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any rules governing transmission pricing for the Transco, Absent this information,
they contend, the Commission cannot properly delermine whelher Entergy's Transco
Proposal eomplies with most of the ISO principles. The Protesters charactenze
Entergy's contentions regarding most of the principles as mere promises lo comply in
the future.

First, the commitments Entergy made in the Petition arc not illusory,
Entergy 15 commilled lo parlicipating in a larpe, truly regonal, independent RTO.
However, Entergy cammol acl unilaterally; it cannot commit any other transmission
owners 10 any one specific RTO proposal, it cannot engage "ISO or nothing"
stakeholders in meaningful negotiations. Thus, many Protesters would have the
Commission put Entergy in a procedural calch-22. On the one hand, they contend
that Entcrgy's proposal should be rgjected becanse it does not reflect a regional
collaborative process. On the other hand, they would deny Entergy the preliminary
guidance necessary to initiate the regional collaborative process.

Second, the Protesters have misunderstood Entergy's request in this
proceeding, Entergy 15 not at this time secking the Commission's ultimate approval
of the Transco Proposal under sections 203 and 203 of the Federal Power Act
("FPA"), 16 U.S.C. §§ B24b and 8244, Nor is Entergy asking the Commission 1o

declare that the aspeets of the Proposal that have not yet been crafted comply with



the IS0 Principles. Rather, Entergy is seeking prelimmary guidanee from the
Commission on whether the parts of the Proposal that have been presented o Lhe
Commission - including the governance, code of conduct, market nionitor, and
regional planning summit features — comply with the applicable 1SO principles,
particularly the independence and conflicts of interest principles. This preliminary
guidinee, while nol binding on the Commission and while subject to change when
the Proposal is completed and presented (o the Commission under FPA sections 203
and 205, would help Entergy in jump-starting its stalled efforts to form a larger,
regional independent transmission organization.

Entergy understands that certain language in its Petition may have led
the Protesters to beligve that Entergy was seeking more sweeping Comrussion
approval for the Transco Proposal. To reiterate its pesitton, the dominant focus of
the Petition i3 to seck preliminary guidance that the Transco Proposal compiies with
IS0 Brinciples No. | and 2, the principles involving independence and conthicts of
interest ! Because Entarpy has not yet developed or proposed pricing principlas that

the Transco might adopt, Entergry was not requesting that the Comnussion approve a

! In the RTO NOPR, the Commisgion stated that the [SO Principles continue to
apply until the Commission issues the final rule. See RTC NOPR at 221.
Moreover, 80 Principleg No. 1 and 2 appear congistent with the independ-
ence characteristic deseribed in the R1TO NOPR, See RO NOPR at 119-
126; 18 C.I.R. §§ 35.34 (i} 1)(D)ii) {Proposed).



specific transmission pricing proposal on issucs such as cost shifting or perforniance-
based rates, Entergy was simply seeking general guidance on the Commission's
willingness to consider altsrnative ratemaking approaches. The RTO NOPR is
replete with statements that the Commission is willing to do so. Moreover, Entergy
shares the Commission's concems about Lhe potential for cost-shifting® It is
cncouraged by varous aspeets of the RTO NOPR inthis regard.

The Transeo Proposal is sullicicutly complete to support declaratory
reliel on compliance with [SO Principles No. 1 and 2. The Commission's ruling will
primarily require exasmingtion of the govemance provisions of the LLC Agreement,
including the Code of Conduct. In fact, the tanff provisions and the rules poveming
pricing should have little impact on the issue of compliance with 18O Principles No.
1 and 2. Moreover, the protests themselves make clear that there 18 a concrete
dispute regarding whether the Proposal, a5 submitted 1o (he Commission, runs afoul
of these principles. In light of the Commission's broad discretion (o 15sus declara-
tory orders to resalve uncertainty, the Commission wounld be well within its legal

autharily to issue the requested declaratory relief.”

The RTO NOFR also strongly encourages regional pricing mechanisms that
seck lo manage and nddress cangestion. Entergy agrees and hopes other
regional slakeholders will agree duning the collabomalive process.

o Indeed, the RO NOPR endorsed the use of declaratory orders to resalve
icontinued...)



Many Protesters also arpuc (hal Entergy's Petition should not be
vonsidered now, bul should insiead be considersd as part of the RTQ NOPR. 5ome
Pratcsters even accuse Entergy ol atempting to short-cirevit the Commission's
NOPR. through 1is Petitton. Their position is tantamount o "no good deed should go
unpunished.” Entergy has no intent to shori-circurt the NOPR process. As Entergy
made clear in its Petition, il will participale in that rulemaking and "will abide by Lhe
outcome of any final and non-appealable rulemaking order that might medify any
relevant regional transmisston organizalicn related policies or principles.” Petition,
at4mn.3.

Indesd, the Petihion wouild achieve many of the same objectives the
Commission seeks to achieve in the RTO NOPR, That is, the Transeo Propozal
seeks to establish a large, regional independent transmission organization that
independently operates the transmission grid without any financial ties to market
partictpants; that efticienlly manages congestion; that ¢ffectively monitors the
market; and thai efficienily plans the expansion of the grid an a regional hasis.
Moreover, the Transco Proposai seeks to establish such an entity in a time schedule

consistent with the ime schedule provided by the Commission in the RTO NOPR.

8 {...continued)
uncertainty regarding RTO proposals. See R10C NOFR al 218, The Petition
i tully congistent with this approach.



Entergy faces ageressive time lings in developing an indepondent,
regional lranstission argamzation in light of recently enacted and pending legisla-
tion in its rewail jurisdictions. The Arkanzas Lepislatere has already cnacted a law
requinng Entergy Arkansas, Inc. to tum operation of its transmission facilities over
to an independent ransmission enlily approved by the Commission ninely days peor
to the dale of retail open access, which is targeted for January 1, 2002, See Act
155G, the Electric Conswmer Choice Act of 1999, Similar legislation is pending in
Texas, Simply put, unlike the Protesters, Entergy cannet delay moving forward
pending a final RTO rule.” It must have an RTO operational by January 1, 2002
Entergy needs preliminary puidance on the Proposai by July 19949 in order to mect
these ngerous slale-imposed deadlines.

Further, the preliminary puidance Catergy seeks in this procesding
will promote and start sconer the coliaborative process of RTO formation that the
Commssion seeks to foster through the RT3 NOPR. The Commission proposcs a
collaborative process to Lake place in the Spring of 2000 "huilding upon progress
made to thai dale.” RTO NOFR at 215, Lincertainty regarding the compliance of the
Proposal wilh the independence and conflict of interest prineiples has been a major

obstacle to convinging other transmission vwoers o join. limely guidance by the

’ Entergy cannot help but peint out thal delay gives negotiating leverage to
thase advocating solcly for an ISO or for Entergy to move back to the SPP.



Commission on these principles — which do not appear to be sigmificantly changed
under the RTQ NOPR - should help Enlergy achieve signilicant progress in the
collaborative process by the Spring of 2000, Unless the Commussion wanis to hall in
ts tracks RTO development and negotialions until afler a RTO final rule 15 1ssued,
including perhaps judicial review, it should move forward and act on Entergy's
Cetition.

ARGUMENT

L. THE PROCEDURAL CHALLENGES TO THE REQUESTED DE-
CLARATORY RELIEF ARE WITHOUT MERIT.

Many Frotesiers urge the Comimission 1o swmmanly reject the
Petition on procedural grounds without reaching the merits. Those Protesters
contend that it would be both impermissible and imprudent for the Commission to
provide the requested preliminary guidance because (a) the Transco Proposal 1s too
incomplete and tentative and (k) the Commizsion will address the appropriato criterin
for RTOs in the RTO NOPR. These arguments should be rgjected.

First, the Commission has broad discretion o issue declaratory relief
to resolve uncertainty and provide guidance. The Transco Proposal provides ample
detail to provide the requested declacatory reliel, as clanfied and revised in this
Answer. Second, the requested relief would not be a waste of the Commission's

decisional resources. To the contrary, it would provide valuable assistance in



moving lorward a potenrial RTO. Third, the Commission should not postpong its
guidance until after it issues the final rule in the RTO NOPR. As discussed garlier,
gunilamee this summer 15 nzeded to altow Enlergy to meet the time deadlines set hy
state legizlation.

A, The Commission Has Broad Discretion to Provide the Reguested
Relief.

Section 5(e) of the Admmistrative Pracedure Acl provides thal an
administrative agency "in ity sound discretion may issue a declaratory order to
torminate a controversy or remove uneertainty.” 5 US.C. § 554{¢); see aiso 18
C.F.R.§ 385.207(a)2) (authorizing the Comsmission o ssus declaratory orders "o
terminate a controversy or remove uncertainty™y, It is well settled that an agency
possesses "extremely broad latitude” in determining whether or not to issue a
declaratory order. Temneco, Inc. v FERC, 688 F.2d 1018,1023 (5" Cir. 1982); sec
alse Central Freight Lines v. 1OC, 899 F.2d 413,417 (5% Cir. 1990). The Commis-
sion has, accordingly, recognized that its authority to issue declaratory orders undar
Rule 207 is a matter "committed to our sound diseretion.” EY Paso Narural Gas
Company, 44 FERC Y 61,063, at 01,151 (1988).

Harz, as the Protesters’ pleadings amply demonsirale, there 1s signifi-
cant and concrete disagreement regarding whether the Transco Proposal complies

with the Comunission's 15O principles invalving independence and conflicts of
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interesl. This uncertainty is 21l but preventing Entergy from engaging in meaningful
negoligligns with other transmission-owning enlities 10 join in fommng a truly
regional, independent transmission organization. The Conmmission is vesled with
broad discretion to remove that uncertainty and to issue an order declaring that the
proposal is consistent with those ISO prineiples.

Protesters cite a nunber of cases in which the Commussion has
exercised its broad discretion and declined 10 issue a declaratory order where the
controversy at issue was not sufficiently concreie or where the petitioner supplied
insufficicnt information to sapport declaratory reliel. See, e gz., Dominian Resources,
Inc., B8 FERIC 161,069 (1998). However, (hose cases are mapposite or (hree
reasons.

First, the Transco Proposal provides ample detail for the Commission
(o determine whether it complies with the independence and conflict of interest
princinles. The Pelinon and the [LLC Agreement, including the Code of Conduct,
explam in detaf Lhe Transco's proposed govemance struchire and the featires which
make the board independent of Enterpy and all other market participanis. It is true
that some aspects of the Proposal await further development, notably the tanff
provisions and the pricing structure. But these featunes perlain primarily (o the other

150 Prnciples. They do not affect resolution of the issue af campliance with the

11



independence and counflicl of interest principles.® More important, if Entergy were to
unilaterally propose a new tanff and pricing regime, it would have done so without
the regional collaborative process that the Commission requires and proposes
through the RTO NOPR. These parties are essentially criticizing Entergy for asking
[or Commission guidance that Entergy has demonstrated is crucial to start a regional
collaborative process preparatory to final section 203 and 205 RTO filinges.

Second, there curtenily exists a concrete contraversy regarding
whether the Transco Proposal complies with these provisions. The Protesiers
themaselves have challenged the lawfilness of many features of the Proposal,
including the procedures goveming the election af the baard, the use af the LI.C
steuciure, and the retenlion by Enterpy of 2 passive ownership intereat. This contro-
versy 1% nol hypothetical or unripe, but it has a present impaet on Entergy and its
ability Lo make its Transco a reality, Moreover, il is "well established” Lhat the case
OT controversy requirement, upon which the Protesters rety, "does nol restrict an
agency’s authority to issue declaratory orders.” Cewtral Freighe, 399 1.2d at 416

(quoting State of Texas v. [15, 866 F.2d 1546,1551 (5" Cir. 1989)).

' Further, ¢ven if facts presented in a declaratory onder are subject to change,
that does not remove the Commission's authority to issue a declaratory arder.
Sve Central Fredgrht, 899 F.2d al 417-418 (An agency can issue a declaratory
order "only in terms of the (acts presented by [pelitioner]," and that does not
pratect the petitioner "if facts were proved that were di [ferent from those
supposed by Lhe order. ™},

12



Third, even if the Commission had the diseretion to deny the Petition,
that does not mean that the Commission should exercise that discretion in {his
proceeding, Entergy does not deny that the Comunission's discretion over declara-
tory arders is broad cnough to support the denial of Entergy's Petition on the merits
1f the Commission datermined that was the appropriate result, But by the same
taken, that discretion could also be exercised to prant the Petition if the Commission
helieved that granting the Pctition would be valuable and jusiified under the eircuni-
stances. As discussed i the nexi section, under the circumsiances, (he Commission
should sxercise its discretion in this case 1o issue the requested declaratory relief.

B. The Commission Should Exercise its Discretion Under the Cir-
cumstances of This Case,

The Comrmnission has stated that the portion of the grid operated by an
ETO "should be as larpe ag possible," Midwest Independent Transmission Svitem
Operafar, 834 FERC 9 61,231 {1998 {quoting Order No. 388, FERC Stws, & Regs.
at 31,731). Inthe RTO NOTPR, the Commission "reiteratz[d]" this concluzion,
declaring that "many of the characleristics and functions for an RTO proposed in this
seclion suggest that the regional configuration of i proposed RTO should be large in
scope.” RTO NOFE at 130 & 194,

Entergy is, and has heen for well over a year, attempting to convince

other transmission-owning entitics in the region to join the Transco so that the



Transeo can become a sufficiently-sized RTO. However, uncertainty surrounding
the Transco's compliance with the independence principle is a significant obstacle in
the way of that goal. Even Protesiers admit that uncertainty regarding independence
15 hampermg Entergy's ability lo convince other transmission-ewning entilics to join.
See, e.g., Motion to Intervene and Prolest of the Transmission Dependent Ultililies, at
& {"[t is not hard to understand why" (he independence 1ssue has been a threshold
obstacle ). If the Commiszsion removes that uncertainty through a declaratory ovder,
thar action could help break the current logjam and advance the worthy goal of
forming a large RTO in the region.

~otie Prolesters argue that the Comnussion should reject the Petition
because Entergy's Proposal does nol include other members of the Transco. Those
Proicsters are missing the point of the Petition. One reason why Lntergy has not
been able to atiract any other members is because other transmission owncrs and
stakeholders arc not convineed thal the 'I'tansco might be a viable option.® Prelimi-
nary guidance from the Commission might make it possible for Entergy to present
such a propoaal to other transmigsion owners and stakeholders. If the Protesters
really want Entergy o come forward with such a complete propasal, they should be

supporting Enteray’s request for a ruling.

? The B'T0O NOPR contains ammunition for bhoth sides of this debate.

|4



C. The Commissicn Should Not Delay its Ruling Until Issnance of
the Final Rule in the RTO NOPR.

Many Protesters argue that the Commission should delay its decision
on the Petition untl it issues its final rule in the RTONOPR. Some Protesters even
saggest that the Commission should not individually address Entergy's Petition, but
should simply treat the Pelition as commenis to the NOPR. Those Protesiers arpue
that any relief provided while the NOPR is pending wauld be preliminary and
aubject to change alter the {inal rule is issued. The Protesters also argue that issuing
declaratory relief while the Petifion is pending mught interfere with the Conumis-
sion's final rule, These arguments should be rejectad, and the Commission should
not delay the requested declaratory relief until the final rule.

As discussed above, granting the requested declaratory relicl would
remave an ohstacle to Entergy's efforts to convinee other transmission-owning
cntitieg to join the Transca. It would allow other stakeholders (o join in this process,
Therefore, such relief would enhance, not dirminish, the ability Lo timely develop and
present to the Comaussion a sulflcicntly-sized RTO as contemplated by the RTO
KOPR. In this manner, the preliminary declaratory relief would loster the collabora-
tive process conlernplated by the NOPR - and currently hampered by the unccrtainty

surroundmg the Transco.
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Moreover, thers 15 no risk that the Commission's final rule might alier
any prehminary guidance provided by the Conmmission. The proposed rules do not
appear Lo alter the essential atiributes of the independence principle - absenee of
financial interest or control by market participants. The Commission's ruling under
TSC Principla Nos. 1 and 2 should provide sound preliminary guidanee to the
industry regarding compliance with the independence criterion in the RTO NOPR.
Maregver, even if the final rule does alier the concept of independence, Entergy has
committed to comply with any future pronouncerments made by the Commission.
See Petition at 4 n.5.

Finally, Enlergy is under significant time pressure to form and join a
RTO. One of Entergy's retail jurisdictions (Arkansas) has recently passed 3 law
requinng Entergy Arkansas [nc. to lum operation of its fransmission lacilities over to
an independeni transmission entity approved by the Commission ninety duys prier to
the date of retail open aceess, which is targeted for January 1, 2002, Seze Act 1556,
Electric Consumers Choice Act of 1999, Texas is consideting, and expected to
cnact, lagislation with a similar time line. Entergy needs guidance quickly if il is lo
put its Transeo in place 1o comply with those deadlines. That is why Entergy asked
for a ruling by July 1999. In many respects, delaying the requested declaratory relief

until afier the final rule would be tantamount 1o denying relief.
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IL. THE COMMISSION SHOULD ISSUE THE REQUESTED DECLARA-
TORY RELIEY,

Fntergy's Petition seeks an order declaring that. its Transco Proposal
complies with [SO Principles No. 1 and 2 involving independence and conlflicts of
interest. Entorgy deseribed the governance siructure of the proposcd Transco, see
Petition at 9-17, and =et forth the authority demonsirating compliance with those
principles, 74, al 20-25,

The Protesters attack many aspecls of Enlergy's Propoesal, argouing Lhat
those aspeets fail to comply with ISO Principles No. 1 and 2. Whth respect 1o
Principle No. 1, the Protesters argue, inier afia: {1 the board selection process gives
too much authority to the LLC members; (2) the righis reserved by the LLC
members give the members too much control over the Transco; and {3) the passive
ownership interest of the LLC members defeats independence. With rospect to
Principle No. 2, the Prolesters argue, inter afia: (1) the fiduciary dutics owed by the
board members of the LLC create an impermissible conflict of interest; and (2) the
transfer of transmission owner employees to the Transco violates Principle No. 2.

Entergy has revicwed the protests, and, in response, is willing 1o
revise its board selection process in two erilical ways. First, Entergy will remove the
provision that permitted LL{ members to select the board from the glate chosen by

the national search [irm. Instead, Entergy will commit to the other option desenibed

17



in its Petition - that board mombers be selested by a Stakchaolder Committee from
the slate chosen by ithe national search firm. Second, Entergy has removed the right
of LLC menbers to select reptacement members of the board in the event that over
30% of the interests of the LLC are held by non-transmission-owners. Wilh these
revisions, Entergy's Proposal addresses Proteslers’ concerns and is consistent with
Principles No. 1 and 2 and indistinguishable from other ISO proposals approved by
the Commussion.

A, THE TRANSCO PROFOSAL COMPLIES WITH PRINCIFLE
NO. 1, THE INDEPENDENCE PRINCIPLE,

1. The Board Selection Process Eusures [ndependence from
Market Participants,

Under the Transco Proposal, the independent beard of dircctors is
responsible for the day-to-day operations and functions of the Transco, Therelore,
the: board selection process is crucial to compliance with the independence princinle.
Entergy has modeled the Transco's board selection proccss after the processes
established in other 1SOs approved by the Commission. The selection process is
designed 1o ensure that the Transeo boatd is independent from any market participant
and is qualified to run a large eloctric transmission company.

The prinary attacks vn the board selection process were directed o

the proposal that the Transco memnbers, rather than a stakeholder committee, would

18



chose the board members and the provision that the LLC members (rather than the

board itseif) would appoint new board members if more than 50% of the interests

were held by non-transmission-owning cntities. As slated above, Entergy is willing
to revisc the Proposal to remove these provisions. With these revisions, the hoard
selection process now consisls of the following three sleps:

. First, the members of the LLC select an independent search firm to chosc
candidates for the board. The search firm musl be an established, nationally-
recognized firm.

» Second, Lhe independent search (irm selects a slate of candidates for the
board. The search firm must select a slate consisting of at least two candi-
dales for each board position, The candidates must have the qualifications
and experlise necessary to run an eleciric transmission cotnpany.

. Third, a commitiee of stakeholders that are represcriative of the users of the
Transeo transmission grid choosa seven board members from the slate
selected by the search firm.

Onee the mitial board is selected, the board will became self-perpetuating - i.¢., the

existing board members choose the new board members, [f for some reason the

remaining board members cannot choose the candidates, then the new members will
be chesan in the same manner as the initial members - by a stakeholder committec
choosing candidates selected by the national search fim. This selection process is
now indistingnishable from the selection processes adopted by other [SOs (noiably

the Midwesl IS()) and approved by the Commission. See Midwest Independent

Transmission System Operator, 84 FERC 761,231, at 62,147 (1998). Moreover, (he

19



board will have the independence and autherity to act {including filing amendments
lo the tanift) that the RTO NOPR siales is csscntial to independence, See RTO
NOPR al 126-128,

Besides chaltenging the right of the LLC members to select the board,
other challenges to the hoard selection process mvalved (1) the right of the LLC
members to choose the independent search firm; and {2) the right of the board to fill
vacancies. Neither of these objections has merit as they have alrady been rejected
in other Conunission orders.

In the Midwest [50 order, the Commission expressly held that it was
pertmssible for the transmission owners to initiate the board selection process by
choosing the executive search firm. See 84 FERC a1 62,148, The Commission
found that the search finn "will provide a suitable slate of qualified candidaics and
will ol be biased toward auy stakeholder.” 7¢. The Commission, thus, Tejected
arguments by stakeholders that they should have the right lo participate in the
decision to choose the search firm. The same result should ohtain here.

Moreover, in bath the NEPQOL. and New York ISO Ordets, the
Commuission approved ISO proposals that permiited the boards to be sclf-perpetuat-
ing. See New England Power Pool, 79 FERC 161,374, al 62,584 ( 1997, Central

Hudson Gas & Elec. Co., 83 FERC 161,357 (1998). Whon the board is independ-

20



ent, the selections made by the board should alzo be independent. Further, a sell-
perpetuating board has the benefit of streamilining the process for replacing board
members as 1L avoids the cumbersome process of selecling the initial board

Ll

memhers.

2. The Limited Rights Reserved by the LLC Members Do
Mot Defeat Independence,

Under the proposed LLC Agreement, the LLC members have passive
ownership fighis (o share in the Transco's income. Thosc members have very
limuted rights to participate in certain specific and enumerated decisions made by the
Transeo’s hoard. However, mony Protesters have challenged the limited rights given
to the LLC members and argued that thesc nghts defeat independence. For sxampie,
the Protesters have focused on Paragraph 5.11{b) of the LLC Agrecment, which
gives 4 Super Majority (over 75%) of the members the right fo participate in certain
fundamental carporate decisions including amendments to the LLC Agreemani, the
acquisition of capital slock or equity interests, the dissolution af the LLC, the sale of

all or substantially all of the LLC asscts, and merger or consclidation of the LLC.

The Arkansas PSC challenges Entergy's proposal for the board members to
serve Lhres-year tenms. The Arkansas PSC argues that three-vear lerms are
too short. However, in the PIM, NEPOQL, and Midwest ISOs, the boarnd
metnbers serve 3-year terms. Nonetheless, during negotiations, Enterpy
would be willing ta consider longer terms far board members.
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Also, the Protesters have singled out Paragraph 5. 8(b) of the LLC Agreement, which
givaes the LLC members the right, subject to FERC approval, 1o remove board
members for cause.

The Protesters' challenges io these rights are wathoul merii. These
limited rights cannot defeat the independence of the Trangco. The limited rights do
not invalve the day-to-day operations ar essential funetions of the Transco. They do
nol affeccl the key functions that the Comnuission has found in the RTO NOPR that
the RTO must independently perform. Rather, they pertain to a limited number of
Nindamental corporate transactions regarding the LLC. It would be difficult to
CONVINGCE transmission owners to tm over control of their transmission assets
without permitting them to retaan Lhese nghts. Indeed, in all of the ISQs approved by
the Commission, the transmission owners retained certain rights to participale in
decisions regarding fundamental structural changes. If thase rights do not preclude
an 130 from being independent, then they should not preclude a transco from
achieving independence. Nothing in the RT() NOFR changes this conclusion.

Maoreover, to the extent that there is a rigk that the LLC members
might use these rights to somshow exercise unduc conirol over the day-lo-day
decisions of the Transco, any such risk is all but eliminaied by Lhe requirement that

the exercise of these rights are subject 10 FERC approval. Becausc thesc rights must



be exercised m the open and subjected to FERC scrutiny, the LLC members will not
be able to abuse them to defeat mdependence.

i The Passive Ownership Interest of the Market Partici-
pants Does Not Defeat Independence.

Undcr the Transco Proposal, the LLC members, inchuding the exisling
Entergy Operaling Companies and the other transmission-owning entities, have a
right 1o share in the income produced by the Transco. In this sense, the members
have an "ownership” interest in the Transce. However, it is purely a passive owner-
ship intcrest. Thz members have o control over the Transco, and no right te make
day-to-day operational deeisions or any of the other critical functions that the RTO
NOPR requires the RTO to perform. Rather, all such awthority is placed in the hands
of the independent board,

Many Protesters have challenged the members' ownership interest.
Those Protesiers argue that the members’ ownership af the Transco will give them
elfeclive contrel over s operations and will ¢nablc them to coerce the Transco to
make operating decisions that favor their generaling interests. These argumenis
should be rejected, and the Commission should declare that the LLC members'
passive ownership interest does not defeat independence.

The Cornmission hag made clear that market participants should not

be able to control or influence the decisions of an ISO. Because ownership over an
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entity generally bestows control, it is logical to expect that an owner of an IS0 could
control it For this reasen, the RTO NOPR proposes a safe harbor: any RTO with
market participants having less than a de minimis (1%) ownership of 2 regional
Iransmission organizalion would automatically comply wilh the NOPR's indcpend-
cnce pranciple. See RTO NOPR al 122. The NOPR alse seeks comments on
whether this de minimis ownership standard should be adopted in lieu of other
solutions to polealial discrimination — including a performance based sysiem (hal
realigns ceunomic inlerests to remove the motive for discrimination. See RTQ
NOPR at 220,

While ownership usually denores control, that is not the case for the
passive ownership interest held by the LLC members. Those members do nel make
any of the decisions that affect the opcration of the transmission prid. Rather, the
independent board makes all those decisions. The members do not control the board
in any way. Morcover, they do not have the elfeciive control rights that shareholders
of a corporation have over the corporate board because they are not responsible for
voting for the board or approving the board's action (except for the limited comorate
exceptions discussed above). Thus, because the passive right 1o rcceive a share of

the Transco's income does not give members any conirel vver the Transco, it should
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hot be considered an owmership interest that prevents compliance with the independ-
enec principle. This is consistenl with the RTO NOPR, !

B. THE TRANSCG FROPOSAL COMPLIES WITH PRINCIPLE
NG, 2, THE CONFLICT OF INTEREST PRINCIPLE.

The Petition also provided information sufficient to determing that Lhe
Transco Proposal complied with 18O Principle No. 2. Protesters contendd that certain
features of the Propaosal run aloul of Principle No. 2. In particular, Protesters
contend that the fiduciary duties owed hy the board members to the members of (he
LLE create a corflicl of interest that violales Principle No. 2. Protesters also argue
that the transter of Entorgy's, and other transmission owners', employess to (i
Transco creates an impermissible conflict of interest. As discussed below, these
arguments are without menit.

1. The Fiduciary Dutles Owed by the Board to the Members
Do Not Creute an Impermissibte Conflict of Interest.

't if the RTO NOPR is read as prohibiting market participants from having any:
type of awnership interest - even a passive ownership interest - in the RTO
or its facilities, then the NOPR would essentially be imposing an *ISO or
divest” model on any transmission ewner that had any other market activity.
Thiz would be contrary to longstanding corporate law and Commission orders
that recognize the fact that the link between ownership and cantral can he
severed. Il would also be contrary to the Commission's stated intent in the
RTO NOPR to allow transmission structires to evolve. Indeed, the RTO
NOFPR stules numerous times (hat the Commission is not "mandaring” one
particular corporate form or type of RTO. RTO NOPR at 163, The NOPR
spcaks ofien of "no mandates,” "flexibility,” and "open architecture."
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Many Protesters contend that an LLC 15 an inappropriale simuclure for
an indcpendent transmission organization because, in an LLC, the board members
owt a Nduciary duty 1o maximize the profits of the members of the LL.C. Because
some ar all of those members may be fitegrated atility companies that also own
generation resources, the Protesters arguc that this fiduciary duty would cause the
board to faver the generation interests of ils members over these of other market
parlicipants.

Thiy argumeni misconstrues the nature of the fiduciary duty owed by
a board member. The Transco board would have a fiduciary duty to maximize the
value of the members' intercsts only in lhe transmission resources held or controlled
by the Transco. The board would have no duty to maximize the value of other
interests - such as the generating interests - of the members. The board's duty to act
independently of market participants is [utly consisient with its fiduciary duty to
fmaximize transmission value, which would be accomplished by maximizing
throughput, minimizing congestion, and mainlaining reliability.

Moreover, this argument also ignores the other ISO proposals

approved by the Commission. ISOs also owe a fiduciary duty toward the transmis-
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ston owmners. See Order No. 838 at 31,731.'2 However, that duty has not been found

to be inconsistent with the indcpendence principle. Thus, i the Midwesl 180 order,

the Commission found that the IS0 and the transmission owners were in 2 “custodial

trust relationshp,” which included the "duly to maximize transmission service

revenues.” 84 FRRC at 62,140. This is no different than the fiduciary duty the board

would owe the LLC members. In fact, the PIM IS0 is structured as an LLC under

Delawarc law. See 81 FERC at 62,234 n.1. But the fiduciary duty owed by the PIM

I54 o the ransmission owners was not found to be a violatien ol the independence

principle.

12

Pramating Whofesale Compenition Through Open Access Non-discriminatory
Transmission Services By Public Utilities; Recovery of Stranded Costs by
Public Uiilities and Transmitting Utilittes, Order No, 888, FERC Stats. &
Rops. ¥ 31,036, at 31,730-32 (1996), arder on rek'e, Order No. 888-A, FERC
Stlats. & Regs. 7 31,048, ai 30,278-73 (1997), ordler vn reh'y, Order No. 888-
B, B1 FERC Y 61,248 (1997), order on reh'g, Order No. 888-C, 82 FERC

1 61,046 (1998),

Some parlics question why, if the [duciary dultes are the same as an ISQ,
Entergy expects the Transeo to be more efficient than an ISO. The answear js
that, unlike the ISO beard and unlike the ISO employees, the I 'ransco board
and employees will have a financial incentive 1o maximize the value and use
ol the ITansco and facililies it owns or controls. That financial intcrest will
give the Transeo the incentive to act efliciently and creatively. The regional
planming summit and process -- which will considzr all legitimate solutions to
¢nhancing the regional market -- is a key component toward meeting this
goal. Thus, the Transco will not have any incentive (or ability) to favor any
markel participant.
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2. The Transfer of Member Employees Does Not Create an
Impermissible Conflict of Interest.

Many Prolesters also challenge the proposal to transfer the employecs
of Enlergy and the other transmission owners 1o the Transco, Those partics contend
that the cmployees would not be able to sever all their personal ties and allegiances
1o the utility's merchant employees and, therefore, might violate their duties and
provide preferential trealment or information to the merchant cplovecs.

These arguments should be rejected. The Commission has never
recognized a prohibition against lormer employees of transmission providers
working for an [50, and none should be recogmzed here. To the contrary, IS0
Principle No. 2 expressly contemplates that ISOs will hire formoer employees of the
transmission owners, See Order No. 888 at 31,731, Moreover, the Conunission has
recogmyzed that it is nften important for [ISOs to hire former employees ol & transmis-
sion owner. See Midwest Independent Transmission System Operetor, 85 FERC
161,250, at 62,036 {1998). Many of the current 150s are stalfed by former conploy-
ees of a transmission owner. Indeed, the RTO NOPR expressly recognized that the
independence principle "does not preclude past financial ties with market partici-
pants," RTO NOPR at 120, and that RTOs can have the flexibility 1o "canvert some

employees .. into RTO employees,” RTQ MOFPR at 142.
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The Comurnission's erders have indicated that any potential conflicts
of interest between the employces and their former employer can be resolved
through a strict codc of conduct'® and a severing of all financial ties with their former
uwner. FHere, the Transco Proposal fally complies with those directives. The
proposal requires the employvees to comply with a sirict code of conduct, modeted
after the code of conduct approved by the Commission in the Midwest ISO. The
Proposal also requircs the employees (o scver all financial ties with their former
employer. Those employees will be completely indifferent to the financial success
of their former employer. Their only concemn will be the financial success of their
new emplover, the Transco.

CONCLUSION

The Petition presents the Commission with an RTO that will liave
complete independence and operational conirol over the transmission facilities
transferred 10 it. The Transeo's board and employees will have no tinancial incen-

tives loward any entity other than the Transco. The Transco will be able to unilater-

4 Entergy recogmizes that the RTO NOPR appears to suggest that even sirict
¢codes of conduct may not be sufficient in all circumstances to ensure inde-
pendenece. Entergy's Proposal goes well beyond just sirict codes of condugt,
Under its proposal, it is a strict code of conduct, the severing of financial
interesls, the incentive to maximize the use of the Transco's asscis, plus
completz operational control of the grid that ensures the independence of the
Transco from markel participants.
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ally file changes to its FERC-approved tanff. In light of this and all the other steps

Lo chsure operational and financial mdependence outlined in its Petition, Entergy

respectfully requests an order declaring that the Transco Proposal complies with ISO

Principle Nas, | and 2, the independence and conflict of interest principles. Entergy

also respectfully requests that the Commission issue the requested declaralory order

by the end of July.

Duled: May 20, 1995
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