unit’s Projected PJM Markct Revenues shall include

all acial unit-specific revenues over certain specified time periods from PIM cnergy
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markets, PIM ancillary services, and unit-specific bilateral contracts from such unit, net
of marginal costs for providing such energy®' und ancillary services from such resouree,

The historic time periods used for this purpose are the same as those used o
compute the offsct for the VRR Curve: for the Base Residual Auctions held in 2007 for
the first three RPM Delivery Years (2007-08, 2008-09, 2009- 10). a unit’s Projected PIM
Market Revenues will be the simple average of its net revenues (as described above) for
calendar ycars 2001-2006; and for Delivery Year 2010-11 and thereafter. a unit's
Projected PIM Market Revenues will be the rolling simple average of such net revenues
from the three most receat calendar years before the BRA is held.

The Settlement Agreement also establishes riles to govem this calculation for
units that were not in commercial operation. or were in areas not integrated imo the PIM
Region, for part of the three or six calendar year periods considered.

5. Market Power Mitigation During the Transition Period

The Scttlemem Agreement (at section 11.1.5) amends the Transition Period rules in
section 17 of Attachment DD to make clear that the market power mitigation rules in
section 6 of that attachment apply to all RPM auctions conducted for the Trunsition
Period. Howcver, the Settlement Agreement also cstablishes one special rule effective
only during RPM’s [irst three Delivery Years. If a signatory to the Settlement Agreement
{id. a1 P. 18), or any Affiliatc of such a signatory, thal owns or controls less than 10.00X)

megawalts of capacity in the PJM Region,*? submits an offer in an auction for any of the

6 That is, costs allowed under cost-based offers pursuant 1o Section 6.4 of Schedule
1 of the PIM Operating Agreement.

o This ceiling applics scparately to a seller’s merchant and regulated fleets.

e
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first three RPM years, its offer is in an unconstrained part of the PJM Region (i.c., the
arca has no separate VRR Curve), and its offer is subject to offer capping, then the offer
cap for up to 3000 megawatls of the seller’s oltered Unforced Capacity will be increased
by up to S10/MW-day for the 2007-2008 or 2008-2009 Delivery Years and up 1o
$7.50/MW-day for the 2009-2010 Dclivery Year

N. Peak-Hour Period Availability Charges and Credits

The Settlcment Agreement (at section 11L.N.2) significantly cnhances the capacity
construct in the PIM Region by adding a means to assess whether gencration resources
commitled as capacity actually are available at expected levels during peak periods, and
by (.:rcnliling or charging resources to the extent they exceed or fall shon of that expected
availability, As cxplained by Mr. Ott in his accompanying affidavit (at pages 3-4), this
will provide generation owners a significant wided incentive (o ensure that their capacity
resources are available when they are most necded, and provide loads greater assurance
that their payments for capacity will help maintain peak-period reliability. This balanced,
ncgotiated provision also protects scllers, by limiting their maximum exposure to these
charges, and by establishing special rules fqr units that run very few hours during the year
and natural-gas-fired units that encounter winter-period supply disruptions.

As described below, the Sculement Agreement (al section 11LN.2) adds a-new
section 10 to the RPM attachment in the PIM Tariff, addressing peak-hour period
availability charges and credits. For cach seller, its units® actual availability during Peak-

Hour Periods® will be compared against their expected availability, and the scller will be

-—

o Peak-Hour Periods are defined as the hours between 2:00 p.m. and 7:00 p.m. on
non-holiday weekdays in the summer (Junc through August) and the hours between
{continucd)
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charged. or credited, 1o the extent its portfolio of units in an LDA has a net availability
shortfall, or net availability excess, respectively.®?

A unit’s expected availability will be based on its demand-equivalent forced
outage rate ("EFOR,,") for the cntire year, nsing the rolling average FFOR,, for the five
most recent annual EFOR,, testing periods.”>  The Scutlement Agreement (at section
ILN.2) provides that those calculations will exclude outages decmed outside plant
tanagement control ("OMC™) in accordance with NERC standards and guidclincs.

A unit's actwal peak-hour period availability for a Delivery Year will be
calculated during the Peak-Hour Periods of that Delivery Year, considering only the
unit’s forced outage hours during those periods when the unit would have been called
upon, i.¢., the outage hours during which the unit’s cost-based energy offer would have
heen less than the applicable LMP. or when the unit would have been cailed upen (absent
the outage) for operating reserves.™ ‘The calculation will exclude OMC owages, and will
nol include any capacity unavailability that resulted in a charge or penalty under other
PIM provisions due to delay. cancellation, retirement. de-rating, or rating (est failure,

If a unit has fewer than {ifty total service hours during Peak-Hour Periods, then its

acwal peak-hour period availability will be based on the unit’s EFOR,, (calculated in the

(continued)
7:00 a.m and 9:00 am. and between 6:00 p.m. and 8:00 p.m. on non-holiday

weekdays in the winter (December through January).

ot These charges and credits do not apply to wind or solar resources.
o PIM’s EFORp calcuiations arc based on 12-month periods ending September 30).
86 In both cases, PJM will determinc whether a unit would have been called on
consistent with the PIM Manuals (including, without limitation, respecting such
r unil’s operating constraints).
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same manner as for the Unforced Capacity it is allowed to sell, i.c., using thc most recemt
twelve-month EFOR,, period, rather than the average of five such perivds).  ‘The
Settlement Agreement (at pages 32-33) adds that if' a single-fucled, natural gas-lired unit
fails to perform during the winter Peak-Hour Period, it will be excused if the owner can
demonstrate to PIM that the failurc was due to non-availahility of gas to supply the unit.

In addition to getting the benefit of portfolio netting, a seller that expects its unit
to experience a Peak-Houe Period outage that could result in an availability shonfall (or
whose unit is actually experiencing such an outage) may obtain and commit replacement
capacity (not previously counmitted) meeling the same Jocational requirement, as a way
of avoiding or mitigating the shortfall.””

‘The Sctilement Agreement (at section JLN.2, page 32) also bounds a seller’s
exposure by providing that, in most cases, the maximum shorifall for any of its umts
cannot exceed 509 of the unit’s Unforced Capacity. The exception is that if & unit’s
avatlability is so poor that it triggers the S0% limit, then its maximum shonfall for the
next year is raised 10 75% of the unit’s Unforced Capacity. If the unit then hits that 75%
level. there is no limit on the potential reduction to its Unforced Capacity in the following
year. When the percentage exposure is increased for a unit, it remains at that level until
the unit's shortfall, if any, falls below 50% of its Unforced Capacity for three consecutive
years.

Any seller with a net availability shortfall in an LDA as determined under these

rules will be assessed a Peak-Hour Period Availability Charge, equal to such shorifall

o7 The settlement contemplates that replacement capacity will be committed through

PIM’s eCapacity system, which allows such commitmenis 10 take cffect on one
day’s notice.
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times the annugl clearing price for that LDA for the Delivery Year in question, i.c.. 365
times the clearing price cxpressed in $/MW-day. The revenues Irom such charges shall
be distributed first to RPM auction sellers and FRR Entitics that have a net excess in
peak-hour period availability for their committed capacity in that LDA."™® Any revenues
remaining after that distribution will be distributed to all LSEs in the Zone that were
charged the same Locational Reliabilnty Charge for the Delivery Year for which the Peak
Hour Period Availability Charge was assessed. and to all FRR Entities in the Zone that
arc LSEs and whose FRR Capacity Plan resources over-performed in the Delivery Year.
on a pro-rata basis in accordance with cach LSE’s Daily Unforced Capacity Obligation.””
As described above, new scction 10 provides that a single-fucled, natural gas-

fired unit’s failure to perform during the winter peak period will be excused if the scller
{ © can demonstrate to PIM that such failure was duce 1o non-availability of gas to supply the
vnit. The Settlement Agreement (at P. 32) adds that, by June 1, 2007, PJM wiil analyze
the historical availability of gas supplics in the PIM Region during winter conditions and
its impact on the ability of generators o deliver capacity and to otherwise affect their
reliability of performance. PIM shall, to the extent that such analysis indicates is
neccssary, develop adequate performance metrics within the PIM Manuals, and file

change the sbove provision of scction 10 through an FPA scction 205 tiling. -

8 The maximum credit is based on the scller’s net availability excess times the

applicable clearing price.

9 The Settlement Agreement (at scction ILN.2) also provides that PIM will provide

cstimated charges and credits under new section 10 for the summer Peak-llour
Periods by threc months after the end of that summer period, with final charges
( andl credits billed by three calendar months after the end of the winter period.

39



Unofficial FERC-Generated PDF of 20061004-0156 Received by FERC OSEC 09/29/2006 1n Docket¥d: ER0OS-1410-00

0. Ability to Curc Rating Test Failure Charge

The Scitlement Agreement (at section [LN.1) mostly leaves in place the various
resource performance charges and credits proposed in Sections 7-13 of Original
Attachment Y." Generally speaking. scllers that commit a resource that becomes
unavailuble (or derated) before the Delivery Year have an opportunity o procure
reptacement capacity through cither the tirst or third incremental auctions (conducted 23
months and 4 months before the Delivery Year, respeetively) and thereby avoid or
mitigate performance or deficiency charges they might otherwise incur.

The Scttlement Agreement (at section J1.N. 1) provides a similar ability to avoid or
mitigate charges resulting from a rating test failure that occurs during the Delivery Ycar.
Consistent with the practice under PJM's current capacity construct, a gencration
resource will be tested under Attachment DD. section 7 in both the summer and winter to
verify its rated installed capacity. If it finls the test (multiple testing is allowed), then the
resource can be assessed a performance charge retroactively 1o the stant of the relevant
scason, The Settiement Agreement (id.) modifies that section to provide that a scller that
fails (or is expected to fail) a rating test may obtain and commit capacity from a
replacement unit mecting the same lnculiénal requirements (including uncommitied or

uncleared capacity from units that were otherwise committed).”’ -

o The Opcrational Reliability Performance Charge formerly provided in section 10,

haowever. has beer replaced by the Peak-Hour Period Availability provision
discussed above.

71 As with the designation of replacement capacity under the peak-period
availability provision discussed above, commitments of replacement capacity will
be cffective upon no less than one day’s notice 1o PIM.

40



Unofficial FERC-Generated PDF of 20061004-0156 Received by FERC OSEC 0%/23/7006 in Docket#: ER05-1410-000

o

P Reliability Backstop

The Scitlement Agrcement (at section ILF) retains Scction 16 of Original
Attachment Y, but madifies section 16.3¢a)t1) to provide that, rather than being triggercd
after four consceutive years, the Reliability Backstop will be triggered  “if the total
Unforced Capacity of all Capacity Resources commitied through Scif-Supply or the Base
Residual Auctions for three consecutive Delivery Years.” {emphasis added).

Q. Fixed Resource Requirement

PIM included in its August 31" Filing the outlines of an alternative means of
addressing capacity obligations, outside the RPPM capacity auctions, through a long-lerm
commitment of resources.”” In the April 20 Order. the Commission ¢ndorsed such an
alternative and found that LSEs choosing this option must do so for an extended period of
{ time, and must not be allowed to move in and out of the forward procurement auction
from year to vear.”

The Settiement Agreement (at section [L.0O.2) adopts a long-term Fixed Resource
Requirement Alternative (“FRR Alternative™) based on that outlined by PIM in the
August 31* Filing, with various changes. The Settlement Agreement clarifies that the
FRR Alternative applies only to the abil.ily of an FRR Entity 10 meet its capacity
obligations and docs not affect the ability of an FRR Enlity to participate in any other

PIM markets. Id,

2 August 31" Filing at Tab [A).

( & April 20 Order at PP 110-111.
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1. Eligibility

An investor-owned utility (“10U"), Electric Cooperative, or Public Power Entity,
as defined in the RAA, shall be eligible to sclect the FRR Altemative if it demonstrates
the capability to satisfy the entire Unforced Capacity obligation for all load, including
load growth, in the applicable FRR Service Arca for the term of such entily's
participation in the FRR Alternative. (Scitlement Agreement at section 1L.O.1).

Eligible entitics that sclect the FRR Altemative must designate all {oad, including
load growth, in the PIM Region. However, an FRR Entity may split its loads between
RPM and the FRR Alternative if: (1) the Party elects the FRR Allemative for all load
(including expected load growth) in one or more FRR Scrvice Arcas; (2) the Pany
complies with the rules and procedures of the Office of the Interconnection and all
relevant Eleciric Distributors related to the metering and reporting of load data and
settlement of accounts for separatc FRR Service Arcas; and (3) the Panty separately
allocates its Capacity Resources to and among FRR Service Arcas in accordance with
rules specified in the PYM Manuals.™

In addition, an LSE that serves only its affiliates ("Single-Customer LSE™) may
selcet the FRR Altemnative, provided that: -(a) the Single-Customer LSE is a signatory o
this Settlement Agreement (or is an entity that (i} is a named member of an association or
coalition thal is a signatory to the Settlement Agreement, and (i) does not file or join in
any comments opposing this Scttlement Agreement); (b} the Single-Customer LSE

selects the FRR Alternative on or before April 1, 2008; (¢) the Single-Customer LSE

7 The Settlement Agreement (at scetion [1.0.1, pages 33-34) provides that PIM will
use sub-accounts for partics meeting these conditions, to lacilitate implementation
of these provisions,
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meets the requirements of Section B.3. of Schedule 8.1 to the PIM RAA; und (d) the
aggregate total of such selections does not exceed H( MW of Obligation Peak f.oad in
the PJM Region. Sctilement Agreement at Section [L.O.1, page 34.

2. Election, and Termination of Election, of the FRR Alternative

An entity eligible for the FRR Altemative must make its initial sclection of the
FRR Alternative option no less than twe months before the conduct of the BRA for the
first Delivery Year for which such clection is to be effective (Sctilement Agreement at
Scction 11.0.2).  Such notice must be provided in writing 10 the Office of the
Interconnection and the minimum duration of the FRR Altemative selection is five
consecutive Delivery Years.

An FRR Entity may terminate its clection of the FRR Altemative elfective with
the commencement of any Delivery Year following the minimum five Delivery Year
commitment by providing writlen notice of such termination to PIM no later than two
months prior 1o the BRA for such Delivery Year. An FRR Eniity that has terminated its
election of the FRR Ahernative shall not be cligible to re-clect the FRR Alternative for a
period of five consecutive Delivery Years following the cfiective date of such
tcrmination,

However, in the event of a State Regulatory Structural Change, as defined in
Section 1.68 of the RAA, the affected FRR Entity may either clect the FRR Alternative
or terminatc its election of the FRR Alternative effective as to any Dclivery Ycar by
providing written notice of such election or termination to PIM 2as soon as possible but in
any event no later than two months prior to the BRA for such Delivery Ycar. Ll. at page

35.

£5
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No later than one month prior 10 the deadline for entitics to select the FRR
Alternative, PJM shall post on its website the percentage of Capacity Resources required
to be located in each LDA. |d.

3 FRR Capuacity Plan and FRR Commitment Insufficiency
Charge

No later than one month before the imtial BRA after FRR sclection, ¢ach FRR
Entity shall submit its FRR Capacity Plan to PIM demonstrating its commitent of
Capacity Resources for the term of such election sufficient to meet the FRR Entity's
Daily Unforced Capacity Obligation for the load identified in the FRR Capacity Plan,
Fach FRR Entity shall extend and update such plan by na later thun one month prior to
the BRA for cach succeeding Delivery Year, Id, at poage 35.

Fach I'RR Capacity Plan shall indicate the nature and current status of ¢ach
resource, inctuding the status of each pl;mncd Generation or Demand Response resource,
the planned deactivation or retircment of any such resource. and the status of
commitments for cach sale or purchase of capacity included in the FRR Capacity Plan.
d.

The FRR Capacity Plan of any FRR Lntity that commits, for any Delivery Year,
not to sell surplus Capacity Resources as a Capacity Market Sctler in the RPM auctions,
either directly or indirectly, shall designate Capacity Resources in an amount no less than
the Forccast Pool Réquirement for each applicable Delivery Year times the FRR Entity's
allocated share of the Preliminary Zonal Peak Load Forecast for such Delivery Year, [d,
al page 36. Thosc FRR Entities that do not commit, for any Delivery Year, to not scll
surplus Capacity Resources as a Capacity Market Seller in the RPM auctions, either

directly or indirectly, shall designate Capacity Resources at least equal 10 the Threshold
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Quantity. as defined in Section $.68A and Schedule 8.1 to the PIM RAA. The ‘Threshold
Quantity cannot be sold into the RPM auctions, but can be used to meet the FRR Entity’s
load growth or be sold to an entity outside of PJIM or to another FRR Fntity. 1d,

All Capacity Resources committed in an FRR Capacity Plan shall mcet the
applicable Capacity Resource requirements pursuant (0 the RAA and the PIM Operating
Apreement and must be on a unit-specitic basis. Capacity Resources that are subject to
bilateral contract(s) for less than a full Delivery Year may be committed in an FRR
Capacity Plan if the resources included in such plan in the aggregate satisfy all
obligations for all Detivery Years, Id.

All load management programs on which an FRR Entity intends to rely for a
Delivery Year must be included in the FRR Capacity Plan and satisfy all requirements

: applicable to Demand Resources. However, previously uncommitied Unlorced Capacity
irom such load management programs may be used to satisty an increased capacity
obligation of an FRR Entity. Id.

For cach LDA for which PIM cstablishes a scparate VRR Curve for any Delivery
Year addressed by a Capacity Resource Plan, the plan must include a minimum
percentage of Capacity Resources for such Delivery Year located within such LDA
("Percentage Internal Resources Required™).  Such Percentage Internal Resources
Required shall be calvulated as provided in Section D.5. of Schedule §.F o the PIM
RAA. An FRR Entity may reduce its Percentage Internal Resources Required for an
LDA by committing to a Qualified Transmission Upgrade, as set forth in Attachment Y
to the PJM Tariff, that increascs the CETL for such LDA. [d. at page 37.

PJM shall assess the adequacy ol all FRR Capacity Pluns. If PJM determinces that

Q an FRR Capacity Plan submitted by an entity secking to elect the FRR Alternative does
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not satisfy the Party's capacity obligations, the entity shall not be permitted to clect the
FRR Alternative. Ll

Il a previously approved FRR Entity submits an FRR Capacity Plan that is not
sufficient, the Office of the Interconnection shall notify the FRR Entity, in writing. of the
insufficiency within five (5) business days of the submittat of the FRR Capacity Plan. If
the FRR Entity does not cure such insufficiency within five (5) business days after
reeeiving such notice of insufficiency, then the FRR . Entity shall be assessed an FRR
Commiiment Insufficiency Charge. The amount of this charge shall be eqgual 10 two
times the CONE for the relevamt location, times the shontfall of Capacity Resources
below the FRR Emity's capacity obligation, including any Threshold Quantity
requirement, for the remaining term of the plan. kl.

4, Conditions on Purchases and Sales of Capacity Resources by
FRR Entities

An FRR Entity may not include in its FRR Capacity Plan for any Delivery Year
any Capacity Resource that has cleared in any RPM auction for such Delivery Year. An
FRR [ntity may include in its FRR Capacity Plan Capacity Resources obtained from
another FRR Entity, provided, however. that cach FRR Entity is responsible for meeting
its own capacity obligations and that the same megawatts of Unforced Capacity shall not
be committed to more than enc FRR Capacity Plan for any given Delivery Year. Id. at
section 11.0.4, page 38.

An FRR Entity that designates Capacity Resources in its FRR Capacity Plan for a
Dclivery Year based upon a Threshold Quantity may offer to seli Capacity Resources in
excess of that necded for the Threshold Quantity in an RPM auction, provided, however,

that such sales must not exceed an amount cqual to the lesser of (4) 25% times the
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Unforeed Capacity equivalent of the IRM for such Delivery Year times the Preliminary
Forecast Peak Load for which the FRR Entity is responsible under its plan for such
Delivery Year, or (b) 1300 MW, Id.

An FRR Entity that designates Capacity Resources in its FRR Capacity Plan for a
Delivery Ycur based upon a Threshold Quantity may not offer to sell such resources in
any RPM auction, but may usc such resources to mect any increased capacity obiigation
due 1o unanticipated load growth, or may scll such resources outside the PIM region or to
another FRR Entity. Id.

An entity that sclects the FRR Altemative for only part of its load in the PIM
Region that designates Capacity Resources as Sclf-Supply in an RPM auction to mect its
expected Daily Unforeed Capacity Obligation shall not be required, solety due to such

¢ designation. to identify Capacity Resources in 1its FRR Capacity Plan based on the
Threshold Quamity. However, such cntity may not designate Capacity Resources in
excess of the lesser of (a) 25% times the entity’s total Unforced Capacity Obligation or
(h) 200 MW. An entity can avoid this limitation by identifying Capacity Resources in ity
FRR Capacity Plan bascd on the Threshold Quantity. Id. at pages 38-39,

5. FRR Ihaily Unforced Capacity Obligations and Deficiency
Charges

The Settlement Agreement (at section [LO.5) provides that an FRR Entity’s baily
Unforced Capacity Obligation will be determined cach month on a daily basis for each
Zone. in accordance with rules in Scction F of Schedule 8.1 to the RAA, The FRR Entity
will be assessed an FRR Capacity Deficiency Charge if it fails to satisfy its Daily

Unforced Capacity Obligation in a Zone. The charge will be equal to the deficiency
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bclow the FRR Entity’s Daily Unforced Capacity Obligation times twice the applicable
Cost of Ncw Entry.
If an FRR Entity acquires load that is not included in the Preliminary Zonal Peuak
Load Forecast, such acquired load shall be treated in the sume manner as provided for
municipal annexations, as discussed below, Id,
6. Capacity Resource Performance
The Settlement Agreement (at section 110.6) provides that capacity resources
commiticd by an FRR Entity in its Capacity Pian shall be subject 1o many of the same
performance and penalty charges as resources committed to serve load through the RPM
auctions. owever, the deficiency rates for FRR resources will be tied 1o Net CONE.
rather than to the RPM auction clearing price. The Settlement Agreement (at P. d4h)also
provides that an FRR Entity will have the samc opportunities to cure resource
deficiencics during the Delivery Year and avoid or reduce associated charges as an RPM
resource owner under Sections 7 and 10 of Attachment DD to the PIM Tariff. An FRR
Entity also may cure deficiencics and avoid and or reduce associated charges prior 1o the
Delivery Year by procuring replacement capacity outside of any RPM auction and
committing such capacity in its FRR Capacity Plan. id.
7. Annexation -.
The Settlement Agreement (at section 11.0.7} also provides rules that address how
to handle load that moves between RPM LSEs and FRR entities (in cither direction ) as a
resull of munic¢ipal annexation.
8. Savings Clause for State-Wide FRR Program
The Settlement Agrcement (at scction 1L0O.8) alsv adds the following savings

clausc to the FRR cligibility provisions of the RAA:
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Nothing heretn shall obligate or preclude a state. acting
cither by law or through a regulatory body acting within its
authority, from designating the Load Scrving Entity or
Load Scrving Entitics that shall be responsible for the
capacity obligation for all load in one or more FRR Service
Areas within such state according to the ferms and
conditions of this Scttlement Agreement and the PIM Tariff
and Reliability Assurance Agreement. Each LSE subject to
such state action shall become a Party to the PIM
Reliability Assurance Agrcement and shall be deemed to
have elected the FRR Alternative.

9. FRR Interaction with RTEP
The Seutlement Agreement (at section [LO.9) recognizes sceveral principles
concerning interaction of the FRR Alterative with the RTEP process: including that: (i)
when the FRR Alternative has been elected as to all load in an LDA, the RTEP market
efficiency analysis will not consider payments for cach capacity within that LDA; (i) an
{ FRR Entity may include in its FRR Capacity Plan a transmission upgrade that increases
the CETIL. into the LDA served by the FRR Entity and reduces the LDA’s reifance on
Capacity Resources located within the LDA; and (iii) any Party’s clection of the FRR
Altemative will not change PIM’s planning analysis for reliability-based transmission
upgrades or cnhancements.
R. Other Issues

The Settlement Agrecement (at section 11L.P) also addresses centain other issucs, as

follows:

. The agreement provides that a forum will be established for discussion
dedicated to increase coordination among PIM, state siting authoritics,
regulatory commissions, and PJM stakeholders to identify, evaluate, and
hopefully rectify, any barricrs 10 entry of investment in generation,
transmission, and demand response,

. The agrcement rcquires that as part of the annual State of the Market

{ Report. the PIM Market Monitoring Unit will analyze and identify
~ barriers, il any, to infrastruciure development in cach LDA
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. The agreement commits the Setuing Parties to establish additional process
within the PJM region for pursuing and suppotting demand response and
incorporating energy efficiency applications

. The agreement amends Section 5,14 of Attachment DD o clarify that the
Locational Reliability Charge is assessed for cach Zone (rather thun an
LDA). including Zones composed of multiple 1LDAs

. ‘The agreement expressly acknowledges that it fulfills the obligations of
Paragraph (0 of the Seutlememt Agreement filed and approved in PIM
Interconnection, LLC, Ducket No. EL03-236

. The agrecment commits PIM to file scparately to address appropriate
charges and credits as necessary o reflect locational price dilferences in
capacity exported from the PIM region

. The agreement cxpressly states that nothing in the agreemenmt shall
preciude the development ot a long-term market design that does not rely
upon an administrative capacity construet al a later time -

The Scitlement Agreement (at section 11P) also amends Attachment DD to clarily

and correct ¢rrors, omissions, and inconsistencies in the August 31% Filing, including (but

not hmited o)

. determinations of the LLDAs and increases in import capability associated
with a Qualifying Transmission Upgrade (c.g., Scction 5.6.1{g) and
S l4edyy;

. clarification 10 Interruptible Load for Reliability payment provisions (c.g..

Scction 11(by);

. rules to ensure that incremental Capacity Transfer Rights (“CTRs™) do not
exceed the total CTRs available to loads in any 1.DA (c.g., Scction 5.15
and 5.16 of Attachment DD): and -

. rules governing the allocation of CTR credits in nested LDAs (e.g.. seetion
5.15 of Attachment DD).

8. Filing Rights
The Settlement Agreement provides at Section 111 that nothing in the agreement
shall be construed as affecling in any way PIM’s right unilaterally 1o make application to

the Commission for a change in rates, terms and conditions under section 205 of the
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Federal Power Act and the Commission’s regulations thereunder; or as restricting any
rights of the other parties under the Federal Power Act, including rights under section
206. The Seutlecment Agreement further provides that, before PIM’s cxercise of its 205
rights with respect to changing the Reference Resource or the CONE Areas, PIM shall (1)
hold at least one stakeholder meeting to discuss the proposed changes, and (ii) provide
stakeholders at Icast 15 calendar days’ notice of any such stakeholder meeting.

T, Agpproval and Effective Date of Settlement Agreement

The Settlement Agreement provides at Section IV that the panties shall seek and
cooperate in sceuring Commission approval of the agreement, and that the agreemcent
shall become effective as of the date on which the Commission approves or accepts it in
its cntirety. including the appeaded revised tariff sheets, without condition or
modification,

The Scttiement Agreement further provides that if the Commission does not
approve the agreement by December 22, 2006, the agrcement shall terminate unless the
Scttling Parties agree to an extension. If the Commission should condition its approval of
the Settlement Agreement or seek to require modification of any of the terms of this
Scttlement Agreement, the Scttling Partics .shall confer and either accept the condition or
negotiate in goud faith, if necessary, to restore the balance of risks and benefits reflected
in the agreement as excculed. If no agreement can be reached within fifteen (15) days of
the date of issuance of the Commission's order. and unless all of the Scttling Partics
agree to ¢xtend the time period for such negotiations, the Settlement Agrecment shall

terminaic,
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U. Miscellaneous Provisions

The Seulement Agrecement also includes. al Scction V, standard seutlement
provisions and miscellancous agrecment provisions concerning such matters as the
amendments to the PIM Tariff and agrecments; use of the just and reasonable standard
and not the public interest standard, disclaimer of any admission or precedent; integration
of the agreement; confidentiality of settlement discussions; commitment as 1o further
assurances; effect on successors and assigns; authorization o execite; and execution in
counterparts.
III.  REQUIRED INFORMATION

In accordance with the Chief Administrative Law Judge's October 15, 2003
Notice To The Public, the Settling Partics provide the following information:

A. Issues Undertying the Settlement and Major Implications

The issues underlying the Setlement Agreement arc: (1) the jusmcs_s and
reusonablencss of PIM's cxisting capacity construct; and (2) the content of a just and
reasonable replacement for PIM's existing capacity construct. The Sculing Parties agree
that the Settlemens Agreemcnt resolves all issuces in this proceeding.

B. Policy Implications

The 1ssues settled in this proceeding do not require the Commission 1o examine or
change any existing policy or procedure,

C. Other Pending Cases

The Scitlement Agreement does pot allect any other pending proceeding,
howevcr, as noted above, the Settlement Agrecment fulfills the obligations of Paragraph
10 of the Setticment Agreement filed and approved in PIM Interconnection, LL.C.,

Docket No. EL03-236,
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n. Issues of First Impression or Reversals on Issues

The Settlement Agrecement does not involve issues of first impression, nor are

there any previous reversals on the issues involved.

E. Applicable Standard of Review

The standard of review of the Scitlement Agreement is the just and reasonable

standard.

1IV.  CONCLUSION

For the foregoing reasons, the Settlement Agreement is just and reasonable, and

the Seuling Parties respectfully request that the Commission approve the Settiement

Agreement without amendment, modification, or condition.

Craig Glarer

Vice President — Federal Government Policy

PIM Interconnection, [..L.C.
1200 G Streel, MW,

Suite 6(X)

Washington, D.C. 2(XX)5
(202) 393-7756 (phone)
{202) 393-393.7741 (fax)
glazec@pijm.com

Jeffrey W. Muyes

Senior Counscl

PIM Interconnection, [..L.C.
9535 Jefferson Avenue
Norristown, PA 19403
(610) 666-8878 (phone)
(610) 666-428] (fax)

mayesj@pjm.com
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Barry 8. Spector
Paul M. Flynn
Wright & Talisman, P.C.

1200 G Street. NNW.

Suite 60 Washington, D.C. 20005
(202} 393-1200 (phonc)

{202) 393-1240) (fax)

flynn €@ wrightlaw.com

Attorneys for
PJM Interconnection, L.1..C.
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UNITED STATES OF AMERICA
BEFORE THE
FEDERAL ENERGY REGULATORY COMMISSION

PIM INTERCONNECTION, L.1..C. ) Docket Nos. ER05-1410-000
and EL05-148-000

SUPPLEMENTAL AFFIDAVIT OF ANDREW .. OTY
ON BEHALF OF PJM INTERCONNECTION, L.L.C.
ON SETTLEMENT AGREEMENT

I, Andrew L. Ou, being duly sworn, depose and state as follows:

My name is Andrew [.. Ott, and 1 am the Vice President of Market Services for
PIM Interconnection, L.L.C. ("PIM™). 1 previously submitted affidavits in this
proceeding n support of PIM’s August 31, 2005 initial filing ("August 31 Affidavit™) on
its proposed Reliability Pricing Modet ("RPM™); in support of PIM’s May 19, 2006 brief
on the RPM issues set for consideration in a paper hearing: and on May 30, 2006, for
consideration in the Commission’s June 7-8, 2006 Technical Conference in this
proceeding. | am submitting this supplemental affidavit in support of the September 29,
2006 “Settlement Agreement and Offer of Settlement” in this case ("Scttlement ™). to
which PIM is a signatory, and to address two of the changes effected by the Settlement o
PIM’s previously filed position in this case. Specifically, in this affidavit, I will:

¢ cxplain that the revised Variable Resource Requirement ("'VRR™) Curve
established by the Settlement meets the reliability objectives | deseribed in my
August 31 Affidavit: and

* Lxplain the impact of the reduction ul the furward commitment period from four
years to three, and

* describe the bencefits of the Peak-Hour Period Availability Charge/Credit chat has
been added to RPM by the Scitlement. -

L Variable Resource Requirement Curve

As [ explained in my August 31 Affidavit, a VRR curve has significant
advantages over the single-valuc installed capacity approach used in PJM’s current
capacity market, under which prices are very high if there is a shortage of only a few
megawalts below the instailed reserve margin, but drop to zero if there is a surplus of
only a few megawatts of excess capacity above the IRM level. Morcover, becausc a
more gradually downward-sloping VRR curve recognizes that additional capacity over

i and above a Larget reserve margin has value, such a curve should help reduce the capacity
' price volatility that has been observed in the current PIM daily capacity market.
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As [ explained, the goal of capacity market reform should be e provide greater
assurance of a stable and sustainable supply adequacy. The sloped VRR curve coupled
with forward capacity procurcment helps satisty this goal.

I participated actively on hehalf of PIM in the setilement negotiations it this
case, and 1 am satisfied that the VRR Curve adopted in the Settlement Agreement
¢“Scttlement Curve”) is likely to meet these objectives.

Although the Settlement Curve establishes a lower value for capacity at most
capacity levels, it retains an impontant clement. in that it ties the Net Cost of New Entry
to a cleared capacity level equal to the Installed Reserve Margin plus onc percent. PIM's
analyses throughout this proceeding have found the shift of one percent to the right above
IRM for the Cost of New Entry refercnce point to be a key parameter in the performance
of 4 VRR Curve, and the Scttlement Curve properly retains this important feature.

While the Settlement Curve is likely to result in lower initial capacity costs (as
compared 1o the VRR Curve proposed in PIM’s initial filing in this case), the Settlement
Curve performs well on the key measures of long-term reliability and long-teem total cost
1o consumers (which includes both capacity and scarcity costs), as shown by Professor
Benjamin F. Hobbs in his supplemental alfidavit. The expected reliability level shown in
his simulations, i.c.. that the Scttlement Curve is likely 10 lead to reserve levels mecting
or excecding the Installed Reserve Margin 95% of the tine, provides in my view
reasonable assurance that the PJM Region will continue 10 meet reliability objectives.
Morcover, the long-term consumer costs shown in his model, while slightly higher than
thuse for the originally proposed curve. arc not excessively increased.

My support for the Scitlement Curve. and my willingness (0 recommend it o the
PJM Board, is influenced by the settlement provisions that, | am advised, preserve PIM's
right to file unitaterally at FERC lor a change in the VRR Curve or other RPM tecnns and
conditions. if the VRR Curve does not perform as expected, and if reliability concerns
arise, I will not hesitate to recommend 1o the PIM Board that they excreise that authority.
and change the VRR Curve or its parameters (such as the Cost of New Entry) if
warranted by the circumstances.

II. Forward Commitment Period

As | cxplained in my August 31 Affidavit, the short-term nature of the current
PIM capacity market and current capacity obligation rules are fundamentally inconsistent
with the need 1o preserve system reliability over the long term. By conirast, a forward
commitment and forward capacity pricing regime that provides a direct opportunity for
planned gencration, planncd transmission upgrades, and planned demand resources to
compcete with existing resources will provide more certainty to PIM, 1o regulators and to
market participants concerning long-term reliability of the grid. As [ staled previously in
this proceeding. the key consideration in the determination of the length of the forward
commitment period is to provide the ability for planned resources to directly compete
with existing resources in the Base Residual Auction.  As explained by Mr. Raymond L.
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Pasteris in his August 31, 2005 affidavit, the development time for a typical combustion
turbine plant is stightly less than 3 years. Therefore [ am satisfied that the reduction in
the forward commitment period from four years 1o three years will not preclude
competition from planned resources in the Base Residual Auction.

Another aspect of the forward commitment period is (o provide stable forward
price signals o cncourage long term forward contracting which will provide the market
with greater forward centainty concerning both capacity price and capacity adequacy.
While a three year forward commitment is somewhat shorter than the originally proposed
four yecar commitment period, the three year forward commitment is a significant
improvement over the current PIM capacity construct which requires only a day-to-day
capacity commitment. As [ stated at the previous FERC technical conference on RPM,
there is no practical way to detcrmine the optimal forward commitment period. | stated
my belicf that a forward commitment period of three to five years should be workable
within the RPM construct. Ialso note that PIM eriginally chose the four vear forward as
a balanced approach 1o satisfying stakeholder interests,!

For the reasons stated above, { am satisficd that the reduction from a four year
forward commitment (o a three year forward commitment will not significantly reduce
the performance of RPM in providing stable, long-term price signals and in incenting
infrastructure investment.

I1I.  Peuak-Hour Period Availability Charge/Credit

The Setlement Agreemen properly adds a Peak-Hour Period Availability
Charge/Credit to RPM. This provision establishes a means 1o assess whether generation
resources committed as capacity actually are available at expected Jevels during peak
periods, and credits or charges resources to the extent they excecd or fali short of that
expected availability. This will provide generation owners a significant added incentive
to ensure that their capacity resources are available when they are most necded, and
provide loads greater assurance that their payments for capacity will help maintain peak-
period reliability. The negotiated provision also includes protections for scilers,
primarily by limiting their maximum exposure to these charges.

Such a provision is a natural addition to the RPM construct. RPM is designed 1o
cnsure that sufficien! generation capacity is available to satisfy reliability requirements at
peak system demand conditions. Although RPM's abjective is in part to ensurce sufficient
capacity is available to satisfy peak energy demand, the original RPM design did not
have any provisions to directly measure performance in the cnergy market. The RPM
model has been enhanced by the addition of these availability metrics. The addition of the

At the technical conference and in previous testimony in this proceeding, some
. stakeholders favored at most a single-year forward commitment while others
i, ' advocated up to a ten-year forward commitment requircment.
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peak hour period availability metrie through the Settliement Agreement will allow PIM to
dircetly measure gencration availability performance during peak load periods. These
peak hour periods are delined based on the winter and summer operating periods when
high demand conditions are likely to occur and therefore when gencration performance is
most critical 1o maintaining sysiem reliability. “The addition of the peak hour period
availabtlity metric is beneficial because it will augment the ability of PIM to prescrve and
maintain the rcliability of the PJM Region by providing direct performance incentives 1o
geacration in these periods.

The RPM construct also is designed to ensure that capacity market prices are
consistent with system reliability metrics, All network customers must sutisfy their
capacity obligation cither through thc RPM or through the Fixed Resource Requirement
alternative, Since gencration receives capacity payments, or in the casc of the FRR s
committed to directly satisty load obligation requirements, there is an expectation that the
generator will provide reliability services when required. “The peak hour period
availability metrics arc imposed on generation that receives capacity payments through the
RPM market or are specified in a long term fixed resource plan. The metrics provide
consumers, who have paid for o high level of reliability through their capacity market
payments, with rcasonable assurance that generation will perform at adequate levels during
peak period hours.

This concludes my affidavit.
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ATTORNEYS AT LAW, 202-393-1200
WRIGHT & TALISMAN, P.C. FAX 202-393-1240
September 29, 2006 _ o
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Honorable Magalie R. Salas 25 3 [}2‘;
Secretary < o
Federal Energy Regulatory Commxsszon Zin 0 Zz
888 First Street, N.E. Room 1A IV m
Washington, D.C. 20426 a8 &
Re:  Seftlement Agreement and Explanatory Statement of the Settling
Parties Resolving All Issues in PJM Interconnection L.L.C,, Docket
Nos. ER05-1410-000 aund 001, and EL05-148-000 and -001
Dear Ms. Salas:

PJM Interconnection, L.L.C, (“PIM™), pursuant to Rule 602 of the Commission’s
Rules, submits for filing, on behalf of itself and the parties listed in the enclosed
Settlement Agreement (collectively “Settling Parties™), an original and 14 copies of the
settiement documents described below.

L Description of the Filing

The Settlement Agreement filed herein resolves all issues regarding the
implernentation by PJM of a reliability pricing model (“RPM™) to replace PJM’s existing
capacity obligation rules, without the nced for an evidentiary hearing or further
proceedings, Therefore, the Settling Parties respectfully request that the Commission
approve the Settlement Agreement, including the enclosed revised sheets of the PIM
Open Access Transmission Tanff (“PJM Tariff”), PJM Operating Agreement, and the

enclosed new Reliability Assurance Agreement for the PJM Region (“RAA™), as set
forth in Attachments A through F to the Settlement Agreement.

Il Documents Enclosed

The Settling Parties submit the following settlement materials:
1, Explanatory Statement, including appendices containing supplemental
affidavits of Mr. Andrew L. Ott, Mr. Joseph E. Bowring, and Mr.
Benjamin F. Hobbs, on behalf of PYM; Mr. Paul Williams, on behalf of the
Portland Cement Association; and Mr, Robert Stoddard, on behalf of
Mirant.


http://www.wnghUmr.cou

L
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Honorable Magalie R. Salas, Secretary
September 29, 2006
Page 2 -

2. Settlement Agreement, including appendices containing revised sheets to
the PJM Tariff, Operating Agreement and RAA;

3. Proposed Letter Order; and
4, Certificate of Service.
IIl. Comment Dates A

Pursuant to Rule 602(f)(2), comments on the Settlement Agreement roust be filed
with the Secretary within 20 days of the filing of the settlement, i.e., on or before October
19, 2006, and reply comments must be filed with the Secretary within 30 days of such
filing, i.e. on or before October 30, 2006.

IV. Request for Review and Waiver

The Settlement Agreement provides that the RPM construct shall replace PJM's
current capacity construct beginning on June 1, 2007, which is the first day of the next
annual Delivery Year under the new capacity rules. To permit this implementation date,
PIM must conduct the Base Residual Auction for the 2007-2008 Delivery Year in April
2007; therefore, PJM and the market participants must begin to implement the necessary
systems and business practice changes as soon as possible. To that end, the Settling
Parties are asking the Cominission to approve the Seitlement Agreement by December
22, 2006. To the extent necessary, waiver of the Commission’s notice requirements is
requested.

Y. Service and Request for Waiver of Posting Requirements

Pursuant to Rules 602(d) and 2010 (18 C.F.R. §§ 385.602(d) & 2010), PJM has
served, either by paper or electronic service, the settlement docurnents listed in section 11
above, on all the parties listed on the official service list compiled by the Secretary in this
proceeding, all PJM members, and all state commissions in the PJM Region,

With regard to service on the PJM members and the state commissions, PIM
requests waiver of the posting requirements, 5o as to permit electronic service rather than
paper service. Waiver of paper service is consistent with the Commission’s decision to
establish electronic service as the default method of service on service lists maintained by
the Commission Secretary for Commission proccedings.! While Order No. 653 did not
amend the posting requirements, application of its rules to tariff filings would be
consistent with the Commission's “efforts 1o reduce the use of paper in compliance with
the Government Paperwork Elimination Act.™ Applying amended section 385.2010(f) to

! See Electronic Notification of Commissjon Issuances, Order No. 653, 110 FERC
1 61,110 (2005). :

2 Id. at P 2, iting 44 U.S.C. § 3504.
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Honorable Magalie R. Salas, Secretary
September 29, 2006
P.xge 3 r. ..

this filing, PJM will post this filing today to the FERC filings section of its internet site,
http:/’www.pim. mmldocumentsffm html, and send an e-mml to all PJM members and

all state utility regulatory commissions in the PJM Region’ alerting them that this filing
has been made by PJM today and is available by following such link. Within one

business day, PJM will send a second ¢-maii to the same list, containing a link that takes
the recipient directly to the filed document.!

~ Respectfully submitted,
Craig Glazer Barry 8. Spector ;
Vice President - Federal Government Policy Paul M. Flynn
PJM Interconnection, L.L.C. Wright & Talisman, P.C.
1200 G Strect, N.W, 1200 G Street, N.W.
Suite 600 Suite 600 Washington, D.C. 20005
Washington, D.C. 20005 {202) 393-1200 (phone)
{202) 393-7756 (phone) (202) 393-1240 (fax)
{202) 393-393-7741 (fax) fiynn@wrightlaw.com
glazec@pjm.com
Jeffrey W, Mayes
Senior Counsel
PJM Interconnection, L.L.C.
955 Jefferson Avenue
Nomistown, PA 19403
(610) 666-8878 (phone)
(610) 6664281 (fax)
Attorneys for
PJM Interconnection, L.L.C.
Encl.

cc:  Service List

} PJM already maintains, updates, and regularly uscs c-mail lists for all Members
and affected commissions.

4 PJM anticipates that in unusual circumstances, it may not be possible to post the
document to its website on the day of filing, or to distribute an active link to the
document within one business day. Consistent with §385.2010(iX3), if a link to
the document does not become available within two business days afier filing,
PJM will arrange for immediate service by other means.


mailto:idazec@pjm.com
mailto:mavcsi@pjm.com
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UNITED STATES OF AMERICA
BEFORE THE
FEDERAL ENERGY REGULATORY COMMISSION

PJM INTERCONNECTION, L.L.C. ) Docket Nos. ER05-1410-000
and EL05-148-000

SUPPLEMENTAL AFFIDAVIT OF JOSEPH E. BOWRING
ON BEHALF OF PJM INTERCONNECTION, L.L.C.
ON SETTLEMENT AGREEMENT

My name is Joseph E. Bowring and I am the PJM Market Monitor. My business
address is 955 Jefferson Avenue, Valley Forge Corporate Center, Norristown,
Pennsylvania 19403, Since March 1999, I have been responsible for the market
monitoring activities of PJM, as defined by the PJIM Market Monitoring Plan,
Attachment M to the PIM Open Access Transmission Tariff. I am & Ph.D. economist and
have substantial experience in applied energy and regulatory econemics. I have taught
economics as a member of the facuity at Bucknell University and at Villanova
University. | have served as a senior staff economist for the New Jersey Board of Public
Utilities and as Chief Economist for the New Jersey Department of the Public Advocate's
Division of Rate Counsel. | have also worked as an independent consulting economist.

I previously submitted an affidavit in this proceeding to explain and support
several aspects of PTM's August 31, 2005 initial filing on its proposed Reliability Pricing
Model (“RPM”). | am submitting this Supplemental Affidavit to explain and support
several changes to PJM’s initial filing effected by the September 29, 2006 Settlement
Agreement (“Settlement”) in this proceeding. In particular, in this affidavit, I will:

» cxplain that the revised methodology used in RPM to calculate the net energy and
ancillary services revenue offset is consistent with the objectives I described in
my prior affidavit both for the calculation of Net CONE and the calculation of
offer caps for specific units; and

o explain why identified, revised portions of the market power mitigation rules
included in the settlement are consistent with the objectives I described in my
prior affidavit,

I Net Energy and Ancillary Services Revenue Offset Against the Cost of New
Entry

RPM uses a variable resource requirement curve (*'VRR Curve”) to represent the
demand side in each RPM auction market. The cost of new entry ("CONE™ for a
combustion turbine (“CT™), net of the revenues such a unit would receive in the energy
and ancillary services markets (“Net CONE™), is a key parameter of the VRR Curve and
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therefore of the maximum price that will be paid for capacity under various supply
conditions.

If a new unit is to recover all of its costs from the PIM markets in equilibrium, the
it needs to recover from the capacity market only those costs not recovered in the other
PJM markets. A competitive offer price in the RPM market for a new CT for its first year
of operation equals the total annual fixed costs of the CT, less expected net revenues from
all other sources. This is the incremental cost of new capacity. Accordingly, the CONE
value must be reduced by an amount equal to the revenue a new CT can expect (o receive
from the PIM energy and ancillary services markets, less the variable expenses incurred
10 obtain those revenues (*revenue offset’’).

Net revenue, as applied in the RPM context, is the contribution to fixed costs
received by generators from PJM energy and ancillary services markets.! Gross energy
market revenue is the product of the energy market price paid for the output and the
generation output. Gross revenues are also received from ancillary services markets. Net
revenue equals total gross revenue less variable operating costs.

The RPM proposal relies on a formula to determine this revenue offset amount for
the Reference Resource. The revenue offset is based on the operating parameters of the
same resource an which the CONE is based. The CONE is based on the GE Frame 7FA
combustion turbine and the net capacity and net heat rate of this Reference Resource are
used to calculate revenue offset values based on historical data from defined time periods.

The Settlement modifies the initial RPM filing and uses the following to define
the historical time period used to calculate the net revenue offset for CONE: “For each of
the first three Detivery Years of the Transition Period, such determination shall be based
on the six consecutive calendar years preceding the relevant BRA. For any subsequent
Delivery Year, such determination shall be based on the three consecutive calendar years
preceding the relevant BRA.” The change is that the initial RPM filing included the use
of a six year period for all auctions.

The revenue offset calculation is used in RPM auctions that will determine
capacity prices for Delivery Years three years in the future, The objective in the revenue
offset calculation is 1o get the incentives right both for investors in generation and for
load that will purchase capacity. Given that net revenue is calculated based on historical
data, the choice is among possible numbers of years and annual weights. Investors are
making decisions about constructing capacity based on expectations of energy revenues
for the economic life of the facility. Thus investors are unlikely to build a unit based on

. The net revenues calculated in the Market Monitoring Unit’'s PIM State of the
Market Report include capacity market revenues. Such revepues are not included
here as the goal is to determine 2 competitive offer price in the capacity market
for new entry after accounting for net revenues from alt the markets except the
capacity market.
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the expectation that the last one or two years of net revenues represents future net
revenues, especially in light of actual historical net revenue fluctuations.

I conclude that the use of a rolling three-year simple average of net revenues for
the Reference Resource for the revenue offset calculation beginning after the third
Detivery Year will reasonably meet the stated objective.

Nonetheless, neither PJM nor investors can perfectly predict net revenues for the
operating year. One goal in calculating both the CONE and the revenue offset is to define
a reasonable measure of the competitive cost of new entry while leaving room for
competitive forces to actually determine the clearing price in the capacity auctions,
subject to the constraint of the VRR Curve. if actual competitive participant offers are
less than the estimated Net CONE, the clearing price wiil be lower than the Net CONE
and if actual competitive participant offers are greater than the estimated Net CONE, the
clearing price will be higher than the Net CONE.

Another goal of calculating the revenue offset is to provide a8 mechanism for
equilibrating the results of the energy markets and the capacity market. If the revenue
offset is high, the competitive offer price for new entry will decline correspondingly as
will the Net CONE. The reverse is also true. In the absence of such an equilibrating
mechanism, there is a risk that total payments from all markets could exceed or fall short
of the incentives consistent with resource adequacy. In addition, such an equilibrating
mechanism provides a disincentive to the exercise of market power in the energy market.
If market power is exercised in the energy market s0 as to increase prices and net
revenues, this mechanism would reduce the capacity market price correspondingly but
the impact would be atienuated by the inevitable differences between the historical
average revenue offset and actual delivery year results.

The revenue offset formula in the filing calculated energy market revenues using
a “perfect dispatch” approach. The perfect dispatch approach assumes that a unit will
operate whenever the LMP is greater than the marginal costs of the unit (fuel plus
variable operation and maintenance expense). This is the simplest approach and does not
take account of operating constraints like minimum run times and other similar
constraints. The Settlement uses the “peak-hour” approach, also presented in my prior
Affidavit, which explicitly accounts for such operating constraints for the Reference
Resource. This approach produces a more refined estimate but also requires a number of
detailed assumptions about how the unit would run. The relevant assumptions, as
presented in my prior Affidavit, are included in the Settlement.

I conclude that the peak-hour approach, as adopted, will provide a more accurate
measure of net revenues than the perfect dispatch approach and thus provide a more
accurate VRR.

The same time periods identified for the revenue offset formula will be used in the
determination of offer caps for individual units. However, actual net revenues for specific
units will include all relevant sources of revenue depending on the unit. The actual net
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revenues will include, as appropriate, revenues from energy markets, ancillary services
markets and operating reserves credits as well as from bilateral contracts.

I conclude that it is reasonable to apply the defined time periods from the
Settlement to the calculation of actual net revenues for actual units to be used in the
calculation of unit-specific offer caps. This will ensure consistency between the
determination of the VRR, resultant market prices and the projected revenues for
individual units.

IL Market Power Mitigation Rules

RPM includes explicit rules governing market power mitigation in the capacity
market, This is an important benefit of the RPM proposal, as PJM’s existing capacity
market does not include explicit market power mitigation rules. As I have concluded in
the 2005 and prior State of the Market Reports, market power is endemic to the current
capacity market design, yet there are no explicit rules limiting the exercise of market
power in the capacity market. Given that, all else equal, RPM will increase market power,
e.g through the creation of smaller, regional or LDA-based (Locational Deliverability
Area) capacity markets, this explicit set of market power mitigation rules is central to the
RPM construct. The RPM mitigation rules are required (0 make the RPM construct
produce competitive outcomes. At the same time, the RPM market power mitigation rules
are designed to minimize intervention in the capacity markets and to explicitly permit
scarcity pricing as described in my prior Affidavit.

I will address the following changes 1o Section 6 of the RPM rules in proposed
Attachment DD to the PJM Tariff, which contains the proposed market power mitigation
rules for RPM:

. Detailed application of the three pivotal supplier test;
. Definition of the competitiveness of new entry;

. Revised data submission requirements;

. CRF table modifications.

A.  Three Pivolal Supplier Test

Consistent with the Commission approved test currently applied to the energy
market, the market structure test uses the three pivotal supplier test. The exact method of
defining the three pivotal supplier has been modified to conform with that currently
applied by PIM in the energy market, consistent with PYM's statement in the RPM fiting,
Two changes to the filed RPM are the removal of references to net supply and the use of
a market definition based on 150 percent of the clearing price.

I conclude that this is the appropriate way to apply the three pivotal supplier test
and the three pivotal test is the appropriate test to apply in the RPM.



Unofficial FERC-Generated PDF of 20061004-0157 Received by FERC OSEC 09/29/2006 in Docketi: ERO5-1410-000

B. Definition of the Competitiveness of New Entry

The market power mitigation rules in the RPM filing assumed that new entry
would be competitive, The Settlement modifies this assumption at section 6.5(a)ii)
where certain criteria and procedures for evaluating the competitiveness of new entry are
specified.

1 conclude that these provisions appropriately strengthen the market power
mitigation provisions of the RPM while maintaining the incentives for new entry and the
ability of competitive new entry to set the clearing price when appropriate.

C. Revised Data Submission Requirements

The Settlement modifies the data submission requirements at section 6.7(c) of
Attachment DD. The RPM filing provided that potential participants in any RPM auction
in any LDA that failed the Preliminary Martket Structure Screen would have to submit
specified data to permit calculation of an offer cap if required by the auction clearing
results. The Settlement provides that if a unit is in an Unconstrained LDA Group and
unlikely to be in a resource class that will set the clearing price, such unit will not have to
submit data in the first instance. In addition, if the owner of a unit commits to offer such
unit at or less than the defined proxy price for the relevant resource class, such unit wiil
not have to submit data in the first instance. The MMU could require such data
submission if the data is required for a complete evaluation of the market. The rationale
for such revised data submission requirememts is to reduce the data reporting
requirements where the resultant data would not change the ability of the MMU to
evaluate the competitiveness of the market.

I conclude that the revised data submission requirements do not affect the ability
of the MMU to evaluate the competitiveness of any affected auction, especially as the
MMU has the ability to obtain such data if it is subsequently determined to be necessary
in a particular case.

D. Modified CRF Table in Offer Caps

The Settlement modifies an clement of the offer caps in section 6.8 (a) of
Attachment DD. In particular the CRF (capital recovery factor) table is modified to
include additional options.

The definition of aveidable costs included in the RPM filing provided for the
potential that an owner may need to make an incremental investment in a unit in order to
maintain it as a capacity resource for the delivery year and for future years. The definition
of avoidable costs provides for inclusion of the annual carrying costs of making such an
investment (the capital recovery factors). These carrying costs include the return on and
of capital including a ratc of return and depreciation. The underlying financial model
assumptions are identical to those used in PJM’'s definition of the CONE, with one
important exception. The definition of avoidable costs explicitly recognizes that the
useful life of a capacity investment in an existing unit is directly related to the age of the
existing unit. It can reasonably be expected that an investment in a unit that is 20 years
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old will have a shorter useful life than an investment in a unit that is 5 years old. The
capital recovery factors included in the definition of avoidable costs are therefore
caiculated on the basis of the age of the unit and therefore the expected remaining useful
life. This provides an appropriate incentive to maintain and invest in existing capacity
resources.

The Settlement modifies the CRF table by adding two new categories, i.e., the “40
Plus Alternative” category and the “Mandatory Capital Expenditures™ Category.

The 40 Plus Alternative category provides for 100 percent recovery of all
incremental capital costs in one year, using a CRF of 1.100. This accelerated recovery is
provided for units that are either gas or oil-fired and that began commercial operation no
less than 40 years prior to the conduct of the relevant BRA (excluding units that are
receiving payments under the generation deacitivation provisions of the PIM OATT).
Resources electing the 40 Year Plus Option will be modeled in the RTEP process as “at-
risk” at the end of the one-year amontization period. The Settlement provides that PIM
shall give market participants rcasonable notice of such election. Finally, the Settlement
caps such offers at the Net CONE.

The Mandatory Capital Expenditures category provides for accelerated recovery
of all incremental capital costs. This accelerated recovery is provided for units that must
make an incremental investment to comply with a governmental requirement that would
otherwise materially impact operating levels during the Delivery Year. In order to qualify
a unit must be a coal, oil or gas-fired resource that began commercial operation no fewer
than fifteen years prior 1o the start of the first Delivery Year for which such recovery is
sought and the required incremental investment is equal to or exceeds $200/kW of
capitalized project cost. A unit could also qualify if it is 2 coal-fired unit located in a
constrained LDA, began commercial operation at least 50 years prior to the date of the
RPM Settlement, and the seller signed the Settlement. Finally, the Settlement caps such
offers at .90 times Net CONE.

1 conclude that these modifications to the CRF table component of the RPM offer
caps are generally consistent with a competitive outcome.

II. Conclusions

It is my overall conclusion that these modifications made to the market power
mitigation provisions of the RPM will not materially affect the ability of the MMU to
ensure that market outcomes are competitive. The market power mitigation rules do not
and cannot guarantee a competitive outcome, but they do provide a critical, tariff-based
set of rules that will substantially increase the probability of a competitive outcome. 1
also conclude that the rules do not inhibit the MMU from monitoring the RPM market,
from proposing modifications to the mitigation rules if necessary to prevent the exercise
of market power, or from seeking specific mitigating actions from the Commission
should the MMU identify a market power issue.

This completes my affidavit,



Unofficial FERC-Generated PDF of 20061004-0157 Received by FERC QSEC 09/23%/2006 in Docket#: ER05-1410-000

Commonwealth of Pennsylvania
SS:

i

County of

AFFIDAVIT OF JOSEPH E. BOWRING
Joseph E. Bowring, being first duly sworn, deposes and says that he has read the
foregoing “Supplemental Affidavit of Joseph E. Bowring,” that he is familiar with the
contents thereof, and that the matters and things sct forth therein are true and correct to

the best of his knowledge, information and belief,

w A ds S ‘

U Joseph E. Bowring

Subscribed and sworn to before me thigsdd " Bay of Septecaber, 2006,
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UNITED STATES OF AMERICA
BEFORE THE
FEDERAL ENERGY REGULATORY COMMISSION

PJM Interconnection, L.L.C. Docket No. ER05-1410-000 and
and EL05-148-000

SUPPLEMENTAL AFFIDAVIT OF BENJAMIN F. HOBBS
ON BEHALF OF PJM INTERCONNECTION, L.L.C.
ON THE SEPTEMBER 29, 2006 SETTLEMENT CAPACITY DEMAND CURVE

—

1, Benjamin F. Hobbs, being duly sworn, depose and state as follows:

My name is Benjamin F, Hobbs and | am a Professor of Geography and Environmental En-

[ ]

3  gineering, and of Applied Mathematics and Statistics (Joint Appointment) at the Johns Hopkins
4  University. I previously submitied an affidavit in this proceeding (“August 31 Affidavit”) in
5  connection with the August 31, 2005 filing by PJM Interconnection, L.L.C. (*PJM™) to establish
6 the Reliability Pricing Model (“RPM™). I also submitted a supplement affidavit on May 30, 2006
7 inresponse to the Commission’s April 20, 2006 order on the RPM proposal (*April 20 Order™),
8 addressing certain issues concerning the definition and analysis of alternative demand curves for
9  capacity.
10 The purpose of this supplemental affidavit is to present an analysis of the demand curve
11 agreed upon by the parties in the seitlement filed on Sept. 29, 2006 (the “Settlement Curve”), and

12 to discuss the adjustment of the assumed CONE in response to experienced capacity prices.

13 1. Analysis of the Settlement Curve

14 Assumptions. The Settlement Curve has been defined for the purposes of this simulation as
15  connecting the following points:

16 e [RM-3%: 1.5%(72,000 ~E/AS offset)/0.93 (in $/unforced MW/yr)

17 »  JRM+1%: 1%(72,000 -E/AS offset)/0.93 (in $/unforced MW/yr)

I8 e IRM+5%: 0.2%(72,000 — E/AS off5et)/0.93 (in $/unforced MWiyr)
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19 “IRM?" is the installed capacity target of 115%. The “E/AS offset” is the amount that the curve is
20  adjusted for energy and ancillary services gross margins that the benchmark turbine is assumned to
21  beableto earn.' The curve to the left of [RM-3% is flat at the indicated price; the price is zero to
22 theright of IRM+5%. All percentages are expressed in terms of the ratio of installed capacity to
23 peak load. The capacity prices are expressed in terms of $/unforced MW/yr; to express these in
24 $/installed MW, the denominator of 0.93—the expected unforced availability of turbines—is
25 removed.

26 The analysis is based on the same approximating assumption as in the analyses in my August
27 31,2005 and May 30, 2006 affidavits concerning the E/AS offset used to define the demand curve:
28 that the offset is the same in every year. As explained on pages 25-26 of my August 31, 2005
29  affidavit, the average E/AS gross margin eamed by the benchmark turbine during the 1999-2004
30 would have been $21,000/instalied MW/yr under the “peak-hour dispatch” assumption.’ This
31 $21,000 value is the offset used to define the Settlement Curve in these simulations, according to
32 the above definition of the curve. As an approximation, this value is treated as being the same in
33 every year, rather than a rolling average of previous years as in the actual curve definition.

34 An assumption also needs to be made about what E/AS gross margins are actually earned in
35 each year, as a function of system scarcity conditions. Reduced reserve margins will increase
36 these gross margins, according to the 1999-2004 experience summarized in my August 31, 2005

37  affidavit. In this supplemental affidavit, the simulations assume that E/AS gross margins are

'"The energy and ancillary service (E/AS) gross margin is defined as revenues net of variable operating cost. Thus,
it can be viewed as the contribution of revenue 1o covering fixed costs,

2 Under this assumption, the benchmark turbine (that is the basis of the CONE calculation) is assumed 1o be oper-
ated only during peak periods. In particular, turbines are assumed to be dispatched in four distinet blocks of four
hours of continuous output for each block from the peak-hour period (between 8 a.m. and 11 p.m.) for any day when
the average real-time Jocational marginal price is at least equal to the cost of generation (including start-up and
shuidown costs) for at least two hours during each four-hour block. The blocks are assumed to be dispatched inde-
pendently. This is & more realistic characterization of the dispatch, and therefore of the revenues, of the benchmark
turbine for the purpose of calculating net CONE,
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38  eamed by the benchmark turbine according to the peak-hour dispatch assumption.’ Therefore,
39  consistent with this assumption, the benchmark turbine is assumed to earn E/AS gross margins in
40  each year according to the lower of the two curves in Figure 3 of the August 31, 2005 affidavit,
41 which is based on a peak-hour dispatch assumption for the benchmark turbine. That curve is
42 $7600/installed MW/yr lower than the curve used in the base case simulations in my August 31,
43 2005 affidavit, where instead I assumed that the benchmark turbine would be operated in any hour
44  in which the price exceeded the marginal operating cost.

45 The E/AS curve used in the below analyses is the sum of two components: (1) a
46  $2400/installed MW/yr fixed E/AS revenue stream that does not depend on reserve margin and (2)
47  a variable E/AS gross margin (termed *“scarcity revenue” in the tables of results, infrq) that de-
48  pends on the actual reserve margin in the year. In comparison, the E/AS gross margin curve used
49 in the base cases of the August 31, 2005 affidavit had a higher fixed component of
50  $10,000/installed MW/yr but the same variable E/AS gross margin, and so yielded $7600/installed
s1  MW/yrmore in E/AS revenue al any given reserve margin. Use of the latter curve, which assumes
52  maximally flexible operation of the baseline turbine, including the ability to start any number of
53 times and run for very short times, is less realistic than the peak-hour dispatch assumption with
s4  limited number of starts on a day and minimum run time.

55 To summarize the E/AS assumptions, the base case results ] discuss below use the peak-hour
s6  dispatch-based E/AS gross margins for determining the average E/AS offset in the curves, while
57  the actual E/AS gross margins camed in each year are simulated using the peak-hour dispatch
58  assumption (the lower curve in Figure 3 of the August 31, 2005 affidavit). Additionally, all de-
59  mand curves are evaluated under the assumption that the auction takes place three years ahead of
60  the date in which the capacity is made available, rather than the four years assumed in my August

61 31, 2005 affidavit. All other assumptions are the same as in my August 31, 2005 base case

} Ser Footnote 2, supra.
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62  analyses, including the use of twenty five simulations, each 100 years in length.

63 The sensitivity analyses are based on the same changes in assumptions described in Table 2
64  (page 50) of my August 31, 2005 affidavit.

65 Results. | now summarize base case results and sensitivity analyses for the Settlement Curve,
66  as well as selected results for Curves 1, 3, and 4 (as defined in the August 31, 2005 Affidavit) for
67 comparison. Curve 4 is the curve recommended by PIM in its Angust 31, 2005 filing, while
68  Curve 3 is an alternative curve that is shifted 1% to the left from the recommended curve (meas-
69  ured in terms of installed reserve margin). Curve 1 is the “no demand curve” case, in which the
70  demand curve is effectively a vertical line at the IRM, with the price capped at twice the CONE
71 minusthe E/AS offset.* Results for these curves allow me to characterize the relative performance
72 of the Settlement Curve. First, Table 1 shows the base case results for the Settlement Curve and
73 Curves 1,3, and 4. Then Tables 2 and 3 provide results for Curve 4 and the Settlement Curve,
74  respectively, under a number of sensitivity analyses,

75

4 Curve ) is evaluated in Table ) under the assumption that all new capacity bids in at $25,000Amforced MW/yr,
rather than the $0/unforced MW/yr assumed for Curves 3 and 4. The bidding assumption hes onty 2 small effect on
the performance of Curves 3 and 4, as shown in my August 31, 2005 affidavit as well as in Table 2, infra. However,
that assumption does impact the performance of Curve 1; in order to provide & conservative estimate of the relative
deterioration in performance that results from using no demand curve, | use a bidding assumption for Curve ! that is
more favorable for that curve. Ifinstead bids of new capacity are assumed 1o be zero, then the performance is instead
as follows: 34.6% probability of meeting or exceeding 1IRM; -0.5% average reserve over IRM; and 145.6 $/peak
MW/yr consumer payments for scarcity and [CAP.
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75 Table 1. Summary of Base Case Results for Settlement Curve and Curves 1, 3, and 4: Average
76  Values (Standard Deviations In Parentheses) (All Values in $/installed kW/yr, except Consumer

77 Payments)
. Components of Generation Reve-
Reserve Ind g Consumer
o Generation nue ($/installed kWAT) Payments
% Years 0 Profit, for Scarcity
Curve Meet or A;’“g‘c" $/installed  Scarcity EJ/AS Fixed ICAP Pay- +ICAP
Exceed ver IRM kWhyr Revenue Revenue ment $/Peak
mM kWiyr
Curve ]. Ventical Demand
- .5 522 41.9 68.9 122.9
Curve st IRM ("NoDemand 52.2 ©) @1y @ X s (99
Curve 3. Alternate Curve
with New Entry Net Cost at 90.2 1.1 14.0 25.8 24 46.8 316
IRM (Shift Left to CT net {0.8) (50.9) (49.8) )l (5.0) (53.3)
cost at IRM)
Curve 4. Alternate Curve
. 1.7 11.3 212 48.7 792
4 .
with "‘“mE;‘&“z f;.“ Costat 98 ©9) (43.0) (41.4) 24 (6.6) @4.8)
1.1 14.4 25.1 47.8 821
Settlernent Curve 952 ©.7) (49.4) (48.2) 24 (6.3) (51.7)

T3
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78 Table 2, Summary of Results for Curve 4 (August 31, 2005 Proposed Curve), Average Values
Components of Generation Reve- ¢ cmer

Reserve Indices "
Generation nue ($/installed kW/yr) Payments
% Years Profit, for Scarcity
Curve Meet or A;‘“’g":’" Sfinstalted Scarcity E/AS Fixed ICAP Pay- +ICAP
Exceed over IRM kW/yr  Revenue Revenue ment $/Peak
IRM KWiyr
Base Case 984 1.7 113 212 24 4.7 792
Max Price = Net Cost mui-
tiplied by 1.5 968 1.6 1.8 219 24 48.5 19.7
Max Price = Met Cost mul-
tiplied by 1.2 94.0 1.5 12.6 29 24 48.3 804
Price drops to zero at
IRM+10% 988 1.7 11.1 211 24 486 79.0
Original Curve: No chopoff  98.8 1.7 1. 214 24 48.6 79.0
Low Percent CT added
when profit is Ito cost 974 1.6 124 217 24 49.3 804
High Percent CT added
when profit is equal 10 cost 97.6 1.7 1L.5 215 24 48.6 793
10,000 bids g’“"’ A 956 17 12 212 2.4 48.6 79.0
25.000 bids f;' DEW CBPAC-  gq9 1.7 R 2.1 24 43.6 290
44,000 bids f;';" new capac- 958 17 1.0 210 24 436 789
44,000 bids for new, 20,000 o0 o 17 1.0 210 24 43.6 78.9
for existing capacity
Zero risk aversion (0.5) 97.0 2.1 1.5 202 2.4 459 749
High risk aversion 90.6 12 23.1 28.0 2.4 537 9.7
High rate of decay in
weights 100.0 1.6 10.5 21.1 2.4 48.1 783
Low decay in weights 87.4 1.6 17.8 243 2.4 520 R6.1

79
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79 Table 3. Summary of Resuits under Settlement Curve, Average Values
R e Indices Compments_ of Generation Reve-  concumer
cse! Generation nue {$/installed kW/yr) Payments
% Years . Profit, for Scarcity
Curve Meetor A7 Siinstalied  Scarcity E/AS FixedICAP Pay- +ICAP
Exceed over IRM kW/yr  Revenue Revenue  ment $/Peak
IRM kW/yr
Base Case 95.2 11 14.4 251 2.4 47.8 82.1
Low Percent CT added
when profit is 110 cost 922 1.1 15.3 25.7 24 482 831
High Percent CT added
when profit is cqualto cost 0573 1.2 14.4 254 2.4 415 82.1
10,000 bids f;’ mEWCBPAC- 952 1.1 14.4 25.1 24 4738 82,1
25,000 bids ft‘;’ new capac- oo Ll 14.4 25.1 24 478 82.1
44,000 bids f:;f new capac- g4 12 13.8 248 2.4 47.6 81.5
44,000 bids for new, 20,000
for existi ity 94.2 12 13.8 248 24 47.6 815
Zero risk aversion (0.5) 87.8 1.6 9.5 246 24 43.5 76.5
High risk aversion 65.7 0.0 38.2 436 24 52 107.2
High rate of decay in 99.7 12 14.1 24.6 24 48.0 81.8
weights
Low decay in weights B44 1.0 173 217 24 482 35.1
80 The qualitative conclusions concerning the comparison of Curves 1, 3, and 4 (Table 1) and the

81 effects of alternative assumptions upon the Curve 4 results (Table 2) are the same as in my August
82 31, 2005 affidavit. Thus, the change from a four year-ahead to three year-ahead auction does not
83  change the general conclusions.’

34 Turning to the comparison of the Settlement Curve results with Curves 1, 3, and 4, | make the

* However, it should be noted that the average “Consumer Payments for Scarcity + [CAP" are higher than reported
in the August 31, 2005 affidavit for Curves 1, 3, and 4. The reason for this is that the average consumer costs includes
only scarcity E/AS costs, and not the fixed component.  When the assumption of a peak-hour dispatch-based E/AS
curve is used in the simulaticn, the fixed component of the E/AS gross margin to furbines shrinks from
$10,000/installed MW/AT to $2400/instalied MWiyr; therefore, for n turbine to break even, it must obtain more
revenue from other sources, namely capacity payments and varisble {scarcity) E/AS revenues. In equilibrium,
therefore, the latter increase by approximately $7600 per installed MW per year. This change also translates into an
increase in calculated “Consumer Payments for Scarcity + ICAP” by roughly that much; the increase is not exact,
because the equilibrium solutions change slightly and, more importantly, Consumer Payments are expressed on a
$/peak MW load/yr basis, not $/instatled MW/yr. Note that the total cost paid by consumers does not actually in-
crease; this increase in "Consumer Payments for Scarcity + ICAP” is matched by a decrease in nonscarcity-related
energy and ancillary services payments.
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g5 following conciusions. When the Settlement Curve is defined using a fixed average E/AS offset
86 (rather than a rolling 3 year average, as actually would be used), Table 1 shows that its perform-
87  ance in terms of Consumer Cost is comparable to Curve 3, achieving a value of 82.1 $/Peak kW/yr
83  (as opposed to 81.6 and 79.2 for Curves 3 and 4, respectively, under the base case assumptions).
89  Its performance in terms of “% Years Meeting or Exceeding IRM™ is 95.2%, which lies between
90 Curves 3 and 4 (90.2% and 98.4%, respectively).

91 These differences between the Settlement Curve and Curves 3 or 4 are very small compared to
92  the gulf between their performance and that of Curve | (“No Demand Curve™), which performs
93  much worse, In particular, in comparison to the Settlement Curve and Curves 3 and 4, Curve {
94  results in 50% higher consumer payments for scarcity and ICAP, and roughly half the probability
95  of meeting or exceeding the [RM. Therefore, I conclude that the differences among Curves 3, 4,
96 and the Settlement Curve are minor compared to the benefits of moving from the vertical curve
97  case (analogous to the present PJM ICAP system) to RPM.

98 The sensitivity analysis results for the Settlement Curve, in terms of how alternative assump-
99  tions affect Consumer Payments, are qualitatively similar to Curve 4. The Settlement Curve is,
100 however, somewhat more sensitive to risk aversion assumptions (because it has a slightly more
101  vertical aspect than Curve 4). But this difference is not Jarge compared to the differences between
102  the vertical curve (Curve 1) rc;tﬂts and the sloped demand curves.
103 Thus, based on this analysis, I conclude that the Settlement Curve’s performance would likely
104  be similar to that of Curve 4, which was recommended by PIM in its August 31, 2005 filing, and

105  much better than the vertical demand curve (Curve 1).

106 2. Updating Procedures for the Settlement Curve: The Empirical CONE

107 In this section, | address the settlement’s “Empirical CONE” procedure. Given that any es-
108 timate of CONE is uncertain and that generation technology is evolving, it is desirable to have a
109  predictable and transparent procedure for changing the assumed CONE when bidding behavior

8
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110 and market clearing prices indicate that actual capacity costs may differ significantly from the
111 assurned CONE. Predictability and transparency is helpful in establishing confidence in the
112 market and in facilitating the creation of a forward market for capacity rights. It is also desirable
113 that such a procedure not result in large swings in CONE that reflect short-term market behavior
1!4  rather than changes in technology. The proposed procedure, in which the demand curve’s CONE
115  is changed by no more than the minimum of (1) 10% and (2) 50% of the difference between the
116  assumed CONE assumed and the Empirical CONE (as defined in the settlement), is a reasonable
117  compromise for the following reasons. First, it will yield much less year-to-year variation than the
1318 situation where the demand curve’s CONE was set equal to the Empirical Cone. Second, the
119 curve’s CONE will nevertheless still move over time in the direction of the Empirical CONE if
120 bidding behavior indicates a persistent shift in peaking technology costs.

121

122 This concludes my affidavit.
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UNITED STATES OF AMERICA
BEFORE THE
FEDERAL ENERGY REGULATORY COMMISSION

PJM INTERCONNECTION, L.L.C. ) Docket Nos. ER05-1410-000
and EL05-148-000

AFFIDAVIT OF PAUL R. WILLIAMS ON
BEHALF OF THE PORTLAND CEMENT ASSOCIATION
ON SETTLEMENT AGREEMENT

Q. Please state your name and business address.

Al My name is Paul R, Williams, and my business address is 150 Green Valley
Circle, Dresher, Pennsylvania, 19025-1515. My business telephone number is
(215) 499-6940. _
What is your current position and background?

A. I am the President of Liberty Energy Group, Inc (“LEG™). LEG provides
strategic and tactical management services for energy and related products to
heavy industrial and utility clients. LEG clients include the Portland Cement
Association and its members; Mittal Steel; Eastman Chemical; Air Liquide
Group; and Sterfing Energy Management, LLC, a global power plant project
development and operations company providing services to utility companies and
independent power producers. Prior to LEG, I was Director - Energy
Management for Air Liquide America, Inc., for approximately 6 months after
their purchase of Messer Griesheim Industries, Inc., and was employed in the
sarne role by Messer for approximately 4 years. Prior to Messer, 1 worked for
Bethlehem Steel, Air Products and Chemicals, and Exelon Corporation in various

energy management, risk management, project development, asset optimization,
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pricing and rates, and regulatory roles. I have a Bachelor of Science Degree in
Electrical Engineering from Drexel University in Philadelphia, PA, with a
concentration on electric power systems and electrical machines, [ hold a Master
of Science Degree in Engineering Management from Drexel University, which
was concentrated on utility management and specifically the economic operation
of bulk power systems,

What is the purpose of your statement?

! am addressing the benefits of the proposed use of an Empirical Cost Of New
Entry (“E-CONE") in the Reliability Pricing Model (*RPM™) capacity mechanism
proposed by the Supporting Parties and PJM Interconnection, LLC (“PJM”) in the
settlement filed in Docket Nos. ER05-1410 and EL05-148.

How would E-CONE be nsed within RPM, as proposed in the settlement?
RPM includes a downward-sloping demand curve based on an administratively
determined Cost Of New Entry (“CONE"™), which is essentially an estimate of the
capital carrying charges of new electric generation capacity. The value of CONE
is important 1o the RPM mechanism because it essentially drives capacity
revenues for generation suppliers and costs for consumers. Therefore, CONE
needs to provide adequate compensation for generation suppliers to build
adequate electric generation capacity to supply system loads, while not over-
compensating generation suppliers and causing consumer prices to exceed “just
and reasonable” levels.

Q. What is the benefit of the proposed E-CONE process?
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A. PJM’s RPM filing relied on an administrative determination of CONE in order to
create the demand curve. This value was the subject of much debate for many
valid reasons. In order for PJM to develop a CONE value, PJM Staff made a
series of assumptions regarding the size and configuration of the expected
marginal electric generation capacity that a competitive market would produce.
The myriad assumptions were the subject of debate between generation suppliers,
which would necessarily want the CONE value to be as high as reasonably
possible, and consumers, which would pay less under a more conservative set of
assumptions. Ultimately, the administrative wrangling over CONE values would
be expected to lead to periodic over- and under-pricing within the RPM capacity
construct. This outcome would be sub-optimal for both generation suppliers and
consumers, as revenues to generation would alternately be inadequate to provide
the necessary levels of investment for system reliability or excessive relative to
the reasonable actual costs of new generation, E-CONE uses market-like
dynamics, rather than an administrative process, to determine the appropriate
value of CONE. The use of E-CONE avoids the need for PJM Staff to make
numerous assumptions regarding the size and configuration of likely new
generation capacity investments and, instead, uses actual clearing prices in the
Base Residual Auction, ostensibly driven by rational bids of successfut
developers in PJM’s footprint, to set CONE.

Q. How does E-CONE work within RPM and why is that better than the

administratively determined CONE value?
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A, Starting with Base Residual Auction (“BRA™) number 5, which will be beld in
2009 for a subsequent Delivery Year, the value of gross CONE (i.e., CONE prior
to a Net Energy and Ancillary Services Revenue Offset) may be adjusted if there
has been cumulative net demand for new resources in the defined “Adjustment
Areas.” This approach is superior to the administratively determined CONE in
that it evaluates the accuracy of the CONE value only after there has been a need
for actual *“New Entry.” Requiring this demonstration of actual need as a trigger
for E-CONE calculations provides better assurances that the BRA clearing prices
upon which E-CONE is calculated are being driven by the offer prices of actual,
new generation investment in that Adjustment Area. Because the process
provides for dynamic interaction between real-world outcomes and the CONE
value used in the VRR Curve, it should provide a more realistic estimate of the
actual CONE than any administratively determined CONE,

How does E-CONE develop a new CONE valne for use within RPM?

If the evaluation of CONE demeonstrates that the actual offers within an
Adjustment Area are within a reasonable band of the current value of CONE, then
no change to the current CONE estimate is made. This bandwidth helps to avoid
excessive modification to CONE, providing a more stable capacity price curve for
both suppliers and consumers. However, if there is excess generation and the
excess grows, or if there is less than the desired amount of generation and the
shortfall grows, then the value of CONE is either decreased or increased,

respectively, to adjust for the imbalance in the model.
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Changes, when necessary, to the CONE value used in the price curve would be
based on a three-year rolling average of the Gross Clearing CONE (i.e., the actual
clearing value of capacity for that year, grossed up to reflect a back-out of the Net
Energy and Ancillary Services Revenue Offsets for that year). Essentially, the
new CONE value is adjusted based upon the actual projects that successfully clear
the market. This is a more robust CONE determination than an administrative
mechanism with all of its inherent assumptions. By using actual cleared offers
that have undergone the appropriate checks for market power and any necessary
mitigation, consumers’ ever-present concerns about market power in PJM’s
footprint are reduced with respect to the key pricing point on the VRR Curve (i.e.,
the value at IRM + 1).

Q. Does this complete your statement?

A, Yes,

Attested By,
/ Paul R. Williams /

September 29", 2006
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Supporting Affidavit of Robert B. Stoddard
Page 3 of 3

1 I, Robert B, Stoddard, being duly swom, depose and say:

I. INTRODUCTION AND SUMMARY

%]

1. My name is Robert B. Stoddard. I am a Vice President of CRA International (“CRA") in
its offices at 200 Clarendon Street, T-33, Boston, Massachusetts (2116. On October 19, 2005, 1
submitted an affidavit in these dockets on behalf of Mirant Americas Energy Marketing, LP,
Mirant Chalk Point, L1.C, Mirant Mid-Atlantic, LLC, Mirant Peaker, LL.C and Mirant Potomac
River, LLC (“Mirant™)! commenting on the Reliability Pricing Model (“RPM") filings by PIM
Interconnection, LLC (“PJM"). That affidavit presented my professional and educational
credentials. On November 23, 2005, 1 filed a supplemental affidavit on behalf of the {Mirant
10  Parnties), Williams Power Company, Inc. (“Williams™), and NRG Power Marketing, Inc.,
1} Conemaugh Power LLC, Indian River Power LLC, Keystone Power LLC, NRG
12 Energy Center Dover LLC, NRG Rockford LLC, Rocky Road Power LLC, and
13 Vienna Power LLC (“NRG Companies”), and on February 3, 20086, 1 spoke on Panel
14 2 at the Commission’s Technical Conference. Subsequently, on February 23, 2006, ]
15 filed an answering aifidavit on behalf of Mirant and the NRG Companies, and on
16 June 1, 2006, prefiled testimony on paper hearing issues on behalf of Mirant.

OO0 -~ W B W

17 2. Ihave also been active through the settlement process on behalf of Mirent. In this

18  capacity, I participated fully in nearly all settlement meetings and conference calls, and 1 had

19  extensive personal involvement in the development and negotiation of several key aspects of the
20  proposed market design that would be created by the proposed settlement. I have carefully

21  reviewed the Settlement Agreement and the accompanying tariff sheets and Reliability

22 Assurance Agreement, '

3. Trender this affidavit in support of the overall settlement and, in particular, two elements
of the settlement: the New Entry Price Adjustment Rule and the Minimum Offer Price Rule.
These two rules, although not included as part of the RPM design filed by PJM last year, make

o R 8

' At the time that I submitted my Affidavit on October 19, 2005, the Mirant Parties were: Mirant
Americas Energy Marketing, LP (“MAEM'), Mirant Chalk Point, LLC, Mirant Mid-Atlantic, LLC,
Mirant Peaker, LLC (*Mirant Peaker™), and Mirant Potomac River, LLC. Since that time, MAEM
has ceased to conduct any active business, and has transferred its assets to Mirant Energy Trading,
LLC ("MET™), which is also an intervenor in these proceedings. Likewise, Mirant Peaker has
merged inte Mirant Chalk Point. As a result, the Mirant Parties, as referred to herein, included MET,
instead of MAEM, and do not include Mirant Peaker.



uUnofficial FERC-Generated PDF of 20061004-0157 Received by FERC 0SEC 09/29/2006 in Docket#: ER05-1410-000

Supporting Affidavit of Robert B. Stoddard
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1  good economic sense either in that market design or in the design as modified by the Settlement
2 Agreement, inasmuch as they will create market prices for capacity that are less susceptible to
3 swings created either by the inherent “lumpiness” of investment or by attempts to depress
4  wholesale prices by needlessly overbuilding capacity. With these two rules, therefore, capacity
5  market prices will more closely reflect the actual marginal cost of meeting system resource
6 adeqguacy.

4. As with all settlements, the proposed Reliability Pricing Model (the *RPM™) market
8  design reflects a number of compromises necessary to resolve this case without litigation. With

9  this background in mind, it is my professional opinion that it is a reasonable market design. It is
10  not necessarily the only market design that could work to accomplish these goals, but it is a
11  workable design that reflects a widely-supported compromise of suppliers, buyers and regulators.
12 Given the settlernent posture of this case, however, my opinion should not be construed out of
13 context as my support or the support of my client for specific individual components, or for any
14  aspect of the market design as it might be implicated in other proceedings.

15 I1. NEw ENTRY PRICE ADJUSTMENT
16 5. Inits May 19, 2006 brief on paper hearing issues, PTM proposed the addition of a pricing

17  rule to allow new units 10 set the clearing price for several years in small, import-constrained

18  areas.” The nub of the issue is this: the size of a single, efficient generating plant may be several
19  times larger than the annual load growth in a locational delivery area (“"LDA"). Building such a
20  unit would sharply lower the capacity clearing price in that LDA until the surplus created by the
21  investment can be absorbed by load growth. As I have described in earlier testimony, this effect
22 would lead to a saw-tooth pattern of prices and may undermine investment in capacity. The New
23 Entry Price Adjustment Rule in the Settlement Agreement provides that a large, new unit

24  selected in the Base Residual Auction (“BRA™) in an import-constrained LDA may be offered in
25  the next two BRAS at the lower of its first-year bid or 90 percent of Net CONE. If it does so and
26  is selected in the BRA, the unit is paid no less than its first-year offer price, while other capacity

27  resources would receive the (potentially lower) capacity clearing price.

? Brief of PJM Interconnection, L.L.C. on Paper Hearing Issues (May 19, 2006) at 36-37.
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6. Furthermore, during this three year period, PJM will model the LDA with its own VRR

curve, This is a necessary design element of the rule. If the import constraint was modeled only
in the first year, then the unit that was needed in that year to meet the LDA’s reliability
requirement would appear not to be needed in subsequent years. Without this unit, however, the
LDA would not meet its locational reliability requirement. Therefore, to give meaning to the
ability to bid at a meaningful level in the second and third years as a new resource, PJM must

-~ A B W N e

continue to model the LDA as a potentially constrained region.

7. The Setilement Agreement's New Entry Price Adjustment rule strikes a reasonable
9  balance between two competing views of how capacity clearing price should be set when load

10 growth is met entirely with surplus capacity built in an earlier year. One view is that, the price
11 should remain equal to the first-year offer price of the resource, reflecting the price paid to that
12  resource and the fact that the overbuild resulted from a technological limitation. An alternative
13 view is that it should fall to the YRR curve value, regarding the surplus capacity as a free good.
I4  If the first view prevailed, the price could remain at or above Net CONE for several years even
15  when no new capacity was required, potentially causing yet more new capacity being built in
16 response to the high price. If the second view prevailed, we would have left unaddressed the
17  inefficiencies created by the saw-tooth prices. The proposed New Entry Price Adjustment rule
18  finds a middle path that damps harmful price velatility while avoiding sending a false “build”
19 signal to the market.

20 III. MiNtMUM OFFER PRICE RULE

2} 8. The Minimum Offer Price Rule (“MOPR") is a mechanism to limit the effect on

22  wholesale capacity prices that could occur if buyers with a net short position purchase or build
23 cew capacity in excess of market needs, thereby artificiaily suppressing the price of existing
24  resources it obtains through the RPM. This rule should, in my pmfession opinion, reduce the
25 incentive of buyers to undertake such wasteful over-investment in new capacity without

26  restricting their ability to engage in, and realize the full value of, commercially reasonable

27  bilaterai contracts to provide for loads’ future reliability needs.

28 9. The MOPR is important to the proper functioning of the RPM. Without it, a two-tiered
29  pricing systemn will likely develop, where new resources are paid a competitive New CONE
30  through bilateral contracts, while existing resources (providing exactly the same reliability
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services) are paid an RPM clearing price that has been suppressed through overbuilding that
serves Jittle purpose except to suppress capacity prices.’ If the RPM price were consistently
lower than the price being paid to new entrants paid through contracts, this will weaken the
market. Only resources qualifying for, willing, and able to enter into such contracts would enter,
since spot RPM prices would be artificially low. Furthermore, it would suppress the

development of demand-side resources, because customers would not see the to the full cost of

LS I - Y T

maintaining resource adequacy in the capacity price,

10. The need for a MOPR is perhaps best illustrated by example. Consider this hypothetical;
9 an import-constrained LDA has a locational requircment of 15,000 MW, currently met by
10  internal resources and imports totaling 15,300 MW. No new resources are needed, and if no new
11  resources come on line, the fact that supply is 102% of requirements will lead to a market price
12 of 80 percent of Net CONE.* If Net CONE is $120/MW-day, the RPM price would be $96/MW-
13 day and total payments by load in the LDA will be $536,112,000, as shown in Exhibit RS-2.

14 11. Suppose one LSE in that LDA has a net short position of 1,500 MW, 10 percent of the
15 locational requirement. To cover that net short position in the RPM auction, its cost will be
16 $53.611,200.* Secking to reduce its costs, the LSE considers another option: buying capacity
17  bilaterally. It has two options:

i8 a. It can solicit bids for capacity resources generally. Existing resources may

19 consider responding to the RFP and offering a price near the expected spot-
20 market price of $96/MW-day (80 percent of Net CONE). New resources,

21 however, would not be expected to win the solicitation, since their likely offer

3 My concem on this point is not merety hypothetical, but is borne out by a recent Request for
Proposals issued by the Connecticut Department of Public Utility Control, seeking “new or
incrementat capacity™ (and explicitly noting that “{e]xisting resources will not be considered eligible
under this procurement process.™), and such new capacity will be required to submit bids into the
New England Forward Capacity Market (“FCM") in & way narrowly tailored 1o be as low as possible
without triggering the rule analogous to the MOFR, regardless of actual costs. Connecticut witl pay
the difference between the bid cost and the revenue requirements of the new suppliers through
supplemental contract payments. But for the existence of the MOPR-like rule in the FCM, the
opportunity tc suppress prices and distort market outcomes would be even greater.

4 Tassume throughout that the offer prices from existing supply are low enough to clear all existing
supply. '

% This figure is not the same as the net short position times the clearing price because the LSE aiso has
responsibility to buy 10% of the cleared resources above the IRM, 30 MW.
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would be closer to Net CONE. While a bilateral contract with existing

2 resources may provide benefits such as greater long-term price certainty, it
3 would not necessarily lead to a discount from the RPM prices.
4 b. It can solicit bids for new capacity resources, but only for a portion of its net
5 short position. Although the cost per MW of new capacity will be higher than
6 the cost of existing resources in this hypothetical, the total cost of meeting the
7 LSE's capacity needs may be lower depending on how that new resource is
8 bid into RPM, Adding new resources into the market lowers the RPM
9 clearing price formulaically. Thus the higher per-MW cost of a relatively

10 smatl quantity of new MWs can be offset by the reduction in the market-

11 clearing price the LSE pays to cover its remaining short position.

12 12. Suppose in particular that the LSE in question decides to build (either on its own balance

13 sheet or by contract) a new 300 MW resource. The extra resources, equai to 2 percent of the

14  LDA’s requirement, drives the reserve margin up 10 104% and the price down to 40 percent of
15  Net CONE, or $48/MW-day—half of the price that would otherwise occurred, thereby roughly
16  halving the cost of covering its remaining 1,200 MW of net short position.* If the LSE paid the
17  full gross Cost of New Entry ("CONE") for the new resources it built, its one-year savings would
18  be $18,396,000, about one-third of the total cost without this new-build strategy. Even if it paid
19  twice CONE for the new capacity, the LSE would still save $5,256,000 in the first year.

20 13. I bave prepared a chart, Exhibit RS-3, that shows how capacity payments are sharply

21 reduced by this overbuilding. Unlike most graphs of the VRR, this one plots the entire range of
22  the VRR, from 0 MW to IRM+5, demonstrating just how steep the VRR is. The market outcome
23 is at 80 percent of CONE, and payments are the shaded green rectangle. By buying 300 MW at a
24  price of 100 percent of CONE, the 15,300 MW of existing capacity resources are repriced to 40
25  percent of CONE, and total consumer payments is the area below the red line.

26 14. The example shows two important parts of the issue:
27 a. First, in order to benefit from this behavior, the LSE needs to bave a net shost
28 position in the market after considering its bilateral purchases and owned

¢ The cost is not exactly halved, because the LSE also must by an additional 30 MW of capacity
resulting from the overbuild,
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1 assets. The key to the overbuild strategy is to offset above-market bilateral
2 costs paid to cover part of a net short position with depressed market prices 1o
3 cover the remaining, unhedged position.
4 b. Second, the quantity of new resources has to be large enough to lower market

prices materially. Otherwise, the savings on the unhedged position would not
6 be large enough to offset the above-market costs paid for the new resources.

15. The MOPR, as proposed, therefore includes a net-short test and impact tests, which

-~

provide reasonable assurance that the MOPR will not change the market price unless warranted

9  to restore the price to a competitive level:

10 16. Net Short Test. Resources offered by {or under contract to) parties that do not have a

11  significant net short position in the LDA are presumed to be offered in competitively. For

12 example, if an independent power producer is willing and able to build a generation resource

13 with no capacity payment, its bid of zero would not be repriced by the MOPR since the

14  developer is not net short of capacity. Likewise, if a buyer wants to purchase or self-provide its
15 entire capacity obligation, leaving itself without a net short position in the BRA, the MOPR will
16  not apply to its bilateral purchases,

17 17. Impact Tests. The MOPR includes two impact tests that are designed to limit the appli-
18  cation of the nule to situations where the oversupply is unlikely to have a legitimate purpose:

19 a. Offer price threshold. PIM should not reprice legitimate offers of new supply
20 that reflect the resources’ actual economics but are simply less costly than

21 expected. Therefore, offers that are within 20% of the class-specific Net

22 CONE estimate, or (if there is no class-specific Net CONE estimate for the

23 resource) 30% of the generic Net CONE value will not be repriced, since

24 these offers (a) are likely to be consistent with a competitive offer level and
25 (b) can at worst suppress prices by 20 to 30 percent.

26 b. Price impact threshold. If some capacity offers were repriced, but the effect
27 of repricing those offers is not large, then the RPM will clear with the offers
28 as submitted. If each LSE simply covered its net short position through

29 ownership or contracts, the total quantity of resources would be approximately

30 what was needed, [IRM+1, plus or minus some amount reflecting differing
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1 views on load growth, lumpy project investment, etc. Even if all these
2 resources were offered in at $0, the RPM would clear near the [RM+] target
3 quantity and a corresponding price near Net CONE. The MOPR’s price
4 impact threshold altows natural fluctuations around Net CONE, only restoring
5 a price nearer Net CONE if a large price effect was induced by the actions of a
6 party that stood to profit from the excursion.
7 18. The MOPR also includes a “sunset” provision that triggers when new resources are
8 required in the Rest of Market area, At such time, the price differential between historically

9  constrained zones and the rest of market will be small, with the pool-wide clearing price at or
10  near Net CONE in most years. When that occurs, the benefit to suppressing the price inside the
11  LDA is also small, The Settlement Agreement does provide, however, that if the Net CONE in
12 some LDA exceeds the Net CONE in surrounding areas by 50 percent or more, that the MOPR
13 would apply to that high-cost LDA. This provision ensures that differences in prices driven by
14  underlying cost differences age not erased.

15 19. To the greatest extent possible, the MOPR was designed to be a symmetric check on the
16  bids from new entry. Although, as a general matter, bids from new entry should be competitive,
17 the Settlement Agreement identifies possible situations where bids that, if left in the market,

18  would unduly shift (up or down) the capacity clearing price from its competitive level. Bids that
19  are above a competitive level and not checked by sufficient competition from other new entry
20  bids can be rejected, avoiding market price distortions. The MOPR provides a paralle! check on
21 bids that are below a competitive level. The MOPR strikes an equitable balance of leaving these
22 offers in the market, thereby giving the contracting parties the benefit of the particular contract,
23 while neutralizing large price distortions created by purchases well in excess of forecast

24 reliability needs.

25 20. This concludes my affidavit.
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RPM Timetable

Date

ltem

4 months beafore
BRA

Data Submittal to MMU for Preliminary Market Structure
Screen (MSS)

3 months belore
BRA

o Post results of Preliminary MSS
» Post Parameters for Delivery Year (DY)
o Preliminary PJM Region/Zonal Peak Load
Forecasts and ILR Forecasts by LDA
o |RM, Pool-wide Average EFORJ, and FPR
o Demand Resource Factor
o PJM Region Reliability Requiremant and VRR
Curve for PJM Region
o LDA Reliability Requirements and VRR Curves
for the LDAs to be modeled in BRA (inciuding
the CETO and CETL Information)
o Transmission Upgrades expactad to be in
sarvice for DY
o CONE and Net E&AS values used in VAR
Curves

2 months bafore
BRA

o Data Submittal to MMU if submitting non-zero sell offer
price for a resource in an LDA or Unconstrained LDA
Group that fails Preliminary MSS
Election of FRR Aiternative starting with DY

1 month before DY
BRA

MMU to notify Capacity Market Sellers of Market Seiler
Offer Caps

e Submittal of Initial FRR Capacity Plan for Delivery
Year

DY - 3 years (May)

DY Base Residual Auction (BRA)

DY - 23 months DY First Incremental Auction
{June)

DY - 12 months Post Final PJM Region/Zonal Peak Load Forecasts for DY
{(Feb 28)

DY - 13 months DY Second Incremental Auction
(April)

DY - 6 months Final EFORd fixed for DY

{Nov 30)

DY - 4 months DY Third Incrementa!l Auction
(January)

DY - 3 months ILRR Nomination

(March 1)

June 1, DY Start of Delivery Year (DY)
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RPM Timetable

RPM Timetable Example for 2011/2012 Delivery Year

Dats

Item

January 2008

Data Submittal to MMU for Preliminary Market Structure
Screen (MSS)

February t, 2008

* Post results of Preliminary MSS
* Post Parametears for 2011/2012 Delivery Year (DY)
o Preliminary PJM Region/Zonat Peak Load
Forecasts and LR Forecasts by LDA
o |IRM, Pool-wide Average EFORd, and FPR
o Demand Resource Factor
o PJM Region Rellability Requirement and VRR
Curve for PJM Reglon
o LDA Reliability Requirements and VRR Curves
for the LDAS to be modelad in BRA (including
the CETO and CETL information)
o Transmission Upgrades expected to be in
service for 2011/2012 DY
o CONE and Net E&AS values used in VAR
Curves

March 2008

« Data Submittal to MMU It submitting non-zero sell offer
price for a resource in an LDA or Unconstrained LDA
Group that fails Preliminary MSS
Election of FRR Alternative starting with 2011/2012 DY

April 2008

«  MMU to notify Capacity Market Sellers of Market Seller
Offer Caps

¢ Submittal of Initial FRR Capacity Plan for 2011/2012
Delivery Year

May 2008

2011/2012 DY Base Hesidual Auction

June 2009

2011/2012 DY First Incremental Auction

February 28, 2010

Post Final PJM Region/Zonal Peak Load Forecasts for
2011/2012 OY

April 2010 2011/2012 DY Second Incremental Auction
November 30, 2011 | Final EFORd fixed for 2011/2012 DY
January 2011 2011/2012 DY Third Incremeantal Auction
March 1, 2011 ILB Nomination

June 1, 2011 Start of 2011/2012 Delivery Year
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ENITED STATES OF AMERICA
BEFORE THE
FEDERAL ENERGY REGULATORY COMMISSION

PIM Interconnection, L.LL.C. ) Docket Nos.  ERO5-1410-000 and -001
) ELO3-148-000 and -0

SETTLEMENT AGREEMENT
AND OFFER OF SETTLEMENT

Pursuant to Rule 602 of the Federal Energy Regulatory Commission’s
("Commission™ or “FERC™) Rulcs of Practice and Procedure, this Settlement Agreement
and Offer of Settlement (collectively “Settlement Agreement™) is submitted by the
following parties (and ccrtain of their members or affiliates, as listed in the Scrtiement
Agreement) in this proceeding:  Allegheny Glectric Cooperative, Inc,, Allegheny Tincrgy
Companies, Amcrican Electric Power, American Forest and Paper Association, Blue
Ridge Power Agency, Con Fdison Encrgy, Constellation Encrgy Group Inc., Dayton
Power & Light Co., Dominion Resources Services, Inc., Duke Energy North America,
1.1.C, Edison Mission Energy, Exelon Corporation, FirsiEnergy Scrvice Co., FPL Encrgy
Generators, Indiana Office of Utily Consumer Counsel, Indiana Ulility Regulatory
Commission, Kentucky Public Scrvice Commission, Liberty Electric Power, LLC. 1.8
Power Associates, LP, Michigan Public Service Commission, Mirant Encrgy Trading,
L.L.C., North Carolina Electric Mcmbership Comoration, Old Dominion Eleetric
Coopcralive, Pennsylvania Office of Consumer Advocate, PEPCO Holdings, Inc., PIM
Industrial  Customer  Coalition, PJM  Interconnection, L.L.C.., Portland Cement

Association, Reliant Energy Inc., Southern Maryland Electric Cooperative, Inc., Virginia



Unofficial FERC-Generated PDF of 20061004-0157 Received by FERC OSEC 09/29/2006 in DocketM: ER05-1410-000

Mumicipal Electric Association, and Williams Power Company, Inec. (collectively
“Selthng Parties™).

This Settlement Agrecement resolves all issues in Docket Nos, EROS-1410-000
and -001, and ELO5-148-000 and -001.
|8 BACKGROUND

On August 31, 2005, PJM Interconnection, L.L.C. filed under sections 205 and
2006 of the Federal Power Act ('FPA™) a proposal for a rchability pricing model (“RPM")
to replace its existing capacity obligation ruies (" August 31st Filing™). In the August 31st
Filing, PJM asked the Commission to find that its existing capacity construct is unjust
and unreasonablc and that its RPM proposal was a just and reasonable replacement.’

On April 20, 2006, the Commission issued an Initial Order on REM.® In its order.
the Commission found that PJM’s existing capacity construct is unjust and unreasonable, '
In addition, the Commission madc a number of findings as to various aspects ol the RPM
proposal.’ In addition to thesc findings, the Commission instituted a paper hearing and
scheduled a tcchnical conference to address a number of issues for which the
Commission sought additional information.”

Pursuant to the April 20 Order, on May 19, 2006, PJM filed 4 bricf on the paper
heanng issucs. Partics to the procceding filed comments on PIM s brief on June 2, 2006,

and reply comments on Junc 16, 2006. The technical conference required by the April 20

August 31st Filing at 3.

N CIM Interconnection, L.L.C., 115 FERC § 61,079 (2006) (*April 20 Order™).
Id atPl.

fd atP o,

; Id at P 173,

o]
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Order was held on June 7-8, 2006. Comments on the technical conference were filed on
June 22, 2006.

On May 8, 2006, the American Forest and Paper Association ("AFPA™) filed a
motion to cstablish settlement judye proceedings, and reguested that Administrative Law
Judge Lawrence Brenner conduct those proccedings.” AFPA also requested that the
Commission suspend the technical conference and paper hearing procedures established
in the April 20 Order pending the outcome of the proposed settlement judge
proceedings.” On May 17, 2006, the Commission issued an Order Granling Motion for
Appointment of Secttlement Judge and Denying Request to Suspend Scheduled
Proceedings.” In that order, the Commission cstablished scttiement judge procedures, but
denicd AFPA’s request (o suspend the procedural schedule during the course of the
setilement judge proceedings.” In addition, the Commission granted AFPA’s request that
the scope of the settlement discussions would not be limited 1o the issucs that the
Commission ordercd to be the subject of the paper hearing and technical conference. o

Beginning on June 5, 2006, and continuing through the end of July, the partics to
this proceeding engaged in Icngthy and intense settlement discussions. As noted in the
August 3, 2006 Report By Scttlement Judge On Agreement In Principle issucd in this

proceeding, over 150 individuals representing more than 65 partics engaged in more than

b A number of partics cither supported or did not oppose the motion 1o establish
scttlement judge procecdings.

See AFPA Molion at |,
* 115 FERC 1 61,186 (2006).
¥ Moatp .

o toatPs.
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25 days of scitlement discussions with direct Settlement Judge involvement and with the
assistancc of Mr. Steven Shapiro of the Dispute Resolution Service, and numerous other
mectings amony the negotiating partics during the scttlement period.  On August 2, the
partics voted on an agreement in principle embodicd in a seitfement term sheet. Al of
the partics lo this Settlement Agrecment cither voted to support or not opposc the
settlement tcrm sheet. Six parties to the procceding voted to opposc the scitlement term
sheet."!

Throughout the months of August and September, the parties either supporting or
nol opposing scttiement engaged in further ncgotiations to resolve the open issues and
specifics necessary to reach final scttiement on atl issues in the term sheet. In addition,
the partics drafled and finahized this Scttlement Agreement, the accompanying PIM
Taniff sheets, and necessary changes (o the Reliability Assurance Agreement ("RAA”).
i1. SETTLEMENT AGREEMENT

A, Implemeniation Date

The RPM construct described hercin shall replace PIM’s currenl capacily
construct beginning on June 1, 2007.

B. Yariable Resource Reguirement Curve

The parties that opposed the setticment term shect were:  Caloctin Power, 1.1.C,
Cora! Power LLC, Maryland Office of the People’s Counsel, New Jersey Board
of Public Uulities, PPL. Parties, and the PSEG Companics, consisting of Public
Service Eleetric and Gas Company, PSEG Encrgy Resources & Trade LLO and
PSEG Power LLC.
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The RPM capacity auctions shall be clcared using a Vanable Resource
Requirement Curve'” ("VRR Curvc™} as outlined in the August 31st Filing, at section
5.10 of the proposcd attachment to the PJM Tariff sctting forth the RPM terms and
conditions.” The Settling Parties have agreed to modify the paramcicrs of the VRR
Curve as described below, and depicted in the accompanying graph,  All Cost of New
Entry ("CONE") valucs described and depicted in this section are computed on an
unforced cquivalent basis as defined in Section 5,10 of Attachment DD,

I The price 1s 1.5 times the difference between the CONE and the Net

Energy and Anciflary Services Revenue Giiset (“Net CONE"), when the
quantity is less than or equal to three percentage pomnts less than the

approved PJM Region Instalied Reserve Margin (“"IRM™);

2, ‘The VRR Curve then follows a siraight line to a price equal to Net CONE,
when the quantity is onc¢ percentage point greater than the approved PIM
Region IRM;

3 The VRR Curve then follows a straight line to a price equal to (1.2 times

Net CONE, when the quantity is five percentage points greater than the

approved PJM Region IRM; and

- Capitalized terms uscd in this Scttlement Agreement that arc not otherwise
defined in this Settlement Agreement have the meaning given in the PJM Tariff or
Reliabibity Assurance Agreement.

That PIM Tariff attachment was designated as “Attachment Y™ in the August 31st
Filing (“Orniginal Attachment Y7).  The attachment s now designated as
“Attachment DD™ 10 the PIM TanfT,
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4, The VRR Curve then fulls vertically to a price of zcro at a reserve level,
which 15 five percentage points greater than the approved PJM Region

(RM.

—_
s}

._. _.
[¥] Y
v e e *—

—
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Multiple of Net Cost of New Entry
o
[=:]

-10 -8 -6 -4 -2 0 2 4 6 8 10
Parcentage Point Change From Installed Reserve Margin

C. Base Residual Auction

PJM will conduct a Base Residual Auction {“BRA™) as outhned in Scetion 5.4 of
Original Attachment Y, cxcept that, after the Transilion Period, the forward commitment
shall be three years, not four years, before the Delivery Year. For example, the BRA for
the Delivery Year beginning June 2011 will be held in May 2008,

D. Encremental Auctions

Subsequent to the BRA and pnior to the Delivery Year, PJIM will conduct three
Incremental Auctions, as proposcd in Ornginal Attachment Y § 5.4, 10 provide a

mechanism for markcet participants to commit additional resources that may be necded for

{
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the Delivery Ycar cither to replace previously commited resources that have become
unavatlable or to accommodate an increase in the forecasted load.

E. Commitment Period

As proposced in the August 31st Filing, as modified hercin, the commutment period
for the capacity being offered in the BRA is one ycar, beginnming on June 1 and
continuing through May 31 of the following calendar year ("Delivery Ycar™).

F. Reliability Backstop

The Settlement retains Section 16 of Original Attachment Y, except that Section
16.3(a)(i) shall provide that, rather than being trggered after four consecutive years, the
Reliahility Backstop will be triggered *if the total Unforced Capacity of all Capacity
Resources committed through Self-Supply or the Buse Residual Auctions for three
consccutive Delivery Years....” (emphasis added).

G. Auction Clearing

1. Annual Pricing

This Settlement Agreement eliminates the scasonal aspect to capacily pncing
proposed in the August 31st Filing. Therefore, the optimization algorithm utilized in the
BRA shall minimize the cosl of committing Capacity Resources for the entire Delivery
Ycar.

2. Optimization to Minimize LDA Cost

This Settlement clarifies Scction 5,12 of Original Attachment Y to ensure thal
PJIM minimizes total PIM Region capacity costs, regardiess of whether the quantity
clearing the BRA s above or below the applicable target quantity, by providing that the
optimization algonthm will sclect from among multiple possible alternative clearing

results that satisfy applicable constraints and requirements. Such altematives include, for
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example, accepling a lower-priced Scll Ot¥er that interscets the VRR Curve and that
specifies a nunimum capacity block, accepting a higher-priced Sell Offer thav interscets
the VRR Curve and that contains no minimum-block limitations, or rejecting both ol the
above alternatives and clearing the auction at the higher-priced point on the VRR Curve
that corresponds 10 the Unlorced Capacity provided by all Sell Offers located entirely
below the VRR Curve.  Scction 5.12 shall also be modified 10 add Scction 5.12(¢),
¢ntitled Equal-Priced Scll Offers, to address the situation where two or more Sell Offers
would result in the same total costs to the market under the algorithm,

H. System Constraints

L. Phase-in of LDAs for RPM Pricing Purposes

This Sctilement Agreement rctains a transition to the full number of Locational
Deliverability Arcas (“"LDAs"), but modifics the phase-in appmach.H Specifically, under
this Settlement Agrecr_m:m, the LDA transition shall be as follows:

. For Delivery Year 2007/2008: 4 LDAs- SW MAAC (PEPCO and
BG&E), Eastern MAAC (PSE&G, JCP&L, PECO, AE. DL, RECQ),
MAAC Region plus APS (SW MAAC, Eastern MAAC, Penclec, Met Ed,
PPL, and APS), and Rest of Market {("ROM™) (ComkEd, AEP, Dayton,
Dominion, and Duquesne);

. For Delivery Year 2008/200%: same 4 LDAs;
. For Delivery Year 2009/2010: same 4 LDAs; and
. For Delivery Year 2010/2011 and forward: 23 LDAs proposcd by PIM in

the August 31st Filing.

During this Transition Period, PIM shall post, for informational purposes only, prices for

cach of the 23 L.DAs (i.e., assuming no LDA phase-in) for each BRA.

H The LDA phasc-in described herein is intended to apply for RPM pricing
purposes and is not intended to apply for purposes of the Regional Transmission
Expansion Plan ("RTEP™).

8
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2, Identification of ‘lransmission Constraints for Pricing
Purposes

As part of the process to determine pncing for cach LDA, PJM will determine and
post the Capacity Emergency Transfer Objective ("CETO™) and Capacity Emcrgency
Transfer Limit (“CETL"™) values for all [.DAs, [If an LDA potentially would be
constrained, PJM shall determine and post the scparate VRR Curve and scparate VRR
Curve data (e.g.. LDA Reliability Requirement, projected ILR. applicable CONE, and
applicable Net CONE) for the LDA. Thus, there will be a potential for price separation
for that LDA. To be clear, because the BRA shall clear using the actual resource offers
in cach of the LDAs, some of the LDAs may not bind in terms of a price separation.

Consistent with the phase-in of LDAs as discussed above, PJIM will establish a
scparate VRR Curve for an LDA whencver the CETLL is less than 105% of the CETO of
the I.DA, unless PIM determines that an acceplable level of rcliability, consistent with
the Reliability Principles and Standards, requires cstablishment of a separate VRR Curve
for an LDA with a margin greater than 5%. [n such a case, PJM will post on its web site
before February 1, the LDA for which the VRR Curve is bcing cstabhished and the
margin or other information that is being used rather than the 5% margin,

3 Intepration with Regional Transmission Expansion Planning
Process

The manncr in which the Capacity Resources will be integrated with the Regional
Transmisston Expansion Planning (“RTEP™) process shall be clanified. First, Generation
Capacity Resources that do not clear in the BRAs, and arc not sold clscwhere (At Risk
Generation™), shall be considered the minimum amount of at risk generation in the
market cfficicncy analysis of the RTEP process and be considered at nisk in the

sensitivity cases in the RTEP market efficiency analysis. If necessary, PJM shall fite to

9
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amend Schedule 6 of the PIM Operating Agreement to ensure such treatment of *at risk’
generation. Second, the PIM planning market ctficiency analysis shall take into account
encrgy congestion and locational capacity prices, differentials in the initial cost-benefit
determination of proposed transmission solutions, and later cost-benefit analyscs.
4. L.DAs for Pricing Purposes - Definitions and Process
a. Creation of New LDAs for RPM Pricing Purposes
If a new LDA is included in the PJM RTEP planning process, PIM will make a
filing to create under RPM, a ncw LDA (including 2 new aggregate LDA) if such new
region is projected to have a CETL less than 105% of CETO or 10 address other
reliability concerns discussed above. In addition, market participants may propose, and
PIM will evaluate, new LDAs (including new aguregate LDAs) for inclusion in the
RTEP planning proccss and RPM.
h. Posting Unconstrained LDAs
In order to ensure that market participants have relevant information prior (o the
conduct of a BRA, PIM will identify on its website prnor to the BRA the LDAs that do
not have the potential to bind becausce they are not constrained 1.DAs.
C. Process to Change 1.DAs for RPM Pricing Purposes
The Settling Parties agree that in order for PIM to change any of the LDAs, cither
during the transition or in the end state, PJM shall make a filing under Scction 205 of the
FPA to effectuate such a change.
5. Transfer of Obligations to Pay Locational Reliability Charges
Original Attachment Y shall be modificd to provide that for purposes of PIM
seltlements and hilling processcs, obligations to pay Locational Reliability Charges can

be transferred between and among LSEs and other Market Participants as follows: PIM

10
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shall fazcilitate a process, similar to cSchedules, whereby before or after any BRA, an
LSE or other Market Participant can provide PJM with a schedule that specifies the
buyer, scller, volume of capacity 1o be transferred, location where capacity prices are
caleulated, and start and end date of that transfer.  This PJM-facilitated process shall not
alter the physical supply and demand balance in the BRA, and such transfers shall not
establish any obligations that are incompatible with the BRA or any other auction.

L Market Power Mitigation

All mitigation shall be as proposcd by PJM in the August 31st Filing and PIM’s

May 19, 2006 Bricf on Paper Heanng Issucs (at pages 25-38). cxcept as follows:

1. Market Power Mitigation Rules for Planned Generation
Capacity Resources

Section 6.5(a)(ii) of Original Attachment Y shall be amended o provide that
offers basced on Planned Generation Capacily Resources shall be presumed compelitive in
the auctions tor the first Delivery Year for which such resource gualifics as a Planned
Generation Capacity Resource, bul may be rejected if found by the PJM Market
Monitoring Unit not to be competitive in accordance with certain specified cnteria and
procedures.

Planned Generation Capacity Resources that clear the BRA shall be treated as
Existing Generation Capacity Resources in the auctions for any subscquent Delivery
Y cur; provided, however, that such resources may receive certain price assurances for the
two Dclivery Years immediately following the first Delivery Year of service under the
conditions specificd in Scction HL.K of this Agrcement,

Scction 6.5(a)(ii) further shall provide that Sell Offers based on Plunned

Generation Capacity Resources submitted for the first year in which such resources

i



Unofficial FERC-Generated PDF of 20061004-0157 Received by FERC 0SEC 09/29/2006 in Docket#: ER05-1410-000

qualify as Planncd Generation Capacity Resources shall be deemed competitive and not
be subject to mitigation if: (1) collecuively all such Scit Offers provide Unforced
Capacity in an amount equal to or greater than two times the incremental quantity of new
entry required to meet the L.DA Reliability Requirement; and (2) at Jeast two unaffiliated
supplicrs have submitted Sell Offers for Planned Generation Capacity Resources in such
I.LDA. Notwithstanding thce foregoing, any Capacity Market Scller, together with
Affilates, whose Sell Offers based on Planned Generation Capacity Resources in that
LDA arc pivotal 15 subject to miligation,

Where these first two conditions are not met or the Sell Offer is pivotal, the
Market Monitoring Unit shall: (1) comparc cach such Scll Offer to Sell Offers submitted
in other LDAs (with due recognition for locational differences) and to the Cost of New
Fntry for the LDA in which the offer otherwise would clear and other LDAs (with due
recognition for locational diffcrences); (2) evaluate potential barricrs to new cntry on the
basis of interviews with potentizl suppliers and other market participants; and (3)
determine, based on that analysis, whether to reyect such Sell Offer as non-competitive.
Following the conduct of the applicable suction and before the final determination of
clearing prices, in accordance with the same timeframe for possible cost-capping of
offers hased on existing resources, the Market Monitoring Unit shall notify a scller whose
Sell Offer is deemed non-competitive and allow such Capacity Market Seller an
opportunity to submit a revised Sell Offer.  PJM then shall clear the auction with such
revised Scll Offer in place if the Market Monitoring Unit determines that such revised
offer 1s competitive in accordance with the above criteria. If the revised Sell Offer is not
decmcd compelitive, it will be rejected.

2. Modifications and Clarifications to Avoidable Cost Formula

1
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The Avoidable Cost Rate contained in Scction 6.8(a) of Original Attachment Y
shall be modificd and clarified as follows:
. APIR (Avoidable Project Recovery Rate) = P1 * CRF

Where:

. PI is the amount of project investment reasonably required to epable a
Generation Capacity Resource that is the subject of a Sell Offer to
continue opcrating or improve availability during Peak-Hour Periods
during the Delivery Year.

. CRF is the annual capital recovery factor from the following table applicd
in accordance with the terms specified below.

Age of Existing Unit ] Remaining Levelized CRF |
{in Years) Life of Plant
N (Ycars) ]
( ftos 20 0.125
6 to 10 ' 15 .146
Il 1o 0.198
16 Plus 5 (1363
i Mandatory Capital 4 0.450
Expendilures
(*CapEx™
40 Plus Alicrnative I [ 1100

Unless otherwise stated, Age of Existing Unit shall be cqual to the number of
years since the Unit commenced commercial operation, up to and through the
refevant Delivery Year.

Remaining Life of Plant defines the amortization schedule (i.e., the maximum
number of ycars over which the Projeet Investment may be included in the

Avoidable Cost Rate.)

Capital Expenditures and Project [nvestment

For any given Project Investment, a Capacity Market Scller may make a one-time
clection to recover such investment using: (i) the highest CRF and associated
recovery schedule to which it is entitled, or (ii) the next highest CRF and
assoctated recovery schedule. For these pumposes, the CRF and recovery schedule
for the 16 Plus™ category is the next highest CRF and recovery schedule for both
the “Mandatory CapEx" and the “40 Plus Alternative™ eategorics. The Capacity
Murket Scller using the above table must provide the PIM Market Monitoring
Unit with information, identifying and supporting such clection, including but not

13
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limited 1o the age of the unit, the amount of the Projeet Investment, the purposc of
the investment, evidence of corporate commitment (c.g., an SEC filing, a press
release, or a letter from a duly amhorized corporate officer indicating tnient to
make such investment), and detailed information conceming the povernmental
requirement (if applicable).  Absent other written notification, such election shal)
be deemed based on the CRF such Seller employs for the first Seil Offer
reflecting recovery of any portion of such Project Investment. A Sell Offer
submitted in the BRA for either or both of the 2007-2008 and 2008-2009 Delivery
Years for which the “16 Plus™ CRF and recovery schedule is selected may not
exceed an offer price equal to the then-current Net CONE (on an unforced-
equivalent basis),

For any resource using the CRF and associated recovery schedule from the CRF
table that sct the Capacity Resource Clearing Price in any Delivery Year, such
Capacity Market Seller must also provide to the PJM Market Monitoring Unit, for
informational purposes only, cvidence of the actual expenditure of the Project
Investment, when such information becomes availabie.

If the project associated with a Project Investment that was included in a Scll
Offer using a CRF and associated recovery schedule from the above table has not
entered into commercial operation prior to the end of the relevant Delivery Year,
and the resource’s Sell Offer sets the clearing price for the relevant LDA, the
Capacity Market Seller shall be required to cleel 1o cither {1) pay a charge that is
cqual to the difference between the Capacity Resource Clearing Price for such
LDA for the relevant Delivery Year and what the clearing pnice would have been
absent the APIR component of the Avoidable Cost Rate, this difference to be
multiplicd by the cleared MW volumc from such Resource (“rebate payment™),
(i) hold such rebate payment in escrow, to be relcased to the Capacity Market
Seller in the event that the project enters into commercial operation during the
subsequent Delivery Year or rebated to LSEs in the relevant LDA if the project
has not entered mnto commercial operation during the subsequent Delivery Year;
or (ii1) make a rcasonable investment in the amount of the Pl in other existing
Generation Capacity Resources owned or confrolied by the Capacity Market
Seller or its Affiliates in the reicvant LDA. The revenue from such rcbate
payments shall be allocated pro rata to LSEs in the relevant LDA(s) that were
charged a Locational Reliability Charge for such Dclivery Year, based on their
Daily Untorced Capacity Obligauon in the relevant LDA(s). If the Sell Offer
from the Generation Capacity Resource did not set the Capacity Resource
Clearing Price in the relevant LDA, no altemative investment or rebate payment
15 required.  If the difference hetween the Capacity Resource Clearing Price for
such LDA for the relevant Delivery Year and what the clearing price would have
been absent the APIR amount docs not exceed the greater of $10 per MW-day or
a 10% increasc in the clearing price, no alternative investment or rebate paymcent
is requircd.

14
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Mandatory CapEx Option

The Mandatory CapEx CRF and rccovery schedule is an option available,
beginning in the third BRA (Delivery Year 2009-10), to a resource that must
make a Project Investment o comply with a governmental requirement that would
othenwise materially impact operating levels during the Delivery Year, where: (i)
such resource 15 a coal, otl or gas-fired resource that began commercial operation
no fower than fificen years prior to thc start of the first Delivery Year for which
such recovery is sought, and such Project Investment is cqual to or exceeds
$200:k W of capitalized project cost; or (11) such resource is a coal-fired resource
located in an LDA for which a separate VRR Curve has been established for the
relevant Delivery Years, began commercial operation at least 50 years prior to the
effective date of that certain September 29, 2006 Settlement Agreement in FERC
Docket Nos. ERQS5-1410 and EL05-148, and the Capacity Market Secller
submitting the sell offer for such resource was a signatory or an Affiliate of a
signatory (o such Scttlement Agreement.

A Capacity Market Seller that wishes to elect the Mandatory CapEx option for a
Praject Investment must do $0 beginning with the Base Residual Auction for the
Delivery Year in which such project is expected to enter commiercial operation. A
Sell Offer submitted in any Base Residual Auction for which the “Muandatory
CapEx™ option is sclected may not cxceed an offer price equivalent to 0.90 times
the then-current Net CONE (on an unforced-equivalent basis).

40 Year Plus Alternative Option

The 40 Plus Altemative CRF and recovery schedule 1s an option available,
beginning in the third BRA (Dclivery Year 2009-10), for a resource that is a gas-
or oil-fired resource that began commercial operation no less than 40 ycars prior
to the conduct of the relevant BRA (cxcluding, however, any resource in any
Delivery Yeur for which the resource is receiving a payment under Part V of the
PIM Tariff). Generation Capacity Resources electing this 40 Plus Allernative
CRY shall be treated as At Risk Generation for purposes of the sensilivily runs in
the RTEP process. Resources clecting the 40 Year Plus Option will be modeled
in the RTEP process as “at-risk™ at the end of 1he onc-year amortization period.

A Capacity Market Scller that wishes to clect the 40 Plus Aitemative option lor a
Praject Invesiment must provide written notice of such clection to the Office of
the Interconnection no later than six months prior to the Bast Residual Auction
for which such election is sought; provided however that shorter notice may be
provided if unforcscen circumstances give risc to the need to make such clection
and such scller gives notice as soon as practicable.

The Office of the Interconnection shall give market participants reasonable notice
of such clection, subject to satisfaction of requirements under the PJM Operating
Agreement for protection of confidential and commercially sensitive information.
A Scll Offer submitted in any Base Residual Auction for which the 40 Plus
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Alernative™ option is sclected may not exceed an offer price equivalent to the
then-current Net CONE {on an unforced-equivalent basis).
Scction 6.8(b) of Onginal Attachment Y is modified as follows:
(b} For the purpose of dctcrmiming an Avoidable Cost Rate, avoidable
cxpenses  arc  incremental expenses  directly required to operate a
Generation Capacity Resource that a Generation Capacity Resource
Owner would not incur if such Resource did not operate during the

Delivery Year or meet Availability criteria during Peak-Hour Periods
during the Dclivery Year,

In addition, Scction 6.7 of the Original Attachment Y is modificd to provide, in
connection with the Capacity Market Seller’s submittal of data and calculations for the
Market Sctler Offer Cap for cach existing gencration resource that the Market Monitoring
Unit shall “notify the Capacity Markct Scller one month prior to the auction whether such
submittal will be accepted, and if not, provide to such seller detailed information as to
why such submittal was not accepted.”

3 Relaxed Information Requirement Conditions

The Setuling Parties have agreed to delete 6.7(a)(ii) of Original Attachment Y. In
addition, the Scttling Partics have agreed to make non-substantive modifications to
Section 6,7(h} to conform with the Settlement described herein.  The Settlement
Agreement also includes a new Scetion 6.7(c) that provides as follows:

(c) Potential auction participants identificd in subscction (b) above need not
submit the data specified in that subsection for any Generation Capacity
Resource:

1 that is in an Uncenstrained LDA Group or, if this is the relevant
market, thc cntirc PJM Region, and is in a resource class
determined by the Market Monilonng Unit as not likely to include
the marginal price-setting resources in such auction; or

n. for which the potential participant commits that any Sell Offer it
submits as to such resource shall not include any price above the
level identified for the relevant resource class by the Market
Monitoring Unit.

16
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The Market Monitoring Unit shall determine, in its discretion, following
stakeholder consuitation, the resource classes and corresponding prices described
in this subsection and shall identify such resource classes and prices in the posting
required by section 6.2(a). Nothing herein precludes the Market Monitoring Unit
from requesting addihonal information from any potential auction participant as
deemed necessary by the Market Monitoring Unit, including, without limitation,
additional cost data on resources in a class that 1s not otherwise expected to
include the marginal price scting resource; and compliance with such request
shall be a condition of participation i any auction.  Any Sell Offer submitred in
any auction that is inconsistent with any commitment made pursuani to this
subsection shall be rejected, and the Capacity Market Scller shall be required
promptly to resubmit a Sell Offer that complics with such commitments. f the
Capacity Market Seller docs not timely resubmit its Selt Offer, it shall be deemed
te have submitted & Sell Offer that complics with the commitments made under
this subsection, with a default price equal to the maximum price for the class of
resource identified in the Sell Offer, as previously specificd by the Market
Monitoring Unit in the posting requircd by section 6.2(a). Notwithstanding the
foregoing, if the Capacity Market Sciler demonstrates 1o the satisfaction of the
Market Monitoring Unit that a significant change in circumstances warrants
submission of a Scll Offer that is inconsistent with a prior commitment under this
subsection, then the Market Monitoring Unit shall allow such Selt Offer provided
that the Capacity Market Seller promptly notifies the Market Monitoring Unit
upon becoming aware of the change in circumstances and provides all
information deemed necessary by the Market Monitoring Unit to suppon such
Sell Offer and that the offer is othcrwise consistent with the requirements of this
section 6. The obligation imposed under section 6.6(a) shall not be satisfied
unless and until the Capacity Market Seiler submits (or is deemed to have
submitted) a Sell Offer that conforms 0 its commitments made pursuant to this

subscction.
Finally, the Settling Parties have agreed to replace Section 6.7(d)(iv) with the following:

{iv)  Projccted PIM Market Revenucs, as delined by section 6.8(d) for
any Gencration Capacity Resource to which the Avoidable Cost
Rate 15 applicd.

4. Offer Cap Offset
The Scttling Parties have agreed to sct forth the encrgy and ancillary scrvices
offset to the Offer Cap in a new section to Original Attachment Y. Specifically, the
Seutling Parties have agreed o a new provision, Scction 6.8(d), which provides that:
(d) Projected PIM Market Revenues for any Generation Capacity Resource to

which the Avoidable Cost Rate is applied shall include all actual unit-
specific revenues from PIM cnergy markets, ancillary services. and unit-
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specific hilateral contracts from such Generation Capacity Resource, net
of marginal costs for providing such energy (1.c., costs allowed under cost-
hased offers pursuant to Section 6.4 of Schedule | of the Operating
Agreement) and ancillary services from such resource.

0] For the first three BRAs (for Delivery Years 2007-08, 2008-09,
2009-10), the calculation of Projected PJM Market Revenucs shall
be ¢qual to the simple average of such net revenucs as described
ahove for calendar years 2001-2000; and

(11}  For the fourth BRA (delivery year 2010-11) and thercafter, the
calculation of Projected PJM Market Revenues shall be egual to
the rolhing simple average of such net revenues as described above
tfrom the three most recent whole calendar ycars prior to the year in
which the BRA 15 conducted.

If a Generation Capactty Resource did not receive PIM market revenues
during the enlire relevant time period because the Generation Capacity
Resource was nol integrated into PJM during the full period, then the
Projected PIM Market Revenues shall be calculated using only those
whole calendar years within the full period in which such Resource
received PIM market revenues.

1T a Generation Capacity Resource did not receive PIM market revenucs
during the entire relevant time period because 1t was not In commercial
opcration during the entire period, then the Projected PIM  Market
Revenues shall be calculated based upon net revenues received over the
cntire period by comparable units, to be developed by the MMU and the
Capacity Market Scller.

5. Market Power Mitigation During the Transition Period
A new section 17.5, entitled “Market Mitigation During Transition Period™ will
be added to Oniginal Attachment Y. New section 7.3 will provide as follows:

The provisions of Section 6 of this Altachment shall apply to all Reliability
Pricing Model Auctions conducted during the Transition Peniod; provided,
however, that during the Transition Penod, as to a Capacily Market Seller that
was a signatory to that certain Settlement Agrecement dated September 29, 2006 in
FERC Docket Nos. ER0D3-1410 and ER05-148, or any Affiliate of such a
signatory, and that owns or controls no more than 10,000 megawatts of Unforced
Capacity in the PJM Region, the otherwise applicable Market Seller Offer Cap
provided in Section 6 shall be increased by up 1o the following amounts in the
following years for any Sell Offer submitted by such a scller in any
Unconstrained L.DA Group with respect to no more than 3,000 megawatts of such
Unforced Capacity:

t&
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(at) StO/MW-day for the 2007-2008 Delivery Year,
(b}  SH¥YMW-day for the 2008-2009 Delivery Year, and
{c) 57.50/MW-day for the 2009-2010 Delivery Year,

For purposcs of this provision, the 10,000 megawatt maximum shail apply
scparately to a Capacity Market Seller’s resources subject to state rate-based
reeulation and resources that are not subject to state rate-based regulation,

L Minimum Offer Price Rule for New Eptry in Constrained LDAs
A new Section 5. 14(h) shall be added to Onginal Attachment Y of the PIM Tariff,
providing as follows:

(H Prior to cach Basc Rcsidual Auction, the Market Monitoring Unit shall
develop locational assct-class estimates of competitive, cost-based, real
levelized (year one} Cost of New Entry, net of cnergy and ancillary
service revenues (“Net Asset Class Cost of New Entry™).  Other than the
levelization approach, determination of the Cost of New Entry component
of the Net Assct Class Cost of New Entry shall be consistent with the
methodology uscd to determine the Cost of New Entry set forth in Section
5.10(a)(iv){(A) of this Attachment. Notwithstanding the foregoing, the Net
Asset Class Cost of New Entry shall be zero for: (1) base load resources,
such as nuclear, coal and Integrated Gasification Combined Cycle, that
rcquire a period for development greater than three years, (i) any facility
associated with the production of hydroelectric power, (iii} any upgrade or
addition 10 an existing Generation Capacity Resource; or (iv) any Planned
Generation Capacity Resource being developed in response to a state
regulatory or legislative mandate to resolve a projected capacity shortfall
in the Delivery Year affecting that state, as determined pursuant to a state
evidentiary procceding that includes duc notice, PJM participation, and an

opportunity to be heard,

(2) The Market Monitoring Unit shall evaluate any Scll Offer that is bascd on
a Planned Generation Capacity Resource submitted in a Basc Residual
Auction for the first Delivery Year in which such resource qualifics as
such a resource, in any LDA for which a separate VRR Curve has been
cstablished, and shall determinc whether such Scll Offer mecets cach of the
following criteria:

1 Sell Offer affects the Cleanng Price;
i Sell Offer is less than 80 percent of the applicable Net Asset Class

Cost of New Entry or, if there is no applicable Net Asset Class
Cost of New Eniry. less than 70 percent of the Net Asset Class
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Cost ol New Entry for the Reference Resource cffective in such
I.DA; and '

n. The Capacity Market Seller and any Afliliates has or have a "net
short position™ in such BBasc Residual Auction for such [L.DA that
cquals or excceds (a) ten pereent of the LDA Reliahility
Requirement, if less than 10,000 megawatts, or {b) live percent of
the total LDA Rcliability Requircment, if equal to or greater than
10,000 megawatts. A “net short position™ shall be culculated as
the actual retail foad obligation minus the portfolio of supplty. An
“aclual retail load obligation™ shall mean the LSE's combined load
served in the LDA at or around the time of the Base Residual
Auction adjusted to account for load growth up to the Dclivery
Year, using the Forccast Pool Requirementl. A ‘“portlolio of
supply™ shall mecan the Genceration Capacity Resources (on an
unforced capacity basisy owned by the Capacity Market Seller and
any Affiliates at the time of the Base Residual Auction plus or
minus any gencration that is, at the ume of the BRA, under
contract for the Delivery Year,

(3) If the Market Monitoring Unit determings that all of the criteria of Section
5.14(h)(2) are met, it shall notify the Capacity Murket Seller of this
determination.  Within five business days, or such other period to which
the Market Monitoring Linit consents, such Capacity Market Seller may
supply the Market Monitoring Unit with specific information about the
cosls and operational parameters relating to 1ts Sell Offer. If the Capacity
Market Scller fails to supply any such information within the specificd
time, or if the Market Monitoring Unit determines that the information
provided, combincd with revenues that would be carmned in PIM-
adnunistered markets as determined by PJM, does not support the offer,
the applicable cost-based net Cost of New Entry determined in Section
5.14¢h)X(1) shall be uscd 10 establish an alternative Sell Offer. The
alternative Sell Offer employed in place of the actual Sell Offer shall be
equal to 90 percent of the applicable Net Asset Class Cost of New Entry
or, if there 1s no applicable Net Asset Class Cost of New Entry equal to 80
pereent of the Net Asset Class Cost of New Eniry for the Reference
Resource. Upon timely rcceipt of such information, the Market
Monitoring Unit shall determine whcether such Sell Offer is consistent with
the real levelized(year one) competitive, cost-hased, fixed, net cost of new
cntry were the resource to rely solely on revenucs from PJM-administered
markets (i.e., were all output from the unit sold in PJM-administered spot
markets), The Market Monitoring Unit shall adjust the altcrnative Scli
Offer if appropnate on the basis of the relevant and reliable supponting
information available and the application of an objective analysis.

&) The Market Monitoring Unit shall request that the Office of the
Intcrconnection perform a sensitivity. analysis on any Base Residual
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Auction that included Sell Offers mecting the criteria of Section
5.14(h)(2), for which an acceplabic altemauve Sell Offer was not provided
consistent with Section 5.14(h)(3). Such analysis shall re-calculate the
clearing price for the Basc Residual Auction employing in place of cach
actual Scll Offer meeting the critena a substitute Scll Offer equal to 90
percent of the applicable cstimated cost determined in accordance with
Section 5.14(h}(1) above, or, if there is no applicable estimated cost, cqual
to 80 percent of the then-applicable Net CONE. If the resulting difference
in price between the new clearing price and the imtial clearing price
differs by an amount greater than the greater of 20 percent or 25 dollars
per megawatt-day for a total LDA Reliability Requirement greater than
15.000 megawatts; or the greater of 25 percent or 25 dollars per megawatt-
day for a total LDA Recliability Requirement greater than 5.000 and less
than 15,000 megawalts; or the greater of 30 percent or 25 dollars per
megawatt-day for a total LDA Reliability Requirement of lcss than 5.000
megawatls; then the Market Monitoring Unit shall discard the results of
the Base Residual Auction and determine a replacement clearing price and
the identity of the accepted Capacity Resources using the procedure sct
forth in scction 5.14(h)5) bclow,

{5) Including all of the Sell Offers in a single Base Residual Auction that meet
the criteria of 5.14(h)(4) above, PJM shall first calculate the replacement
clearing price and the total quantity of Capacity Resources needed for the
[LDA. PJM shall then accept Sell Offers to provide Capacity Resources in
accordance with the following priority and criteria for allocation: (i) first,
all Sell Offcers in their entirety designated as self-supply; (i) then, all Sell
Offers of zcro, prorating to the cxtent necessary, and (i) then all
remaining Scll Offers in order of the lowest price, subject to the
optimization principles set forth in Scction 5.14.

(6) Notwithstanding the foregoing, this provision shall terminate when there
cxists a positive nct demand for new resources, as delined in Scction
5.10¢a)(iv)(B) of this Attachment, calculated over a peniod of conscoutive
Delivery Ycars begining with the first Delivery Year for which this
Attachment 1s effective and concluding with the last Delivery Ycar
preceding such calculation, in an arca comprised of the Unconstrained
LLDA  Group in existence during such first  Dclivery  Year
Notwithstanding the forcgoing, the Market Monitoring Unit shall reinstate
the provisions of this section, solcly under conditions in which a
constrained LDA has a gross Cost of Ncw Entry cqual to or greater than
150 percent of the greatest prevailing gross Cost of New Entry in any
adjacent ILDA.

The Seutling Parties agrec that, in addition to the Article V provision regarding No

Admissions or Precedent, contained in this Settlement Agreement, this Scction J is not
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intended to reflect any position of the Settling Partics regarding the appropriate fevel of
offer price for new capacity resources in a residual auction.
K. New Entry Price Adjustment

This Agrcement cstablishes a New Entry Price Adjustment in the PJM Tariff and
addresses PJM Market Moniloring Unit review of such New Entry Price Adjustment,

1. New section 5.14(¢)

The Scttling Parties have added a new Scction 5.14(¢) to Attachment DD in order
to address a New Entry Price Adjustment. The new provision states as follows:

A Capacity Market Scller that submits a Sell Offer bascd on a Planned Generation
Capacily Resource that clears in the BRA for a Delivery Year may, at its clection,
submit Sell Offers with a New Entry Price Adjustment in the BRAs for the two
immediately succeeding Delivery Years if:

L Such Capacity Market Scller provides notice of such ¢lection at the
time it submuts its Scll Offer for such resource in the BRA for the
first Delivery Year for which such resource is cligible 10 be
considered a Planned Generation Capacity Resource;

i. Acceptance of such Selt Offer in such BRA increasces the total
Unforced Capacity in the LDA in which such Resource will be
located from a mcpawatt quantity below the LDA Reliability
Requirement to a megawatt quantity corresponding 10 a point on
the VRR Curve wherc price is no greater than 0.40 times the
applicable Net CONE divided by (one minus the pool-wide
average EFORp); and

i, Such Capacity Market Scller submits Scll Offers in the BRA for
the two immediately succceding Delivery Ycars for the entire
Unforced Capacity of such Generation Capacity Resource equal tlo
the Icsser of: 1) the price i1 such seller’s Sell Offer for the BRA in
which such resource qualified as a Planned Generation Capacity
Resource; or 2) 0.90 times the then-current Net CONE, on an
Unforced Capacity basis, for such LDA.

if the Scil Offer is submitled consistent with the foregoing conditions, then:

1. in the first Delivery Year, the Resource sets the Capacity Resource
Clearing Price for the LDA and all resources in the LDA receive
the Capacity Resource Clearing Price.

b
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. in the subsequent two BRAS, i the Resource clears, 1t shall reccive
the higher of the forcgoing Sell Offer price and the Capacity
Resource Clearing Price for such LDA. 1f the Scll Offer price
excecds the Capacity Resource Clearing Price, the difference will
be pmd as a Resource Make-Whole Payment in accordance with
Section 5.14(b). Other copaciy resources that clear the BRA in
such LDA rcceive the Capacity Resource Clearing Price as
determined in Scction 5.14(a).

The failure to submit a Sell Ofler consistent with Section 5.14(c)(i)-(ii1) in the
BRA for Delivery Year 3 shall not retroactively revoke the New Entry Price
Adjustment for Delivery Year 2.

For cach Delivery Year that the foregoing conditions are satisfied, the Office of
the Interconncction shall maintain and employ in the auction clearing for such
LDA a scparate VRR Curve, notwithstanding the outcome of the test referenced
in Section 5. 10(a)(it) of this Attachment,
2. Market Monitor Review
The MMU’s existing authority and review responsibilities will include the New
Entry Price Adjustment.  The MMU shall analyze and include New Entry Price
Adjustment in the State of the Market Report.
L. Determination of the Cost of New Entry
1. CONE for First Four Delivery Ycars
Subjcct 10 Article [T of this Agrecement, the CONE used to establish the VRR
Curves for the BRA for the first, sccond, third, and fourth Delivery Years (i.c., the
Delivery Years commencing June [, 2007, June I, 2008, June I, 2009, and Junc [, 2010)
shall be at the levels provided in section 5.10(a)(iii) of Original Attachment Y, offset by
the Encrgy and Ancillary Services Revenue offsets determined in accordance with
scction II.M of this Agreement. The CONFE and the Energy and Ancillary Services

Revenue Offset shall continuc to be separately calculated for any subsequent Delivery

Ycars, and determined in accordance with the provisions of this Agreement and the PJM

Taril{,
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2. Procedures for Possible Automatic Adjusiment to the Cost of
New Entry for the Fifth and Subsequent Delivery Years

The CONE established by Scction ILL.1 of this Agreement 1s subject to automatic
adjustment under certain condittons.  The procedures, conditions, and  standards
governing such automatic adjustments shall be set forth in a new subsection to section

3.10 of Attachment DD, providing as follows:

(B}  Following the Transition Pertod, the CONE shall be subject 10 adjustment
in accordance with the following: '

(1) The CONE in a CONE Arca shall be evaluated for possible
adjustment when there s a Net Demuand for New Resources in the
Base Residual Auctions over a period of three consecutive
Delivery Ycars.

(2) Net Demand for New Resources means that, for any such three-
year period evaluated, the following formula yiclds a positive
number:

FPR Adjusted Load Growth in Years | to 3 + Generation Retirements in Years |
to 3 —Surplus Resources in Year | + (CETL in Year 3 CETLn Year 1)

where:

FPR Adjusted Load Growth in Years 1 1o 3 — (Preliminary Zonai Peuk Load
Forecast for all Zones in such CONE Area for the third Delivery Year in such
cvaluation minus the Preliminary Zonal Peak Load Forecast for such Zones for
the Delivery Year immediatcly preceding the three Delivery Years cvaluated)
times the Forecast Pool Requirement (substituting in such calculation, however, a

pereentage figure of IRM+1| rather than IRM),

Genceration Retirements in Years 1 10 3 = all announced dcactivations, pursuant to
Part V of the PJM Tariff, of Existing Generation Capuacity Resources in such
CONE Arca with an effcctive date of any day dunng the three consccutive
Delivery Years cvaluated, stated on an Unforced Capacity basis;

Sumplus Resources tn Year [ = the total Unforced Capacity of all existing
Generation Capacity Resources located in such CONE Area that are subject to the
offer requirement in scction 6.6 of this Attachment for the first Delivery Year
cvaluated, lcss the total Unforced Capacity comresponding to “Point Two™ (as
defined in section 5.10(a)i)) on the Vanabie Resource Requirement Curves for
all LDAs in such CONE Arca for such Delivery Year.

24
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CETL = Capucity Emergency Transfer Limit to the arca for which there is a
separatc YRR curve.

(3) For cach CONE Arca for which there is a Net Demand for New
Resources over such three-year penod, as determined pursuant to
subscction (b) above, the CONE shall be adjusted (if at all) as
prescribcd by subscction {¢) 1o the extent required based on the
quantity of Unforced Capacity cleared in the Base Residuai
Auction, as sct forth in subsection (d).

{4) [ a CONE Arca encompasses arcas with separate VRR Curves,
then the procedures described in subscctions (d) and (¢) below will
be applied separatcly for cach arca with a separatc VRR Curve,
and the CONE for the CONE Arca will be determined as the
average of the resulting CONE value for the areas, the average to
be weighted by the LDA Rchability Requirement of cach arca. If]
pursuant to subscction (f) below, a CONE Area that had been
composed of arcas with separate VRR Curves is divided tnto
multiple CONE Areas, then the CONE for each new CONE Arca
will be reset based on the histoncal CONE values computed for
that arca, not the weighted average of the now-defunct CONE
Arca.

(5) If the quantity of Unforced Capacity cleared in the Base Residual
Auction for the third Dehivery Year evaluated 1s:

(1) in the Equilibrium Zone, no change to CONE is required.

(11) abovc the Equilibrium Zone, CONE shall be decreased in
accordance with subscction (¢); provided, however, that no
change to CONE is required if the excess of Unforced
Capacity relative to the Equilibnum Zone lor the third
Delivery Ycear cvaluated is less than or cqual to the exccss
of Unforced Capacity rclative to the Equilibrium Zone for
the first Delivery Ycar cvaluated.

(i)  below the Equilibrium Zone, CONE shall be increased in
accordance with subsection (¢); provided, however, if
CONE was tncreased as a result of Unforced Capacity
clcaring below the Equilibnum Zonc in a CONE
adjustment evaluation hereunder for such CONE Arca for
the immediately preceding Delivery Year, then CONE shall
be increased only if the shortage of Unforced Capacity
rclative to the Equilibnum Zone for the third Delivery Year
cvaluated is greater than or cqual to the shortaye of
Unforced Capacity relative to the Equilibnium Zone for the
first Delivery Year evaluated.
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(06) In any case where an increase or decrease 10 CONE in a CONE
Arca is requircd by the above provisions:

(" the then-current value of the Cost of New Entry for such
CONE Area shall be comparcd against the Empirical
CONE for such arca,

where:

Empirical CONE - the weighted average for all LDAs in
the CONE Area (waighted by load in such LDAs) of: (1)
the average Capacity Resource Clearing Price in each such
I.DA determined in the Base Residual Auctions for such
threc Dclivery Years; plus (i) the average of the Net
Encrgy and Ancillary Markel Revenue Offsets used in the
Variable Resource Requirement Curve for such LDA for
such three years.

(i)  if an increase is required, CONE shall be increascd by the
lesser of (a) 0.50 times the positive difference between
Empirical CONE and CONE; and (b) 0.10 imes CONE,

where a decrease is required, CONE shall be decreased by
the lesser of (a) 0.50 times the negative difference between
Empirical CONE and CONE; and (b) 0.10 tiimcs CONE.

(7) Any LLDA for which a scparatc VRR Curve has been established
for the Basc Residual Auctions for cach of three consccutive
Delivery Years shall be cvaluated under the provisions of this
section.  If the result of such cvaluation is that the CONE
caleulated for such LDA would differ by at least 10 percent from
the CONE then applicable to such LDA, then such 1.DA shall be
established as a CONE Area, with a Cost of New Entry adjusted
based on the Cost of New Entry computed over the prior three
Delivery Ycars for that LDA.

ADDITIONAL DEFINITIONS FOR DEFINITION SECTION

“Equilibrium Zone” shall mean:

(a) for the VRR Curve for the PJM Region, any quantity of Unforced
Capacity between (1) [the PIM Region Rcliability Requireinent
multiplicd by (100% plus IRM%) divided by (100% plus IRM¥%)]
minus the Forccast RTO ILR Obligation; and (i1) [the PJM Region
Reliability Requirerment multiplied by (100% plus IRM% plus 2%%)
divided by (100% plus IRM%)] minus the Forcecast RTO ILR
Obligation; and
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(b) for the VRR Curve for any Locational Deliverability Arca. any
gquantity of Unforced Capacity between (i) [the LDA Rcliability
Requirement multiphed by (100% plus IRM%) divided by {100%
plus IRM%)] minus the Forccast [.DA [L.LR Obligation; and (i1}
fthe LDA Rchability Reyuirement multiplicd by (100% plus
IRM% plus 2%) divided by (1009% plus IRMY%)} minus the
Forccast LLDA T1.R Obligation {if not previously accounted for in
establishing the CETO for such LDA);

where:

“Forecast LDA ILR Obligation™ — the sum of the Forecast Zonal
ILR Obligations for all Zones in such L.DA.

"CONE Area" shall mean the arcas listed 1 section 5.10(a){1t1) and
any LDAs cstablished as CONE Arcas pursuant (o section 5,10(a).

M. Net Energy and Ancillary Services Revenue Offset to the Cost of New
FEntry Used to Establish the YRR Curve

The Net Encrgy and Ancillary Services Revenue Offset used to determine the
VRR Curves in the BRA for the first, sccond, and third Delivery Years {i.c., the Delivery
Years beginning on June I, 2007, func [, 2008, and june {, 2(09) shall be determined as
proposed in section 5.10(a)iv) to Original Attachment Y. However, the Scitlement
Agreement amends that subsection to provide that:

. energy revenues will he calculated on the basis of Peak-Hour Dispaich, as
described herein, using Real-Time Prices;

. the Reference Resource definition in Attachment DD uscd as the basis of
this calevlation shall be revised 1o state that it 15 based on the same
speeific resource used in the August 31st Filing to estimate the CONE;

. the heat rate of such resource shall be 10,500 MMBUW/MWhs;

. the calculation of the Nct Encrgy and Ancillary Services Revenue Offsct
for sub-rcgions of the PJM Recgion pursuant to scction 5.10(a) of
Attachment DD, shall use a posted fuel pricing point in such sub-region, if
avaifable, and if such pricing point is not available, a fuel transmission
adder to such sub-region from an appropniate pricing point for the PIM
Region; and

. if such sub-region, for which a scparate CONE was calculated, was not
integrated into the PIM Region for the entire apphcable period, then the

1
-}



tnofficial FERC-Generated PDF of 20061004-0157 Received by FERC OSEC 09/29/2006 in Docketd: ER0S5-1410-000

offset shall be calculuted using only those whole calendar years duning
which the sub-region was integrated.

For purposes of the Base Residual Auction for any Delivery Year following the
first three Delivery Years, the Energy and Ancillary Services Revenue Offset shall be
calculated in the same manner as set forth in this section, except that the calculation shali
be based on the three consceutive calendar years preceding such caleulation.

Peak-Hour Dispatch, for purposes of calculating the Net Energy and Ancillary
Scrvices Revenue Offsct for the Reference Resource presenibed above, will he defined in
Attachment DD as an assumption that the Reference Resource is dispatched in four
distinct blocks of four hours of continuous output for cach block from the peak-hour
period beginning with the hour ending 0800 EPT through to the hour ending 2300 EPT
for any day when the average real-time LMP for the arca tor which the Net CONE is
being determined 1s greater than, or cqual to, the cost o generate {(including the cost for a
complete start and shutdown cycle) for at lcast 1wo hours during cach four-hour block,
where such blocks shall be assumed to be dispatched independently; provided that, if
there arc not at least two cconomic hours in any given four-hour block, then the
Reference Resource shall be assumed not to be dispatched for such block. The details of
such calculation will be posted in the PJM Manuals,

N. Deficiency Charges

L. Ability to Cure

The charges and credits proposed in the Sections 7-13 of Original Attachment Y
shall apply. Provided, however, that a Capacity Market Seller that fails or is expected 1o
fail a rating test under Section 7 may obtain and commit Unforced Capacity from a

replacement Generation Capacity Resource meceeting the same locational requirements,
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Any such commitment shall be effective upon no less than one day’s notice 1o the Office
of the Intcrconnection.  Such Unforced Capacity may include uncommitied/uncleared
Scll Offer blocks from Generation Capacity Resources that were otherwise committed,
The charge shall be assessed from the first day of the season for which the test was failed
through the last day before the clfective date of the commitment of such replacement
Generation Capacity Resource in an amount equal to the full shortage of Unforced
Capacity determined in Scction 7.1(b} of Attachment DI.  ‘Therealter, any charges
asscssed on the Capacity Market Seller that fails such a rating test under Section 7 shali
be assessed for such full shortage of Unforced Capacitly less any amount from such

replacement Generation Capacity Resource.
2. Peak Hour Period Availability
The Scitling Parties agree to add a new Scction 10 to Attachment DD that

provides for pcak hour availability charges and credits. The new Scetion [0 will provide

as follows:

{a) To preserve and maimain the reliability of the PJM Rcgion and to
encourage Capacity Market Secllers to maintain the availability of
Geuneration Capacity Resources during critical peak hours of the Delivery
Year, cach Capacity Market Sceller that commits a Generation Capacily
Resource for a Delivery Year shall be credited or charged to the extent the
critical peak-period availability of its committed Generation Capacily
Resources exceeds or falls short, respectively, of the expected avatlability
of such resources. Charges and credits hercunder shall not apply to wind
or solar resources.

(b)  Cntical pcak periods for purposes of this assessment (“Pcak-Hour
Periods™) shall be the hour ending 1500 EPT through the hour ending
1904 EPT on any day during the calendar months of June through August
that is not a Saturday, Sunday, or federal holiday, and the hour ending
800 EPT through the hour ending 900 EPT and the hour ending 1900 EPT
through the hour ending 2000 EPT on any day during the calendar months
of January and February that is not a Saturday, Sunday or federal hohday.
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(c) Peak-Period Equivalent Forced Qutage Rate and Peak-Penod Capacity
Calculations

The Pcak-Period Equivalent Forced Qutage Rate shall be caleulated for Peak-
Hour Periods based on the following formula:

EFORp (%) - (FOR - EFPOH)/ (SH ~ FOIH)
where

FOH = full forced outage hours when the umit was called upon, cxcluding
thosc outages deemed as OMC (as defined below);

EFPOH - equivalent forced partial outage hours when the unil was called
upon, excluding those outages deemed as OMC (as defined below); and

SH — service hours as defined pursuant to NERC GADS standards.

The Peak-Period Capacity of a Generation Capacity Resource shall be caleulated
us follows:

PCAP = ICAP * (1.0 - EFOR,)
where
ICAP = the installed capacity rating of such Generation Capacity Resource

(d) Determination of Expected EFORp and PCAP for Generation Capacity
Resources: For cach Delivery Year, the expected EFORy and PCAP of
cach Generation Capacity Resource committed to serve load in such
Delivery Ycar shall be the EFOR) and UCAP, respectively, calculated on
a rolling-average basis using such resource's service history during the
five consccutive annual periods of twelve consccutive months cnding
September 30 last preceding such Delivery Year.  Such EFOR;p and
UCAP shall be determined in accordance with Schedule 5 of the
Reliability Assurance Agreement, which excludes (for purposcs of
Capacity Resource UCAP calculations) outages deemed outside
managcment conlrol in accordance with the standards and guidchnes of
NERC (*Outside Plant Management Control™ or “"OMC”) as defined in the
Generating Availability Data System, Data Reporting Instructions in
Attachment K or its successor.

(c) For each Dehvery Year, the actual EFORp and PCAP of each Generalion
Capacity Resource shall be caiculated during the Pcak-Hour Periods of
such Dclivery Year, provided however, that such calcuiation shali not
include any day such a resource was unavailable if such unavailability
resulted in a charge or penalty due to delay, canceliation, retirement, de-
rating, or rating test failure. The full or partial forced outage hours when

N
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called upon shall he those outage hours during which the cost-based offer
for cnergy from the resource would have been less than the applicable
Locational Marginal Price for such resource, or when the Office of the
Interconnection would have called upon the resource (abscnt the outage)
for operating reserves, in both cases as determined by the Office of the
Interconnection in accordance with the procedures specified in the PIM
Manuals (including, without hmitaton. respecting such unil's current
operating constraints).  In addition, for single-fucled, natural gas-fired
units, a failure to perform durning the winter Peak-Hour Period shall be
excused for purposes of this section if the Capacity Market Seller can
demonstrate to the Office of the Interconnection that such failure was duc
to non-availability of gas to supply the unit.

{n If the calculation under subscction {¢) for any Generation Capacity
Resource for a Delivery Ycar resulls in fewer than fifty total Scrvice
Hours during Pcak Hour Periods, then the actual EFOR, for pumposes of
such calculation shail be the resource’s EFOR)y and the actual PCAP for
purposes of such calculation shall be the vesource’s UCAP, in bath cases
considering all hours in the Delivery Year (to the extent required by the
EFOR;, and UCAP calculations).

(g)  For cach Delivery Year, the excess or shortfall in Peak-Hour Period
availability for cach Generation Capacity Resource shall be determined by
comparing such resource’s cxpected and actual PCAP, subject to the
limitation under subsection ¢(h) below,  The net Peak-Hour Period
availability shortfall or cxcess for each Capacity Market Seller and FRR
Entity in cach Locationat Deliverability Arca, shall be the net of the
shortlalls and exccsses of all Generation Capacity Resources in such
Locational Deliverability Area commilted by such Capacity Market Seller
for such Delivery Year.

{h) As to any Gencration Capacily Resource oxperiencing or expected to
experience a full or partial outage during any Peak-Hour Period that would
or could result in a shortfall under subsection (g) above, a Capacity
Marker Scller may obtain and commit Unforced Capacity from a
replacement Generation Capacity Resource (not previously commitied)
meeting the same locational requirements as such resource.  Such
Unforced Capacity shall be recognized for purposes of this section
prospectively from the cffective date of commitment of such replacement
rcsource, and to the extent such replacement Unferced Capacity therealier
is available during Peak-Hour Pernods, any shortfall that otherwise would
have been calculated shall be reduced to that extent.  Any such
commitment of replacement capacity shall be effective upon no Iess than
onc day's notice to the Office of the Interconnection.

{1) The shortfall determined for any Generation Capacity Resource shall not

excecd an amount cqual to .50 times the Unforced Capacity of such
resource; provided. however, that if such limitation is tnggered as to any
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Generation Capacity Resource for a Delivery Year, then the decimal
multiplier for this calculation as to such resource in the immediately
succeeding Delivery Year shall be increased to .75, and 1f such limitation
again is inggered in such succeeding Delivery Year, then the muliiplier
shall be increased to 1.00. The muluplier shall remain at such clevated
lcvel for cach succecding Delivery Year until the shortfall experienced by
such resource 1s less than (.50 times the Unforced Capacity of such
resource for three consccutive Delivery Years.

() A Peak-Hour Period Availability Charge shall be assessed on cach
Capacity Market Seller with a net shortfall in PCAP in an LDA, where
such charge is cqual to such shortfall times the annual Capucity Clearing
Price determined for such Locational Dcliverability Arca for such
Delivery Year (365* the clearing price expressed in S'IMW-day).

(x) The revenues from such charges shall be distnibuted to the Capacity
Market Scilers, and FRR Entities that committed Generation Capacity
Resources, in such Locational Deliverability Arca that have net ¢xcess
PCAP for such Delivery Year, provided however that any such scller shall
be paid no more than the product of such scller’s net excess PCAP times
the Capacity Resource Clearing Price determined for such {.ocational
Deliverability Arca for such Dchivery Year.  Any cxcess revenucs
remaining after such distribution shall be distributed to all LSEs in the
Zone that were charged the same [ocational Reliability Charge for the
Dcelivery Year for which the Peak Hour Availability Charge was assessed,
and to aill FRR Entilics in the Zone thal are LSEs and whose FRR
Capacity Plan resources over-performed in the Delivery Year, on a pro-
rata basis in accordance with cach LSE’s Daily Unforccd Capacity
Obligation.

N The Office of the Interconnection shall provide estimated charges and
credits based on the summer Peak-Hour Periods within three calendar
months aftcr the end of the summer period. Final charges and credits for
the Delivery Year shall be billed within three calendar months following
the end of the winter period.

By Junc 1, 2007, PJM will analyze the historical availability of gas supplics in the PIM
Region during winter conditions and its impact on the ability of generators to deliver
capacity and to othcrwisc affect their reliability of performance. PIM shall, to the extent
that such analysis indicatcs is nceessary, develop adequalte pcrlbrmance metrics within

the PJM Manuals and propose any necessary changes to Section 1{({e) of Attachment DD.

Pending the outcome of the above study and acceptance by FERC of the resulting FPA
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Scction 205 filing by PIM, the following, as sct forth in new scetion 10(e) above, shall
apply: For single fucled natural gas-lired units, a failure to perform during the winter
F-FORp period shall be excused for purposes of the EFORp performance metric if Seller
can demonstrate to the OI that such failure was due to non-availability of gas to supply
the umit.

0. Fixed Resource Requirement

The long-term Fixed Resource Requirement Alternative (“FRR Alternative™)
proposcd by PIM in its August 3tsi Filing shall be revised as provided below. The FRR
Alternative discussed herein provides an alternative means 10 RPM for an ¢ligible LSE to
satisfy its Unforced Capacity Obligation tor loads in the PJM Region. The FRR
Altermative applics only to the ability of an FRR Entity to meet its Unforced Capacity
Ohligation and does not affect the ability of an FRR Entity to participalc in all other
voluntary markcts administered by PJM. Terms used in this Section [1.O are as defincd
in the PJM RAA,

1. Eligibility

An investor-owned utility (“10U™), Electric Cooperative. or Public Power Entily,
as delined in the RAA, shall be cligible to sclect the FRR Alternative tf it demonstrates
the capability to satisfy the entire Unforced Capacity obligation for all load, including
load growth, in thc applicable FRR Service Area for the term of such entity’s
participation in the FRR Alternative.

Eligible entities that sclect the FRR Allernative must designate all load, including
load growth, in the PJM Region.

However, an FRR Entity may spht its loads between RPM and the FRR

Alternative if: (1) the Party clects the IFRR Alternative for 2ll load (including expected
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load growth) in onc or more FRR Service Arcas; (2) the Party complies with the rules and
procedures of the Office of the Interconnection and all refevant Electric Distributors
related to the metering and reporting of load data and settlement of accounts for separate
FRR Service Arcas; and (3) the Parly separatcly allocates its Capacity Resources to and
among FRR Svrvice Arcas in accordance with rules specified in the PJM Manuals. The
Office of the Interconnection shall use sub-accounts for Partics mecting thesc conditions,
to facilitate implementation of these provisions.

In addition to the chgibthity requirements of Paragraph 1 above, a Single-
Customer LSE may sclect the FRR Altermative, provided that: {a) the Single-Customer
LSE is a signatory to this Scttlement Agreement (or is an entity that (i) is a named
member of an association or coalition that 15 a signatory 1o the Scttlement Agreement,
and (i) docs not [ile or join in any comments opposing this Scttlement Agreement); (b)
the Single-Customer 1.SE selects the FRR Altenative on or before April 1, 2008, (¢) the
Single-Customer LSE meets the requirements of Scction B.3, of Schedule 8.1 to the PIM
RAA; and (d) the aggregate total of such sclections docs not exceed 1000 MW of
Obligation Pcak Load in the PJM Region.

2. Election, and Termination of Election, of the FRR Alternative

An entity cligible for the FRR Altcrmative must make its initial sefection of the
FRR Alicmative option no less than two months before tﬁc conduct of the BRA for the
first Delivery Ycar for which such clection is to be cffective.  Such notice must be
provided in writing to the Office of the Interconncction and the minimum duration of the
FRR Allernative selection is five consceutive Delivery Years.

An FRR Entity may tcrminate ils ¢lection of the FRR Alternative effective with

the commencement of any Delivery Year following the minimum five Delivery Year
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commitment by providing written notice of such termination to PIM no later than two
months prior Lo the BRA for such Delivery Year. An FRR Enlity that has temunated its
clection of the FRR Aliermative shall not be eligible to re-clect thc FRR Alternative for a
perind of five consecutive Delivery Years following the effecuve date of such
termination,

Notwithstanding Scctions B.1. and B.2. ubove, in the event of a State Regulatory
Structural Change, as defined in Scction 1.81 of the RAA, the affected FRR Entity may
cither elect the FRR Alicmative or terminate its clection of the FRR Altemalive effective
as to uny Delivery Ycar by providing written notice of such election or termination to
PJM as soon as possible but in any cvent no Jater than two (2) months prior to thc BRA
for such Dehivery Year,

No later than onc month prior to the deadline for cntities to sclect the FRR
Alternative, PI'M shall post on its website the percentage of Capacity Resources required
to be Jocated in cach LDA.

3. FRR Capacity Plan and FRR Commitment Insufficiency
Charge

No later than onc month before the initial BRA afler FRR selection, each FRR
Entity shall submit its FRR Capacity Plan to PJM dcmonstrating its commitment of
Capacity Resources for the term of such clection sufficient to meet the FRR Entuy’s
Daily Unforced Capacity Obligation for the load identificd in the FRR Capacity Plan,
Fach FRR Entity shall extend and updatc such plan by no lfater than one month prior 1o
the BRA for cach succeeding Delivery Year.

Each FRR Cupacity Plan shall indicale the nature and current status of each

resource, including the status of cach planned Generation or Demand Response resource,
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the planncd deactivation or retirement of any such resource, and the status of
commuments for cach sale or purchase of capacity included in the FRR Capacity Plan,

The FRR Capacity Plan of any FRR Entity that commits, for any Delivery Year,
not 1o seil surplus Capacity Resources as a Capacity Market Seller in the RPM auctions,
either directly or indireetly, shall designate Capacity Resources in an amount (MW) no
less than the Forecast Pool Requircment for cach applicable Delivery Year times the FRR
Entity's allocated share of the Preliminary Zonal Peak Load Forecast for such Delivery
Year. Those FRR Entities that do not commit, for any Delivery Year, to not seil surplus
Capacity Resources as a Capacity Market Scller in the RPM auctions, cither directly or
indirectly, shall designatc Capacity Resources at least equal to the Threshold Quantity. as
defined in Section 1.82 and Schedule 8.1 to the PJM RAA, The Threshold Quantity
cannot be sold into the RPM auctions, bul can be used 10 meet the FRR Entity’s load
growth or be sold to an entity outstdc of PJM or o another FRR Enuty.

All Capacity Resources committed in an FRR Capacity Plan shall mect the
applicable Cupacity Resource requirements pursuant to the RAA and the PJM Operating
Agreement and must be on a unit-specific basis. Capacity Resources that are subject to
bilateral contraci(s) for less than a full Delivery Ycar may be commitied in an FRR
Capacity Plan il the resources included in such plan in the aggregate satsfy all
obligations for al] Delivery Ycears.

All load management programs on which an FRR Entity intends to rely for a
Delivery Year must be included in the FRR Capacily Plan and satisfy all requirements
applicable to Demand Resources. However, previously uncommitied Unforced Capacity
from such load management programs may be used to satisly an increased capacity

obligation of an FRR Entitv.
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For cach LDA for which PJM establishes a separate VRR Curve for any Delivery
Year addressed by a Capacity Resource Plan, the plan must include a minimum
percentage of Capacity Resources for such Delivery Year located within such LDA
(“Percentage Intemal Resources Required™).  Such Percentage Intermal Rcesourcces
Reyuircd shall be calculated as provided in Section D.5. of Schedule 8.1 to the PIM
RAA. An FRR Entity may reduce its Percentage Internal Resources Required for an
LDA by committing to a Qualified Transmission Upgrade, as set forth in Attachment DD
ta the PJM Tariff, that incrcases the CETL for such LDA.

PJM shall assess the adequacy of all FRR Capacity Plans, 1f PJM determines that
an FRR Capacity Plan submitied by an ¢ntity sccking to clect the FRR Aliemative does
not satisfy the Party’s capacity obligations, the entity shall not be permitted 1o clect the
FRR Aliernative,

It a previously approved FRR Entity submits an FRR Capacity Plan that is not
sufficient, the Office of the Interconnection shall notify the FRR Fntity, in writing, of the
insufficiency within five (5) business days of the submittal of the FRR Capacity Plan, if
the FRR Enlily does not curc such insufficicncy within five (5) business days after
receiving such notice of insufficiency, then the FRR Entity shall be assessed an FRR
Commitment Insufficiency Charge. The amount of this charge shall be cqual to two
times the CONE for the refevant location, times the shortfall of Capacity Resources
below the FRR Entity’s capacity obligation, including any Threshold Quantity
requirement. for the remaining term of the plan,

4, Conditions on Purchases and Sales of Capacity Resources by
FRR Entities
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An FRR Cntity may not include in its FRR Capacity Plan for any Delivery Year
any Capacity Resource that has cleared in any RPM auction for such Delivery Year, An
FRR Entity may include in its FRR Capacity Plan Capacity Resources obtained from
another FRR Entity, provided, however, that each FRR Entity is responsible for meeting
its own capacily obligations and that the same megawatls of Unforced Capacity shall not
be committed to more than one FRR Capacity Plan for any given Delivery Ycar.

An FRR Entity that designates Capacity Resources in its FRR Capacity Plan for a
Delivery Year based upon a Threshold Quantity may offer 1o sell Capacity Resources in
excess ol that needed for the Threshold Quantity in an RPM auction, provided, however,
that such sales must not exceed an amount cqual o the lesser of {a) 25% times the
Unforced Capacity cquivalent of the IRM for such Delivery Year times the Preliminary
Forecast Peak Load for which the FRR Entity is responsible under its plan for such
Dehvery Year, or (b) 1300 MW,

An FRR Entity that designates Capacily Resources in its FRR Capacity Plan for a
Dclivery Year based upon a Threshold Quantity may not offer 10 sell such resources in
any RPM auction, but may use such resources to meet any incrcased capacity obligation
duc to unanticipated load growth, or may scll such resources outside the PIM regton or 10
another FRR Entity, subject 10 Scetion D of Schedule 8.1 of the RAA.

An entity that sclects the FRR Altermnative for only part of its load in the PIM
Region that designates Capacity Resources as Sclf-Supply in an RPM auction to meet its
expected Daily Unforced Capacity Obhgation shall not be required, solely due to such
designation, 1o identify Capacity Resources in its FRR Capacity Plan based on the
Threshold Quantity.  However, such entity may nol designate Capacity Resources in

excess of the lesser of (a) 25% times the entity’s total Unlorced Capacity Obligation or
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(b) 200 MW, An cntity can avoid this imitation by identifying Capacity Resources in its
FRR Capacity Plan based on the Threshold Quantity.

5. FRR Daily Unforced Capacity Obligations and Deliciency
Chargpes

For cach billing month during a Delivery Year, the Daily Unforced Capacity
Obligation of an FRR Entity shall be determined on a daily basis for cach Zonc as
provided in Scction I of Schedule 8.1 to the RAA.

An FRR Entity shall be assessed an FRR Capacity Deficiency Charge in each
Zone addressed in the Entity’s FRR Capacity Plan for each day during a Delivery Year
that it fails to satisfy its Daily Unforced Capacity Obligation in cach Zone. Such
Capacity Deficiency Charge shall be in an amount equal to the deficiency below such
FRR Entity’s Daily Unforced Capacity Obligation for such Zone times twice the Cost of
New Entry applicable to such Zone,

[ an FRR Entity acquires load that is not included in the Preliminary Zonal Peak
l.oad Forecast, such acquired load shall be treated in the same manner as provided In
Sections H.1 and H.2 of Schedulc 8.1 1o the RAA.

6. Capacity Resource Performance

Any Capacily Resource committed by an FRR Entity in an FRR Capacity Plan for
a Delivery Year shall be subject during such Delivery Year to the following charges as
set forth in Attachment DD to the PIM Tanff: (a) Generation Resource Rating Test
Failure Charge (Attachinent DD, Scction 7). (h) Capacity Resource Deliciency Charge
(Auttachment DD, Section 8); (c) Peuk Season Maintcnance Compliance Penalty Charge
{Attachment D1, Scetion 9); (d) Peak Hour Period Availability Charges and Credits

{Attachment DD, Scction 10); (¢) Demand Resource and ILR Compliance Penalty
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Chargc (Attachment DD, Scction 11); and (1) Emergency Procedure Charge (Attachment
DD, Section 13); provided, however, that the Daily Deficiency Rate under Seetions 7, 8,
9 and 13 of Attachment DI to the PJM Tanff, and the charge rates under Sections 10 and
12 of Attachment DD to the PIM Tariff, shall be the applicable Net Cost of New Entry.
An FRR Entity shall havc the same opportunities to cure deficiencics and avoid or reduce
associated charges during the Delivery Year that a Market Scller has under Scections 7
and 10 of Attachment DD 1o the PJM Tanil An FRR Entity may cure dcficiencies and
avaid or reduee associated charges prior to the Delivery Year by procuring replacement
Unforced Capacity outside of any RPM auction and committing such capacity in its FRR
Capacity Plan.
1. Annexation

In the event a Public Power Entity anncxes service termitory to include new
customers on siles where no load had previously existed, then incremental load on such a
site shall be treated as unanticipated load growth with an obligation to have sufficient
resources in the Delivery Year,

In the event a Public Power Enlity annexcs scrvice territory to include load from

an entity that has not elected the FRR Alternative, then:

a, For any Delivery Year for whnch a BRA alrcady has been conducted, such
acquiring Public Powcr Entity shall meet its obligations for the
incremental load by paying PIM for inceemental obligations (including
any additional demand curve obligation) at the Capacity Resource
Clearing Price for the relevant location. PJM shall use such revenucs to

pay capacity resources that cleared in the BRA for that LDA,

4{)
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b, For any Delivery Year for which a BRA has not been conducted, such
acquiring FRR Entity shall include such incremental load in its FRR
Capacity Plan.

Anncxation wherehy a Party that has not clected the FRR Altemative acquires

load from an FRR cntity:

a. For uny Delivery Year for which a BRA alrcady has been conducted, PJM
would consider shified load as unanticipated load growth for purposes of
determining whether to hold a Sccond Incremental Auction, and if a
Second Incremental Auction 1s held, the FRR Entity would have a must
offer requirement for sufficient capacity to mcet the load obligation of
shifted load. If no Sccond Incremental Auction s held, the FRR Entity
may sell associated volumes of capacity into RPM or bilaterally.

b. ¥or any Delivery Ycar for which a BRA has not been conducted, the FRR
Entity that lost such Joad would no longer include such Joad in its FRR
Capacity Plan, and PJM would include shifted load in future BRAs.

8. Savings Clause for State-Wide FRR Program

Schedule 8.1 of the RAA shall include the following savings clausc:

Nothing herein shall obligate or preclude a state, acting cither by law or through a

regulatory body acting within its authority, from designating the Load Scrving

Entity or [.oad Serving Fntities that shall be responsible for thc capacity

abligation for all load in onc or more FRR Scrvice Arcas within such state

according to the terms and conditions of this Settlement Agrcement and the PJIM

Tariff and Reliability Assurancce Agreement, Each LSE subject to such state

action shall become a Party 1o the PJM Reliability Assurance Agreement and shall

be deemed to have clected the FRR Altemative.

9. FRR Interaction with RTEP
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The Scttling Partics recognize the following principles conceming interaction of
the FRR Altcrnative with the Regional Transmission Expansion Planning ("RTEP™)
Process:

RPM auctions will be conducted and capacity clearing prices will be established
for any LDA that includes loads for which the FRR Alternative has not been elected, and
the payments for capacity based on such clearing prices will be constdered in PJM’s
Office of the [Interconnection’s market cfficiency analvsis for economic-based
transmission upgrades or cnhancements.

RPM auctions will not be conducted for any LDA in which the FRR Afternative
has been clected as to all load.

The PIM market cfficiency analysis {or cconomic-hased transmission upgrades or
enhancements shall be applied consistently throughout the PIM Region in accordance
with applicable provisions of the PJM Tariffi provided however that for any 1LDA in
which the FRR Aliemative has been clected as (o all load, such markel efficiency
analysis will not consider payments for capacity within such LDA,

fn accordance with the sctilement revisions to the RAA included herewith, an
FRR Enlity may include in its FRR Capacity Plan a transmission upgrade that incrcascs
the CETL into the LDA scrved by such FRR Entity and reduces the LDA's reliance on
Capacity Resources tocated within such LDA.

Any Panty’s clection of the FRR Alternative shall not change PIM’s planning
analysis for reliability-based transmission upgrades or enhancements.

P Other Issues

1. Resource Operational Reliability Reguirements
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The Sctiling Partics agree that the Resource Operational Rehabilny Requirements
included in the August 31st Filing shall be climinated. No later than June 2008, PIM
shall implement markets and/or market rules for the PIM Region, outside of the RIPM
markets, 10 address the “Operational Reliabtlity Requircmients™ desenibed in the August
31st Filing (i.c., load-following (which includes cyeling) and thirty minute rescrves).
PJM shall make a filing. cither through a stakeholder process, or if that fails, unilaterally,
in time to implement this subsection by June 2008.

2. Transmission, Generatiomn, and Demand Response
Coordination

A forum shall be established for discussion dedicated to increasce coordination
among PIM, stale siting authoritics, regulatory comnussions, and PJIM stakcholders to
identify, evaluate, and hopefully rectify, any barriers to entry of invesiment in generation,
transmission, and demand responsc.

3. Barricrs to Infrastrocture Development

The Settling Partics agree that the market needs to be made aware of barriers 10
infrastructure development. To that end, as part of the annual State of the Market Repor,
the MMU will analyze and identify bamers, if any, to infrastructure development in cach
[.DA.

4. bemand Response and Energy F.ificiency

The Sctiling Parties commit to cstablish additional process within the PJM region
for pursuing and supporting demand responsc and incorporating cnergy efficiency
applications,

5. Locational Reliability Charge
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Section 5.14 of Anachment DD is amended 1o clarify that the Locational
Reliability Charge is assessed for each Zone (rather than an LDA), including Zoncs
composed of multiple LDAs.

6. Fulfillment of Obligations Under EL03-236

This Settlement Agreement fulfills the obligations of Paragraph 10 of the
Scitlernent Agreement filed and approved in PIM Interconnection, LLC, Docket No.
L:E.013-2306.

7. Firm Capacity Exports

PIM shall file separately to address appropriate charges and credits as necessary

to reflect locational price differences in capacily exported from the PIM region.
8. Long-Term Market Design

Nothing herein shall preclude the development of a long-term market design that

docs not rely upon an administrative capacily consiruct at a later time.
9. Tariff Clarifications and Corrections

Attachment DD is modificd to clarify and correct errors, omussions, and
inconststencies in the August 31st Filing, including (but not limited to)}: (a)
determinations of the LDAs and increases in import capability associated with a
Qualifying Transmission Upgrade {(e.g., Scctions 5.6.1(z) and 3.14(d)): (b) clarification to
ILR payment provisions {c.g., Scction 11(b)); {c) rules to cnsurc that incremental CTRs
do not cxceed the total CTRs available to loads in any LDA (c.g., Scections 5.15 and
5.16); and (d) rules goveming the allocation of CTR credits in nested LDAs (e, section
5.15). In addition, the Reliability Assurance Agreement included with the August 3ist
Filing shall be updated to reflect relevant amendments to the East RAA, West RAA, or

South RAA that have become effective since August 31, 2005,
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111. FILING RIGUHTS

Nothing contained in this Scttlement Agreement shall be construed as affecting in
any way PIM’s right unilaterally to make application to the FERC for a change in rates,
terms and conditions under scction 205 of the Federal Power Act and pursuant to the
Commission’s Rules and Regulations promulgated thereunder. Nothing contained in the
Settlement Agreement shall be construed as restricting any rights of the other parties
under the Federal Power Act, including rights under section 206. Prior to PIM’s exercise
of its 205 rights with rcspect to changing the Reference Resource or the CONE Arcas,
PIM shall (1) hold at least one stakcholder mecting to discuss the proposed changes, and
() provide stakcholders at Jeast 15 calendar days’ notice of any such stakeholder
meeting.
IV. APPROVAL AND EFFECTIVE DATE OF SETTLEMENT AGREEMFENT

The Partics shall sctk and cooperate in sccuring Conmimission approval of this
Scttllement Agreement. This Settlement Agreement shall become effective as of the date
on which the Commission approves or accepts the Settlement Agrecement in its entircty,
including the revised PIM Tariff sheets in Attachments A through F.

If the Commission does not approve this Scttiement Agreement by December 22,
2000, this Scitlement Agreement shall terminate unless the Scitling Parties agree to an
cxtension. [f the Commission should condition its approval of this Settlement Agreement
or scck to require modification of any of the tcrms of this Scitlement Agreement (a
“Conditional Approval Order™), the Settling Parties shall confer and etther accept the
condition or ncgotiate in good faith, if necessary, to restore the balance of risks and
bencefits reflected in this Settlement Agreement as exccuted.  Any such rencgotiated

settlement agreement shall he filed with the Commission. I no agreement can be

4
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rcached within fifteen (15) days of the date of tssuance of the Conditional Approval
Order. and unless all of the Scttling Parties agree to extend the time period for such
ncgotiations, this Scttlement Agreement shall terminate,

V. MISCELLANEOUS PROVISIONS

Amendments o the PJIM Agreements

The amendments to the PJM TanifT, the Operating Agreement, RAA, West RAA
and RAA South sct (orth in Attachments A through F to this Scttlement Agreement
implement the terms and conditions of this Scttlement Agreement and are incomorated as
part of this Settlement Agreement. Unless otherwise provided in this Settlement
Agrcement, the provisions in the August 31st Filing apply. To the extent there is a
conflict between any provisions of this Scttlement Agreement and the attached tanff and
agrcement provisions, the attached tarift and agreement provisions shall govern.

Just_and_Rcagsonable Standard. The Commission's review of any proposcd
moditications to this Settlement Agreement shall be based on the just and reasonabie
standard and not the public interest standard.,

No Admissions pr Precedent. This cnlirc Settlement Agreement, and the Partics’
performance of their obligations hercunder, are the result of the scttlement and
compromisc ol all the claims and actions cxpressly addressed in this Scttlement
Agreement, and ncither the Settlement Agrecment nor the Parties’ performance
hereunder shall be deemed to be an admission of any fact or of any liability. This
Sctttement Agreement shall be binding on the Parties only with respect to the subject
matter of this Settiement Agreement, and shall not bind the Parties to apply the principles
or provisions of this Secttlement Agreement to any other agreement, arrangemient, or

procceding.  The Setttement Agreement establishes no principles and no precedent with
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respect to any issue in this proceeding. ‘The acceptance of this Settlement Agreement by
the Commission shall not in any respect constitute a determuination by the Commission as
to the merits of any allegation or contention made in this procecding,

Lntire Agreement.  This Seltlement Agrecment, including any attachments,
constitutes the entirc agreement between and among the Parties, and no other agreement
with regard to the matters addressed in this Scttlement Agreement shall be binding on the
Parties except by written amendment to this Scttlement Agreemient,  Except for the terms
and conditions cnumerated in this Sctitlement Agreement and any attachment hereto, the
Partics acknowledge and agree that the Parties have not made any other promiscs,
warrantics, or representations to cach other or any other Party regarding any aspect of the
settlement of the matters addressed in this Scttlement Agreement.  Each Pany
acknowledyes that it has read this Settlement Agrecement and executed it without relying
upon any other promise, warranty, or representation, wntlen or otherwise, of any other
Party. Each Purty acknowiedges that no other Panty has made any promise, warranty, or
representation, express or implied, lo induce the Partics to exccute this Settlement

Agreement.

Seutlement Discussions. The discussions between the Partics that have produced

this Settlement Agrcement have been conducted on the explicit understanding, pursuant
to Rulc 602 of the Commission's Rules of Practice and Procedure, 18 C.F.R. § 385.602,
that all setilement communications and discussions shall be privileged and confidential,
shall be without prejudice to the position of any Party or participant making such
communications or participating in any such discussions, and arc not to be used in any
manncr in connection with this proceeding, any other procceding, or otherwise, except to

the extent neeessary to enforce s terms,



inofficial FERC-Generated PDF of 20061004-0157 Received by FERC OSEC 09/29/2006 in Docket#: ER05~1410-000

Further Assurances.  Following execution of this Scutlement Agreement, the

Partics shall prepare and exccute any further pleadings, documents, or amendments to
existing or futurc PJM agrcements reasonably necessary to effectuate the Panies’ intent
under this Sctilement Agrcement.

Successors and Assivns. This Scttlement Agreement 1s binding upon and for the

bencfit of the Partics and their successors and assigns.

warrants that he or she is duly authorized and empowered 1o act on behalf of, and to sign
for, the Party for whom he or she has signed.

Counterparts.  This Settiement Agreement may be cxecuted in one or more
counterparts, cach of which shall be deemed to be an originat and all of which 1ogether
shall be deemed to be one and the same instrument.

IN WITNESS WHEREQF, the Parties have caused this Scttlement Agreement to

he duly executed.

pim rpm docunwnts/rpm setilement agreement - stripped
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Signature Page for
Scttlement Agreement and
Offer of Settlement
Filed on September 29, 2006 in
FERC Docket Nos. ER05-1410 and EL05-148

Ausent Wy /=

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

On Behalt Of
Allegheny Electric Cooperative, Inc.



