UNITED STATES OF AMERICA
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DECLARATORY ORDER ON REGIONAL
TRANSMISSION ORGANIZATION

(Issued October 10, 2002)

1. On October 15, 2001, Arizona Public Service Company (APS), El Paso Electric
Company (EPE), Public Service Company of New Mexico (PNM), and Tucson Electric
Power Company (TEP) (collectively, Applicants)' filed a petition for declaratory order
that seeks the Commission's guidance on whether their proposal to form a regional
transmission organization (RTO), WestConnect RTO, LLC (WestConnect), satisties the
Commission's requirements for an RTO under Order No. 2000.2

'Applicants include only the Commission-jurisdictional public utilities that have
participated in the development of WestConnect. In addition, Applicants note that the
Salt River Project Agricultural Improvement and Power District (Salt River), the Western
Area Power Administration (Western), and the Southwest Transmission Cooperative, Inc.
(Southwest Transmission) (collectively, Non-Jurisdictional Entities) also participated in
WestConnect's development.

*See Regional Transmission Organizations, FERC Stats. & Regs. 9 31,089 at
30,993 (1999), 65 Fed. Reg. 810 (2000) (Order 2000), on reh'g, Order No. 2000-A, FERC
Stats. & Regs. 430,092, 65 Fed. Reg. 12,088 (2000), aff'd, Public Utility District No. 1 v.
FERC, 272 F.3d 607 (D.C. Cir 2001).
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2. For the reasons discussed below, we find that certain aspects of Applicants'
proposal satisfy the Commission's requirements for an RTO under Order No. 2000.* In
addition, we provide guidance on how the Applicants' proposal, if modified to address
various issues, could meet the requirements of Order No. 2000 (thereby qualifying for
RTO status) and could provide the basic framework for a standard market design for the
Southwest.

3. With the issuance of this order concerning Applicants' proposal, the Commission
has provided guidance on the three principal RTO proposals in the Western
Interconnection: CAISO, RTO West, and WestConnect.* To achieve the efficiencies
reflected in those market design proposals, we believe that it is imperative that the
proponents of these organizations, Western market participants, and other interested
parties all work cooperatively to identify common commercial practices among the
proposals as well as potential market design elements that could create seams between the
organizations. Where potential seams issues are identified, we direct CAISO, RTO West,
and WestConnect and strongly encourage market participants and other interested parties
to collaborate through the Seams Steering Group - Western Interconnection (Steering
Group) on solutions to such issues, thus ensuring that markets in the West can achieve
their fullest potential benefit.

4. Because there is a broad overlap of issues in the proposal before us and in the
Commission's recently issued notice of proposed rulemaking on Standard Market
Design,” the Commission has reviewed Applicants' proposal in light of the principles and
proposed requirements contained in the Standard Market Design NOPR. As we recently
stated with regard to other pending RTO proposals, we look at this filing as both
informing, and being informed by, the Standard Market Design NOPR.® Our review of
Applicants' proposal therefore not only approves or conditionally approves various
elements of the proposal, but also provides guidance in areas which we do not find

*See id.

*See California Independent System Operation Corporation, 100 FERC 9 61,060
(2002); Avista Corporation, et al., 100 FERC 4 61,274 (2002).

*See Remedying Undue Discrimination Through Open Access Transmission and
Standard Electricity Market Design, Notice of Proposed Rulemaking, 67 Fed. Reg. 55,
452 (Aug. 29, 2002), FERC Stats. & Regs. 432,563 (2002) (Standard Market Design
NOPR).

See Avista Corp., et al., 100 FERC 9 61,274 at P 3 (2002) (RTO West).
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consistent with the basic principles of the Standard Market Design NOPR. Further,
because of the extensive efforts committed by industry participants to developing a
framework for a sound RTO proposal here, we take this opportunity to clarify that it is
not this Commission's intent to overturn, in the final Standard Market Design rule,
decisions that are made in this docket. In other words, unless the Commission has
specifically indicated in this order that an element of the RTO proposal is inconsistent
with the Standard Market Design proposal or needs further work in light of the Standard
Market Design proposal, we do not intend, in the final Standard Market Design rule, to
revisit prior approvals or acceptances of RTO provisions because of possible
inconsistencies with the details of the final rule. This Commission intends to take all
appropriate steps at the final rule stage of the Standard Market Design rulemaking to
ensure that, to the extent we have already approved or conditionally approved RTO
elements, these approvals remain intact.

5. This order benefits customers because a properly formed RTO in the Southwest
will promote the reliability of the Southwest electric grid and enhance competition.

6. Among other things, this order:

. approves, subject to certain modifications, Applicants' proposed governance
structure and finds that WestConnect will be independent of market
participants;

. approves Applicants’ proposal to retain license plate rates for an interim
period;

. approves the use of a grid charge to recover the costs of WestConnect's
operations;

. approves, with modification, the proposed interconnection process;

. approves Applicants' proposal for the voluntary conversion of existing
contracts;

. approves Applicants' procedures for addressing parallel path flow issues

within their region;

. approves Applicants' market approach for providing ancillary services;
. approves, with modification, Applicants' proposal for planning and
expansion;



Docket Nos. RT02-1-000 and

EL02-9-000 -4 -
. approves Applicants' market monitoring proposal;
. approves Applicants' congestion management proposal as a "Day One"

mechanism and directs Applicants to engage in further discussions to
develop a congestion management program that reflects market-driven
solutions to clear congestion;

. finds Applicants' proposal for maintaining short-term reliability meets the
requirements of Order No. 2000;

. finds acceptable Applicants' proposal for developing an RTO that includes

all public utilities located in the Southwest and allows for participation by
non-public utility entities in that area;

I. Background

A. Overview of Applicants' Filing

7. Applicants state that their filing evolved from an earlier Southwestern RTO project
named DesertSTAR, Inc. (DesertSTAR) that envisioned a not-for-profit independent
system operator and is, in large part, built upon that stakeholder process. Thus, this filing
is the culmination of almost five years of effort to form an RTO for the southwestern
United States.

8. Applicants note that this filing differs from the not-for-profit DesertSTAR model,
because, among other things, WestConnect will operate as a for-profit entity.
WestConnect will have the flexibility to become, upon acquiring existing transmission
assets or building transmission assets of its own, a transco (i.e., it will own and invest in
transmission facilities with the intention of earning a profit).

0. Applicants state that their application satisfies the requirements of Order No. 2000
and that it is a comprehensive RTO proposal that includes draft corporate formation
documents, pro forma agreements, and a proposed tariff. Specifically, this filing
includes: a draft Limited Liability Company Agreement of WestConnect (WestConnect
LLC Agreement), which details the ownership structure, management requirements, and
fiduciary responsibilities of WestConnect; a pro forma Transmission Control Agreement
(WestConnect TCA), which details the operating duties among WestConnect and
participating transmission owners (PTOs); the WestConnect Generator Agreement; and a
WestConnect Scheduling Coordinator Agreement for federal and non-federal entities.
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10.  Applicants also filed an Open Access Transmission Tariff (WestConnect Tariff)
that contains the rate formulas, terms, and conditions under which WestConnect will
provide non-discriminatory transmission service over the facilities under its authority.’
The WestConnect Tariff also specifies the market rules for a restructured wholesale
electric marketplace in the Southwest, including a market-based congestion management
proposal.

11. Applicants state that this filing will be followed by the following: (1) filings
under section 205 of the Federal Power Act (FPA)® that will seek the Commission's
acceptance of the actual WestConnect rates; and (2) filings that will seek approval,
pursuant to section 203 and/or 205 of the FPA,’ for the transfer of control of their
jurisdictional facilities to an RTO. Applicants state that they will also seek any necessary
state commission or other governing authority approvals for a transfer of those assets.

B. Notices and Responsive Pleadings

12. Notice of Applicants' filing was published in the Federal Register, 66 Fed. Reg.
54,987 (2001), with comments, protests, and interventions due on or before November 15,
2001. Motions to intervene were filed by the parties listed in Appendix A of this order.
Protests and comments were filed by the parties noted below in the discussion section of
this order and as noted in Appendix B of this order. On December 17, 2001, Applicants
filed an answer to the protests. In addition, on July 3, 2002, Applicants filed a
supplement to their answer, and, on September 13, 2002, Applicants filed another
supplement to their answer.

II. Discussion

A. Procedural Matters

"The WestConnect Tariff addresses, among other things: congestion management;
scheduling; dispatch and emergency operations; ancillary services; treatment of existing
contracts; outage coordination; market monitoring; a website that includes OASIS
functions; transmission pricing; planning and expansion; generator interconnections;
application provisions for PTOs and scheduling coordinators; and a proposed
WestConnect code of conduct.

8See 16 U.S.C. § 824d (2000).
°See id. at § 824b and § 824d.
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13.  Pursuant to Rule 214 of the Commission's Rules of Practice and Procedure,' the
timely, unopposed motions to intervene and notices of intervention serve to make those
who filed them parties to this proceeding. At this early stage of the proceeding, given the
lack of undue prejudice or delay and given the party's interest, we find good cause to
grant IDACORP Energy L.P.'s unopposed, untimely motion to intervene in this
proceeding. Notwithstanding Rule 213 of the Commission's Rules of Practice and
Procedure,'’ we accept Applicants' answer and the supplements to their answer, because
they assist us in understanding the issues in this proceeding.

B. RTO Characteristic No. 1: Independence

The RTO must be independent from market participants.

1. Applicants' Proposal: Ownership Structure

14.  Applicants propose that WestConnect will operate as a for-profit transmission
company to which functional authority'? over the PTOs' facilities will be transferred.
PTOs will hold passive ownership interests in WestConnect and will not be able to
participate in the day-to-day management of the RTO. All PTOs will have the right to
transfer ownership of its assets to WestConnect for either cash or for equity in the RTO.
In addition, WestConnect may invest in, construct, and own new transmission facilities.
Participation as a PTO in WestConnect may be obtained through equity stakes, debt
holder status, and non-contributory participation.

15.  Equity ownership shares of WestConnect will be divided among Class A, B, and C
interests based upon whether or not a member is a market participant.”> The WestConnect
LLC Agreement provides that non-market participants will be assigned Class A
ownership interests, upon providing capital contributions in the form of, among other
things: (1) capital contributions to fund start-up costs; (2) transmission assets to

"See 18 C.F.R. § 385.214 (2002).
See id. at § 385.213 (a)(2).

2Applicants define functional authority as "Operational Authority, Pricing
Authority, Access Authority and Planning Authority." See WestConnect Tariff,
Attachment 1, at 30.

P Applicants define market participant consistent with the definition in Order No.
2000. See WestConnect Tariff, Attachment 1, at 27.
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WestConnect (divestiture); (3) capital contributions used by WestConnect for acquiring
additional transmission assets; (4) capital contributions used to fund the operations of
WestConnect transmission assets and/or provide new services; and (5) contributions made
to fund the repayment of indebtedness. Class A interests will have the right to profit and
loss distributions, active voting rights in the management of WestConnect, and the ability
to elect their own members of the WestConnect Board of Directors (Board) upon
sufficient ownership stake.'

16.  Market participants, such as transmission-owning members, generators and power
marketers that make capital contributions to WestConnect similar to those described for
Class A interests, will be assigned Class C interests that have rights to profit and loss
distributions but have no voting rights regarding the day-to-day management of
WestConnect. Class C interests, however, will have limited voting rights on certain
fundamental business decisions that are integral to the preservation of their financial
interests.”” The voting rights attributable to Class C ownership interests will be assigned
to an independent trustee as Class B Interests. The independent trustee, pursuant to an
Independent Trustee Agreement, is obligated to vote the Class B interests consistent with
the voting of the majority of the Board. Section 4.1(d)(iv) of the WestConnect LLC,
proposes to allow Class C interests to modify the WestConnect LLC Agreement in order
to increase their voting rights if these interests determine that the Commission's
regulations have changed to allow for such greater voting rights.

17.  Entities that may not hold equity positions in WestConnect, such as public power
entities, and that transfer functional authority over transmission assets to WestConnect,
along with contributions to fund start-up costs (or contributions after the date
WestConnect commences operations), will be issued debt certificates and will be

A Class A member may seat its own Board member upon acquisition of 12.5%
(100% divided by 8 seats) of the total outstanding equity interests.

As discussed in more detail below, according to section 6.13 of the WestConnect
LLC Agreement, absent a super-majority of the members, the Board may not: approve a
merger with another entity other than an approved RTO; dissolve the company; convert
the company into any other entity; make an initial public offering; institute bankruptcy
proceedings; invest in any business not related to the transmission of electricity; or set,
modify, or offer any equity compensation that exceeds compensation offered by a
similarly situated entity.
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considered debt holders of WestConnect. Participants who receive debt holder status will
not be considered an owner of WestConnect.'®

18.  The proposed WestConnect LLC Agreement and WestConnect TCA also allow
transmission-owning entities to participate in WestConnect without being members or
having debt holder status.'” A transmission owner may execute the WestConnect TCA,
comply with the application procedures, and pay the required fees under the WestConnect
TCA to become a PTO. However, that PTO will not participate in ownership regarding
voting and profit and loss distribution but will be subject to the rules of the WestConnect
Tariff and operating requirements.'®

19.  Under section 3.5 of the WestConnect TCA, if a cooperative transmission owner is
tax-exempt, WestConnect will become a member of the cooperative until either the
WestConnect TCA is terminated or revenues from WestConnect become tax-exempt
income pursuant to section 501(c)(12)(B) of the Internal Revenue Code."”

a. Intervenor Comments

'®As with any publicly owned corporation, debt holders are considered creditors of
the corporation, rather than owners.

7 An entity that wishes to participate within the first two years of the independence
date of WestConnect shall be required to become a member or debt holder, assuming that
the entity satisfies certain financial and operational conditions. Applicants define
independence date as "the date on which, after WestConnect Transmission Control
Agreements and the WestConnect LLC Agreement have been executed, WestConnect
commences performance of Functional Authority and other Regional Transmission
Organization responsibilities." See WestConnect Tariff, Attachment 1, at 22. This
requirement will not apply to federal RTO participants and cooperative transmission
systems that have financing from the Rural Utilities Service.

""The WestConnect TCA will only become effective as to tax-exempt municipal
transmission owners and cooperative transmission owners if approval for their
participation is received by their respective authorities.

YBefore executing the WestConnect TCA, transmission owners may request
additional provisions in their particular WestConnect TCAs relating to tax matters. This
will be determined by future tax analyses and possibly by advice requested from the
Internal Revenue Service. Any tax language added to the WestConnect TCAs is not
expected to alter the basic operating provisions of the WestConnect TCA.
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20.  Several intervenors argue that a for-profit RTO cannot truly meet the
independence requirement of Order No. 2000. Basin asserts that an RTO should be
accountable first and foremost to the public interest and that the for-profit structure is in
conflict with that principle. NW Ultilities, PNGC, and Public Power argue that a for-
profit structure creates an incentive to favor transmission investment solutions over
demand-side or generation-related solutions. Tri-State asserts that critical RTO functions
(such as operating an RTO's markets, running an RTO's information systems, calculating ,
total transmission capability and available transmission capability, processing requests for
transmission service and interconnection, and acting as the security coordinator) must be
performed as objectively and transparently as possible and therefore the Commission
should require that these functions be performed by a not-for-profit entity. Utah
Municipals argues that a non-profit umbrella organization will have more support from
state commissions and will encourage the participation of public and federal power
entities.

21.  Certain intervenors argue that an aggregate of Class C interests could vote to
modify the WestConnect LLC Agreement in order to increase their voting rights upon
concluding that the Commission's regulations have changed to allow for such greater
voting rights. Utah Municipals argues that the ability of Class A interests to combine
interests in order to gain the voting power needed to replace a Board member gives the
holders of Class A interests the ability to exercise direct control over the Board.

22.  Arizona Consumer Systems contends that the equity ownership structure does not
protect against various forms of indirect control by Applicants over voting interests of
stock. It states that transfer of ownership will allow a PTO with Class C stock to transfer
its interests to an independent person,® causing the Class C interests to become Class A
interests. Arizona Consumer Systems maintains that the term "independent person" does
not provide sufficient assurance against various forms of indirect control over stock by
Applicants (for example, through trustees or informal proxies).

*Applicants define independent person as "a natural person who is not a director,
agent, officer or employee of any Market Participant and does not have direct financial
interest in, nor stand to be financially benefitted in any transmission involving a Market
Participant, except as provided in Article VII of the WestConnect LLC Agreement." See
WestConnect Tariff, Attachment 1, at 27.
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23.  Duke argues that the requirement that the independent trustee vote the Class B
interests in accordance with the majority of the Board dilutes the non-market participant
Class A interests' influence on the Board and should not be allowed.

24.  Southwest Transmission states that although it supports this proposal, many details
have not yet been fully resolved. Specifically, the WestConnect market design may have
a significant financial impact on Southwest Transmission's ability to retain its tax-exempt
status. Southwest Transmission states that it cannot make a determination concerning its
participation at this time, but it urges the Commission to accept the portions of the
WestConnect TCA that allow WestConnect to become a member of a cooperative
transmission owner so that Southwest Transmission may present this “acceptance” to the
Rural Utilities Service to obtain needed tax assurances. Southwest Transmission also
raises concerns regarding rate development and how the transmission revenue
requirements will be recovered.

25.  Salt River states that it has been involved in the WestConnect development process
and requests that the Commission respect the balance resulting from the negotiations
between jurisdictional and non-jurisdictional entities by allowing the participation of non-
independent operating utilities.”'

26.  Western states that the transmission control agreement that it executes with
WestConnect must allow Western to satisfy its statutory obligations, to comply with all
relevant authorities, and to fulfill its mission to market reliable, cost-based hydropower to
its customers.

b. Applicants' Response

27.  Applicants state that the Commission explicitly addressed the issue of for-profit
RTOs in Order No. 2000. According to Applicants, Order No. 2000 offers flexibility in
choosing the form of corporate governance for an RTO, so long as it meets the
Commission's independence requirement and other requirements. Applicants further state

*'These include the use of a self-tracking system to match load to generation, right
of first refusal to own new projects, acknowledgment that local regulatory boards
determine revenue requirements, the honoring of transmission rights under existing
agreements, and the recognition of the legal obligation of certain PTOs to first serve
resident load customers (i.e., private use restrictions).
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that in GridSouth,* the Commission rejected claims that the transco form of an RTO
should be rejected simply because it is opposed by some stakeholders in a region.*

c. Discussion

28.  Order No. 2000 states that the Commission "will not limit the flexibility of
proposed structures or forms of RTOs"** and concludes that the Commission is prepared
to accept a transco, ISO, hybrid, or other form of an RTO as long as it meets our
minimum characteristics, functions, and other requirements.” Accordingly, we accept the
for-profit aspect of Applicants’ proposal.

29.  Applicants' proposal to allow Class C interests (i.e., market participants) to modify
the WestConnect LLC Agreement in order to increase their voting rights is contrary to the
independence requirement of Order No. 2000, because allowing Class C interests to
unilaterally modify the WestConnect LLC Agreement would give them an undue
preference over other shareholders; accordingly, Applicants must delete this provision.
PTOs must first request that the Board modify that agreement and file with the
Commission a modification to it. In addition, if the Commission's regulations change to
allow for greater voting rights by Class C interests, those interests must request that the
Board modify their voting rights and file such a change with the Commission.

30.  We disagree with Utah Municipals' claim that the power of Class A interests (non-
market participants) to replace a Board member could compromise the independence of
the Board. In Order 2000, we stated that the decision making process of an RTO must be
independent from market participants, because their economic and/or commercial
interests are likely to be affected by an RTO's decisions and actions.”® Because Class A
interests are non-market participants, we find that allowing them to choose Board
members is consistent with Order 2000 (i.e., this proposal satisfies the "threshold
principle that [an RTOs] decisionmaking should be independent of market

**See GridSouth, 94 FERC § 61,273 (2001).

»See Applicants' Answer at 8.
2*Order No. 2000 at 31,036.

»See id. In addition, the Standard Market Design NOPR adopts the Order No.
2000 independence requirements for an independent transmission provider.

**See Order 2000 at 31,061.
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participants").”” Furthermore, the requirement of an independent audit of the ownership

structure mitigates the concerns of Utah Municipals and Arizona Consumer Systems
concerning the possibility of various forms of indirect control over stock by Applicants.

31.  We also disagree with Duke's argument that the use of an independent trustee to
vote Class B interests dilutes the voting rights of Class A interests. Because Class B
interests will be voted by the independent trustee in accordance with the majority vote of
the Board that voting will serve a purely ministerial function and therefore will not affect
the outcome of issues that are sent to shareholders for a vote.

32.  Finally, we find that Applicants' proposed business model encourages participation
in WestConnect of various entities that are currently not participating and therefore will
likely increase its scope. We recognize that there may be several statutory hurdles before
participation of certain of these entities in WestConnect can be fully implemented, but we
are encouraged by Applicants' flexibility towards the participation of these entities in
WestConnect, through the construct of debt holder and non-contributory participant
status.

2. Applicants' Proposal: Retained Rights

33.  Asnoted, Applicants, as Class C interests, have proposed to reserve for themselves
limited veto rights with respect to certain business decisions by the Board. As provided
in section 6.13(b) of the WestConnect LLC Agreement (Limitations on Board Activities),
these reserved rights include:

. The right to veto either mergers or acquisitions of another entity by WestConnect,
except in the case of a proposed merger with another Commission-approved RTO;

. The right to veto a Board decision to dissolve WestConnect;

. The right to veto a Board decision to convert WestConnect into any other type of
entity;

. The right to veto a Board decision to make an initial public offering;

. The right to block a Board decision to institute bankruptcy proceedings;

71d, at 31,074
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. The right to veto certain of the Board's decisions on equity compensation to the
Board and other officers.

In addition, under the WestConnect TCA, unanimous consent of the PTOs is required for
the Board to propose, before January 1, 2009, modifications to the transmission rate
methodology.

a. Intervenor Comments

34.  Utah Municipals and Duke object to these retained rights, claiming that they
compromise the independence of the Board. Utah Municipals also argues that the right to
veto compensation decisions gives PTOs veto power over independent compensation
decisions of the Board and notes that the Commission rejected a similar provision in
GridSouth.

b. Applicants' Response

35.  Applicants state that the Commission has recognized that passive owners may
retain limited voting rights to protect their investment in transmission and in an RTO.*®
Applicants state that although the Commission has raised concerns over allowing passive
owners to veto mergers and acquisitions, here the members do not have a veto power over
mergers with other approved RTOs; therefore, their proposal allows for the expansion of
geographic scope of WestConnect.

36.  With respect to the retained right over equity compensation decisions, Applicants
state that, unlike the proposal in GridSouth, their proposal is crafted to protect both the
Board's independence and the financial interests of the investors. Passive members can
only act when the Board's compensation exceeds what is customary for a company of its
type and that they can only override the Board decision with a super-majority vote.
Applicants further state that the Board may request that the Commission override the
super-majority decision.

c. Discussion
37.  We found in GridSouth that, with the exception of the reserved right to veto equity

compensation determinations, it is appropriate for the PTOs, because of their commitment
to turn over control of their assets to the RTO, to retain reserved rights concerning

*See, e.g., Alliance Companies, 91 FERC 461,152 at 61,581-82 (2000).
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fundamental business decisions. Specifically, in GridSouth, the Commission permitted
passive owners to retain certain veto rights, subject to two limitations. First, such rights
must be exercised solely for the preservation of their capital investments in the RTO.
Second, the use of such rights must be subject to the Commission’s review.”
Accordingly, we accept Applicants' proposed veto rights, subject to these same
conditions. Furthermore, we expect the Board to make corporate decisions that are in the
best interests of WestConnect, consistent with its fiduciary duties.

38. Section 6.13(b)(vi) of the WestConnect LLC Agreement provides for the
following with respect to the compensation for Board members:

The Board shall not have the power to cause the Company to: set, offer, or
modify compensation to, or of, or offer, enter into, amend, modify, or grant
any equity under any equity option or other equity incentive plan with
respect to the equity of the Company to or with any Director or Officer of
the company that exceeds the compensation of directors or officers,
respectively of companies of comparable size, business activity and credit
standing.

39.  In GridSouth, we rejected a condition similar to the one proposed by Applicants.*
We stated that the control over equity-based compensation packages to the Board could
compromise its independence and that the Board's fiduciary duty to protect the integrity
of the members' capital contributions provides sufficient assurance to passive members
concerning compensation. Applicants argue that the inclusion of the qualification that the
Board’s compensation cannot be "in an amount that exceeds compensation for directors
of companies of the same size and character" distinguishes their proposal from that in
GridSouth. However, Applicants’ proposed qualification does not take control over the
Board's compensation out of the hands of the PTOs. Furthermore, the Commission does
not want to be an arbitrator on compensation issues, as contemplated by the WestConnect
LLC Agreement; these are business decisions best handled by the Board. Accordingly,
we reject the right of the PTOs to veto equity compensation decisions.

*See GridSouth, 94 FERC at 61,986 (stating that if a passive owner is dissatisfied
with a merger or consolidation decision by the independent Board, it must come to the
Commission and affirmatively demonstrate that the proposed merger or consolidation will
undermine the integrity of its investment).

3See id. at 61,986-87.
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3. Applicants' Proposal: Compliance Audits of Passive Ownership
Interests

40.  Applicants propose, as required by Order 2000, that an independent audit be
performed of the passive ownership interests two years after the approval of WestConnect
as an RTO. Appendix H of the WestConnect Tariff (Market Monitoring) provides that an
audit of the passive ownership interests must be prepared by the independent market
monitor, as provided for in the WestConnect LLC Agreement.”’ This audit must include
examining whether any class or group of classes of market participants is able to gain an
undue competitive advantage through its voting rights or other rights to participate in
WestConnect’s decisions or actions.”” Appendix H of the WestConnect Tariff further
states that WestConnect shall provide appropriate staffing and resources for the Market
Monitoring and WestConnect Tariff Compliance Unit (Market Monitoring Unit).*
Section 7(b) of Appendix H (Market Monitoring and Tariff Compliance Unit and Market
Advisor) states that the Market Monitoring Unit shall be subject to the management
oversight of the CEO. Accordingly, the Market Monitoring Unit will be an operating
division of WestConnect.

a. Discussion

41. In Order No. 2000, the Commission required RTOs with passive ownership
interests to propose a process for an independent compliance audit to ensure the
independence of the decision-making process of the RTO from passive owners.** Order
No. 2000 concluded that the auditor may not be affiliated with the RTO or its owners.”
Accordingly, Applicants must modify their proposal to clarify that the audit of the
ownership structure will be performed by an independent entity (i.e., not affiliated with
or, in any way, under the control of WestConnect or its market participants).

4. Applicants’ Proposal: Governance

1See Applicants' Transmittal Letter at 16.

2See WestConnect Tariff, Appendix H, Section 2(b)(viii) (Definition of Market
Monitoring).

»See id. at H.7(a).
#See Order No. 2000 at 31,066.

»See id. at 31,067.
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42.  The WestConnect LLC Agreement provides that WestConnect will be governed by
an independent Board consisting of nine directors. Directors are prohibited from having
either a financial interest in or business relationship with Applicants or any other market
participant. Directors, among other things, must have senior executive level experience
and must perform pursuant to a code of conduct.”® In addition, directors owe fiduciary
duties to WestConnect members.”” WestConnect may hire former employees of market
participants, but these employees must divest any equity interest and any other financial
interests in their former employers within six months of their employment with
WestConnect.

43. A Board Selection Committee will select a nationally recognized executive search
firm to establish a slate of 24 candidates for the Board. Each PTO is entitled to one seat
on the Board Selection Committee, while stakeholders from seven other stakeholder
sectors®® will choose a single representative each to represent their respective sectors.

The Board Selection Committee is then divided into two voting groups: PTOs and the
group comprised of the representatives from the remaining seven stakeholder sectors. If
the two groups are unable to select eight Board candidates by consensus, the Board
Selection Committee will identify those candidates that the PTOs' and stakeholders'
representatives have agreed on and a series of rotating peremptory strikes will be used to
narrow the slate of the remaining potential candidates. This process will continue for up
to eight strikes, depending on how many candidates have already been agreed upon, until
the Board Selection Committee has reduced the slate of candidates to eight (i.e., when the
number of candidates that were agreed upon are added with those reached through the
peremptory strike process). The resulting eight candidates will then be offered seats on
the initial Board. These eight Board members will then select the ninth Board member,
who will serve as president and chief executive officer (CEO) of WestConnect.

44.  Applicants propose to establish a Stakeholder Advisory Committee that will
consist of two representatives from each of the following eight groups: (1) transmission
owners; (2) load serving entities; (3) generators; (4) transmission-dependent utilities; (5)
power marketers; (6) large retail customers; (7) small retail customers; and (8) utilities

*The WestConnect code of conduct is included as Appendix R of the
WestConnect Tariff (Code of Conduct).

Section 6.19 of the WestConnect LLC Agreement expressly excludes from the
scope of fiduciary duties any duty to consider the interests of the passive owners beyond
WestConnect's transmission business.

*The Applicants propose eight stakeholder classes. See infra P 43.
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commissions. A market participant and any of its affiliates may only participate in one of
the stakeholder groups. To avoid conflict with their duties as regulators, the
representatives from the utilities commissions will not have any voting rights. The
Stakeholder Advisory Committee will have the right to present to the Board proposed
changes to the WestConnect Tariff if the changes are approved by a two-thirds vote of the
Stakeholder Advisory Committee. Stakeholders that seek to designate a representative to
the Stakeholder Advisory Committee must pay an initial fee of $10,000 and make an
annual payment of $5,000.

a. Intervenor Comments

45.  Intervenors argue that the Board selection process enables PTOs to seat a Board
that would favor their interests. They assert that the strike process favors PTOs, who
collectively will exercise eight strikes, while the remaining seven stakeholder sectors
must agree on eight strikes, giving 50 percent of the votes in the selection process to
PTOs. Therefore, intervenors assert that the process unfairly gives preference to PTOs.

46. Nevada Coalition claims that a more equitable process will be to create a Board
Selection Committee consisting of two representatives from each stakeholder group,
which selects Board candidates based on a majority vote. It also states that there is a lack
of detail in Applicants' proposal regarding who is eligible to be a stakeholder. NRG
argues that contrary to Applicants' claim, the selection process is not consistent with
GridFlorida.*

47.  Some of the intervenors claim that the role of the Stakeholder Advisory Committee
should be expanded. They argue that the Stakeholder Advisory Committee should be
able to bring any issue to the Board, not just proposed modifications to the WestConnect
Tariff. These intervenors also argue that individual stakeholders and stakeholder groups
should be allowed to bring "minority statements" to the Board without a super-majority
vote. In addition, Western Trading and Dynegy assert that the Board and the Stakeholder
Advisory Committee should be developed as soon as possible so that stakeholders have
input in developing the organization.

48.  Enron and Tractebel argue that PTOs can exert control over who may participate
in a stakeholder group. They also state that there is a lack of detail regarding who is
eligible to be a stakeholder.

¥GridFlorida, LLC, 94 FERC 9 61,020 (2001) (GridFlorida).
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b. Applicants' Response

49.  Applicants contend that the Board selection process proposed is virtually identical
to the one the Commission accepted in GridSouth and that a similar process was approved
by the Commission in GridFlorida. They state that, as in GridSouth and GridFlorida, the
Board selection process: uses an independent search firm to identify candidates for the
Board, who must be independent from all market participants; provides for a Board
Selection Committee; and uses peremptory challenges rotating between Applicants and
other stakeholders to eliminate candidates if the Board Selection Committee does not
reach a consensus on candidates.*’

50. Inresponse to the issues raised regarding the Stakeholder Advisory Committee,
Applicants assert that the Commission has determined that the process by which the
Board and stakeholders communicate should be developed by the Board, once it is in
place, with stakeholder input.*!

c. Discussion

51.  In Order No. 2000, the Commission stated that "the principle of independence is
the bedrock upon which the ISO must be built" and that this standard should apply to all
RTOs, whether they are ISOs, transcos, or variants of the two.*> Furthermore, we stated
in Order No. 2000 that we require a collaborative process in the development of RTOs
and that any proposed RTO governing board be independent in both perception and
reality. The Commission finds, subject to the modifications discussed below, that the
Applicants' proposal for selecting the Board will result in an independent Board of
Directors.

52. We require the following two modifications to Applicants' proposal to preclude a
voting advantage in the board selection process. First, we require that two representatives
from each of the stakeholder groups, including PTOs, serve on the Board Selection
Committee. Under the proposal, PTOs will have a voting advantage because the proposal
allows all PTOs to participate on the Board Selection Committee while only one
representative from each of the seven remaining stakeholder groups may participate in the

“See Applicants' Answer at 13.

*'See Applicants' Answer at 13 (citing Carolina Power & Light Company, et al., 94
FERC 961,273 at 61,984 (2001) (GridSouth)).

“See Order No. 2000 at 31,047.
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Board Selection Committee voting. However, we further require, because the Applicants'
proposal is not clear on the matter, that to avoid conflict with their duties as regulators,
the representatives from the utilities commissions will not have any voting rights on the
Board Selection Committee, as is the case on the Stakeholder Advisory Committee.

53.  Second, we direct Applicants to develop a revised process for the selection of
candidates that elects them based on a majority of the vote. Contrary to Applicants'
assertion, their proposal is not identical to those accepted in GridFlorida and GridSouth.
The proposals in GridFlorida and GridSouth used a majority-of-the-stakeholders vote
process, which was employed after the slate of candidates was selected by the search
firm.* Applicants here request that the peremptory strikes be divided up between the
PTOs and the remaining stakeholders which gives 50 percent of the votes in the selection
process to Applicants, who collectively represent only one of the eight stakeholder
groups.

54.  The use of a simple majority vote will ensure a collaborative decision-making
process and eliminate the perception and/or the possibility that PTOs will have undue
influence over the Board because of their disproportionate ability to choose its members.**

55.  Enron notes that section I.1 of Schedule D of the WestConnect LLC Agreement
dictates that the Board Selection Committee will be established consistent with the
principles set forth in section 6.1 of the WestConnect LLC Agreement (Board of
Directors). However, that section does not contemplate the development of the
Stakeholder Advisory Committee; instead, the Stakeholder Advisory Committee is
developed pursuant to section 6.7 of the WestConnect LLC Agreement (Stakeholder
Advisory Committee and Other Stakeholder Committees). Accordingly, we require
Applicants to revise section I.1 of Schedule D of the WestConnect LLC Agreement
(Board Selection Process) to reference the correct section of the WestConnect LL.C
Agreement.

56.  Enron and Tractebel argue that PTOs may exert control over the Board Selection
Committee by dictating who may be an eligible stakeholder and in which stakeholder

“See GridFlorida, 94 FERC at 61,046; GridSouth, 94 FERC at 61,988.

*See, e.g., Entergy Services Inc., 88 FERC § 61,149 at 61,501 (1999) (stating that
the Commission finds it acceptable to use a stakeholder committee for board selection,
assuming the committee is fair and balanced and does not allow any one type of customer
to veto particular candidates).
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sector an eligible stakeholder may participate. According to section 1.3 of Schedule D of
the WestConnect LLC Agreement, the initial members and debt holders of WestConnect
"shall have the right to reject any entity choosing to participate in a sector, after giving
notice and an opportunity to be heard by such entity, on the grounds that such entity does
not satisfy the criteria for membership on the Board Selection Committee or in the sector
chosen by such entity." Section 6.7(a) of the WestConnect LLC Agreement provides the
criteria for who may be a stakeholder.* Those criteria should not be subject to the
interpretation by PTOs; therefore, we direct Applicants to remove the above quoted
language from section 1.3 of Schedule D.

57.  We expect the Board, when seated, to consider all issues raised by the
stakeholders. Such an open dialogue is key to the formation and the development of
WestConnect. Therefore, the WestConnect LLC Agreement must not limit the ability of
stakeholders, absent a quorum of the Stakeholder Advisory Committee, to raise issues
before the Board. We direct Applicants to modify section 6.7 of the WestConnect LLC
Agreement accordingly.

58.  Applicants' proposal to develop eight stakeholder classes does not allow for the
participation of all potential stakeholders. Therefore, we require that Applicants add two
additional stakeholder classes to ensure that all stakeholders are represented on the
Stakeholder Advisory Committee. These two classes are public interest organizations
(e.g., consumer advocates, environmental groups and citizen participation) and alternative
energy providers. The inclusion of these classes of stakeholders will provide all
interested parties with the ability to participate in the development of WestConnect.

59.  With respect to the issues regarding the lack of clarity in who may participate in
each stakeholder class, we find that the definitions included in the Master Definitions List
of the proposed WestConnect Tariff provides sufficient detail regarding who is eligible to
be a stakeholder. However, we recognize that, pursuant to our requirement to add two
additional stakeholder groups, Applicants may need to modify definitions to obtain the
appropriate delineation of one group over another (e.g., generators and alternative energy
providers). Furthermore, as discussed earlier, we find that the definition of the
stakeholder groups should not be subject to interpretation by the Applicants.
Accordingly, in order to develop clear stakeholder group definitions and eligibility
requirements, Applicants, along with interested stakeholders, should develop the
necessary clarity and standards.

“The definition of each stakeholder group is included in Applicants' Master
Definition List. See WestConnect Tariff, Attachment 1.
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D. RTO Characteristic No. 2: Scope and Regional Configuration

The RTO must serve an appropriate region.

1. Applicants' Proposal

60.  Applicants claim that WestConnect will have sufficient scope and regional
configuration. They state that WestConnect is designed to have functional authority over
transmission assets in Arizona, New Mexico, West Texas, Nevada, Wyoming, and
Colorado.* Applicants contend that this has historically been a market area for wholesale
trading.

61.  Applicants state that they have designed an RTO structure that offers flexible
participation options and that can be expanded to include other transmission systems in
the West, including participation by federal, public power, and cooperatively owned
entities. Therefore, they assert that the WestConnect proposal may serve as a platform for
other RTO development in the West and, thus, help facilitate a West-wide RTO.

a. Intervenor Comments

62.  Several intervenors favor a single RTO in the Western interconnection but agree
that multiple RTOs in that region may be needed initially.

63.  US Executive Agency, Tri-State, Navajo, and Utah Municipals state that an RTO
that includes only Arizona and New Mexico is too small to be considered a stand-alone
RTO region. Furthermore, Tri-State argues that although Applicants serve a majority of
the load in the states of Arizona and New Mexico, they do not encompass most of the
geographic area in those states. Utah Municipals argues that the proposal does not
adequately provide for public power participation and therefore a significant amount of
transmission facilities in the region are excluded. Utah Municipals also asserts that the
proposal contains barriers to new membership by requiring that any utilities that join after

* Applicants' assertion is based upon the expected participation of Western,
Southwest Transmission, and Salt River. A map of the control areas of Applicants is
included in Appendix C of this order.
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the independence date*’ bear the full cost of their integration into the WestConnect
system.

64.  Tri-State and Navajo assert that many of the physical and engineering problems in
the West with respect to energy flow require a much larger RTO and that these problems
cannot simply be treated as seams issues. Furthermore, Tri-State notes that WestConnect
will have no participants in Colorado.

65. NRG claims that the WestConnect proposal fails to satisfy the requirements of
Order No. 2000 because it does not further the development of greater regional
integration or regional energy markets. NRG asserts that an RTO must advance a
seamless market through the entire Western interconnection.

66.  Arizona Consumer Systems argues that WestConnect does not possess sufficient
scope because bulk power and transmission trading data demonstrate that the actual scope
of the relevant regional markets extends beyond the borders of the proposed WestConnect
grid.

67. PNGC and NW Ultilities assert that the Commission should only consider the
WestConnect proposal for the Southwest, arguing that the expansion of the WestConnect
proposal geographically will hinder the development of RTO West.

b. Applicants’ Response

68.  Applicants disagree that the proposed geographic region covered by WestConnect
is not large enough to satisfy Order No. 2000. They state that Western, Salt River, and
Southwest Transmission have been active participants in creating the WestConnect
proposal. They also recognize that an RTO in the Southwest may be an island among
public power entities unless cooperative solutions are developed with public power
entities.

69.  Applicants contend that the differing proposals in the Northwest and the Southwest
reflect a longstanding separation of planning and operations and differing system
configurations between the two regions. The electric systems in the Northwest and in the
Southwest have been distinct market areas with their own reserve sharing arrangements,
generating facilities, and extra-high voltage transmission lines. Thus, the electric systems
in the Northwest and the Southwest have typically operated as two distinct regions,
because the weak transmission ties between them limit their trading capability.

*'See supra note 17 and accompanying text.
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70.  In addition, Applicants state that they are not opposed to the consolidation of
RTOs in the West and urge the Commission to allow them to move forward with their
RTO proposal, while encouraging discussions among WestConnect, RTO West,*
Transconnect,” and TRANSLink.*

c. Discussion

71. We find acceptable Applicants' proposal for developing an RTO that includes all
public utilities located in the Southwest and allows for participation by non-public utility
entities in that area. We are encouraged by the participation of non-public utility entities,
such as Western, Salt River, and Southwest Transmission, in drafting the proposal,
because we believe that the participation of these entities and all other non-public utility
entities located in that region would be beneficial to increasing efficient transmission in
the Southwest.”! We note that the governance structure for WestConnect has been
developed to accommodate participation by non-public utility entities without affecting
their status. We encourage Applicants to continue their dialogue with all transmission
owners in the region to further expand the scope of WestConnect.

E. RTO Characteristic No. 3: Operational Authority

The RTO must have operational authority for all transmission facilities under its
control.

1. Applicants' Proposal

72.  Applicants propose to consolidate the management of the control area functions
and assume authority over the physical control area operator responsibilities for the

*See Avista Corp., et al., 100 FERC 9 61,274 (2002) (RTO West).
¥See Avista Corp., et al., 100 FERC 9 61,297 (2002) (Transconnect).

**See TRANSLink Transmission Company, L.L.C., et al., 99 FERC q 61,106
(2002) (TRANSLIink).

*'For example, Western has approximately thirty-six interconnections with
numerous entities located in Utah, Colorado, New Mexico Arizona, and Nevada and nine
direct interconnections into Southern California. See Western 2000 Service Operations
Survey at http://www.wapa.gov/media/pdf/20000psSum.pdf.
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region in which WestConnect will operate, but they will maintain the local control areas
and their respective operations centers.”> Under the operational authority> of
WestConnect, PTOs will physically execute control area operations through their area
operations centers; thus, area operations centers will be the primary means through which
WestConnect will implement its operational authority over the transmission facilities of
PTOs. Applicants also propose to develop a self-tracking system™ under which certain
metered systems may schedule and provide service within that system. In addition,
Applicants state that they are investigating whether to use the security coordinator already
established for the region or to have WestConnect perform the security coordinator
function.

a. Intervenor Comments

73.  Intervenors state that because some operational duties are assigned to market
participants, WestConnect will not have sufficient operational authority. Other
intervenors assert that the proposal lacks specificity regarding what facilities will be
under the operational authority of WestConnect.

74.  Specifically, EPSA asserts that the proposal improperly allows PTOs to retain
control area functions. EPSA states that the use of a self-tracking system enables PTOs
to: calculate their own demand forecast when submitting net interchange schedules; self-
supply energy imbalances; dispatch their own regulation; self-supply load following;
supplement energy; and shift generation within different resources. EPSA concludes that

>2Applicants' proposal is not clear as to whether WestConnect will become one
single NERC-approved control area.

> Applicants define operational authority as "(a) the rights of WestConnect Tariff
to direct the Participating TOs how to operate their "Operational Authority Facilities for
the purpose of affording comparable, non-discriminatory transmission access and meeting
Applicable Reliability Criteria; and (b) the rights of WestConnect under the Generator
Agreements, the Scheduling Coordinator Agreements and the WestConnect Tariff to
issue Dispatch Instructions to Generating Units and Dispatchable Demands in accordance
with Appendix C (Dispatch and Emergency Operations) to the WestConnect Tariff." See
WestConnect Tariff, Attachment 1, at 31.

A self-tracking system is defined by Applicants as "a portion of the WestConnect
Grid completely bounded by Real-Time metering that enables the Scheduling Coordinator
to match the aggregate Generation within such portion of the WestConnect Grid to the
aggregate Demand within such portion of the WestConnect Grid on a second-by-second
basis." See WestConnect Tariff, Attachment 1, at 39.
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this frees PTOs from balancing energy and ancillary service obligations (which are
imposed on all other market participants) and, therefore, is contrary to Order No. 2000.

75.  Arizona Consumer Systems asserts that there is no assurance that the sharing of
operational authority among WestConnect and PTOs will neither adversely affect
reliability nor provide any market participant with an unfair competitive advantage.
Arizona Consumer Systems states that too much physical operational control remains
with PTOs.

76.  NW Utilities, Arizona Consumer Systems, Utah Municipals, and Nevada Coalition
note that the proposal fails to identify the transmission facilities that WestConnect will
have under its functional control. Arizona Consumer Systems argues that the proposal
allows Applicants to pick which of their facilities they will allow WestConnect to control.
It points out that there is no requirement that PTOs place all of their transmission
facilities, all of their facilities at or above a certain voltage level, or any of their facilities
under WestConnect's functional authority. Nevada Coalition argues that the Commission
should require that WestConnect have operational authority over all Commission-
jurisdictional services and all facilities used in providing such services.

77.  According to Utah Municipals, the WestConnect TCA does not list the facilities or
specify criteria to identify which facilities will be put under WestConnect's control. It
further argues that there is a lack of specificity in certain definitions in the WestConnect
Tariff, which could lead to different understandings as to which facilities are under the
control of WestConnect and for what purposes. Utah Municipals also asserts that
Applicants have not shown that their hierarchical control structure (i.e., area operations
centers operating under the direction of WestConnect) will not undermine WestConnect's
operational control or allow discriminatory operation.

78.  Nevada Coalition maintains that WestConnect is not sufficiently independent from
PTOs because they retain much of the responsibility for system dispatch and control area
operations. For example, the WestConnect Tariff provides that area operations centers
may perform some of the dispatch functions of the RTO.” Nevada Coalition asserts that

»See WestConnect Tariff, Appendix C, Section 1.4 (Dispatch and Emergency
Operations, Responsibilities and Authorities). For example, section C.1.4(c) states: "as
agreed upon by WestConnect and a Participating TO, through predetermined procedures
or delegation of authority, some of the above activities may be performed by that
Participating TO's [area operations centers] without specific dispatch instructions issued

(continued...)
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this delegation of responsibility needs to be restricted so that WestConnect retains
operational authority. Nevada Coalition claims that the proposed standards of conduct do
not apply to area operations centers and regional operations centers and, as a result,
problems will arise regarding information security and separation of transmission and
generation functions between the area operations centers and regional operations centers.

79.  Duke argues that the WestConnect TCA restricts the ability of WestConnect to
independently operate the grid. According to Duke, the WestConnect TCA contains
numerous requirements that WestConnect consult with PTOs before taking action, and
therefore, WestConnect cannot unilaterally revise its operating procedures.™

b. Applicants’ Response

80.  Applicants assert that PTOs will not retain all existing control area functions.
WestConnect will become the control area operator for the WestConnect region and will
perform those control area functions that are not performed by a self-tracking system.
Applicants further state that the WestConnect TCA provides that PTOs will turn over their
control area functions to WestConnect.

81.  Applicants clarify that any scheduling coordinator can qualify as a self-tracking
system if it meets certain criteria, but the scheduling coordinator will still have to: settle
with WestConnect; respond to dispatch instructions; provide balanced schedules; remain
exposed to balancing energy obligations and penalties; and self-supply to or receive from
WestConnect the remaining ancillary services. Accordingly, a scheduling coordinator's
operation of a self-tracking system allo