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[ ntroduction and Summary

On Augug 23, 2000, the Commisson issued an order in Docket Nos. EL00-95-000 and
EL00-98-000, initiating hearing proceedings under section 206 of the Federd Power Act (FPA) to
address matters affecting bulk power markets and wholesdle energy pricesin Cdiformia * The
Commission hdd the hearing in abeyance, however, pending the results of a separate Saff fact-finding
investigetion, ordered by the Commission on July 26, 2000, of the conditionsin dectric bulk power
merkets (induding volatile price fluctuations) in various regions of the country. 2 The Commission hes
now had the opportunity to andyze the Saff invedtigation report (Staff Report) asit pertainsto
Cdiforniaand the Western region, and has placed thet report in the record of this proceeding. Based
on that report, aswell as other submissionsin these dockets  and the Commission's expariencein
deding with evalving Cdifornia market issuesin over 85 Commisson orders Sncethetime the
restructured Cdiforniamarkets began operation in 1998, and based on the seriousness of market
dysfunctions and recent pricing dbnormdlitiesin Cdifornia, in this order the Commission is proposing
spedific remedies to address dysfunctionsin Cdifornids wholesale bulk power markets and to ensure
just and reesonable wholesale power rates by public utility sdlersin Cdifornia

The Commisson findsin this order thet the dectric market sructure and market rules for
wholesde sales of dectric energy in Cdiforniaare serioudy flawed and thet these Structures and rules,
in conjunction with an imbaance of supply and demand in Cdlifornia, have causad, and continue to have
the potentid to cause, unjust and unreasonable rates for short-term energy ( Day-Aheed, Day-of,
Andllary Services and red-time energy sdles) under cartain condiitions: While this record does not
support findings of spedific exerdses of market power, and while we are not adle to reach ddfinite
condusions about the actions of individud sHlers thereis dear evidence that the Cdliforniamerket
gructure and rules provide the opportunity for sdlersto exercise market power when supply istight
and can result in unjust and unreasonable rates under the FPA. Under such condiitions, the Commission
is obligated under FPA saction 206 to teke action to establish market rules, regulations and practices
that will ensurejust and ressoneble ratesin the future. 4 Accordingly, we herein propose fundamental

1San Diego Gas & Electric Company, et d., 92 FERC 61,172 (2000), renig pending (August
23 Order).

2See Order Diredting Staff Investigation, 92 FERC 161,160 (2000) (July 26, 2000 Order).

31n addition to the Staff Report to the Federad Energy Regulatory Commission on Western
Markets and the Causes of the Summer 2000 Price Abnormdlities - - Part 1, November 1, 2000 (Staff
Report), the Commission has placed in the record the transcript of the Commission's September 12,
2000 public medting in San Diego, Cdifornia, written submissonsin response to thet public conference,
and dl reports prepared by the 1SO and PX and their market surveillance committees.

4Under section 206(a) of the FPA, if the Commission finds, after hearing, thet any rate, charge,
(continued...)
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modifications to the wholesdle market sructure and rules currently in place in Cdifornia; we dso
propose price mitigation meesures to ensure that wholesde rates remain just and reasoneble during the
period it will take to effectuate the market sructure and market rule changesbeing proposad. Rates
charged by public utilitiesfor sdesinto the 1SO's markets and into the PX's day-ahead and hour-aheed
marketswillsremain subject to the refund conditions st forth in the August 23 order, as discussed more
fully beow.

In developing the proposed remediesin this order, the Commisson's god has been to baance,
on the one hand, holding overdl ratesto leves that gpproximate competitive market levesfor the
benefit of consumers, with, on the other hand, inducing sufficient investment in capacity to ensure
adequate sarvice for the benefit of consumers We bdieve that awdl functioning competitive wholesde
power market in Cdifornia, which indudes awel functioning regiond tranamisson grid, isa
fundamentd part of the solution to the supply problems and price valdtility in Cdifornia Theinterdae,
wholesde nature of dectric marketsin Cdiforniaand adjoining sates makesit incumbent thet we teke
whatever geps we can to make marketsin the region work for the ultimate benefit of consumers—
assuring ardiable supply of energy a the lowest ressoncble rate.

The Commission has dso had to grgpple with anumber of issues that involve the line between
Sate-Federd jurigdiction. There are two agpectsto this Frst, many, but not dl, of the defectsin the
Cdiforniamerkets are within this Commisson's juridiction. However, certain matters sgnificantly
affecting the operation of the wholesde aswdl astheretal marketsin Cdiforniaare withinthe
juridiction of the State of Cdifornia We therefore indude in this order a discusson of matersthat
need to be corrected by State regulatorsif there are to be competitive, wdl functioning marketsin
Cdifornia, and if Cdifornia consumers are to be protected in the future. We urge the State to continue
working to address these matters within its jurisdiction as expeditioudy as possble. Second, during the
past verd years this Commission has struggled to accommodate, and where possble defer to, the
Saeésinitid dedsons on resructuring, induding its decisons directly impacting metters within our
exdudve|jurisdiction under the FPA. However, we have reeched a point where we must meke some
difficult choices with respect to matters within our exdusive juridiction, and we condude thet cartain
defectsin wholesde markets must be remedied even if our decisons preampt certain decisons

4(...continued)
or dassfication for jurisdictiond sarvices, or any rule, regulation, practice, or contract affecting such
rate, charge or dassfication "is unjugt, unreasonable, unduly discriminatory or preferentid, the
Commisson shdl delermine the just and ressonable rate, charge, dassification, rule, regulation,
practice, or contract to be thereafter observed and in force, and shdl fix the same by order.”

® Because the market structure and market design remedies ordered herein may take up to 24
months to effectuate, and the refund period permitted by FPA section 206 islimited to 15 months, the
Commisson proposes to condition its market rete authorizations for public utility sdlersto the 1SO and
PX on continuing the refund obligation through December 31, 2002.
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previoudy mede by the Sate initsinitid restructuring legidaion and orders Unlesswe takethese
geps, we bieve we will be abdicating our respongibility under the Federd Power Act to ensure just
and reasonable rates and sarvice by public utility sdllers of wholesde energy in Cdifornia

Theimmediate remedies proposed in this order indude:

. the dimination of the requirement that the three investor-owned utilities (I0US) - Padific Gas
and Electric Company (PG&E), Southern Cdlifornia Edison Company (SoCd Edison), and
San Diego Gas & Hlectric Company (SDG&E) -- mug sl into and buy from the PX;;

. the addition of a pendty charge for deviaionsin scheduling in excess of five percant of an
entity’s hourly load reguirements and the disbursement of pendty revenuesto theloads that
scheduled accuratdly;;

. the establishment of independent, non-stakeholder Governing Boards for the PX and the I SO;
ad
. the establishment of generation interconnection procedures.

We dso identify anumber of ructurd reformsthet must be addressed, induding:

the submisson of a congestion management redesign proposd;
possible changes to the auction mechaniams

improved market monitoring and market mitigetion Srategies

demand response programs by the 1SO and Scheduling Coordinators,
diminaion of the requirement for balanced schedules and

new gpproach to reserve requirements.

To ensurefair prices while these market reforms are being put in place, the order proposes
additiond temporary messures to mitigate prices, induding modification of the Sngle price auction o
thet bids above $150/MWh cannot st the market dearing price thet ispeid to al bidders; imposition of
comprehengive reporting and monitoring reguirements for sdlers bidding above $150/MWh; and
retention of arefund remedy for saes from October 2000 through December 2002.

The order ds0 recognizes thet, to resolve the problems facing Cdifornia consumers, the Public
Utilities Commission of the State of Cdlifornia (Cdifornia Commisson) and others must addressthe
following isues

. Odaysin dting additions of generation and tranamisson cgpaaty;

. implementation of additiond demand response programs & the retall levd; and

. dimination of impediments on Load Sarving Entities pursuing power supplies on aforward
bass.
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The Commisson has concluded thet the heering we ordered on August 23 does not need to be
atrid-type hearing. Rether, theissuesraised in this proceeding can be resolved based on written
comments and evidence and ord presentation directly to the Commisson. The Commisson will permit
al interested persons that have not dreedy intervened in these dockets to intervene, and dlow dll
interested personstto file comments on the proposad remedies and any additiond informetion or
evidence, by November 22, 2000. We dso will hold a public conference on November 9, 2000,
which will provide interested persons the opportunity to discuss the proposed remedies before the
Commisson.

Background

A. Cdifornia Restructuring

Efforts to restructure the Cdifornia dectric industry began in 1994 in reponse to high dectricity
prices. © Extensive hearings and negatiationsin procesdings before the California Commission resuited
in afina restructuring order issued in December 1995 7 and led to the unanimous enectment of
Asembly Bill 1890 by the Cdlifornialegidaturein September 1996.8 The man points of AB 1890
induded (1) creetion of an 1SO and PX by January 1998 and Smultaneous initiation of direct access;
(2) credtion of the Cdifornia Electricity Overdgght Board (Oversght Board) with members gppointed
by the Governor and legidature: ® (3) acomptitive transtion charge (CTC) for the recovery of the
IOUs dranded cogts, and (4) a 10 percent rate reduction for resdential and smdl cusomers, and a
rate freezefor dl retal cusomers

PG&E, SoCd Edison, and SDG& E submitted filings to this Commisson in April 1996 seeking
goprova for those agpects of the restructuring subject to FERC's jurisdiction, namely, the conveyance

5Asof January 1995, retall ratesin Cdiforniawere 10 to 11 cents per kilowatt-hour,
goproaching twice the nationd average, and riang. See Cdifornia Rides the Tiger, Public Utilities
Fortnightly, January 1, 1995, p. 20.

"See Cdifornia Commission Decision D.95-12-063 (Dec. 20, 1995), modified by D.96-01-
009 (Jan. 10, 1996) and D.96-03-022, 166 P.U.R. 4th 1 (Cdifornia Commission Restructuring
Decison).

8AB 1890, signed by Governor Wilson on September 23, 1996, Cdifornia Statutes 1996,
Chapter 854 (Regtructuring Legidation or AB 1890).

9As discussed |ater in this order, the Commission rgected dements of the proposal dedling with
the Oversght Board, and the Board subsequently filed a petition for declaratory order requesting thet
the Commisson dedare that abill pending in the Cdifornia Senate (SB 96), modifying the Board's
duties under the Restructuring Legidation, if enacted, would resolve the Commisson's concerns about
the Board' srole.
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of operationd control of transmission fadilitiesto the IS0, 1° the authority to sl energy a market-
basad rates through the PX, and approvd of the overdl framework for establishment of the 1SO and
PX, and for the juridictiond it between the tranamission and locd digribution fadilities of the utilities
Inasiesof ordersissued that Fl, the Commission largdly acoepted thefilings, and provided a
preiminary assessment of the adequiecy of the utilities market power andyses 1

In March 1997, the ISO and PX submitted filings condtituting Phase |1 of the restructuring
proposd, congding of organizationa and governance documents and an Operating Agreement and
Taiff for each, aTrangmisson Control Agreement, and other materials and explanations required by
the Commissionin earlier orders. In responseto aduly 30, 1997 order by the Commisson directing
the ISO and PX to file retated Tariffs, Agreements and Appendices, they submitted on Augugt 15,
1997 filings with numerous additiond meterids  The Commisson addressad thesefilingsin an order
dated October 30, 1997, conditionally authorizing limited operation of the 1SO and PX. 12 Sincethe
1SO and PX have commenced commercid operations, the Commission has devoted significant
resources to many proceedings involving the ISO and PX, induding 30 separate amendments to the
ISO'staiffsto address, in large measure, the difficulties faced by the ISO inimplementing the
requirementsimposed by AB 1890 and the Cdlifornia Commission. 13

19The Commission established the principles for 1SOsin Order No. 888, and three other 1SOs
aein operation today: PIM Interconnection, New York 1SO, and ISO New England.

In December of 1999, the Commission issued its Order on Regiond Transmisson
Organizations, Order No. 2000. Regiond Trangmisson Organizations (RTOs) can beformed as1S0s
or may take ancther organization form, such asatransco. The Commisson's RTO reguirements build
upon the SO principles of Order No. 888 and reflect, in large measure, the Commission's experience
with the pionearing efforts of 1S0s such asthe Cdifornial SO. The Cdifornial SO and its public utility
members are required to make afiling in compliance with Order No. 2000 on January 17, 2001.

11See Padific Gas and Electric Co., et d., 77 FERC 161,077 (1996) (PG&E 1); Padific Gas
and Electric Co,, e d., 77 FERC 1 61,204 (1996) (PG&E 11); Pedific Gas and Electric Co., ¢ dl., 77
FERC 161,265 (1996) (PG&E111). Oneareaof particular concern for the Commisson wasthe
soope of the Oversght Board'sfunctions. Spedificaly, the Commission noted thet it could not " acoept
apermanent role for the Oversght Board in the governance or operation of the IO, or gppellae
review of 1SO Board decisons, because these maters are within our exdusive juridiction.” See
PG&E 1l a 61,818.

12Pedific Gas and Eledtric Co. e d., 81 FERC 161,122 (1997) (October 30, 1997 Order).

13Among the four jurisdictiondl 1S0sthat arein operation, the Commission has devoted, by far,
the mogt resources to the Cdlifornial SO, and mogt of the atention required by the Cdifornial SO
reflected the difficulties in implementing the requirements of AB 1890 and the impact of those
(continued...)
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Shortly after the ISO and PX commenced operations on March 31,1998, the | SO witnessed
dramatic Spikesin the price for certain andllary sarvices, and did not receive sufficient bids for others
events that were inconsistent with the operation of effident markets 14 After andlyzing reports
prepared by market monitoring committees and comments from numerous parties, the Commisson,
among other things, directed the 10 to file a comprehengve proposa to redesign its Andllary Services
markets. 1 This redesign has been implemented over aperiod of 24 months, and certain dements
have yet to be proposed to the Commission for gpproval. 1

The 13S0 sought price caps as asolution for the volatility and thinnessin its Anallary Services
markets. Inthe July 17, 1998 Order, we authorized the |SO to regject bids in excess of whatever price
levelsit bdieved were gppropriate for the andllary servicesit procures. On rehearing, we explained
thet, as the procurer of ancllary sarvices, the |SO hed the discretion to rgject excessive bids. Wedso
dated thet a purchase price cgp isnot an ided gpproach to operaing amearket and that we did not
expect the cap to remain in place on alongterm basis. 17 In order to make the Imbaance Energy
market Imilarly Stuated to the Andllary Services markets we later authorized the 1SO to adopt a
purchase price cgp for its Imbaance Energy market at whetever leve it deemed necessary and
gopropriate. 18

In our order goproving the ISO's Andllary Services market redesign proposd, we dlowed the
1SO to retain its authority to gpecify purchase price cgpsfor Andllary Services and Imbdance Energy
until November 15, 1999. 1° The SO had proposed to raise and eventualy diminate existing price
cgps on Andllary Sarvices and Imbdance Energy upon the implementation of severd redesign

13(_..continued)
requirements on transmisson grid operations and market performance.

14560 AES Redondo Beach, L.L.C., et d., 84 FERC 161,046 (1998), order on reh'g, 85
FERC /61,123 (1998) (October 28 1998 Order), order on further ren'g, 87 FERC ] 61,208 (1999)
(May 26, 1999 Order), order on further reh'g, 88 FERC 61,096 (1999), order on further rehig, 90
FERC 161,148 (2000). See dso Cdifornia Independent System Operator Corporaion, 84 FERC
161,309 (1998).

150ctober 28, 1998 Order, 85 FERC at 61,462.

165ee May 26, 1999 Order, 87 FERC a 61,801-02 (explaining that the 1SO developed a
phasad gpproach to the redesign).

1785 FERC a 61,463.
18Cdifornia Independent System Operator Corporation, 86 FERC 161,059 (1999).

1987 FERC at 61,817-109.
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dements but in theinterim, it planned to maintain the current $250 price cgps. ThelSO had dso
proposed asafety net in which it would continue to monitor the markets, and if it identified market
falures or supply insuffidendes it would lower price capsin the affected markets We directed the
ISO to diminate the price cgps by November 15, 1999, with the cavest that the 1SO could filefor an
extenson of its price cgp authority if its experience with the market reforms over the summer indicated
serious market design flavs il existed.

On September 17, 1999, the 1 SO filed proposed tariff revisonsto extend for one year, until
November 15, 2000, its authority to cap Andllary Services and Imbaance Energy prices. By direction
of the1SO's Governing Board, the price caps were raised from $250 to $750, effective September 30,
1999. The proposa gave the 10 the discretion to lower the price caps to $500 effective June 1,
2000, if the ISO Governing Board determined that any of three gpecific conditionswere met. The
proposal dso gave the IO discretion to lower the price caps by an ungpecified amount in the event
thet it determined that the markets were not workably competitive. The Commission accepted the

proposed tariff provisons, 2°

B. Events of Summer 2000

Wholesde dectridaty pricesin Cdiforniajumped dramaticaly higher this summer with
particularly high pesaks during the periods May 21-24, June 12-16, and June 26-30. The price Joikes
afected Al markets run by the PX and the 1SO. The monthly average uncondrained market-dearing
price (UMCP) for May in the PX's day-ahead market represented a 100 percent increase over May
1999. %! The PX's congtrained day-ahead price (NP15) pesked a $1,099/MWh on June 28, 2000.
22 Pricesin the 1SO's red-time market neared or reached its $750 cap twicein May and on 8
occasonsin June. The 1SO lowered the price cap from $750 to $500 on July 1, 2000. Subsequently,
on August 7, 2000, the | SO further reduced the purchase price cap to $250 per MWh.

High temperatures and generation outages led the | SO to dedlare system emergencies 39 times
between May and August. PG& E hed to effect ralling black-outs in San Francisco area.on June 14.
Notably high prices were a0 experienced & trading hubs throughout the Western Interconnection.
During this summer period, codts of dectricity inputs began to increase, particularly gas cods a the
Cdifornia border which rose from $2/MMBtu in the soring to about $6/MMBtu thissummer. At the

20Cdifornia lndependent System Operator Corporation, 89 FERC 161,169 (1999), reh'g
pending.

?1Price Movementsin Cdifornia Electricity Markets Andysis of May - July 2000 Price
Activity, PX Compliance Unit, September 29, 2000 a 10.

22Report of Cdifornia Energy Market Issues and Performance: May - June 2000, 1SO
Department of Market Andyss August 10, 2000 & 13.
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sametime, existing gesfired units 2> were operated a unprecedented levels, driving up the price of
NOx emission allowances from around $6/1b to over $401b a the end of August. 2

Because the ratall rate freeze imposed in SDG& E's sarvice area by AB 1890 ended in 1999,
the very high wholesde prices were passed through directly to the utility's retail customers resulting in
monthly bills thet were up to 200 to 300 percent higher then the prior year. PG& E and SoCd Edison,
dill subject to retall rate freezes, report thet their cost for wholesdle power has exceeded the amount
recovered in retal rates by hillions of dllars 2

These events have created an environment of digressin the Staie. Probes have been initiated
by the Cdifornia Commisson, the Oversght Board, and Cdifornids Attorney Generd, in addition to
the investigation by this Commisson discussed bdow. In Augug, the Cdifornia Commission put in
place atemporary retal rate cgp for certain amal cusomers of SDG& E, limiting the amount thet they
must pay per month. Subsequently, the Cdlifornialegidature enacted AB 265, aretroactive retal cgp
which expands on the Cdifornia Commisson's action. The legidation limits Sen Diego resdentid
cusomers ratesto 6.5 cents per kWh, and requires the Cdifornia Commission to investigate the
purchasng prectices of SDG& E. Both retall rate cgps defer payment of the total amount due to the
utility, requiring cusomersto pay the belance of cogts paid into the wholesdle market with interest in the
year 2003.

Cdifornids Governor dso 9gned SB 970 into law in early September, which will sreamline
regulatory gpprova for new power plants 2° A number of ather hills encouraging energy efficiency,
distributed generation technologies and approva of new generation were also enacted. 2/

ThelSO and PX and the ISO's Market Survelllance Committee (MSC) andyzed the pricing
anomdlies experienced during the summer and cameto Smilar condusons A prdiminary report
prepared by the PX dated September 29, 2000, found thet price spikes were caused by flawved market
dructures and an insufficient supply of power, rather than gaming by market participants: Although

Z3Naturd gas comprises about 55 percent of Cdifornids fud mix.
243t5ff Report at 3-21.

>The two utilities have reported about $4.6 hillion in unrecovered wholesdle costs of which
about $2 hillion reflects sdes of dectricity sold from generation which they ill own.

260N September 7, 2000, the Cdifornia Assembly passed SB 970, to address the immediate
need for cartain additiond generating cgpacity inthe State. SB 970 credted an interagency task force
gopointed by the Governor from various Cdiforniaregulatory agendes, rdaed federd agendies and
local governments.

27See Electric Utility Week, Oct. 9, 2000, pp. 5-6.
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mearket conditions created the potentid for abuses of market power, the PX Report indicated thet no
one group of participants was setting prices. The1SO, amilarly, reported that during certain operaing
conditions, suppliers can have sgnificant market power, dthough the underlying causes of high prices
were gructura and operdtiond in nature.

C. Commisson Adionsin Response

On duly 26, 2000, the Commission issued an order directing a gaff fact-finding invedtigation of
the conditionsin dectric bulk power markets (induding volatile price fluctuations) in various regions of
the country. 22 The order asked staff to determine any technical or operationd factors, regulatory
prohibitions or rules (Federd or State), market or behaviord rules, or other factors effecting the
competitive pricing of dectric energy or the rdiability of sarvice, and to report itsfindingsto the
Commisson by November 1, 2000. Later, daff was asked to expedite the investigation asit related to
Cdiforniaand marketsin the Western Interconnection.

On duly 28, 2000, the Commission issued an order in Docket No. EL00-91-000 in response
to acomplant filed by Morgan Stanley Capitd Group Inc. againgt the SO, asking the Commisson to
invaidate the 1ISO's decison to lower the maximum price it was willing to pay to sdlers of imbaance
energy and anallary sarvices. At thetime the Morgan Stanley request wasfiled, the 1ISO Governing
Board hed voted to lower the |SO's maximum purchase price for these sarvices from $750 to $500.
Morgan Stanley wanted the Commisson to reindate the $750 purchase price cgp and prevent the ISO
Board from further reducing the cgp. The Commission denied Morgan Stanley's request, finding thet
the |SO's maximum purchase price authority remained acceptable because the 1SO did not have the
authority to require sdlersto bid into its markets, and thus, could not dictate sllers prices 2°

On Augudt 2, 2000, SDG&E filed acomplaint in Docket No. EL00-95-000 againg dl sdlers
of energy and andllary sarvicesinto the 1SO and PX markets requested, among other things thet the
Commisson impose a$250 price cap. The August 23 Order denied SDG& E's request because the
company had not provided sufficient evidence to support an immediate sdler's price cap. ° However,
the Commission indtituted forma hearing proceedings under section 206 of the Federd Power Act to
investigate the justness and reasonableness of the rates of public utility sdllersin the Cdifornial SO and
PX markets, and ds0 to investigate whether the tariffs, contracts, indtitutiond structures and bylaws of
the ISO and PX are adversdy fecting the efficient operation of competitive wholesdle power markets
in Cdiforniaand need to be modified.

28See infra, note 2.

29Morgan Stanley Capitd Group Inc. v. Cdifornialndependent System Operator Corporation,
92 FERC 61,112 (2000) (Morgen Sanley).

3092 FERC at 61,606. (Commissioner Massey dissented on this point.)
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On September 12, 2000, the Commisson conducted a public meeting in Sen Diego to dlow
interested personsto give the Commission ther views on recent eventsin Cdifornidswholesde
markets, written comments were accepted in Docket No. EL00-107-000. In addition, members of the
Commisson and g&f participated in a number of Congressond hearings and proceedings conducted
by Cdifornia State authorities throughout the summer.

The g&ff fact-finding investigation is now completed, and the Staff Report has been placed in
the offidid record of this procesding. The Staff Report is generdly congstent with the findings of the
PX and ISO reports. A detalled summary of the Staff Report is atached to this order as Appendix D.

Briefly, the Staff Report identifies three factors thet contributed to the high prices experienced in
Cdiforniathissummer. FHrgt, competitive market forces played amgor rolein the run-up of prices
through sgnificantly increased power production costs combined with increased demeand dueto
unusudly high temperatures and a scardity of available generation resources throughout the West and
Cdiforniain particular.

In addition, the Staff Report condludes that existing market rules dong with some flawed retall
regulatory policies exacerbated the Stuation. The Staff Report notes thet the requirement placed upon
the three IOUs by the Cdifornia Commisson to buy and sl dl thar energy neads through the PX,
coupled with the Cdifornia Commission's restrictions on their ability to forward contract, exposad the
three IOUs to the voldtility of the 3ot market without the ability to mitigate this summer’ s price
voldility. The Staff Report dso notesthat alack of demand responsiveness on the part of retal load
dlows pricesto rise wel above competitive leves when demand is high and supplies are scarce.
Fndly, the Staff Report finds thet the 1SO's palidies rdaing to replacement reserves increased the
amount of demand and supply thet gppearsin the ISO's red-time market (underscheduling in the PX),
which resultsin operationd and rdiability problemsfor the |SO and increased cods. The Staff Report
recommends that the Commisson diminate these flaved market rules

Ladlly, the Staff Report notes thet there is evidence suggesting that sdllers hed the potentid to
exercse market power (Where market power is defined as prices above short-run margind cost) this
summer; however, the deta andlyzed in the Staff Report and the limited time availadle were not
afficient to make determinations regarding the exercise of market power by individud sdllers 3! One

31The St Report conduded thet: "Further study of high-priced biddiing by individud firms or
periods when individud generators were not running would be nesded to subgtantiate any charges of
market power abuse” Staff Report at 5-19. The Commission will evduate any information it recaives
aspat of itsreview of these markets.
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%‘ the Staff Report's propasad changes to the market rules would diminate the Sngle price auction rule.

D. Docket No. ER00-3461-000

On Augugt 22, 2000, the PX filed Tariff Amendment No. 19 in Docket No. ER00-3461-000,
proposing to impose maximum prices on Demand and Supply Bidsin its Day-Ahead and Day-of
Markets of $350/MWh. The PX dates that the $350/MWh limit represents the sum of the $250/MWh
price limitation on I SO purchases of Imbaance Energy plus the $100/MW amount the 1 SO pays for
Replacement Resaves: The PX dso dates that the establishment of equivaent maximum pricesin both
the 1SO and PX markets will remove any possible uncertainty thet might potentialy encumber the
operdtion of ether of these markets. The PX requests that Amendment No. 19 be granted the earliest
possible effective date but no later than Sixty days after filing. By letter dated October 5, 2000,
Commission g&f requested, within fifteen days additiond informetion from the PX to support the need
for their propased cgps. On October 19, 2000, the PX filed additiond information (PX Deficiency
Report) andyzing Sx months of recent PX market data demondrating thet the |SO's redl-time market
serves as ade facto price cap in the PX day-of markets. Two exceptions occurred on June 27 and
June 28.

Noatice of the PX'sfiling was published in the Federd Regidter, 65 Fed. Reg. 57,599 (2000),
with motionsto intervene and protests due on or before September 12, 2000.  The Cdifornia
Commisson filed anatice of intervention.  Timdy motionsto intervene, comments, and protests were
filed by the entities listed in Appendix A. In addition, Williams Energy Marketing & Trading Company
(Williams) and the Overdght Board filed untimely motions to intervene.

The Cdifornia Commisson, the Oversght Board, PG& E, and SoCd Edison support thefiling
and request its goprovd as an interim measure until additiond steps are taken to restore pricesto just
and reasonable levels. Other intervenors argue that the filing should be rgected because (1) the PX
has provided virtudly no judtification for its proposed price cap; (2) the proposal would further intrude
into the competitive energy markets and should be deferred; and (3) the PX's proposal isinconggtent
with the Commisson'sfindingsin Morgan Sanley.  Power marketers dso argue thet price cagps are
unnecessary and harmful to the development of a.competitive dectric market by jeopardizing
investment in generation and cregting an amaosphere of extreme uncertainty .

E Docket No. ER00-3673-000

32/ sngle price auction pays dl biddersthe price paid to the last sdller whose output is needed
to dear the market (baance supply and demand); often referred to as the market dearing price.
Anather auction mechaniam, often refarred to asthe "as bid" auction, pays biddersther own bid priceif
they are sdlected.



Docket No. EL00-95-000, et d. -14-

On September 14, 2000, the IO filed Tariff Amendment No. 31 in Docket No. ER00-3673-
000, propasing to remove the November 15, 2000 termination date of the |SO's purchase price cap
authority. The 1SO dates that the proposed Amendment No. 31 would remove the exiding termination
date of the 1SO's authority to disqudify Andillary Service and Imbaance Energy bidsthet exceed levds
spedified by the 1SO and would confirm the |SO's authority to establish bid capsfor dl of its markets
The proposed amendment does not pecify the particular leve of the purchase price caps; indeed, it
presarves the discretion of the 1SO to adjust the bid cap levels as gopropriate. The | SO requests thet
Amendment No. 31 become effective as of the date the exigting provision for bid cgp authority expires
on November 15, 2000.

Noatice of the ISO'sfiling was published in the Federd Regigter, 65 Fed. Reg. 57,599 (2000),
with motionsto intervene and protests due on or before October 5, 2000. The Cdifornia Commisson
filed anaotice of intervention. Timey motionsto intervene, comments, and protests werefiled by the
entitiesliged in Appendix B. In addition, the City of San Diego (San Diego) filed an untimely motion to
intervene.

Eight intervenors filed comments supporting the amendment to extend the ISO'sbid cgp
authority, stating that because the market is not currently workably competitive, purchase caps are
necessary. Tweve intervenors protes Amendment No. 31, ating that purchase price caps and the
indiscriminate lowering of such cgps thregtens rdighility, crestes massive indahility, and discourages
investment in and deve opment of new generation resources. In addition, these intervenors object to
the 1SO's proposd to st bid cgps and as a cordllary rgect bids above the cap, instead of setting a
purchase price & which they arewilling to buy. Intervenors maintain that such an ability to rgect bids
would leed to the unilaterd ability of the 1SO to reduce the generator's bid to the priceit iswilling to
pay, and anounts to setting the sdler's price in violation of our precedents. Findly, intervenors date thet
the SO has not devel oped spedific criteria for the gpplication and leve of purchase price caps.

On October 20, 2000, the 1SO filed an answer arguing thet the protests lack merit.

Interventions and Other Pleadings

Asnoted in the August 23 Order, any party thet intervened in Docket No. EL00-95-000 is
considered to be aparty in this consolidated hearing procesding. 2 Thefallowing filed motionsto
intervene out-of-time in Docket Nos. EL00-95-000 and/or EL.00-98-000: the Cogeneration
Asodaion of Cdiforniajointly with the Energy Producers and Users Codlition (CAC/EPUC); the
Citiesof Anahem, Azusa, Banning, Calton, and Riversde, Cdifornia (Southern Cities); the City of

3August 23 Order at 61,606.
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Vermon, Cdifornia, (Vernon); San Diego; the Cdifornia Large Energy Consumers Assodiaion
(CLECA); and Puget Sound Energy, Inc. (Puget Sound).

On October 16, 2000, PG& E, SoCa Edison, and The Utility Reform Network (TURN)
(collectivey, Joint Movants) filed ajoint motion for emergency rdief and further procesdings. Joint
Movants request that the Commisson (1) meke animmediate finding thet Cdlifornids dectriaity
markets are not producing just and reasonable rates, (2) put in place an interim $100/MWH price cap,
(3) direct public utility sdlersto provide cogt-of-sarvice informetion for the purpose of implementing
market power mitigation measures, and (4) inditute expedited procedures to deve op long-term market
power mitigation measures and to determine refund respongbility. SDG& E filed commentsin support
of the mation, but urging thet fundamenta reforms procead expeditioudy.

The Cdifornia Commisson dso filed amoation for interim rdief, on October 19, 2000,
proposing that FERC require certain generators and marketers to offer specified amounts of capacity
under forward contracts at FERC-gpproved cod-based rates. The following day, the ISO submitted a
proposed offer of settlement to impose (1) a$100/MWh price cgp with alist of exceptions; (2)
requirements for loadkserving entities to forward contract; and (3) charges againgt load and generation
not adhering to forward scheduling requirements.

Vaious entities have filed mations and pleadings proposing their own preferred remedies and
mitigation such as a$100 bid cap, reintroduction of cost-based rates, and tiered bid caps. ** Our
decison isinformed by these requests and proposd's and we incorporate into our actions the agpects of
those proposals which achieve our objectives. We inform these parties that they should renew in thar
November 22 comments any concarns semming from our decisgon to propose these remedies.

Procedurd Matters

In view of the early stage of the consolidated hearing proceedings and the absence of any
undue prgudice or dday, we find good cause to grant the untimely, unopposed motionsto intervene of
CAC/EPUC, Southern Cities, San Diego, Vernon, CLECA, and Puget Sound. Appendix C ligsall
patiesto this procesding. In addition, the Commisson will permit dl interesed personsthet have not
dready intervened in these dockets to intervene and file comments by November 22, 2000.

Also, inview of the early stage of the proceeding and the aasence of any undue prgudice o
dday, we find good cause to grant Williams and the Oversght Board's late interventionsin Docket No.
ER00-3461-000, and San Diego's late intervention in Docket No. ER00-3673-000.

340n October 26, 2000, the 1 SO Board voted to change the 1SO bid cap from the current
$250 leve to aload differentiated cap, effective on November 3, 2000 or as Soon theredfter as can be
implemented. Our action in this order freezing the 1SO bid cap a the current $250 leve for 60 days,
rendersthe 1SO board vote null and void.
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Wewill rgect the ISO's ansver in Docket No. ER00-3673-000 to the extent thet it represents
animpermissble answer to protets. See 18 C.F.R. § 385.213(8)(2) (2000).

Discusson

The Commisson is obligated under the FPA to ensure that the rates, terms and conditions of
wholesde sdles and tranamisson in interstate commerce by public utilities are judt, reasonable and not
unduly discriminatory or preferentid. Under section 206 of the FPA,, if the Commission finds thet rates,
charges or dassfications for jurisdictiond sarvices or rules, regulations, practices or contracts affecting
such raes or charges, are not just and reasonable, or are unduly discriminatory or preferentid, the
Commisson must determine the just and reesonable rate, charge, dassification, rule, regulaion or
practiceto bein effect. In exerdsing this responghility in today's dectric industry environment, the
Commission isfaced with dectric markets thet areincreesingly interdate in nature and increesingly
dependent upon one ancther, and with marketsthet are in varying Sages of trangtion to competition &
the wholesdle and, in numerous daes the retal level. With respect to Cdifornia, we are faced with a
complex trangtion from one regulaory regime to ancther and efforts to establish competitive markets a
both the wholesdle and retal levels. In this particular proceeding, our responghility isto determine
whether public utility sdlersto the ISO and PX are charging unjust and unreesongble rates, and
whether the market sructures and market rules governing public utility wholesde sdlersin Cdifornia,
and dfecting the wholesde rates of such public utility slers, areresulting in, or have the potentid to
result in, wholesde rates that are unjus, unreasonable, unduly discriminetory, or preferentid. In
paticular, we are concerned about whether these market sructures and rules, particularly in
conjunction with an imbaance of supply and demand, may give public utilities the gbility to exerdse
market power and thereby charge unjust and unreasonable rates.

Before discussing the specific agpects of market sructure and rulesthat may be adversdy
afecting wholesdlerates we bdieve it isimportant to provide an overview of the higoricd  context in
which we addresstheseissues. In 1996, when Cdlifornia decided to emberk on itsbold and innovative
redructuring initigtive, it did so because it recognized the problems inherent in its exigting regulatory
modd. Prices pad by retal consumers were among the highest in the nation. Cdiforniawas becoming
increasingly dependent on out-of-date generating resources to meet the needs of itsdtizens. It was
agand this backdrop of exiging problems that Cdifornia decided to pursue a more market-oriented
goproach to the provison of retal dectricity sarvice -- ordering its three [OUs to divest ownership of
their generation assts, requiring thet they turn over operationd control of their tranamission fadilitiesto
the SO, establishing the centralized power exchange, and adopting a market design with daborate
rules to govern the behavior of participantsin thisnewly created dectricity market.

Although wdl intentioned, and in some ways visonary, Cdifornids pionegring of retall
dectricity restructuring has not aways produced aresult thet its architects intended -- dectricity prices
lower than higtoricd levelsfor retall consumers. Indeed, the deregulatory gpproach adopted by
Cdifornianat only falled to address many of the existing problems which were plaguing the State, but in
many waysit exacerbaied and megnified those problems. Thisis not meant to cagt blame, but to



Docket No. EL00-95-000, et d. -17-

recognize and try to learn from some of the midakes that were made. At the Federd levd, weremain
convinced that competitive markets will provide efficiencies and lower dectricity pricesto consumers--
both retall and wholesdle: But such markets nead to be properly designed and administered in an
independent and non-discriminatory fashion, and they must recognize and accommodate the regiond,
interdate nature of dectricity trade.

The events of this summer provide dramatic evidence of the interdate neture of dectric sysems
and marketsin the Western Interconnection. Cdiforniais not an dectricd idand. Operationdly, the
tranamisson fadlities currently controlled by the ISO are part of the much larger Western
Interconnection. %> The rdliahility of Califormials ectric system depends on accessto generating
resources located throughout the Western Interconnection. 3 Decades ago, western utilities made
large investmentsin high voltage interdate tranamission lines to support the market effidendes resuiting
from seesond diversties between the northern and southern markets: Over time, Cdifornia utilities
have increesingly rdied on imports from generation located in neighboring Sates to meat their load
requirements and have condructed Sgnificant tranamisson interties to import dedtriaty for Cdifornia
consumers. %7 This summer, exports from Cdiformiato othersincreased. Therefore, the operation of
the Cdliforniadectricity market can afect prices throughout the entire Western Interconnection. The
Saf Report demondrates that during the summer of 2000 correaions between PX prices and
Woestern market bilateral prices were qite strong. 8

We make these observations to provide some context for the actions we are proposing in this
order. We commend and continue to support Cdifornias efforts at restructuring its dectricity markets
to try and bring lower pricesto consumersin Cdifornia. Although Californias restructuring initigtives
directly implicated metters subject to our jurisdiction, in order after order, we have deferred wherever
possible to the restructuring decisons made by the State. We have devoted unprecedented resources
to try and meke the Cdiforniainitiative asuccess. Ultimatdly, however, the Commission must ensure
that wholesde market rules and inditutions -- even those created by date action -- result in just and
reesonable wholesdle rates for dectricity. This summer's eventsin Cdiforniaand our subsequent
investigation have convinced us that we mugt take decisve action under section 206 of the Federd

BAsealy asthe 1970's, Western utilities began to face the problem of Significant regiond loop
flows resulting from the interdate use of the Western grid and, in the 1990's Western utilities agreed on
aregiond response. See Southern Cdifornia Edison Co,, &t d., 70 FERC 161,078 and 73 FERC
161,219 (1995).

3Cdifornidsimport capehility is approximately 8,000 MW.

3" Two of thefirgt trading hubs for wholessle dedtricity futures were founded & the
CdifornialOregon Border (COB) and & Pdo Verde, in Arizona, because of the sgnificant amounts of
interdate market activity that occurs a these points

38See Staff Report at 1-3, 3-15 - 3-17.
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Power Act to remedy fundamenta problems thet have been identified in the California market design.
The Cdiforniaexperience has highlighted the dangers of  hard-wiring amerket design thet isinflexible
and cannat adapt to needed changes.

It isimportant to get the fundamentas right and to devise aroadmap thet takes into account the
neads of the market and the regiond implications of dectricity trade. In many ways, thisisthe
goproach that Order No. 2000 has taken with regard to the formation of Regiond Transmisson
Organizations. But Order No. 2000 avoided being overly prescriptive and even went so far asto
adopt arequirement of open architecture to ensure that RTOs could adgpt and evolve to meet the
changing neads of the marketplace. Market rules and indtitutions need to be flexible so thet they
support the netural evolution of the marketplace. In Cdifornia, we are confronted with a gtuaion
where market participants have to work around overly prescriptive market indtitutions and requirements
which have become an impediment to the effidient operation of the marketplace and which have harmed
consumas The exising market has not lowered prices to consumers this summer nor dimulated
nesded invesment in new generation and tranamisson fadlities

The spedific rformswe are proposing in this order are limited to fixing the fundamental
problems which have been identified. Aswe move forward, we will nesd input from Cdiforniaand
other Western State policymakersto help shape and further develop this new market design. But such
input shouldrecognize the regiond, interdate cheracter of the western marketplace. We expect the new
non-dakeholder boards which we are ordering beow to consder further refinements and to help guide
the continued evolution of the market. But the Commission mugt teke action a this juncture under
section 206 of the Federd Power Act to remedy the problems that have been found to exist in the
Cdiforniamearket gructure. Thisaction must be taken to ensure that the high and voldile prices
experienced this past Summer do nat recur to the detriment of consumersin Cdiforniaand in the West
genedly. Inthisorder, we focus on proposing changes to certain rules and polides of the PX and the
1SO thet we believe contributed to the high prices which California experienced lagt summer.

A. Oveaview

One of the primary Congressond godsin enacting Part |1 of the Federd Power Act wasto
protect dectric ratepayers from exercises of market power. Ratepayer interests generdly centered on
enauring that rates were not excessve or unduly discriminatory. The need to ensure an adequiate supply
of generation usualy was met through requirements impaosad by gates on franchise utilities to build or
buy adequate power resources to meet demand conggently. Today, however, in dates such as
Cdifornia, the adequacy of loca power resources depends, not just on Sate requirements, but aso on
whether market prices are aufficient to dicit adequate supplies, through condruction or atherwise. In

39There are anumber of fixes that must be made thet are beyond the statutory authority of this
Commisson. Thus weadso highlight severd initigtives that the State of Cdiforniamust underteke to
endure that the high and volatile price scenario of this past summer is not repested.
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other words, when supply is driven by market price indead of regulatory requirements, ratepayer
interests may no longer depend soldy on whether current prices are deamed too high, but dso on
whether prices aretoo low to didit new supplies over time,

Asindicated by the Staff Report and by reports prepared by Cdifornia State agencies and
others, this summer's wholesde markets exhibited certain market fundamentas thet would be expected
to cause pricestorise. Input cogtsincreased asthe cogt of fud, emisson credits and O&M expenses
increased. *° Sustained demand increased, requiring increased reliance on generating resources thet
would have been more expensive to operate even if input prices hed not incressed. 4! Conditionsin the
Northwest decreasad amounts of hydropower supply usudly avalladle to the market which, combined
with afalure to bring new generation into service over the last decade, resulted in atrue scardity of
generation. *  In circumstances like this, prices are expected to rise - - and indeed they must riseto
induce the investment in new cgpadity thet is needed to sarve customers adequatdly.

Theissueraised in this proceeding iswhether dysftunctional market rules or the exerdse of
market power dlows pricesto rise above just and reasonable levels.  We condude that cartain market
rules do interfere with the functioning of the market and, taken together, may permit sdlersto exerdse
market power. Accordingly, these market rules must berevised. Many of the market dysfunctionsin
Cdiforniaand the exposure of Cdifornia consumersto high prices can be traced directly to an over
reliance on gpot markets. Indudriesthat are @ther capitd intensve or that have alack of demand
response do not rey soldy on spot markets where volatility isto be expected. Because the pricerisks
inherent in goot markets are too greet for both suppliers and consumers, these market sectors will
prefer to manage thair risk profiles through forward contracts. However, in Cdlifornia, certain market
rulesimposed by AB 1890 and itsimplementation by the Cdifornia Commission (eg., mandatory buy-
| through the PX) prevented the IOUs from engaging in forward contracts to any sgnificant degree
And aother retail suppliers who would have been free to implement gppropriate risk management
drategies could not be induced to paticipate in Cdifornias market because the low retal rate, frozen a
10 percent bdow higtoricd leves, thwarted competitive opportunities for new participantsto enter the
market. * Even 0, until the market was stressed this summer by extreme evernts, pricing volatility was
isolated and short-lived and wholesde prices were S0 low that stranded costs were pad off more

“Ogtaff Report at 3-20 - 3-22.
41d. at 5-2, 5-3, and 5-6.

“42Due to reduced water flowsin the West, the output of hydropower generation was reduced.
For example, hydro output in June 1999 was 16,685 GWh and in June 2000 was 12,808 GWh, a
reduction of 3,880 GWh. Staff Report a 2-26.

43An Andysis of the June 2000 Price Spikesin the Cdifornial SO's Energy and Ancillary
Sarvices Markets, 1SO Market Surveillance Committee, September 6, 2000 a 13.
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quickly then expected. The Sgnificant fallings of this market design became gpparent only as peek
demand outstripped supply.

An essertid remedy isthe dimination of rulesthet prevent market participants from maneging
thar riks  Moving Sgnificant amounts of wholesde transactionsinto forward markets will (1) reduce
reliance on oot markets, thereby directly reducing both the likelihood and the adverse economic
conseouences of priding voldtility; * (2) diminate the adverse rdiability impacts that the 1 SO faces esch
day asits obligation to operate ared-time baance market has become transformed into operating the
mgor commodity exchange & the last minute; (3) increase the likelihood of new generation entry
because the uncertain revenue stream from spot markets will not atract the necessary cepitd
investments, and (4) limit the ability of sdlersto exerase market power in oot markets. To address
this critica problem and ensure that market participants have access to forward markets, this order
proposes cartain remedies intended to fadlitate forward contracting.

A second criticd issue we addressis the aility of the ISO and PX to operate and implement
wholesdle markets and the ability of the 1SO to operate atransmission sysem rdiably and effidently
under the governance of  its gakeholder board of directors. The functioning of wholesde marketsand
the rdiability and efficency of the interdtate tranamisson grid cannat be compromisad by adecison
meking process that is overly complex, mired in controversy, or prone to excessve influence by spedd
interest groups. Boards, whether comprised of stakeholders or non-stakeholders, mugt be ebleto
respond decisvely to conditions necessary to maintain sysem integrity and operation. Most
importantly, because the markets operated by the PX and the SO are interstate markets and the
tranamisson system operated by the ISO is part of an interdate tranamisson grid, the ISO's decison+
meking process mugt be respongive to the operations and the welfare of the regiond marketplace, and
not be redtricted to the concerns of one geographic location or one segment of the market. Basad on
pest performance, the |SO and PX boards no longer meet these dandards. For these reasons, we
propose to dishand the stakeholder boards and direct the establishment of  independent boards

“\We do not sesk to diminete pricing volatility in spot markets These markets will, as amétter
of course, swing in reection to changes in short-run market conditions thet are difficult to predict. What
isimportant is that merket participants have the ability to protect themsdlves from the economic
consequences of pricng voldility. In smplest terms, if Cdifornial OUs hed the option to use forward
marketslast summer and had chosen to exerdise those options to purchase most of ther needs, the high
spot market prices experienced this summer would have affected only asmdl portion of thewholesde
power cogts. We do not mean to suggest that oot prices are dways higher than forward market
prices. Indeed, because of cooler than expected weether in the eest, buyersin PIM that may have
locked in pricesin forward markets, basad on the best information at the time of their decison,
ultimately paid more for energy then the price that was available in the oot markets. The criticd issue
Is choice and providing market participants with the tools to access the market in the ways that best
servether needs.
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We propose severd other immediate market reforms. We dso identify certain other longer-
term measures which need to be addressed.

Fndly, because the changes we are requiring here will take time to implement and the addition
of new supply isnot imminent, we propose price mitigation meesures through December 31, 2002. As
noted earlier, anumber of the changes that are reguired to ensure proper market functioning are within
the control of date agendes. We have identified those ariticd issueshereaswl. It isimperaive thet
these matters a0 be addressed during the period when price mitigation isin effect.

B. Proposed Immediate Messures

1. Requirement to Sdl Into and Buy From the PX

The Cdifornia Commisson Restructuring Decison reguired that the three IOUs I Al of tharr
generdtion into and purchase dl of the energy requirement for their retil load fromthe PX. *° Inso
doing, the Cdifornia Commission established amechaniam to ensure that the 10Us could not withhold
generation from the market prior to the completion of divediture and to vaue in a systematic way the
above market generation assets which the IOUs hed not divested. Sdes at frozen retall ratesin
conjunction with purcheses at lower market prices created arevenue surplus from which to write off
sranded cogts and to trangtion to aregime of fully competitive prices The requirement, in fact, wasto
end on4ghe ealier of March 31, 2002, or the date when the I0Us had written off al of their Sranded
costs.

During the firg three years of operation, a confluence of favorable temperatures and hydro
conditions resulted in such low spot market prices that the [OUs were able to write off subgtantid
amounts of dranded cogts. Because of these conditions and the vauation of their divested generation
asts, the I0Us have ether written off or vaued virtudly dl of their sranded cogts. However, this
past summer's experience and the Staff Report make dear that these favorable market conditions have
evgporated. A robust economy with little investment in cgpadity additions, high temperatures
throughout the West and little supply response have now resulted in power codts above the frozen
retail, rateleves 4’ ThelOUS rdiance on the PX, and, in particular, the Cdifornia Commission's
requirement thet they bid the mgority (upwards of 80 percent) of their load into the PX's day-aheed

“lnitidly, the PX administered only a Day-Ahead and an hour-shead (Day-of) spot Market.
Later, it added limited forward marketproducts.

46Saction 368 of AB 1890.

4"The Staff Report indicates that over the past five years load in Cdifornia has risen by 5,522
MW while resources have increased only 672 MW. Staff Report at 5-8.
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and hour-ahead spot markets @ crested substantial short-term cost exposure and price spikes of such
ameagnitude that market confidence became virtudly nonexigent. The detalls of the Staff Report paint
ablegk picture of an over rdiance on agpot market in adrcumsance of inadequate supply.
Moreover, because the |OUs have now divested subgartidly dl of their thermd generation they are
substantia purchasars of energy. *° Therefore, forced sdlesinto the PX by the IOUs to prevent

withholding are no longer necessry.

Asareaut, we condude that the regquirement for the |IOUs to sl dl of their generdtion into and
buy dl of tharr requirements from the PX, whether inits spot or forward markets, is a sgnificant factor
contributing to rates thet are unjust and unressonable, °° and we propose to dedareit null and void
effective 60 days from the date of thisorder.  Under this proposd, the |OUs may dect to be their own
Scheduling Coordinator rather than maintaining the current sructure where the PX isthe  Scheduling
Coordinator for the three |IOUs. Without this buy/sdll redtriction on wholesdle trade, the IOUs are free
to pursue a portfolio of long- and short-term resources and access whatever wholesale markets are
suited to meeting the needs of tharr retall customers (induding bilatera markets, the PX, and others
such as Automated Power Exchange, Inc.) or by providing power from their own resourcesto serve
their own load and saif provide the necessary andillary sarvices. ®! As an independent exchange, the
PX will befreeto design and offer the sarvices needed by market participants

While we are propasing to remove an encumbrance on wholesdle trades, we note that,
currently, the Cdifornia Commisson restricts the IOUs ability to procure forward products. These
regrictions prohibit the |OUs from cregting mutudly beneficid long-term finandid contracts with
generators and marketers, and these prohibitions can result in an increase in overdl prices and the
voldility of prices to consumers

2. Underscheduling of Load and Resources

“B\\hile the |OUs have recently been authorized by the California Commission to use either the
PX'sforward markets or the bilaterd market, the overdl redtrictions on the total amount of forward
purchases reman.

49PG& E, SoCd Edison, and SDG&E siill control 26 percent, 20 percent, and 1 percert,
respectively, of in-date generation and purchase power contracts.

0The Staff Report reached asimilar condusion. Staff Report a 5-9 and 5-11.

®1The 10Us own nudear and hydro generation whose varigble operating cost are
goproximady $16/MWh (for anudear unit operating a 88 percent capecity factor) and no fud codts
for hydro. Dynegy letter dated October 27, 2000.
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Rdiable and orderly sysem operaions require thet load and resource schedules be
subgtantialy finaized on aday-ahead or day-of basis °2 subject to only minor adjustments to reflect
more accurate information of actud sysem conditions asred time gpproaches. Asareault, the ISO
operates ared-time energy imbaance market to supply unanticipated changesin load and resources
This badandng market was desgned to accommodate gpproximatdy 5 percent of the total anticipated
load.

The record indicates thet there is a.chronic pattern of underscheduling > load and generation in
the PX's Day-Ahead and Day-of market. >* Asaresuit, large amounts of load are not being scheduled
with the 1SO and the ISO is often in the position of procuring asubgtantid amount of energy to meet
these needsin red time. In some hours the SO has been faced with acquiring upwards of 6,000 MW
of system energy nesds, inred time. > The 1SO has reported that underscheduling wias 50 percent
higher this summer then the previous two summers. The cogt of out-of-mearket purchases nesded to
balance load & the lagt minute rase to $100 million this summer compared to aout $1 million lagt
summer. Underscheduling has causad the | SO's operating personnd to cdl upon energy from cgpedity
that had been procured for Operating Reserves. Asareault, this reserve capacity has been diverted
from itsintended purpose - protecting againg the loss of acomponent of the sysem. In addition, the
underscheduling resulted in 39 gage-one and Sage-two emergencies between June and August 2000,
and 13,500 MWhs of load was curtailed. °® The combination of these problems places even more
pressure on system operators.

Asapracticd matter, the ISO is often not Smply providing the redl-time services needed to
operate atransmisson system and baance the market, but is actudly forced to operate an energy
mearket and to become amarket participant in order to make lagt minute purchases as asupplier of last
resort. The PX Day-Ahead and Day-of Markets were designed as gpot market exchanges, the ISO's
red time market wias not intended to provide this function. Underscheduling puts sysem rdiability at
risk and crestes asronger sdlers market and higher prices asred time goproaches. In an atempt to

®2The PX Day-Of Market isthe hourly energy market thet is scheduled with the SO at leest 2
hoursin advance of red time.

S3Underscheduling occurs when an entity schedules Sgnificantly less energy then its expected
actud consumption.

> Staff Report at 5-14 and 5-16.
®See  FERCa

6 August 25, 2000 Memorandum from Mr. Winter to 1SO Board of Governors
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address this problem, we directed the 1SO in the August 23 Order to use amore forward gpproach in
procuring these energy neads. 7

Asdiscussad above, the dimingtion of the buy/sdll requirement in the PX will dlow for greater
discretion for the IOUs to sef supply or to procure resourcesin bilaierd or other markets for their
energy reguirements aswel as necessary andllary sarvices: We bdieve that the exiding
underscheduling problem is addressad in part by thisrevison to the market. We proposeto
temporarily correct the current Stuation by limiting the SO to only the functions needed to rdiably
operate the transmisson system, i.e,, provide abdandng sarvice rather than running an energy mearket.
To address this rdiahility problem and to ensure thet loads do not rely excessvely onthe 1O asthe
provider of last resort, we propose to establish a pendty cherge for deviationsin excess of five (5)
percent of an entity's hourly load requirements *8 Loadsin excess of this deviation band that are not
scheduled in the Day-Ahead or Day-of Markets will be assessad a pendty charge of two timesthe
ISO'sred time energy cod for any purchese of baandng energy during the hour. The pendty will not
exceed $100/MWh (i.e. the actud imbalance cogt plus $100), which gpproximates the current charge
assessed to underscheduled load for replacement reserves. Asto the pendty, we have long st
digncentive rates for emergency service a twice the dandard rate, and we will gpply thet policy here
%9 Asafurther incentive to encourage accurate scheduling in the Day-Ahead or Day-of Markets, we
propose to direct the IO to dishurse a the end of the billing period dl pendty revenues (revenues
above costs) pro rata to the loads that scheduled accurately and that did not exceed the 5 percent
deviaion band for that hour. In addition, later in this order we propose to remove one of the financia
incentives for sdlersto favor the red-time market by providing thet suppliersin the red-time market
recalve ether a cgpacity payment for replacement reserves or energy payments, but not both. Wedso
describe later in this order auction modifications thet should diminate the need for the ISO to go out of
market to procure energy nesded for the baancing market. Asaresult, loads when properly scheduled
will be better able to acoess required supply. We bdieve that this more orderly process for sysem
operationsin conjunction with the ISO's use of forward contracts will better enable the 1SO to rdiably
operate the transmisson system.

Underscheduling is asymptom of meny of the other market flaws ®© Because our order
addresses many of these problems we expect the underscheduling problem to subside. The ISO should
congder other market design changes that would address underscheduling.

5792 FERC at 61,608.

SB\We propose 5 percent because thisis the maximum amournt that the 1 SO intended to balance
in the red-time market for operating the transmisson sysem.

9See eq., IndianaMichigan Power Company, e d., 44 FERC 1 61,313 a 62,078 (1988).
0See 30 Section C3. Balanced Schedules bdow.
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3. Governance of the PX and 1ISO

The Commisson conditiondly authorized the establishment of the 1SO and PX in November
1996. %! In that order, the Commission noted the accd erated schedule for commencement of
operations and committed to dedicate the necessary resources to accomplish that schedule. The
Commission dso expressed itsintent to give great weight to the views expressed in the Cdifornia
Resructuring Legidaion. The Commisson's deference is most gpparent with repect to the
governance of the 1SO and PX. The parties had proposed that the | SO and PX would be governed by
boards composad of individuas resding in Cdiforniawho were chosen to represant various
gtakeholder classes (i.e, tranamisson owners, municipd entities, sdlers, end-usars, etc.), with eech
dass having a pecified number of voting representatives. The Governing Boards would be respongble
for broad operating criteria, rather than daily decisons and functions, and memberswereto vote
individudly, not asadass Asinitidly proposed, the Overaght Board was intended to perform two
primary functions (1) establish nominating/qudification procedures for the ISO and PX Governing
Boards, determine the compodition of Board representation, and select Board members both initialy
(Start-Up Function) and in the future; and (2) serve as a permanent gpped board for reviewing 1SO
Governing Board decisons

The Commisson accepted the proposed Governing Boards (as modified by the Restructuring
Legidation) except for the proposed Cdiforniaresdency reguirement, finding them to be conggtent
with the 1SO Principles of Order No. 888. %2 The Commission relied on the fact thet no one vating
dasswould be abdleto block or veto actions and that no two dasses together would be ebleto form a
suffident mgority to make decisons, and on the codes of conduct that would govern board members
behavior. Inan effort to assg in the advancement of the Cdlifornia restructuring process, the
Commission granted limited authorization to the Overaght Board's Start-Up Function, subject to dl
determinations mede by the Oversight Board being filed with the Commission for find review. © The
Commisson, however, was troubled by the role for the Oversght Board in the governance and
operation of the |ISO and PX and the appdlate review of SO Board decisions, because these metters

SlpGREII.

62See Promoating Wholesale Comptition Through Open Access Non-discriminatory
Transmisson Sarvices by Public Utilities and Recovery of Stranded Costs by Public Utilities and
Tranamitting Utilities, 61 Fed. Reg. 21,540 (1996), FERC Stats. & Regs. 131,036 (1996) (Order No.
888), order on reh'g, Order No. 888-A, 62 Fed. Reg. 12,274 (1997), FERC Sas. & Regs. 131,048
(1997), order on reh'g, Order No. 888-B, 62 Fed. Reg. 64,688, 81 FERC /61,248 (1997), order on
reh'g, Order No. 888-C, 82 FERC /61,046 (1998), &f'd in rdevant part sub nom. Trangmisson
Access Pdlicy Sudy Group, et d. v. Federd Energy Regulatory Commission, 225 F.3d 667 (D.C.
Cir. 2000).

6377 FERC at 61,816-17; 81 FERC a 61,453.
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were—and remain —within our exdusive jurisdiction. ®* Consequently, the Commission stated that the
continuing functions of the Oversght Board established by the Restructuring Legidation would conflict
with our statutory duties under the Federal Power Act and could not remain apart of the proposdl. ©

The Commisson recognized, however, that dates have alegitimate oversght role with respect
to traditiond retall matterssuch as: protecting the wdfare of the datesretail consumers and ditizens;
protecting the rdiability of dectric service to Cdiforniaretall consumers, ensuring the adequacy of the
generdting and trangmission resources necessary to achieve designated planning and operating resarve
criteriato ensure adeguate service to end-use consumers, monitoring whether the Cdiforniaretal
dectricity market isawdl-functioning market and ddivers the public benefits for which it was
deve oped; and ensuring that the |SO and PX keep retall consumers adequatdly informed of matters
afecting retall dectric consumers. The Commission further dated that this role would nat conflict with
itsjurisdiction and would address Sate-jurisdictiond matters, %

The Oversght Board subsequently filed a petition for dedaratory order requesting that the
Commission dedare that abill pending in the Cdifornia Senate (SB 96), modifying the Board's duties
under the Restructuring Legidation, if enacted, would resolve the Commisson's concerns about itsrole
67 Rether then giving the Oversight Board confirmeation power over dl members of the 1S0 and PX
Boards, B 96 aforded the Oversght Board confirmation rights over alimited number of members
representing primarily end-users, and addressad the resdency requirement. In addition, the structurd
compodition of the Governing Boards was to be modified as Soon as ancther Sate were to participate
inthelSO and PX. SB 96 provided that Cdifornia could change the 1SO and PX Governing Boards
into non-gakeholder boards subject to filing revisad Bylaws with the Commisson. SB 96 dso limited
the function of the Oversgght Board as an gpped board to SO decisons regarding eight didinctly Sate-
retail matters. %8 In the Oversight Board decision, we acoepted, as consistent with the FPA, the
Oversght Board's limited interim gppointment function and limited gppdlate review rights st forth in
SB 9%.

64506 77 FERC at 61,818,

581 FERC at 61,451-53; see dso Cdlifornia Power Exchange Corp., & d., 85 FERC
161,263 (1998).

6685 FERC 161,264 at 62,068.

®7See Cdifornia Eledtricity Oversight Board, 88 FERC 161,172 (1999), reh'g denied, 89
FERC 161,134 (1999), apped docketed, Western Power Trading Forum, et d., v. FERC, No. 99-
1532 (D.C. Cir.) (Oversight Board).

8 These date-retail mattersinduded, eq., state functions assigned to the 1SO and PX under
date law, maters pertaining to retall dectric service or retall sdes of dectric energy, and open mesting
Sandards and mesting notice requirements
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Events over the padt two yearsincreasingly have made dear that the 1SO Governing Board has
such difficulty reeching decisons on the complex and divisive issues confronting it thet it has become
ineffective. The Staff Report comments on this deficiency. % For example, from this Commission's
perspective, ancillary sarvices are acriticd part of acompetitive market. However, the ISO's redesign
of its Andillary Services markets, which was intended to be a globa, comprehensive effort to be
implemented within perhgps nine to tweve months, has been gpproved and implemented in piecemed
fashion over avery longtem. Smilarly, the ISO's reform of its congestion management program has
been embrailed in dissension and postponed beyond areasoneble length of time. ©© Most recently, the
ISO's efforts to address this summer's price abnormdlities could not be resolved by its Governing
Board. ThelSO's October 20, 2000 submission in this proceeding was not submitted to the Governing
Board for itscondderation. A news report quotes the 1SO's President and CEO explaining that no
consenaus regarding market mitigation propasals could be developed "'sSnce everyone hed adifferent
conoern or adifferent ideafor how to change the market." %

In addition, over the course of this summer, it has become gpparent that the Governing Boards
are not functioning asthey were intended to. Members of the ISO Board, in particular, have come
under undue pressure from various sources, notably regarding votes to change the purchase price cap
levd. One member even fdt compdled to resign, and her parting words encouraged her colleagues "'to
find the determination to $and for the prindple that the 1SO must be independent of manipulation by
any market participant.” "2 Severd other members dso noted pressure "from people that are very
poweful." " The Staff Report found indications thet the Boards have been susceptible to influence by
market participants, particularly by the interest that they represent. " Even Cdliformia authorities have
concerns about the Boards independence. A joint Report to the Governor authored by the Cdlifornia
Commisson and the Oversght Board notes that the |SO and PX "are governed by boards whose
members can have serious conflicts of interet” ™

9ttt Report at 6-17.
"OSentember 12, 2000 Mesting, transcript a 107, 108 and 127.

""Cd-1S0 Asks FERC for Forward-Looking Market Fix," The Energy Daly, October 23,
2000, p. 2. Seedsn "Divided Cd 1S0 Postpones Action on Fixes," Power Markets Week, Oct. 9,
2000, pp. 1, 18-19.

72| etter of resgnation of Camden Collins, dated July 3, 2000.
Cdifornial SO Board of Governors Meating minutes, 28 June 2000, p. 89.
"teff Report a 6-17, 6-18.

>Cdifornias Electricity Options and Challenges Report to the Governor, Executive Summary
(continued...)
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On thisrecord, we have no choice but to condude thet the exising Cdifornial SO sakeholder
board isineffective and mugt be modified. ThelSO isan inditution thet is centrd to the functioning of
wholesde power marketsin the West and, unlessit is adleto resdlve matersin atimdy manner andis
independent from market participants, we cannot be assured thet rates, terms or conditions of its
jurisdictiond serviceswill be jugt, reasonable and not unduly discriminatory or preferentid. The
tranamisson aststhat the |SO operaes are acriticd part of the interdate transmisson grid located in
the Western Interconnection which provide essantid support to the dectric market. Any fallings by the
ISO inits obligation to ensure rlicble operation of the tranamisson grid would have grave
consequences for the resdents and businessin the Western sates. Operdtion of thisinterdate
tranamisson grid must be contralled by an expert board which is free from the influence of any market
participant or market ssgment. 7

We have smilar concerns about the independence and effectiveness of the PX Board. The PX
was cregted to accommodate Cdifornids retail access program. However, as discussed in detall
beow, effective 60 days from the date of this order, we propose to lift the requirement thet the IOUs
sl into and buy from the PX. Consequently, thereis no longer any need for aakeholder body to

govern the PX; it may be operated as any other power exchange by independent directors.

While we are proposing to require the removd of the current boards, we recognize thet the
management of both the 1SO and PX have performed admirably working under extreme drcumstances
and within the system dictated to them both during the initid sart-up phase and more recently through
the extreme conditions of the summer. We dso recognize their tirdess work with the stakeholder
boards, a Stuation that was dso dictated to them. In order to ensure a successful trangtion, it isvital
thet continuity of management be maintained.

We propose in this order that the current stakeholder boards be replaced with non-stakehol der
boards effective 90 days after the dete of thisorder. Under this proposd, in order to accommodate
this schedule we will require that eech new independent non-stakeholder board consist of seven vating
members with the Presdent (or CEO) asavoting member. The 9x other voting memberswill be
sdected by the current boards of the 1SO and the PX , from a separate dae of candidates for each
entity prepared by an independent consultant. The consultants are to be sdected by the CEOs of the
ISOand PX. TheBoards should indude members with experience in corporate leedership (at the
director or board levd) or professond expertisein ether finance, acocounting, enginesring or utility law
and regulation. The PX board should indude members with expertise in aress of commerda markets
and trading. The SO board should indude members with experience in the operation and planning of

75(...continued)
a 3-4 (Joint Report).

6As noted in Order No. 2000, which expanded on our Order No. 888 1SO principles and
experience with 1S0s, indegpendence is the bedrock principle of RTO formetion.
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tranamisson sydems. To dlow suffident time for this trangtion to occur, we propose to requirethe
current 1SO and PX Governing Boards to vote in new independent, non-sakeholder board members
sected from the conqultant's date of candidates and disband the exising Siakeholder boards within 90
days from the date of thisorder. We emphasize that the sole respongihility of the existing boardsin the
sdection processisto pick from the date of qudified candidates identified by the independent
consultant.

The SO and PX have wdl-established market monitoring units and independent survelllance
committees that monitor ther repective markets. This monitoring function focuses on trading activities
and sructurd factors. In the October 30, 1997 Order, we accepted the |SO and PX proposal
dlowing market reports to befiled directly to regulatory agendies. 7’ While these entities currently have
the discretion to file their reports directly with the Commission, we propose thet effective 60 days after
the date of thisorder thet dl 1SO and PX market reports befiled by the ISO and PX with the
Commission a the same time thet they are rdleased to their respective boards. " This requirement will
dlow the Commisson moretimdy information on market behavior.

4. | nterconnection Procedures

While gting issues are nat within this Commisson's jurisdiction, we note thet tariff
interconnection policdesare. Further, we note that Sandard procedures to fadilitate the interconnection
of new generators or exiding generators seeking to increase the rated capadity of thar fedilitiesare
needed in Cdifornia. In thisregard, we find thet the 10 tariff lacks any such procedures and we direct
the SO to file generation interconnection procedures no later than Sixty (60) days after the Independent
Board issegted. Thiswill ensure that the Commission may fadlitate the matters under its control ina
timdy manne.

C. Longer-Term Messures

We bdieve thet current sructure in Cdiforniaaso requires anumber of longer-term reforms
While the Commisson is not dictating any particular revison we proposeto direct that the following
Issues be addressed.

1. Resarve Requirement

Adeguate resrves to ensure sysem rdiahility is dosdy reaed to esablishing aprice that dicits
asupply response. Matters of planning reserve and rdidbility areill-

81 FERC at 61,552.

8This requirement is consistent with the recommendation in the Saff Report
at 6-18.
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auited to thelag inherent in amarket regponse to short supplies Attracting sufficdent supply to maintain
proper resarve reguirements may well benefit from the impaosition of planning reserve requirements to
be met from forward markets. Suppliers would be able to build cgpedity with the finandid assurance of
long-term contracts and would be less tempted to wait until pot prices were driven up by low reserve
levds We direct the ISO and the Load Sarving Entitiesin Cdiforniato condder what merket rules are
needed to ensure that sufficient supply isavallableto meet loads and resarve reguirements.

2. Alterndive Auction Mechanians

Intimes of adequate supply the single price auction disciplines prices by encouraging suppliers
to bid their margind costs S0 thet they can be sdlected for digpatch and be pad the dearing price
However, intimes of scarcity the Single price auction can exacerbate the effect of supply shortages by
dlowing dlerswho have smdl market dharesto st the dearing price. Not only isthe dler
transformed into a price setter rather than a price teker, but the resulting price is ascribed to the entire
market. We are concarned that given the current market in Cdifornia, the Sngle price auction may
placelittle or no discipline on sHlers during times of shortages by minimizing the risk of srategicaly
bidding asmdl amount of supply for the purpose of raisng the price of the entire market. 1t isfor these
reasons that we propose to mitigate prices by diminating the use of asingle price auction & prices
above $150. While our propasad merket reforms will mitigete some of the effects of the Sngle price
auction, we bieve that further sudy of thisissue is desirable and direct the PX and the ISO to
congder, during the 24 month window, whether dternaives to the Sngle price auction which minimize
the ability of sdlersto hid for the purpose of setting the dearing price may be gopropriate.

3. Baanced Schedules

We are ds0 concerned thet some of the underscheduling problems may be aresut of the
exigence of many individua scheduling coordinators that are required to submit balanced schedulesto
the ISO. Wetherefore direct the 1SO and the PX to pursue establishing an integrated day aheed
market in which dl demand and supply bids are addressed in one venue.

4. Enhanced Market Mitigation

Wedirect the 1SO and the PX to condder lessintrusve, narrowly tailored market protection
mechaniams Such mechaniams could take the form of the ex ante identification of conditionsor
behavior that would trigger specific market mitigation actions.

5. Congegtion Management Redesign

In Cdifornia Independent Sysem Operator Corp., 90 FERC 161,006 (2000), the
Commisson found the 1 SO's exiging congestion management structure to be flawed, and, on that beds
we directed the 1SO to deve op and submit to the Commission a comprehensive congestion
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manegemeant redesgn. Moreover, we Sated that such aredesgn should be pursued with input from al
sakehalder groups, aswel asfrom the ISO's Market Survelllance Committee. The reform efforts
have been the subject of extendve public review and comment which are nearing completion, and a
submisson isdueto befiled in the near future

More recently, in the August 23 Order, we Sated thet we would defer any condderation onthe
merit of the 1S0's congestion management sructure until the earier of the ISO'sfiling of itsreform
proposa or the date which the Commission issues a supplementd order in this proceeding. While we
congder the 1 SO's congestion management reform efforts to be cruad, we now beieve thet this
paticular 7agepect of the Cdiforniamerket isnot asgnificant source of this summer's high prices and
voldility.

We are however concerned about the ddlay causad by the existing 1SO Board on this metter.
Therefore we direct the new Independent SO Board to file its redesign proposd no later than Sixty
(60) days after the Independent | SO Board is seated with an implementation date as soon as possble.
The current congestion management sysem is fundamentally flawed and needsto be overhauled o
replaced. Thismarket redesign is crudd for providing transmisson schedules that are based on
physcd redity and accurate price Sgnasfor the sting of new generation. Therefore we will require
thet the proposal, & aminimum, indude ameaningful number of zonesthet Ignificantly address
congedtion on the system. In thisregard, we dso require that the proposd provide acomparison with a
nodal energy price proposd (i.e. locationd margind pricesfor each bus or node on the grid). Weadso
expect the 1 SO to conduct a periodic (annud) review to evauate the accuracy of the zones for
congestion management. We will take any requigte action on that proposd at thetimeitisfiledina
Separate proceeding.

6. Demand Response Program

Asthe SEff Report olbsarved, the difficulty with current demand responsein Cdifornialisthet it
is driven by adminidrative directive, not market prices. (Steff report at 5-21). Wedirect the ISO and
Scheduling Coordinators to congder demand bidding programsin which loads can bid offers of
demand reduction directly into the market to compete with offers of supply .

7. Importance of RTO Devdopment and Compliance

Asdiscussd earlier in this order, Cdiforniais physicaly integrated into an extensve interdae
tranamisson grid and has therefore been part of awestern dectricity market for along time
Cdifornias markets will never redize optimd performance until the impediments to efficent utilizetion of
the regiond tranamisson grid are diminated and the regiond interdate trangmission sysem is designed

"In this regard we note that none of the recent reports or andyses of the eventts of the summer
cite to the current congestion management structure as contributing to the high prices
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in such away that it supports trangparent, competitive Western bulk power markets - - markets thet
support dl of the wholesde products thet Cdlifornia reguires, markets thet remove impedimentsto
effident imports and exports, markets thet diminate rate pancaking and alow Cdiforniato access more
digant markets a alower cogt, markets thet undertake regiond transmisson planning to ensure thet the
needs of Cdifornia are conddered when transmisson expandonsin other Sates are consdered, and
markets that dlow regiond market hubs like Palo Verde to develop where new generaion can be
located to sarve multi-date markets  The Commisson's RTO initiative is aresponse to fundamental
changesin thededriaty industry over thelast 20 years When fully implemented, RTOs will provide
for operation and planning thet will ensure consumer benefits for Cdlifornians and the dtizens of other
Wegtern dates. The problems being confronted in Cdlifornia.can, in many ways, be traced to the
continued bakanization of the Western grid and the aosence of atrue RTO with regiond scope. The
actions we have taken in this order are fully condsent with Order No. 2000, and nothing in this order
rdievesthe 1S0O, PG& E, SOCA Edison or SDG& E from thar obligation to make afiling in compliance
with Order No. 2000 on January 17, 2001. We expect that the matters addressed in this order will
move the Cdiforniamarket toward meeting the sgnificant objectives of Order No. 2000 and thet these
long-term market reforms will fadilitate Cdifornids transformation into a properly Szed and functioning
RTO.

D. Price Mitigation and Refunds

The Commisson has found in this proceeding that the exising market Sructure and market
rules, in conjunction with an imbaance of supply and demand in Cdifornia, have caused and, until
remedied, will continue to have the potentid to cause, unjust and unreasongble rates for short-term
energy during certain time periods. While the Staff Report lists anumber of factorsthet legitimately led
to higher priceslagt summer 2 it dlso recites market design problems thet contributed to high prices
and that may have provided incentives for the exercise of market power or otherwise led to higher then
competitive prices 8! Aslong as aflaved market design remainsin effect, the possibility for non-

80The Seff Report dites, for example, to increases in naturdl gas costs ($2 per MMBu to $6
per MMBtu January 2000 to September 2000); increases in the price of NOx credits ($5 per pound to
over $40 per pound January 2000 to September 2000); factors contributing to scarcity of power to
meet demand such aslower than expected hydrodectric output and unplanned power plant outages;
unusudly high temperatures; tight resarve margins, increesed demand for energy; reduced imports from
outsde Cdifornia See Staff Report a pp.5-2to 5-7.

81The Saff Report dites market design problems induding lack of forward contracting,
inadequate demand response; underscheduling; and use of asngle-price auction to establish price. See
Saff Report at 5-9to0 5-18. The report shows that design problems may have provided incentives for
the exercise of market power. See Staff Report a 5-9 to 5-26. While findings of specific exercises of
market power are not in the record, the Staff Report refers at p. 5-20 to the analysis of the Market
(continued...)
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competitive priceswill continueto exis. Accordingly, pursuant to our Satutory respongibility under
FPA saction 206, the Commission not only mugt “fix" those aress of market design thet arewithinits
jurigdiction and thet are causing the potentid for unjust and unreesonablerates (i.e, require
modifications of exising wholesde market sructures and market rulesthet are impeding a competitive
price), we must aso provide measures to assure that rates remain just and reesonable until suchtime as
the proposad longer term market remedies can be effectuated.

Bdow we address two components of protecting ratepayers agang unjust and unreasongble
raes. Hrd, we address price mitigation measures thet will remain in effect for 24 months, which isthe
time necessary to effectuate dl the longer term market Sructure and market rule changes being
required. Second, we address the refund liahility of public utility wholesdle sdllersin the ISO and PX
markets who may have the ability to charge unjust and unreasonable rates during certain time periods.

1 Price Mitigation Messures

Between 1996 and 1999 Cdliforniaadded about 700 MW of generation while its pesk load
grew by some 5500 MW fuded by an annud population growth of 600,000 people and arobust
economy. Asaresult, Cdifornias recent pesk load and its avallable inddled capedity (i.e, in-Sate
cgpadity not down for maintenance) are effectivay equd a about 45,000 MW, i.e, thereis often
bardly enough supply to meet demand. Thisleaves Cdiforniavulnerable to price spikes causad by
even smdl supplierswho, under tight supply conditions, can affect the PX and 1SO market dearing
prices. These conditions can dlow the exercise of market power. 82 These higher oot market prices
in turn affect the pricesin forward markets: While Cdifornia has 8,000 MW of import cgpehility,
WSCC resarves during pesk hoursin May and June dropped to about 5 percent, compared to
forecagted planning resarves of 17 - 20 percent issued earlier thisyear, and therefore less energy was

81 _..continued)
Survellance Committee (MSC) of the 1SO, which edimated a significant degree of market power being
exerdsed in Cdifornia markets for the period October 1, 1999 to June 30, 2000. The MSC estimated
prices for mudt-take energy over the entire period were 36.3% higher than they would have been under
competitive conditions. For the last month of the sample, June 2000, they esimated that priceswere
64.6% higher then they wiould have been under competitive conditions. The highest previous monthly
market power index wasin June 1998, when prices were estimated to be 39.9% higher than they
would have been under competitive conditions. Average pricesin August were higher than in June.
While cogts such as gas and NOx emissons rose, the report sates that the numbers suggest that market
power may have been exercised in June. With repect to dl of the referencesin this footnote, the
sandard used to evduate market power was bids above short-run margind cod.

823taff Report at 5-19.
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available for purchase from out of state 8 In addition, as virtualy al reports on this market condude,
thereisat presant little demand responsvenessto price. Accordingly, we propose price mitigetion in
order to dlow suffident time for the implementation of the remedid measures we are proposing to
order herein as well as the devd opment of additiona supply and demand response meesures. As
discussd, infra, the price mitigation measures will bein effect for aperiod of 24 months.

Hrg, we have proposed to free the IOUs of the trade redtriction of sdling dl of their
generation into and buying dl of their supply from the PX. This permitsthe IOUs to avall themsdves of
the bilaterd market and forward markets and the ability to sdlf-supply. 1n S0 doing, the |OUS now
have the ahility to mitigate their own prices, and minimize their exposure in the spot market. Second,
requiring Cdiforniamearket participants to preschedule dl resources and loads with the 1SO coupled
with apendty on dl energy transactions of gregter than 5 percent of the prescheduled amount should
greatly reduce the amount of supply traded in the redl-time market and, thus will shdter Cdifornians
from the huge exposure to spot prices experienced this summer.

We propose to implement atemporary modification to the Sngle price auctions of the PX and
the1SO. A ggnificant factor cauding high pricesin Cdiforniawas the fact that every MW in the market
is priced a the market dearing price. We propose thet, effective 60 days from the date of this order,
for dl short-term markets operated by the PX and the 1SO (indluding the Replacement Reserve
Market), the single price auctions be used for &l sde offersa or bdow $150. 3% Thisauction
modification imposes no limits on asdler's bid and only limitswhich bids can st the dearing price. The
sngle market dearing price will be used for the amount of load which dears a or bdow thisamount in
theauctions. To the extent an auction does not deer a or beow the $150 bid leve, supplierswho
chooseto bid above $150 will be paid their as-bid price. & These prices will be averaged and billed to

83Pice movementsin Cdifornia Eledtricity Markets, Andlysis of Price Adtivity: May - July
2000, Cdifornia Power Exchange, p.17 and 25. Cambridge Energy Research Associates (CERA) hes
conduded that asgnificant risein oot prices can be expected when reserve margins dedine below the
15 to 20 percent range. The Summer 2000 Spot Electricity Markets Outlook; Divergent Trendsin
Price Valaility, CERA, Lawrence J. Makovich and Joseph Sannicandro, July 2000.

841 order to encourage the expansion of Demand Response programs, we will not extend this
market reform to bids for load response.

8For example, if the highest bid selected in the | SO red-time market is $75/MWh, this will set
the market dearing price and dl Hlerswill recaive $75. Thisisthe same pricing dgorithm thet is used
now. However, if the highest bid sdected is $160/MWh and the second highest bid sdected is
$75/MWh, the supplier bidding $160 would be paid $160/MWh for the amount it supplied, and the
market dearing price for dl other sdlerswould be st & $75MWh. In addition, as discussed bdow,
the supplier recaiving $160/MWh would be required to report thet bid to the Commisson and provide
catain codt information to the Commission.
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dl theload which was supplied in the auction. % Allowing generators to receive their as-hid price
should permit generators whaose cogts exceed $150 to participate in the market and continue to atract
new supply by refleting in prices the true cost of scardity. 8 This pricing method takes care to mitigate
prices by reflecting a price to sdlers a the margin which sgnds the supply and demand conditions
rather than reverting to atraditiond cogt of sarvice bads (i.e., aregulated price which reflects the cost
of dl assetswithout any regard to market conditions). Thisis crucid in order to induce new supply.
Bids usng this modified Sngle price auction will continue to be disciplined by low and moderate cost
suppliers bidding therr margind codts a times other than shortages to ensure thet they are chosen for
digpatch and can recaive the dearing price. At times of shortage, we will discipline prices through
reporting requirements and monitoring as discussed below.

We propose to require the PX and the 1 SO to report confidentidly to the Commissonona
monthly bassdl bids (both for public utilities and non-public utilities) in excess of $150, induding the
name of the SHler, the price and amount of MWSs covered by the offer, the hour(s) covered by the
offer, the bid suffidency in the market (i.e,, the totd amount bid compared to the amount needed), and
theload a thetime of the offer. The SO dso must report unit availability datafor dl Participating
Gengators. Thefirgt report mugt befiled no later than February 15, 2001 for the period January 1,
2001 through Jenuary 31, 2001, and subssquent reports mugt befiled no later then 15 days after the
end of eech month. Thiswill permit the Commisson to monitor the effectiveness of the $150
breskpoint and any atempted exercise of market power by the market participants.

In addition, to adequately monitor the competitiveness of markets during the 24-month period
and ensure just and reesonable rates during the time it takes to effectuate the longer term ructurd and
mearket rule remedies, we propose to condition the public utility sdlers market-based rate authority by
requiring eech SHler to file on aweekly bad's each transaction in the 1SO and PX spot markets thet

8 This propased market redesign will dso apply to the | SO's Replacement Reserve Capacity
Market with one modification. In cartain ingances, a supplier may potentialy receive both a cgpecity
and enargy payment. Therefore, the cgpadity payment for replacement reserves will be contingent on
whether the supplier is caled on to produce energy. In thet event, the supplier will recaive only the
energy paymen.

87 The 10Us have divested most of their fossil generation and, as aresult, now own mogtly
hydro and nudear generation with running cogts of lessthan $20/MWh. However, gesisthe marging
fud in Cdiforniaand, therefore, we expect to see bids above $150 under some market conditions. We
intend here to monitor these bids, not to prohibit them. We dso fully gpprediate thet high cost suppliers
will bid amargin above their varigble cogts as a needed contribution to ther fixed cods The Steff
Report condudes thet a times of peek demand running costs can be in the range of $160 to
$200/MWh for some units. Staff Report at 3-21 and 5-3. In addition, the PX report (at page 30) on
price activity May/July 2000 indicates thet variable costs during peek periods can gpproach
$500/MWh for some units.
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exceads $150 effective Sixty (60) days efter thisorder. We propose to require dl transactionsfor the
prior week to befiled on a confidentid bessto the Commisson's Divison of Energy Marketsina
angle report submitted on the Wednesday fallowing the end of the transaction week (ending midnight
Sunday). These market data should indude the name of the Sl er, the price and amount of MWs
covered by the transaction, the hour(s) covered by the transaction and the incrementa generation cod.
Thefiling may dso identify legitimete opportunity cogsthet are known and veifisble that the sdler
congdered in developing itshid, i.e,, prior to the transaction. These datawill be used to monitor prices
on amore current bad's, in order to detect potentid exercises of market power or otherwise non-
competitive market prices and to adjust transaction prices, if necessary, to establish just and reasoneble
rates.

We recognize that some parties have offered dterndtive price mitigation measures and our
decison hereisinformed by those dternative proposas. We bdieve that a comparison of the mgor
atributes of some dternatives thet have been proffered shows that the option we have sHected is
gopropriate. For example, some parties propose thet bids into the Single price auction be capped a a
goedific levd. Recognizing that the sngle price auction megnifies the impect when the maximum bid
does not reflect the competitive outcome, by paying thet same priceto dl slersin the marke,
proponents of these measures seek lower and lower callings to reduce the economic consequences.
However, cdlings st too low can aso have severe short-term and long-term consequences on the
markel. Recognizing these concarns, some dternative proposals would include load-differentiated
price caps that are indexed to estimated load and changesin input cods  These proposals, however,
introduce sgnificant complexity into amarket that is dreedy in dire nesd of smplification. We bdieve
that our gpproach addresses the concerns thet underlie these dternatives.

We seect $150 asthe leve aove which we will reguire reporting and increased monitoring
because thisleve isindicative of high demand. Our review of the bidsthet deared in the PX's Day
Ahead market in Augudt tells usthet bids exoeeded $150 in about 45 % of the hoursin the month. Al
these bids were in the peek hours of about 10 AM to 10 PM. The PX Deficiency Report dso shows
thet during the hours of 11 PM to 6 AM prices exceeded $100 nearly 75 times or about 10 % of the
hours of the month and about 30 % of the off-pegk hours: We intend to rdly on the Sngle price auction
to discipline pricesin off-pesk hours when supply should be adequate.

We mug ds0 take care not to place our breskpoint o high asto providelittle or no mitigation
other than in periods of extreme weether conditions such as Cdiforniafaced in August. Our review of
the bids which deared in the PX Day Ahead market for September, when the heat wave subsded,
indicates the use of a higher bregk point of $200 would have reduced price mitigetion to 9% of the
hours.

Our sHection of the $150 breskpoint is dso informed by the running cogts of the gasfired
generation which is and