
UNITED STATES OF AMERICA 
BEFORE THE 

FEDERAL ENERGY REGULATORY COMMISSION 
______________________________________________________________________________ 

Demand Response Compensation in  ) Docket No. RM10-17-000 
Organized Wholesale Markets ) 
______________________________________________________________________________ 

Request for Rehearing of the 
Organization of MISO States 

 
Pursuant to Rule 713 of the Federal Energy Regulatory Commission’s (“Commission”) 

Rules of Practice and Procedure, 18 C.F.R. §385.713, the Organization of MISO States (“OMS”) 

submits this Request for Rehearing regarding the Commission’s Final Rule issued in this 

proceeding on March 15, 2011 (“Order 745”).1

 

  OMS respectfully requests that the Commission 

grant rehearing of Order 745. 

I. Background 

On March 18, 2010, the Commission issued a Notice of Proposed Rulemaking in 

Docket No. RM10-17 proposing a rule that would require RTOs operating organized electric 

markets to pay demand response resources the full LMP for retail load reductions.  On May 13, 

2010, OMS submitted comments to the Commission averring:   (A) that the correct 

compensation for retail load reductions in wholesale markets is LMP - Retail Rate, (B) that 

payment of the full LMP as proposed by the Commission in the NOPR would result in a 

“distortionary subsidy” to Aggregators of Retail Customers (“ARCs”) and participating retail 

customers, (C) that compensation paid to demand response resources must be considered in 

conjunction with the recovery of the cost of these payments by RTOs, and (D) that adoption of 

                                                 
1 134 FERC ¶ 61,187. 
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the Proposed Rule would encourage state commissions to opt out of RTO demand response 

programs, as allowed by the Commission in Order 719-A. 

On August 2, 2010, the Commission issued a Supplemental Notice of Proposed 

Rulemaking and Notice of Technical Conference seeking comments on (a) whether the 

Commission should adopt a “net benefits test” for determining the conditions under which 

demand response providers should be compensated, (b) if so, how should such a test be 

structured, and (c) how should the costs of demand response be allocated to market participants.  

The Commission conducted a technical conference on these issues on September 13, 2010. 

On March 15, 2011, the Commission issued Order 745 establishing standards for the 

compensation of demand response resources in organized wholesale markets.  The Commission 

decided that those demand response resources should be compensated at the full LMP during 

periods when a “net benefits test” is satisfied, determined that the costs of demand response 

should be allocated to all entities that purchase energy in the “relevant energy market,” and 

established several compliance requirements for RTOs which operate organized wholesale 

markets. 

 

II. Statement of Issues and Specification of Errors 

OMS submits the following specification of errors: 

A. The Commission erred when it determined that the compensation for load reductions 

should be the full LMP and that payments should only be made when such load 

reductions pass a net benefits test. 
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B. The Commission erred when it determined that the costs associated with demand 

response compensation should be allocated to all entities from the relevant market area(s) 

where the demand response reduces the market price for energy. 

 

III. Request for Rehearing 

A.  The Commission erred when it determined that the compensation for load 
reductions should be the full LMP and that payments should only be made 
when such load reductions pass a net benefits test. 

 
OMS has also been involved in several efforts during the past several years by the 

Midwest ISO and the other Midwest ISO stakeholders to improve the efficiency of the energy 

and ancillary services market by improving price signals.  These efforts have included the 

incorporation of various types of demand response measures and price sensitive loads into the 

market, the refinement of the LMP algorithm to include certain costs in the LMP that are 

currently recovered through uplifts (sometimes referred to as “extended LMP”), and the 

development of procedures and compensation mechanisms to accommodate the participation of 

ARCs in the market. 

The Midwest ISO, OMS and the other Midwest ISO stakeholders have devoted 

significant resources to the development of the Midwest ISO’s proposal to incorporate ARCs 

into the Midwest ISO market.  The OMS State Commissions have a particular interest in this 

issue given our regulatory oversight of retail electric service.  OMS developed significant 

understanding of the issues associated with ARC participation in the Midwest ISO market 

because the State Commissions’ institutional, ratemaking, legal and economic expertise bridges 

the wholesale market and the provision of retail service. 
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The Midwest ISO proposal filed on October 2, 2009, in Docket No. ER09-1049-002 was 

supported by OMS and many other stakeholders, including LSEs.  The proposal had two main 

components.  First, compensation for load reductions would be equal to the LMP - Retail Rate.  

Secondly, the cost of the payments made to ARCs and participating retail customers would be 

directly assigned to the LSE which provides retail service to the customer.  This general 

framework was also supported by many commenters in this rulemaking proceeding.  

The Commission has now determined that it is appropriate to pay ARCs the full LMP for 

load reductions and to utilize a net benefits test in order to determine the conditions under which 

such payments should be made.  This determination is not just and reasonable because it will 

result in excessive compensation for certain demand response resources.  In addition, the net 

benefits test relies on a static price threshold which will result in inefficient deployment of 

demand response resources.  That is, the net benefits test will preclude the deployment of 

demand response resources at certain times when it would otherwise be efficient to do so.  In 

short, the Commission has proposed to cure one inefficient price signal, a difference between 

wholesale prices and retail prices, with another inefficient price signal, payment of the full LMP 

for load reductions combined with a static and inefficient net benefits test. 

As stated above, the State Commission members of OMS have considerable expertise in 

the legal and practical issues associated with retail ratemaking, such as metering and billing.  

OMS believes that the Midwest ISO relied on this expertise when it developed its proposal for 

incorporating ARCs in the Midwest ISO markets.   During the stakeholder process that was used 

to develop this proposal, OMS and many other stakeholders were concerned that the payment of 

the full LMP for load reductions without subtracting the retail rate could leave LSE’s and non-

participating customers bearing the costs of load reductions.  State Commission members of 
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OMS were concerned that such an outcome could only be prevented through complex and costly 

changes to billing and metering systems that would result in charging the retail rate to 

participating customers for load reductions.  The Midwest ISO proposal discussed above 

eliminated this concern by subtracting the retail rate from the LMP as part of the compensation 

formula.  

The OMS mentioned its concern about the expense and complexity of correcting the 

payment of a full LMP in its comments in this proceeding.  It is often gratifying when an 

intervenor discovers that the Commission has relied upon an argument advanced by that 

intervenor as support for the Commission’s determination.  However, it was surprising for OMS 

to discover that the argument OMS had advanced in its comments was used instead to support a 

Commission determination opposite to the policy advice that had been proffered by OMS.  

In Order 745 at P.107, the Commission quoted the OMS comments to support the 

Commission’s determination that retail regulatory authorities could make adjustments to retail 

rates in order to correct infirmities that would result from the payment of the full LMP: 

For example, the OMS asserts,  
If the Commission were to adopt the proposed rule, state 
commissions and LSEs could correct this distorted price 
signal by revising retail tariffs for customers that do business 
with ARCs in order to charge the retail rate to participating 
customers for energy which was not consumed or metered as 
a result of load reductions. 

 
However, the position supported by the OMS comments was exactly the opposite.  This 

is easily seen by a reading of the full paragraph from the OMS submittal. 

If the Commission were to adopt the proposed rule, state 
commissions and LSEs could correct this distorted price signal by 
revising retail tariffs for customers that do business with ARCs in 
order to charge the retail rate to participating customers for energy 
which was not consumed or metered as a result of load reductions.   
However, these tariff revisions could be complex, time 
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consuming and could possibly involve legal issues – namely, 
billing retail customers for energy which they have not 
consumed and which was not metered. LSEs would be forced 
to develop and implement billing mechanisms for participating 
retail customers in order to accommodate billing information 
from outside of their normal metering and data acquisition 
systems from the RTO’s Measurement and Verification 
system. Ironically, state commissions would be faced with the 
task of revising retail rate structures in order to correct a price 
distortion created by a wholesale market pricing mechanism 
which was intended to improve price signals.  (Emphasis 
Added) 

 
The most significant advantage of the proposed Midwest ISO compensation formula 

(LMP – Retail Rate) is that it automatically sends a price signal to ARCs and retail customers 

that the RTO will provide compensation for load reductions whenever the LMP exceeds the 

retail rate.  The net benefit test approved by the Commission will be static over the course of at 

least one month will be based on stagnant load and cost data.  It will preclude the payment of 

compensation during periods when load reductions may otherwise be cost effective for 

individual customers.  For this reason, the imposition of the net benefits test is not reasonable. 

OMS urges the Commission to grant rehearing on this issue and to determine that the 

correct compensation for load reductions is the LMP – Retail Rate and to eliminate the 

requirement that RTOs use a net benefit test to determine when demand response is cost 

effective. 

 

B. The Commission erred when it determined that the costs associated with 
demand response compensation should be allocated to all entities from the 
relevant market area(s) where the demand response reduces the market 
price for energy. 

Opportunities for demand response in wholesale markets arise when differences exist 

between wholesale market prices and retail rates.   These differences result in inefficient 



- 7 - 
 

consumption decisions by retail customers.  One solution to this inefficiency is to narrow or 

eliminate these price differentials through improvements to retail rate structures.  Such rate 

structures provide for more variability in retail rates, especially during periods when wholesale 

market prices are relatively high and the differential between standard retail rates and wholesale 

market prices is relatively greater.  Many State Commissions and LSEs, including members of 

OMS and LSEs in the Midwest ISO region, have or are considering significant investments in 

Smart Metering technologies and infrastructure with the goal of improving retail rate structures 

which would eliminate or narrow such differences. 

OMS has taken the position that the costs of payments that are made to ARCs for 

wholesale demand response should be recovered from the LSE that provides retail service to the 

customer that provides such load reductions.  These load reduction opportunities only arise due 

to differences between individual LSEs’ retail rates and wholesale market prices.  Therefore, 

from an equity standpoint, OMS believes that these same LSE’s should be assessed the costs of 

demand response.  In addition, OMS believes that direct assignment of these costs would create 

an incentive for LSE’s to more closely align their retail rates with wholesale market costs. 

In Order 745 the Commission has determined that “the costs associated with demand 

response compensation should be [recovered] proportionally [from] all entities that purchase 

form the relevant energy market in the area(s)” in which the market price for energy is reduced 

as a result of the demand response.2

                                                 
2 Order 745, P. 100. 

  However, it is not clear from the rule how these “relevant 

market area(s)” will be determined.  By their very nature RTO energy markets are dynamic and 

the algorithms used to compute LMPs are complex.  It may be impossible to conduct an after-

the-fact analysis to determine the effect of a load reduction on hundreds or thousands of pricing 
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nodes in order to make a determination as to where and when nodal LMPs were affected by a 

load reduction. 

The Commission’s determination to allocate the costs of load reductions across an 

indefinite region is not just and reasonable because the approved cost allocation provides no 

incentive for LSE’s to improve their rate structures and it is not clear how the regions to which 

the costs will be allocated will be determined.  

OMS urges the Commission to grant rehearing on this issue. 

 

IV.  Conclusion 

OMS and other stakeholders worked cooperatively with the Midwest ISO through the 

stakeholder process to develop the proposal to incorporate ARCs in the Midwest ISO markets 

which was proposed by the Midwest ISO in Docket No. ER09-1049-002.  In its Comments filed 

in that proceeding on November 5, 2009, OMS supported the Midwest ISO’s proposed 

compensation formula [LMP – Retail Rate] and its proposal to collect the cost of load reductions 

from the LSEs where those load reductions occurred.  In that proceeding and in the current 

rulemaking, OMS cautioned the Commission that the participation of ARCs in wholesale 

markets should not establish inefficient price signals which distort behavior and result in a cost 

burden on other customers.  The Commission has done exactly that in Order 745.   

In its comments in this rulemaking, OMS cautioned the Commission that the adoption of 

the Proposed Rule would encourage state commissions to opt out of RTO demand response 

programs.  The Commission has stated numerous times its objective to eliminate barriers to 

demand response.  OMS is concerned that the cumbersome and inefficient arrangement approved 

by the Commission in Order 745 will not advance that objective. 
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In general, all of the State Commission members of OMS have taken a “wait and see” 

attitude toward ARCs.  As the Commission is aware, several of the State Commission members 

have taken actions to restrict the participation of ARCs in their states pending a Commission 

decision on the Midwest ISO proposal and this rulemaking.  Instead of alleviating concerns, 

Order 745 has created additional concerns on the part of state commissions. 

For the reasons discussed above, OMS respectfully requests that the Commission grant 

rehearing of Order 745.3

Respectfully submitted,  

 

William H. Smith, Jr. 
William H. Smith, Jr. 
Executive Director 
Organization of MISO States 
100 Court Avenue, Suite 315 
Des Moines, Iowa  50309 
Tel: 515-243-0742 

 
Dated April 14, 2011 

                                                 
3 The Kentucky Public Service Commission abstained from voting on this pleading. 


