95 FERC 161,115

UNITED STATES OF AMERICA
FEDERAL ENERGY REGULATORY COMMISSON

Before Commissonas  Curt Hébert, J., Charman;

William L. Massey, and Linda Bregthitt.

San Diego Gas & Electric Compary,
Complanart,

V.

SHlesof Energy and Andllary SaviceInto
Markets Operated by the Cdifornia
I ndependent System Operator and the
Cdifornia Power Exchange,

Respondents.

Invedigation of Practices of the Cdifornia

Independent Sysem Operator and the Cdifornia
Power Exchange

Cdifornia Independent Sysem Operator
Corporation

Investigation of Wholesale Rates of Public Utility
SHlersof Energy and Anallay Savicesinthe
Western Sysems Coordinating Coundl

Docket No. EL00-95-012

Docket No. EL00-98-000

Docket No. RT01-85-000

Docket No. EL01-68-000

ORDER ESTABLISHING
PROSPECTIVE MITIGATION AND MONITORING PLAN
FOR THE CALIFORNIA WHOLESALE ELECTRIC MARKETS
AND ESTABLISHING AN INVESTIGATION OF PUBLIC
UTILITY RATESIN WHOLESALE WESTERN ENERGY MARKETS

(Issued April 26, 2001)

In this order, the Commission adopts amarket monitoring and mitigation plan for the Cdifornia
market to replace the $150/MWh bregkpoint plan adopted in its
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December 15, 2000 order. The mitigation plan adopted here, which will bein place for aperiod not
to exceed one year, will: (1) increase the coordination and control of outages, (2) require salerswith
participeting generator agreementsto offer dl their avallabdle power inred time, (3) require load sarving
entities to establish demand response mechanismsin which they will identify the price a which load
should be curtalled, (4) establish asngle market dearing price auction for the red-time market, and (5)
establish price mitigation for available cgpaaity in red time when thereis aresarve deficency during
emergency sages beginning with dage 1. In addition, this mitigation plan is conditioned on the
Cdifornial SO and the three investor owned utilities (I0US) filing aregiond tranamisson organization
(RTO) proposa by June 1, 2001.

Under section 206 of the Federd Power Act (FPA), the Commission dsoisindituting an
investigation into the rates, terms and condiitions of public utility sdesfor resdle of dectric energy in
interstate commerce in the WSCC other than sdes through the Cdifornial SO markets, to the extent
thet such sdlesfor redeinvolve (1) dectric energy sold in redl-time oot markets (i.e. up to 24 hours
in advance); and (2) take place during conditions when contingency resarves (as defined by the
WSCC) for any control areafdl below 7 percent.

l. Background

In an order issued August 23, 2000,2 the Commission indtituted formal heering procesdings
under section 206 of the FPA to investigate the justness and reasonableness of the rates for energy and
andllary sarvices of public utility sdlersinto the Cdifornial SO and PX spot markets, and dso to
investigate whether the tariffs, contracts, inditutiond structures, and bylaws of the 1SO and PX were
adversdy affecting the wholesdle power marketsin Cdifornia. These proceedings were intended to
investigate the gnificant increases in the prices for energy and andllary sarvicesin the Cdifornia
mearket.

In the December 15 Order, the Commisson found that the market sructures and rulesfor
wholesde sales of dectric energy in Cdiforniawere serioudy flawed and that these structures and rules,
in conjunction with an imbaance of supply and demand in Cdlifornia, have causad, and continue to have
the potentia to cause, unjust and unreasonable rates for short-term energy under certain conditions.
The Commisson, therefore, established remedies for the Cdiforniawholesdle dectric markets, which
induded, in part, dimination of the mandatory PX Buy-Sdl requirement, establishment of abenchmark
price for wholesde hilaterd contracts, establishment of pendtiesfor underscheduling loed, a

1S Diego Gas & Eledtric Company v. Sdlers of Energy and Andillary Sarvices, 93 FERC
161,294 (2000) (December 15 Order), rehig pending.

2San Diego Gas & Electric Company, et d., 92 FERC 161,172 a 61,606 (2000) (August 23
Order).
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requirement for an independent governing board for the Cdifornial SO, and arequirement for thefiling
of generation interconnection procedures.

Asan interim meesure, the Commission established a $150/MWh breskpoint under which
public utility sdllers bidding above the breskpoint receive ther actud bids, but are subject to monitoring
and reporting requirements to ensure thet rates remain just and reasonable, induding the potentid for
having to pay refundsfor prices charged above the breskpoint.> The December 15 Order do
required the development of alonger term mitigation plan to replace the interim bregkpoint
methodology by May 1, 2001.

On January 23, 2001, the Director of the Divison of Energy Marketsin the Office of Markets,
Taiffs and Rates convened atechnica conference to develop a plan to replace the interim bregkpoint
price* Comments and reply comments were filed with the Commission and posted on itswebdte. On
March 9, 2001, Commission Staff issued arecommendation for prospective market monitoring and
mitigation for the red-time dectric market. The Staff's recommendation recognized thet the red
solution to Cdifornids energy problem liesin increased invesment in infragtructure. 1t aso recognized
thet while mitigation measures should be consdered to ded with the current Stuation, the gpproach
adopted must be congstent with the need to attract new investment and should, to the extent possible,
encourage such investment. The Saff recommendation aso recognized thet, Snce the December 15
Order, the marketplace in Cdifornia has changed with greater reliance on bilatera contracts, as
oppaosad to bidding in red-time markets

The St outlined cartain core design principles that agood mitigetion plan should indude:
buyers and sdlers neaed to know the rules up front and have confidence thet those rules will not be
subject to congtant change or interpretation; prices should be mitigated before they are charged, not
after; price mitigation should be as surgicd (leest intrusive) as possble and ladt for aslittletime as
possble; price mitigation should be as market oriented as possible and adopt market solutions and
mechanisms to the maximum extent possble; the pricing provisons must encourage, and nat
discourage, the criticdly nesded invesment in infragtructure (eg., increesing generation supply, adding
required tranamisson, and implementing demand response).

30n March 9, 2001, the Commission issued an order directing public utility sdlersto provide
refunds (or offsets to amounts owed) or to provide cost or other judtification for prices thet exceesded
the bregkpoint. 94 FERC 161,245 (2001), rehig pending.

493 FERC 161,294 at 61,983, 61,996-97.
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The St recognized that achieving these godls requires difficult choices, and no mitigetion
goproach will provide the perfect answer® The Staff condluded thet the current breskpoint method did
not meat these godls, because mitigation was ex pog (corrections were mede after the fact, potentialy
dtering business arangements that may have gppeared reasonable when made), the review of
individud transactionsis labor intendve, and market prices above the bregkpoint were not trangparent.

In place of the breskpoint method, the Staff recommended thet the ISO conduct ared-time
auction with messures to mitigete the potentid exercise of market power through physicd or economic
withholding. Thisauction would have the fallowing charadteridics

Coordinating and Contralling Outages All planned outages by unitswhich
have 9gned a Participating Generator Agreement (PGA) with the |SO should
be coordinated with, and goproved by, the ISO. Unplanned outages should be
cdaosdy monitored by the | SO and questionable outages should be reported
immediady to the Commisson for further investigation by the Commisson.

Sling Obligaions. Sdlerswith PGAs should be required to offer dl their
cgpadity tothe ISO inred timeif it isavaldble and not scheduled to run. Load
saving entities should be required to date the price & which they will curtall
ther loads, and to identify which loadswill be curtailed.

Price Mitigation. When cdled upon to provide available (unscheduled)
cgpadty inred time, PGA units would be price mitigated only in those hours
when thereisareserve defidency. During these hoursdl PGA units obligated
to | cgpadty inred timewould be pad the margind codt of the
highest-priced PGA unit caled upon to run.

Red-time Price Mitigation for Each Generaing Unit. Each generating unit
should be required to have a ganding, confidentid price based on its margind
cogts, to be used by the 10 to establish the red-time market dearing price
when mitigation is gopropricte

Twenty-nine comments were received on this proposal.® While the comments supported
certain agpects of the Staff proposa in theory, they aso recommended avariety of changes and raised

®See In re Cdlifornia Power Exchangev. FERC, No. 01-70031, 2001 U.S. App. LEXIS
6153 (9th Cir., April 11, 2001) (recognizing thet the $150/MWh breskpoint gpproach was an
gopropriate middle ground).

®Thosefiling comments are listed on Appendix A.
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technicd issues asto how it would be implemented. The comments focused in particular on the method
usd for price mitigation and the periods when mitigation would be gpplied.

In addition, on April 6, 2001, the 1SO submitted a proposed market sabilization plan;
however, it explaned that it was not now submitting the proposed revisonsto its tariff that would
implement itsgenard plan.” Rather, it indicated thet it "is preparing the Tariff revisions necessary to
implement the Market Sabilization Plan for filing conagtent with the Commisson's direction or the
outcome of this proceeding.® The Market Stabilization Plan submitted by the 190 is essentidly a
compilation of earlier proposds by the ISO. The Market Sabilization Plan has two primary gods cost
control and operationd dability. With respect to cost contral, the plan would require dl participating
generaorsto have sanding bids for dl of ther available capadity, subject to resource specific codt-
basad bid caps, reflecting each resources cogt curve. In return, the participating resources will receive
annud availability payments designed to permit recoveary of dl fixed costs The plan dso indudes
paymentsto cover sart-up and no-load cogs. With respect to operationd gability, the |SO indicates
thet it will propose new forward markets for energy in day ahead and hour ahead markets, the

"The IS0 dated that it was making this submittal in response to aMarch 30, 2001 Commission
Saff letter in Docket No. EL00-95-012 requesting additiond information concerning two sudies by
the 1SO that daimed $6.2 hillion in overcharges. In that Ietter, Commisson Staff noted thet the
Commission hed proposed aMay 1, 2001 effective date for the permanent market mitigation plan and
suggested to the 1 SO that if it intended to file a comprenengve Market Stabilization Plan, which the
ISO noted in its comment thet it planned to filein April, it should do o no later than April 6, 2001, to
give the Commisson auffident timeto condder it. The Commission dso paints out thet the $6.2 hillion
in overcharges overdates the extent of the overcharges rdaed to transactions subject to the
Commisson'sjuridiction. ThelSO dlegesinits March 22, 2001, commentsto daff's market
mitigation proposd that potentid codtsin excess of competitive levesfor the Cdiforniawholesdle
market exceed $6.2 hillion for the period May 2000 through February 2001. The SO now contends
thet cogtsin excess of competitive levels now exceed $6.7 hillion due to an additiona $430 million not
induded in the earlier andyss However, in reponse to the March 30, 2001, Commisson daff |etter
in Docket No. EL00-95-012, the SO notes that goproximetely $2.7 hillion represents bilaterd and
sdf-aupply energy scheduled outside of the PX and 1SO markets. Of the remaining $4 billion,
approximatey $3.1 hillion is subject to FERC jurisdiction. However, $1.8 billion occurred prior to
October 2000. Whet remainsin dispute is $1.3 billion for the period October 2000 through February
2001. There aretwo digtinct differences between the 1SO's caculation of excess charges and the
Commission's $124 million refund caculation for January and February 2001, The SO indudesthe
October through December 2000 period while the Commisson has, to date, focused on January and
February 2001. In addition, the 1SO induded every hour in its refund caculaion while the Commisson
caculated refunds for the hours when a Stage 3 was in effect.

8130 April 6, 2001 Submittdl at 5.
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implementation of anew trangmisson condrained unit commitment economic digpatch program, the
implementation of new congestion management procedures, and the aaility to curtall exports

A number of comments werefiled on the Market Stahilization Plan, some supporting it, others
questioning it and raisng questions about the authority of the SO to make such afiling in light of the
Board's lack of independence and itsfailure to comply with Commission orders®

. CdiforniaMonitoring and Mitigation Plan

In the December 15, 2000 order, the Commission directed Saff to convene atechnicd
conference to develop amonitoring and mitigation plan for redtime energy marketsto replace the
interim $150/MWh bregkpaint plan with a redtime mitigation plan that would not rdy on arefund
condition.'® In this order, the Commission is modifying the $150/MWh breskpoint to provide for
progpective mitigation, ongoing monitoring, and the development of demand response mechaniams

In examining monitoring and mitigation plansfor the red-time market, it must be recognized that
there are no parfect plans Any mitigation plan islikdy to cregte different incentives for both sdllersand
buyers!! In establishing the mitigetion plan described beow, the Commission was guided by severd
gods It sought to develop a plan that addresses the need for mitigation in as market-oriented a manner
asposshle It dso sought to create aplan that would not discourage the aritically needed investment in
new generation and tranamisson aswell as development of greater demand response to send proper
demand pridng Sgnas.

Some of the power suppliers maintain thet no mitigation plan should be adopted, and thet the
Commisson should indeed rdy soldy on market forces However, the Commisson found inthe
December 15 Order that, because of the flawved market rules and sructuresin place, therewas a
potentia for the exerdse of market power in the Cdifornia spot market under certain conditions and
thet amitigation plan, therefore, wias necessary. The Commisson will not reconsder thet determination
here.

The Commission will address compliance with the | SO governance provisions of the
December 15 Order in asubsequent order.

10500 93 FERC ] 61,294, at 62,011.

1Under the Federd Power Act, the Commission must protect both consumers and investors.
See FPC v. Hope, 320 U.S. 591, 601-605 (1944).
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The Commisson's monitoring and mitigation plan for the red-time market incorporates portions
of the recommendations mede by Staff aswel as portions of the mitigetion plan usad inthe March 9,
2001 order.*? Thefundamentd prindples of thisplan areto:

Enhance the 1SO's aaility to coordinate and control planned outagesin the red-time market
during dl hours

Require Hlerswith PGAs aswdl as non-public utility generators located in Cdifornig, thet
meke sales through the 1ISO's markets or that use the |ISO'sinterdate tranamisson grid (with
the exogption of hydrodectric power), to offer dl thar available power inred time during dl
hours.

Require public utility load sarving entities to submit demand bids (identifying the price a which
load will be curtailed) in the red-time market during dl hours

Edtablish conditions, induding refund lidbility, on public utility sdlers market-based rate
authority to prevent anticompetitive bidding behavior in the red-time market during dl hours

Require the | SO to submit weekly reports on schedule, outage, and bid datafor al hours so
that Commission gaff can continue to monitor generating unit outages and red-time prices.

Egtablish amechaniam for price mitigation for dl sdlers (exduding out-of-dete generators)
bidding into the ISO's red -time market during areserve defidiency, defined asresarves of 7.5
percent or less Under this mechaniam, the Commission is establishing aformula (based on gas
fired generation) that the 1SO can use to edtablish the red-time market dearing pricewhen

mitigation gpplies

This monitoring and mitigation plan will become effective May 29, 2001. The $150/MWh breskpoint
and the refund gpproach established in the March 9, 2001 order will remain in effect until then. In
addition, the Commission is requiring the 10 to file with the Commisson periodic reports on this
monitoring and mitigation plan aswe| as progressthat is being mede in developing new generdtion and
demand response.

The monitoring and mitigation plan adopted here will terminate not later then one yeer from the
date of thisorder. According to Governor Davis pressrdease of April 4, 2001, the Cdifornia Energy
Commisson's current stetus report indicates that new generaion totding 4,168 MW will be on line by
the end of August 2001 and there could be as much as 6,879 MW on line for the summer of 2002. In

12Son Diego Gas & Electric Co., e d., . 94 FERC 1 61,245 (2001), rehig pending.
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addition, in ayear, the retall demand response mechaniams requiired by this order should befully in
effect.

In addition, this mitigation plan is conditioned on the Cdifornia | SO and the three investor
owned utilities (10U filing an RTO proposd by June 1, 2001, condgent with the characterigics and
functionsin Order No. 2000. This condition recognizes that the only red solution to supply problems
that affect the western United Statesis to creste aregiona response.

The mitigation plan adopted here saeks to reasonably baance the interests of suppliersand
consumers of energy in Cdifornids wholesde markets to mitigete the dysfunctional market without
Odaying needed investment in generdtion, tranamisson, and demand response mechanisms. Thisplan
seeks to achieve mitigation by emulating a competitive marketplace. The plan seeksto foder gregter
coordination of outages to ensure that supply is avalladle and to make sure that avalladle supply isbid
into the market. It further saeks to create the demand sde response which would occur ina
competitive market. During periods of reserve deficdendes and the potentid for unjust and
unressonable prices exigs, the plan permits the 1SO to use market prices for inputs (e.9., neturd gas
and emissons credits) to establish bids. This gpproach is consgtent with bidding that would occur ina
competitive market dearing auction in which eech supplier has the incantive to bid competitively at its
margind cods  The Commisson will discuss eech dement of the plan bdow.

A. Coordination and Control of Outages

To ensure that sufficient generation capacity is available to meet anticipated market needs it is
important for the |SO and generators to work cooperatively to schedule generating unit maintenance
and outages in ways that will provide suffident energy resources when nesded while dso providing for
relidble plant operation. Inits April 6 submittd, the 1SO specificaly supports the Staff's proposd thet
"Cdiforniagenerator outages should be more dosdy coordinated and that questionable outages be
reported and investigated."™® The IS0 indicates thet the state of Cdiforniais considering legidation thet
would implement the coordination of outages and the adoption of generaing unit maintenance
dandards. In thisregard, the |SO indicates that it anticipates submitting ataiff filing in the neer future
to implement abroader coordination of generator planned outagesin Cdlifornial® The 10, therefore,
will be required to meke ataiff filing within 15 days of this order proposing amechanism for
coordination and contral of outages, induding periodic reports to the Commisson, condgent with the
discussoninthisorder. ThelSO mug sarve these tariff changeson dl PGA cusomers The
commentswill be duefive days after that filing.

BApril 6 Submittal at 35.
144, at 36.



Docket No. EL00-95-012, et d. -9-

The commentsfiled in this procesding generdly favor better coordination of plant maintenance.
The parties raise questions only as to how such coordination isintended to work and how problems will
be resolved. The CPUC mantainstha unless agenerator has been scheduled for maintenance, the risk
of forced outages should be placed on generators, not on the ISO. According to the CPUC, a
generator that is scheduled to run but which goes down, should be responsble for replacing the energy
its outage has required the 1SO to purchase.

On the other hand, generators and others™ are concerned thet the 1SO is politicized and will
abuseits authority and improperly deny maintenance. They contend that the SO should be responsble
for paying generators codtsif the ISO denies maintenance. The Northern Cdifornia Power Agency
argues thet imposing pendtiesfor falure to runis particulardy problemétic for load serving entitieswho
have no incentive to manipulate an outage Since they have to pay for replacement power to serve thar
own load. Duke Energy, EPSA and Independent Energy Producers contend that the Commisson
should gppoint an independent agency to conduct standardized ingpections and review 10
Oeterminations.

The SO mug be provided the authority to achieve greater syslemdtic control over dl units
(induding those of the I0US) that the 1SO mugt digpaich, i.e, those unitsthat have Sgned PGAs The
procedures for coordination and outage control mugt be gpproved by the Commisson. The
Commission has monitored outages and will continueto do 0.1 The 1SO must continueits daily and
weekly reports to the Commisson on outeges. It dso mugt dert the Commisson immediatdy when
disputes arise over planned outages, so that such digputes can be expeditioudy reviewed. In addition,
unplanned outages must continue to be dosdy monitored by the 1SO and questionable outages should
be immediatdy reported to the Commission.

The Commission intends for the |SO's requirements to foster cooperation rather than establish
punitive provisons ether pendizing generators or the 10, The IS0, if truly independent,t” should
have little incentive to deny necessary maintenance reguests Since any such action could exacerbate the
upply shortage in Cdifornia by causing unplanned and lengthy generating unit outeges Equdlly, the
ISO in formulaing its palicies and procedures has to recognize thet generaing units may go down
unexpectedly, particularly during periods when the exiding older generating units are being asked to run
for exceadingly long periods and & high levels

15See Comments by Duke Energy, Mirart, Morgen Stanley, PG& E, Rdliant, Williams, Enron
Power Marketing.

165ee Commission S, Report on Outagesin the State of Caifornia (Feb. 1, 2001),
http:/Aww3 ferc.fed.usbulkpower/bulkpower.htny AES Southland, Inc., 94 FERC 9] 61,248 (2001).

17 As discussed earlier, the Commission will address dllegations about the | SO's lack of
independence and its governance proceduresin alaer order.
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B.  Sdling Obligations

The Commission will require those generators with PGAsto offer the 1SO dl of their cgpadity
inred time during dl hoursif it isavailddle and nat dreedy scheduled to run through bilaterd
agreements. This mud-offer obligation is designed to ensure that the | SO will be adleto cal upon
available resources in the red-time market to the extent thet energy isneeded. The bedsfor this
requirement isthat, under competitive conditions, a generator that has avalable energy inred time
should be willing to sl thet energy a a price that coversits margind cods, Snce it has no dternetive
purcheser a thet time.

Some of the comments suggest that the mitigation plan should nat be limited to generators
sgning PGAS, as proposed by the staff, but should be expanded to indude dl generators® The
Commisson agreesthat al generators need to participate in heping to solve the problemsiin Cdifornia
Accordingly, the Commisson will require that, as a condition of sdling into the 1SO marketswhich are
ubject to this Commisson's exdusive juridiction, dl sdlersthat own or control generatorslocated in
Cdifornia, induding non-public utility sdlersthat own or control generaiorsin Cdifornia, must abide by
the same mugt-offer obligation and the price mitigation plan, induding the filing of heat and emissons
rates, described in thisorder. The 1SO is directed to modify its energy tariffs to reflect this condition.
While the Commission does not directly regulate the non-public utility slesfor resale through the 180,
it has the authority, and indeed the respongihility, to ensure thet the 10 tariffs covering gpot merket
enargy sdesreault in just and reesonablerates. However, the Commisson cannot ensure such just and
reesonable rates in the current drcumdtances in Cdiforniaunless dl entities thet sdl energy through the
mearkets operated by the 1SO abide by the same conditions. The Commission, therefore, concludes
thet it is necessary to impose this condition.

In addition to the above condition on sdes through the energy markets operated by the | SO,
we dso will require that, as acondition of usng the |SO's open accessinterdate trangmisson tariff
which is subject to this Commisson's exdudve juridiction, dl sdlers of energy thet own or control
generatorsin Cdifornia, induding norHpublic utilities, whose power istranamitted over the 1SO-
controlled interdate transmisson fadilities, mugt abide by the same mugt-offer obligation and the price
mitigetion plan, induding thefiling of heat and emissonsrates, described inthisorder. Since
tranamission condraints are contributing to the problemsin Cdifornia, non-public utility generators
should nat be dbleto aval themsdves of the use of the public utility 1SO-controlled trangmisson
fadlitieswhile nat committing themsdves to hdp solve the problems that have arisen. Induding non-
public utility generatorsin Cdiforniaas part of the mitigation will not only hep ensure that jurisdictional
rates for power sdes arejust and reasonable but will dso hdp to maintain the rdiability of the interdate

185ee Comment by Dynegy.
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gid® Thus non-public utility generatorsin Californiathat utilize the 1S0-controlled transmission grid
to effectuate purchases for resdle or sdesfor resdle of energy will be subject to this condition. The
ISO isdirected to modify its open access trangmisson tariff to reflect the condition. Fndly, giventhe
importance of nonHpublic utilities to the market, the Commisson dso encourages the non-public utilities
to participate in aWes-wide RTO.

Saverd commenters’™® are concered about generators avoiding the must-offer requirement.
They raise concarns about So-cdled "megawatt laundering” where a supplier schedules supply out-of -
date and then reimports thet power to avoid amitigated price. They aso contend that imports mugt be
induded in the proposa to cap pricesfor dl sdesinto the ISO market, not just sdes made by PGA
generators?

The Commisson recognizes that the Cdiforniamarket isintegrated with those of other dates,
and for thet reason, isindituting an investigation into public utility sdesfor resdeinthe WSCC. In
addition, as discussed above, to ensure that the mitigation and monitoring proposal is gpplied equaly to
dl generatorsin Cdifornia, the mugt-offer obligation will be gpplied to indude non-public utility
generatorsin Cdiforniawhich currently make use of the ISO's interdate tranamisson grid.

Genarators are d o concerned with how the mugt-offer obligation will affect those with energy-
limited resources. For ingtance, some ask how the must-offer will gpply to hydrodectric power, Snce
this resource has atempord component and generators will want to use the resource when the prices

¥\while the Commission has nat previoudy used itsjurisdiction over public utility interstate
tranamission linesto ensure thet non-public utility generators contribute to the solution of problemsin
Cdiforniag, the Commission has the authority to impase conditions on the use of interdate fadlities
owned, operated or controlled by public utilities such asthe 1SO, and on the tariffs under which those
public utilities provide sarvice. See Transmisson Access Policy Study Group v. FERC, 225 F.3d 667
(D.C. Cir. 2000) (conditioning a non-public utility's use of apublic utility's open access transmisson
savice on the norHpublic utility providing rediprocd transmisson sarvice to the public utility); American
Gas Association v. FERC, 912 F.2d 1496, (D.C. Cir. 1990) (conditioning the use of open access
trangportation on agreement to credit revenues againg take-or-pay obligations). Seedso FPC v.
LouisanaPower & Light Co., 406 U.S. 621 (1972) (curtailment plans can gpply to non+jurisdictiond
cusomers); FPC v. Transcontinentd Gas Fipe Line Corp., 365 U.S. 1 (1961) (denid of certtificateto
pipdine for non-juridictiond trangportation); Missssppi River Tranamisson Corp. v. FERC, 969 F.2d
1215 (D.C. Cir. 1992) (condition on certificate requiring that nonHjurisdictiond customers be charged
no less than maximum trangportation rate).

20See Comments by 1S0, 1SO MSC, Cdlifornia Commission, SMIUD, County of San Diego,
San Diego Gas & Hlectric, SoCd Edison.

21560 Comment by Dynegy.
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aethehighest?? A smilar concemn israised with respect to generation units that can only be run for a
limited duration.® Mirant contends such units cannot be forced to run after their operationd limitsare
reached. It a0 contends that these units have an incentive to run when prices are highet, and thet it
will incur opportunity lossesif forced to run a lesslucrative times or if its bids cannot reflect opportunity
cods. The Northern Cdifornia Power Agency rases the same questions about municipd genera@ors,
contending thet they need to be able to choose the periodsin which they run given the needs of thar
own dectricload. The Western Power Trading Forum and Duke Energy contend that the Saff's
proposd isdiscriminatory because it goplies only to alimited segment of the market (the divested
generators) that have 9gned PGAs and does not goply to other generators, such asmunicipd utilities

Under the mug-offer obligetion, no generator will be required to run in violation of its certificate
or goplicablelaw. The Commission, however, recognizes the difficulty in gpplying the mugt-offer
requirement to hydrodectric power, because of its multi-purpose limitations (eg., irrigetion,
recregtiond, and power production), and therefore will exempt them from the mugt-offer obligation.
The Commisson, however, will not exempt gas-fired resources from the must-offer obligation, Smply
because they may have environmentd limitations. The quetion of whether units can run outside of thar
prescribed limits, and the cogts imposed as a consequence, are within the contral of the date. As
discussd |ater, the mitigation proposd will indude procedures to enable generators to recover cods
incurred from running outdde of thar environmentd limitations

Mirant, Duke Energy, and PG& E a0 raise the question of how to handle the generator’s
decison to withhold capacity to cover the eventudity of aunit tripping off-line. If generators cannat
reserve power, Mirant argues they should be permitted to increase bids to cover therisk.

The purpose of the Commisson's mus-offer obligation isto ensure that dl unitsthat are adle to
run but are not dreedy scheduled to run (with the exception of hydrod ectric power, as discussed
above) arein fact made available to the 1SO in the red-time market. In forward markets, a generation
owner may not want to commit dl of its cgpadity to forward transactions, given the possibility thet one
or more of its units could trip off line and leave the owner without sufficient capacity to cover these
commitments. However, when the time comes for bids to be submitted in the red-time market, dl
avalabdle generation (not scheduled or committed to hilaterd agreements) must be offered in the red-
timemarket. A generator should not withhold capecity or increese its bid to cover therisk thet its unit
may trip off-line between the time it submitsits red-time bid and red-time digpatch, because the
gengrator faces no finandd risk for such an outage. If no unit suffers an outage, the generator will
recave the market dearing price for dl the unitsit bidsinto the market. However, if aunit goes out, the
generator will il recaive the market dearing price for the unit (that it would have withheld) thet is

22See Comments by Enron Power Marketing, Metropolitan Water Didtrict, Cal. Dept of
Water Resources.

23See Commentsby PG&E.
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running, which will offset the cogt of paying for replacement power for the unit suffering the outage.
Thus, the generator isin no different pogtion then if it kept one unit idlein thefirg place, in which ceseit
would not be paid the market dearing price for energy for thet unit.

C. Demand Response

Beginning on June 1, 2001, the Commisson will require each public utility purchesing dectricity
in the 1SO's red-time market to submit demand-sde bids that will indicate the price at which load will
be curtailed and will identify the load to be curtailed. The bidswill indicate the maximum prices thet the
purchaser iswilling to pay for specified amounts of dectricity and the loads on its system that would be
curtailed when the gpplicable redl-time energy price exceadsits bid?* The 1SO will be reuired to
curtall sarviceto the entity in accordance with itsbids.

These requirements will develop demand-gde price reponsveness thet will hdp mitigate
market power and lessen the severity of price spikes. When demand responds to price, suppliers have
additiond incentives to keep bids dose to their margind production codts, because high bids are more
likely to reduce the bidder's energy sdes. Thus, demand-sde bidding applies downward market
pressure on prices. Demand-side price-respongive bidswill dso hdp to dlocate scarce supplies
effidently. Without the development of price-repondve bids, the dlocation of short supplies— through
ralling blackouts—is arbitrary and ineffident. In order for the market to function effectively, there must
be amechaniam to dlocate short suppliesto thase who vaue energy the most, while encouraging those
with lower-cog dternatives to take advantage of them. Customers need to be able to respond to price
ggnds S0 that those facing more dadtic demands can rdinquish power to those placing gregter value on
obtaining power a that time. For example, aload sarving entity sarving aretail cusomer with back-up
power neads to have gopropriate price Sgnals to determine whether the back-up source should be
used. Anindudrid plant aso could agree to dase during certain hours, or blocks of hours, during the
day, dlowing itsload serving ertity to reduce red-time purchases from the 1S0.

Demand response can dso be deve oped by establishing awestern-wide program under which
energy usrs (such asindudrid plants) outsde of Cdiforniacould be paid for curtailing power to be
used in Cdlifornia®® This could be accomplished by having the customer voluntarily submit abid for

24The Commission has required the 150 to adhere to the creditworthiness provisions of its
tariff. Cdifornialndependent System Operator Corp., 94 FERC 161,132, reh'g denied, 95 FERC
161,026 (2001). The SO, therefore, should take into account a buyer's creditworthinessin
oetermining what bidsit isfinandaly cgpable of honoring.

25The Commission has aready taken action to expedite the indusion of ademand response
mechaniam. Removing Obgtadesto Incressad Electric Generators and Naturd Gas Supply inthe
Western United States, 94 FERC 61,272 (2001) (streamlining filing and notice requirements for
(continued...)
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demand reduction (or interruption), and, if thet bid is acogpted, the customer would have its power
trandferred to a deficit control area, and be paid for their load curtallment.

The Overdght Board maintains that, while the 1SO should accommodate bids to curtal loads,
load sarving entities should nat be required to Sate aprice a which loads will be curtailled, contending
thisisaprerogative of the date. The 1SO and others contend that thereisalimit to the extent to which
load can be curtalled, and they are dready implementing as many programs as they can.

Sate authorities can promote demand-dde price respongvenessin severd ways, such as
dlowing retal ratesto vary to reflect wholesde prices, fadilitating the necessary metering, and adopting
consarvation programs. Whilethe design of retall ratesisamatter of date jurisdiction, the requirements
adopted here do not intrude upon Sate retal rate design. Insteed, they bear upon the deve opment of
pricesin the ISO's markets and the rules governing how sdlers and buyers act in those markets, over
which the Commisson hasjurisdiction.

The Commission has concluded thet it is necessary to require public utility load serving entities
to submit demand bids and that demand side bidding should begin June 1, 2001. Although retall
demand response may not be fully developed by thet time, there are some effarts in effect now and this
requirement will support those efforts The Commisson fully expects thet price regponsveness of loed
saving entities will increese over time asrtall programs develop and additiond metering isindaled to
dlow retal cusomersto respond to prices. The wholesde requirement for demand sde bidding will,
therefore, be in place to support those efforts. Moreover, as discussed above, requiring demand Sde
bidding will provide downward pressure on wholesde prices snce sdlerswill recognize the 18O will

not pay any price to obtain power.
D. Price Mitigation in the Redl-time Auction During Resarve Defidendies
1. Mitigation Approach Adopted by the Commission
a Market Clearing Auction

The Commission will reguire the | SO to establish a market dearing auction for red-time
markets with the following characterisics. As part of that auction, the Commission will require price
mitigetion for dl generaorsin Cdifornia, induding norHpublic utility generators, with available cgpadity
during periods of resarve defidency, defined as emergency Stuations beginning a sage 1 (i.e,, when
resarves ae 7.5 percent or less). Thismitigation is based nat on inflexible price cgps, but on the use of
competitive bids in the 1SO auction to replicate competitive pricing. The mitigetion gpplied hereisa

25(_..continued)
demand reductions).
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variant of the proposa mede by gaff and the proxy mitigation used by the Commisson in the March 9,
2001 order and implemented in subsequent notices.

Commission g&ff had proposed thet each generator submit to the SO aformula based on heat
rate, gas cogts, and emisson credits by which the 1SO could calculate amarging cost for eech unit.
Under g&ff's gpproach, during periods of reserve deficiency, the 1SO would then use the margind cost
pricesto determine the market dearing price in the auction. The Commisson is concerned that this
gpproach will be too difficult to adminigter asit requires review of margind cost informetion provided

by each generator.

Ingteed, the Commission is adopting amitigation plan in which eech gasfired generator in
Cdifornia (both those sgning PGAs and covered non-public utility ges-fired generators) will file with
the Commission and the ISO (on aconfidentia bas's) the heet rate and emisson rate for each
generating unit. These heat rates musdt reflect operationd hest rates that do not include sart-up and
minimum load fud codts because, in adedared emergency, the market dearing price should reflect the
cod to generate a or near maximum outputs. The 1SO will use these heet rates to cdculate amarging
cogt for each generator by using a proxy for the gas cogts, emission cogt, and a $2.00 adder for
operation and maintenance expenses. The gas codt proxy will use an average of the dally prices
published in Gas Daily for dl Cdiforniaddivery points. The emission cogt will be calculated by the
ISO usng emissions cogts from Cantor Hitzgerad Environmentd Brokerage Services and the emissons
rate for the unit?® The 150 will publish by 8:00 am, the gas and emission figuresto be used for the
next day in any hour where an emergency isdedared. Thesefigureswill be based on the prior day's
Gas Dally and Cantor Hitzgerdd data. In the event that prior day figures are not avallable, the ISO isto
use the mogt recent data available. The ISO's auction will be modified to permit the generatorsto dect
the proxy pricein lieu of anindividud bid above the proxy. All generators who dect the proxy will be
paid asngle market dearing price reflecting the highest priced unit dispetched caculated using the

proxy prices?’

It may bethat for some gasfired generatorsin Cdifornia, the proxy bid calculated by this
method islower than the generator's actud marging codts becauseits true gas codts are higher then the
proxy gas cods or it hasincurred emisson pendties or other codts gregter then those assumed in the
proxy. In those cases, the generator may submit abid gregter than that ca culated through the proxy. I
that bid is accepted, the generator will be paid what it bid, subject to refund and judtification. A
generator's norHproxy bid will not establish the market dearing price. However, to the extent a

26San Diego Gas & Electric, 94 FERC 161,245, a 61,863 (2001), rehig pending.

27| order for this price mitigation to begin on May 29, 2001, the 10 is required to publish the
goplicable Gas Dally Price and Cantor Ftzgerdd emisson's price on May 28, 2001.
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generator submitsa or below the market dearing price, it will receive the market dearing price and will
not be subject to refund liability.?

Cdiforniagenerators that do not use natura gas can acoept the market dearing price caculated
by the 1SO during emergency studions If such generaiors bdieve their cogts are higher than the
mearket dearing price, then they can submit ahigher bid, which they will be paid if the bid is accepted,
subject to refund and judtification.

At the end of each month in which agenerator submits abid higher then the market dearing
price, the generator must file with the Commission and the 1 SO, within seven days of the end of the
month, its complete judtification, induding a detailed breskdown of dl of its component codts, for eech
transaction exceeding the market dearing price established by the proxy bid. Thisjudtification must be
based on a.showing of actud margind costs higher then the market-dearing price?®  The refund
obligation will end 60 days from the date of each such filing, unless the Commission, within thet period,
notifiesthe sHler otherwise

Recognizing thet Cdliforniaisanet importer of energy in aregiond market that will suffer
generdly tight supplies, the mitigation plan mugt srike a balance between condraining price and
encouraging more supply. > Consequently, bids must be acoepted from resources located outside
Cdifornia, and these bidders, if digpatched, can dect to be paid the market dlearing price or can submit
thair own bid price. If they submit their own bids, such bidswill not be usad in stting the market
dearing price during mitigated periods.

As g&ff noted in its recommendations, applying margind cost mitigation to marketerswould be
extremdy difficult. Marketers generdly have a partfolio of energy supplies and often sl energy
numeroustimes. It, therefore, would be excesdingly difficult to try and trace energy back to the
generaing source to determine the heat rate of the source. Indeed, if multiple sources are used, one
could not isolate which source provided the power for the marketer'sbid. Accordingly, during

2However, dl public utility rateswill be subject to refund for violations of the condiitions
imposed on market-based rates, discussed infra

29ns explained below, generatorswill not be permiitted to indude an extracost component to
represent scardity rents Snce such rents are provided through payment of the market dearing price.
Nor will they be permitted to include a cost component to represent opportunity costs, because power
that isavailablein the red-time market cannot be sold dsewhere. See text accompanying note 46,
infra

30See In re Cdlifornia Power Exchangev. FERC, No. 01-70031, 2001 U.S. App. LEXIS
6153 (9th Cir., April 11, 2001) (recognizing need to limit mitigation basad on redlization thet
competition mug exig for the Cdiforniaenergy market to survive in the long run).
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mitigation, marketers can accept the market dearing proxy price or submit their own bid. If their bid
exceeds the market dearing price, they would be required to judtify the bid based on the prices they

paid for power.3!

b. Conditions on Market-Basad Rate Authority

In addition, the Commission is conditioning public utility sdlers market-based ratesto ensure
thet they do not engege in cartain anticompetitive bidding behavior. Suppliers violating these condiitions
would have their rates subject to refund as well as the impaosition of other conditions on thair market-
based rate authority.

Hrd, bids that vary with unit output in away thet is unrdated to the known performance
characteridics of the unit are prohibited. An example of this bidding practice isthe so-cadled "hockey
gick" bid where the last megawatts bid from aunit are bid at an excessvdy high price rddive to the
bid(s) on the other capacity fromtheunit. A variant of this pettern could be asingle unit in a portfalio
thet ishid at an excessvey high levd compared to the remainder of the portfolio, without any gpparent
performance or input cogt bess

A second category of prohibited bids are those thet vary over timein amanner that gopears
unrdated to change in the unit's performance or to changes in the supply environment that would induce
additiond risk or other adverse shiftsin the cost bass. An example of thisisabid thet gppearsto
change only in response to increasad demand or reduced reserve margins, particularly if the timing of
the bid isrdaed to public announcements of system conditions or to timing of outagesin a participant's
portfalio.

Should public utility market participants engage in any of the prohibited behavior discussd
above, thar rates will be subject to increased scrutiny by the Commisson and potentid refunds. This
could result in further conditions or restrictions on their market-based rate authority, induding
prospective revocation of market-based rete authority.

C. Monitoring Reguirements

31As discussed before with respect to generators, marketers, and dl other sdlers, will not be
permitted to incdlude extra cost components for scarcity rents or opportunity costs. See note 28, supra,
and text accompanying note 46, infra
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The Commisson dso is esablishing amonitoring requirement to encble it to keep better track
of the developmentsin the Cdiforniamarket. The SO will be reguired to submit weekly reportsto the
Commisson of schedule, outage, and bid datafrom the 1SO to kegp the Commisson informed on the
current market performance. If the 1SO detects possibly ingppropriate bidding behavior, the 1ISO
should identify the concansin itsweekly report. In addition, the Commisson g&f will continueits
independent monitoring of generating unit outages aswdl as the red-time and forward price monitoring
of both dectric and naturd gas commodity and transmisson prices Knowledge of these conditionson
an ongoing and up-to-date besis is essentid, if the Commission isto provide an independent and
informed assessment of the key dements of the mitigation plan, such asthe levd of unplanned outages
and condiitions that could cause price mitigation to be invoked.

2. Comments

The comments on the gaff recommendations focusad on three agpects of mitigation: when
mitigation isto be goplied; how the mitigated prices will be determined; and how margind costswill be
cdculaed. Sncethese comments are dlill rdevant to the mitigation plan adopted by the Commisson
even though it deviates from the g&ff's proposd, the Commisson will address the comments beow.

a When Price Mitigation is Applicable

The S proposad thet price mitigation be imposed during periods of resarve defidency, dting
Sage 3 emagenciesasan example. The generators support alimitation to Stage 3 emergendes, but
meany other commenters oppose alimitation to Stlage 3 emergendies, arguing price mitigation should
goply a dl timesin the spot market.3? These commenters maintain that, under the FPA, oncethe
Commisson has mede afinding thet prices are unjust and unreesonable asit did in the December 15
Order, the Commisson can no longer rely on market-basad rates. They contend thet the record showss
that market power can be exercisad during periods other than Stage 3 emergencies For ingtance, the
ISO contends tht it has aresponghility to use dl available resources to buy power to avoid going into
any emergency dage and that, therefore, market power can be exercised a dll times. It further
contends that gpplication of price mitigation only to Stage 3 emergencies will send improper price
sgnds, since high prices may be judtified during pesk (scarcity) conditions, but during off-pesk periods,
high prices represent the exerdise of market power. Inits Market Stabilization Plan, the 1SO has
proposad a comprenendive plan to regulate pricesin dl time periods.

3250 Comments by Arizona Residentiad Consumers, 150, Cdifornia Department of Water
Resources, CMUA, County of San Diego, San Diego Gas & Electric, SMIUD, City of San Diego,
Southern CdliforniaWater Co., CA Electricity Overaght Board, Northern Cdifornia Power Agency.
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The Commisson will make price mitigation goplicable to al conditions defined by the ISO as
beginning when reservesfal beow 7.5%. These conditions, athough goplied for purposes of rdidhility,
neverthdess can serve as a andard by which the market should have enough supply to yidd a
competitive reult. Ordinarily, in acompetitive market with demand response, high prices during times
of resarve deficiency would be legitimate scardity rents needed to properly dlocate energy to those
placing the highest vaue on dotaining energy. However, given the lack of demand respongvenessin
this market, when the market redizes thet rdiability targets are missed, suppliers have agregter
incentive to offer supply a prices above what they would ordinarily bid in acompetitive market. Under
these condiitions, dl suppliers are aware of how tight supplies are reldive to the amount they haveto
offer, and have an incentive to st ahigh bid price. Because of the lack of demand response, these
prices may not reflect what the market would have established as gppropriate scarcity rents and,
therefore, may not be just and reasonable.

Oncethe IO enters an emergency Stuation, supply is short rdative to demand, demand
responseis not ggnificant, and the SO is charged with the responghility to acquire dl available power.
In these dircumstances, prices may exceed those that would be charged in a competitive market. But
these gtuations are limited to emergency Stuations. During non-emergency conditions, asupplier has
less of an incentive to bid ahigh price, because it cannot be sure it will be dispetched, Snceit runsthe
risk thet other supplierswill offer lower bids. In addition, limiting price mitigation to emergency
conditionswill limit the incentive for generators to withhold capecity in other then emergency conditions.
A gengraor that physicaly withholds cgpedity to rase price runsthe risk that itswithholding of capacity
will force an emergency condition in which price mitigation will apply.>® For these ressons, applying
price mitigetion to emergency conditionsis sufficient to assure just and reasonable rates under the FPA.

Commenters further contend that the Commisson's price mitigation should extend beyond red-
time markets to day-ahead and hour-ahead markets thet the 1SO isin the process of deveoping and
evento hilaterd markets® They maintain thet generators with market power will enter into long-term
bilateral contracts only if those contracts reflect the market power the suppliers possess™® They
support the mandatory forward contracting plan of the ISO MSC. Generators, on the other hand,
contend that invoking a price mitigation plan will cregte incantives for buyersto avoid entering into
bilaterd contractsin order to obtain the mitigated prices under the plan.

33 s discussed earlier, the demand response requirement aso limits the incentive for a
generator to economicaly withhold capacity by bidding ahigh price, because if the generator bidsa
high price, it may not get digpatched at dll if its price exceeds the demand bid.

3450 Comments by Cdifornia Commission, San Diego Gas & Electric, 1ISO Market
Survellance Committea

35See Comment by 1S0 Market Surveillance Committee.
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This proceeding was established in the December 15 Order to addresswhether aprice
mitigation plan was needed to replace the $150/MWh breskpoint price methodology. Thefindingsas
to the need for such price mitigation in the December 15 Order addressed only red-time and oot
markets of the 1SO and PX. It did not address price mitigation with repect to bilateral markets, which
is beyond the scope of this proceeding.

Moreover, the price mitigation plan adopted here will influence other markets such asthe
bilaterd market, and should not create incentives for buyersto avoid bilaterd agreements. Energy
buyers are subject to amaximum pendty of $100/MWh if they have over 5 percent of their load served
in the red-time market.*® Under this price mitigation plan, abuyer that fails to negotiate bilaterdl
contracts and attemptsto rely on mitigated prices in the redl-time market will face the prospect of
paying the highest bid price or mitigated margind cogt price plus the $100/MWh pendty. On the other
hend, an energy upplier faces the progpect thet it may recaive only the mitigated margind cost pricein
the red-time market if it does not reech agreement on abilaterd contract. Buyersand slers
therefore, have an incentive to reach agreament in bilateral contracts somewhere in between the buyer's
price exposure (margind cost price plus $100/MWh) and the expected margind cost price™’

Some commenters contend the Commission needs to expand price mitigetion to the entire
western miarket, becauise price mitigation limited to Cdliforniadone can cregte adverse incentives
For example, SMIUD contends that imposing price mitigetion only on Cdiforniamay cregie incantives
for out-of-ate generators to avoid the Californiamarket, thereby exacerbating supply shortages.

Because western markets are interconnected, the Commisson recognizes thet regiond solutions
are anecessy part of any long term restructuring of the western marketplece. For thet reason, the
Commissonisrequiring the IS0 and the three IOUs to file an RTO proposd by June 1, 2001. In
addition, as discussad later, the Commisson isingtituting an investigation into public utility sdesfor
redein red-time oot marketsin the entire WSCC.

350n April 6, 2001, the Commission deferred action on the request by SoCal Edison and
PG& E to sugpend the pendlty for underscheduling. Southern Cdifornia Edison, 95 FERC 161,025
(2001).

37See In re Cdifornia Power Exchangev. FERC, No. 01-70031, 2001 U.S. App. LEXIS
6153 (Sth Cir., April 11, 2001) (recognizing that Commisson has discretion to limit mitigation based on
redlization thet competition mugt exig for the Cdifornia energy market to survivein the long run).

383ee Comments by County of San Diego, Metropolitan Water District, PG& E, SMUD.
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Genaraors further suggest that the 1SO will have an incentive to dedare emergency condiitions
to invoke mitigated prices, rather then because supply and demand conditions dictate®® The WSSC
esteblishes gandards for reserve requirements, as wel as reporting requirements, and the 1SO must
obsarve those gandards in dedaring emergendies. The Commission dso isreguiring the ISO tofile
weekly reports with the Commisson, so thet the Commisson will have informetion avallable to review
the ISO'sactions.

San Diego Gas & Electric suggests that one method of ensuring that mitigated rates do not
interfere with incentives to deve op new generation isto exempt new generation from the price
mitigation reguirement. Since the Commisson's price mitigation plan establishes competitive merket
dearing prices, there may be no nead to exempt new generdtion in order to ensure that they retain an
incentive to build new power plants and exempting them could potentialy impact prices Although the
Commission hasin the past exempted new generation from price mitigation requirements, such
exemptions can result in bifurcated markets and market distortions*® The Commission, therefore, will
not require the 1O to exempt new generdtion from the price mitigation requirement.

b. Use of Margind Cods asthe Mitigation Rate

A number of comments suggest the Commission caculate the mitigetion rate in other way's
such as using variable cost-based bid caps™ with each supplier receiving its bid price or traditiond
cogt-of -sarvice rates for each entity, induding fixed and varigble cost recovery.*? The Market
Sahilization Plan filed by the |SO dso suggests thet rates be set using resource specific bid cgps as
well as additiond paymentsto permit recovery of fixed costs aswdl as sart-up and no load costs. The
ISO, however, would pay each generator based on the market dearing price. Some commenters
maintain that if the Commission uses margind cods, each generator should be paid the as-bid price for
each unit, rather than the market dearing price based on the highest priced unit*® Grid Services
suggests that usng as-bid pricing possbly will lower energy prices, dthough it concedes that if suppliers
accommodate thar bidsto an as-hid pricing regime, consumers will not see a benefit from the as-bid
aoproach.

39See Comments by Duke Energy, EPSA.

“40See Atlantic City Electric Company, 86 FERC 161,248, 61,904 (1999) (permitting new
generators to be exempt from price caps).

1506 Comments by CdiforniaCommission, SDG&E.
42See Comments by Cdl. Mun. Utilities SMUD.
43See Comments by SMUD, Cdl. Dep't of Water Resources, Grid Sarvices
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The Commisson finds that usng margind codsis the gopropriate method for caculaing bids
during price mitigation. During a period when asupplier has avallable capacity, it should be willing to
| that cgpadity on adaily bedsaslong asit coversits margind cogt of produdng it. Since margind
cost Qr4idng best gpproximates competitive pricing, thereis no need to indude fixed or other cogsinthe
bids.

In the auction context, the market dearing price best Imulates a competitive market, Snceina
competitive market, producers recaive the market dearing price, regardless of thar individud cods. If
suppliers know thet they are going to recaive only what they bid, they will attempt to bid the market
dearing price, apractice known as "drategic bidding" and that introduces additiond risksinto the
market. Also, as-bid pricing greatly complicates the settlement of forward contractsin red-time, as
well asthe pricing for congestion menagement and andillary sarvices™

When price mitigation isin effect, the Commisson is usng acombingtion of market dearing
prices and as-hid pricesfor al non-proxy bids above the market dearing price. Generatorswill receive
the market dearing price determined by the proxy bid, Snce thet price best replicates the results thet
would be produced in a competitive market. In acompetitive market, the margind vaue of each unit
s0ld isthe same, s0 eech sHler should be entitled to receive the same price. In addition, the use of the
mearket dearing price will permit generators with cogts below the market dearing price to recover some
amount for cgpital cogtsthrough scarcity rents. As discussed above, however, when ageneraor,
which bdievesits margind codts are above the proxy bid, submitsabid higher then the mitigated price
caculated by the 1SO, thet generator will be paid on asbid basis, subject to refund and judtification.

Some commenters suggest that in addition to mitigated prices, the Commission should impose a
high demage contral price cap.*® Since the price mitigation adopted here seeks to replicate competitive
prices by requiring energy producersto bid a their margina cogt, the Commisson seesno further
reason to impose a high damage control cgp. Impasing a price cgp can, in fact, be counterproductive
because it can discourage entry of new generation and discourage conservation. Additiondly, because
Cdifornianeadsto attract power from outsde its borders, a Cdifornia-only price cgp would only serve
to exacerbate possble scarcity for Cdifornia

4See Alfred E. Kahn, The Economics of Regulation: Prindiples and Inditutions, Volume 1
63-86 (John Wiley & Sons, Inc., New Y ork, 1970).

45See Alfred E. Kahn, Peter C. Cramton, Robert H. Porter, and Richard D. Tabors, Pricingin
the Cdifornia Power Exchange Electricity Market: Should Cdlifornia Switch from Uniform Pricing to
Pay-as-Bid Pricing? A Study by the Blue Ribbon Pand Commissoned by the Cdifornia Power

Exchange, January 23, 2001.
46See Comments by 1SO, Cdl. Dept of Water Resources, CA Oversight Board.,
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The Western Power Trading Forum and Morgan Stanley contend that given the varigion in
margind cods, such asthe cogt of fud and ar emissons credits, generators cannot provide asanding
confidentia price bassd on margind cogs. Mirant and Duke Energy maintain that daily gas prices nesd
to bereflected. Mirant dso is concerned that cogsfiled as part of Staff's price mitigation plan will be
usad improperly by the 1SO to show that bid prices above these cods evidence market power. Mirant
maintains that Saff's proposa does nat properly reflect margind cost and emphesizesthat in
competitive markets, prices may exceed margind cogts

These comments are not directly gpplicable to the Commisson's price mitigation plan. Under
the Commisson's plan, generators would nat file afixed price for price mitigation. They would file their
heat and emission rate which would be usad through aformulato cdculate the mitigated bid. The
Commission agreeswith Mirant thet these cost cdculations may not be true margind codts, they are
merdy aproxy price. Therefore, gopropriate care should be taken in using thisinformeation in market
andyses or other sudies

3. Cdcauldion of Margind Cogt Prices

The comments raise anumber of issues with respect to the cdculaion of margind cods
Generdors maintain that the Commisson should indude dl variable cogts and fixed codts induding
opportunity cogts, scardity vaues, and margind capacity vaue in computing margina cod rates.
Dynegy maintains that the Staff's proposd for using the cogts of the margind unit to set the rate for all
generators will permit the efficient generators to recover cods, but will not permit the marging
generaor to recover codts unless afactor for scarcity rent and opportunity costisinduded. Dynegy
proposes using afixed codt figure of $72/kw-year for acombusgtion turbine as a meesure for scarcity
and spark spreads to measure opportunity cosds. EPSA argues theat the proxy price gpproach used by
the Commisson in the March 9, 2001 refund order would be superior to caculaing cogts by individud
unit. The Overaght Board maintains that while margind codt is acoeptable for mogt generators a
different measure needs to be implemented for true peeking units

Theuse of margind cogt pricing generdly reflects the prices that would be bid into an auction
by generatorsin acompetitive market. A competitive market, however, will not Smply remburse firms
a their own margind cogt, Snce those firms with margind costs below the market dearing price will
receive scardity rentsto cover their fixed cogts. In the proxy gpproach adopted here, margind cogts
are goproximated by usng gas cogts and emisson credit information, which are effectively aunit's
running cods. Using running cogts as a proxy for margind cogtswill il permit more effident
generdorsto recaive scardity rents, because they will recaive the price of the leest efficient unit
digpatched. 1t dso will nat have Sgnificant impact on those firms with bilaterd contracts for power,
because only aportion of their power (thet not previoudy sold) will be bid into the red-time market.

Some of the comments contend that the use of margind cogt pricing will not provide sufficient
scardity rentsto the highest cost, most margind generators, and contend thet an adder should be
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included to cover scarcity rents However, the Commission sees no reason to indude a scarcity adder.
Because the Commisson is requiring public utility load serving entities to submit demand bidsindicating
the prices & which their loads can be curtailed, the demand bids will provide an opportunity for dl
generators using proxy hids to receive scarcity rents*’ Moreover, as pointed out above, the amournt
recaved through the redl-time auction goplies only to capacity avallable in the red-time market after
thair bilaterd contracts are honored. Since bilaterd contracts should be the principa means by which
generaors recover thar totd codts generators should be willing to sdll any resdud red-time energy for
any price a or higher then their margind cog.

Gengrators dso maintain thet opportunity costs should be dlowed as part of ther bids. In most
casss, opportunity cost should not figure into the calculaion of bids, because power that isavailadlein
the red-time market has no red opportunity to be sold dsewhere. Therefore, the Commisson will not
permit suppliers to add afigure for opportunity costs

4. Confidentiaity of Cogt and Bid Informetion

SoCd Edison, Northern Cdifornia Power Agency, and CMUA maintain that the current
requirement to keep bid and cogt information confidentid for Sx months should not be continued. They
contend ratepayers need to know bid information contemporaneoudy so they can evauate and protest
therates CMUA maintains the contemporaneous disclosure of bid and cogt informetion is required by
section 205 of the FPA, which mandates the public disdosure of dl rates and charges.

The Commisson will nat change the time period for kegping bid informetion confidentid. The
amount particular competitors bid is generdly consdered confidentid busnessinformetion. Disclosure
of such information may lead to areduction in competition because it will dlow competitorsto learn
what their competitors are bidding and could leed to price colluson or coordination. Ddaying
disdosure of bid informetion isnot in violation of the FPA. The FPA provides the Commisson with
discretion as to how to adapt its regulatory regime to changing conditions*® and therefore, in

“4"In cases where the demand for energy exceeds the supply of energy at the margindl cost of
the last unit digpetched, the market dearing price will riseto the leve of the margind buyer's reservaion
price (the amount they arewilling to pay). Thiswill efficently dlocate energy to those that vaue it the
mogt (as shown by thair willingnessto pay). At the sametime, it will provide scaraity rentsto dll
generdors usng proxy bids.

“48See In re Cdifornia Power Exchange Corp., 2001 U.S. App. Lexis 6153 (9th Cir. 2001)
(Commisson has authority to Sructure regulaions to meet the requirements of market based rate
regimes), Power Company of Americav. FERC, 2001 U.S. App. Lexis6728 (D.C. Cir. 2001)
(regulations designed for traditional cogt-basad regulation need nat apply to market-basad regulatory
regimes). See d0 Permian Basin Area Rate Cases, 390 U.S. 747, 776-77 (1968) (in the related

(continued...)
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adminigtering aregime of market-basad rates, the Commisson must recognize the need to keep bid
informetion confidentia in order to promote competition. In addition, section 205 of the FPA refersto
the podting of rates and charges, not bids, and the actud charges for power are contemporaneoudy
disclosed. With respect to the disclosure of individua generator's heat and emission rates, these rates
are confidential businessinformetion thet will not be disclosed *°

E Review and Duration of the Mitigation Plan

Generators support aff's proposd to limit the mitigation to one year,>° while others contend
thet mitigation must continue until the arisis has abated and the merkets are competitive™! The
Commission condudes that the mitigation plan adopted here should be terminated no later than one
year from implementation. During the period of ayear, many agpects of the Cdiforniamarket are likdy
to change, induding the introduction of sgnificant new generaion. For example, Governor Davis press
rdlease of April 4, 2001 dtesto the Cdifornia Energy Commisson's current status report indicating thet
new generation tataing 4,168 MW will be on line by the end of August 2001 and there could be as
much as 6,879 MW on line for the summer of 2002. 1n addition, within ayeer, the requirements of this
order requiring greater demand response will be effective. Reiance on mitigation should not supplant
or dow down effortsto add generation as well as deveop more effective market mechaniams, and
terminating this mitigation plan in ayear will hdp ensure thet dl parties work to achieve these gods

However, in order to evduate the efectiveness of this plan, the Commisson will inditutea
process for reviewing the plan and the conditionsin the Cdiforniamarket. On September 14, 2001,
and quarterly theresfter, the 1SO must file with the Commission areport andyzing how the mitigation
planis operating aswel asthe progress thet has been made in deveoping new generation and demand
reyponse. Comments on thefiling will be due 15 days from thefiling of the ISO'sreport. The
Commisson will then decide whether any dement of this plan warrants adjustmentt.

48(...continued)
context of the Naturd Gas Act, the Commisson's broad responghilities demand a generous
condruction of its gatutory authority).

495ee 18 C.F.R. §§ 388.112 (2000), 385.206 (€), 385.213 (c)(5), 385.410 (c) (providing for
confidentia trestment for business sengtive information).

50See Comments by EPSA, Dynegy, Duke Energy, Reliarnt.

®1See Comments by Southern CdliforniaWater Co.,, City of San Diego, Cdl. Municipd Utilities
Assoc,, Cdifornia Commisson, CA Oversght Board, City of San Diego.
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F. |SO's Market Sahilization Plan

The S0 filed adetaled datement of amarket dabilization plan thet it is contemplating filing
with the Commission. In this order, the dements of that plan dedling with price mitigation have been
conddered as further comments on the &t plan and the Commisson has resolved how mitigation will
be accomplished. Other dements of this plan, such as the day-ahead and hour ahead market proposd,
go beyond the scope of this proceeding and would nead to be filed under section 205, S0 thet these
proposas can be reviewed gppropriately by dl parties. The SO should not go forward with any plans,
such asthe purchase of computer equipment or software, to implement these proposals until the
Commission has reviewed and acoepted its filing.>2

1. Proposd for an Escrow Account for Past Unpaid Bills

The Commission is requesting comment within 30 days on whether the 1SO should be required
to inditute, on aprogpective bed's, a surcharge on power sdesthat will be maintained in an escrow
acoount in order to cover the three Cdifornia lnvestor Owned Utilities (IOU) generators past unpad
billsto suppliers The surcharge would be goplied only on redl-time power sdesthrough the ISO to the
three |0Us>® Comments should address whether such asurcharge would help to incresse production
by creating agreater assurance that generators will be paid. They aso should address whether the
surcharge should be limited only to transactions for the three |OUs or should be soreed over dl
purchesers, and whether the surcharge and escrow account should cover dl past due amounts or only
future unpaid bills garting from the date the plan isbegun. In addition, comments should address how
should a plan would affect current bankruptcy proceedings.

V.  Wes-Wide 206 Invedigation

Under section 206 of the FPA, the Commisson isingdituting an investigation into the rates,
terms and condiitions of public utility sdesfor resde of dectric energy in interstate commercein the
WSCC ather then sdles through the Cdlifornial SO markets, to the extent thet such sdesfor resdle
involve: (1) dectric energy s0ld in red-time oot markets (i.e., up to 24 hoursin advance); and (2) teke
place during conditions when contingency reserves (as defined by the WSCC) for any control areafdl

%2See GridHlorida LLC, 94 FERC 161,363, a 61,325 (2001) (software should not be
acquired until gpprovd isgiven).

%3See K N Energy, Inc. v. FERC, 968 F.2d 1295, 1301-02 (D.C. Cir. 1992) (cost spreading
permitted to solve "extraordinary take-or-pay problem); Elizabethtown Gas Co. v. FERC, 10 F.3d
866, 873-74 (D.C. Cir. 1993) (volumetric surcharge permitted to recover above market codts of
abandoned cod gadfication project); United Gas Didribution Co. v. FERC, 88 F.3d 1105, 1184-86
(D.C. Cir. 1996) (departure from traditiond cost causation principles permitted to recover restructuring
costs).
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bdow 7 percant. The Commisson bdievesthat currently rates, terms and conditions of sarvice for
such sdles may nat, under current market rules and under certain condiitions, be just and reasonable and
should be modified.

The Commisson proposes that dl non-hydrod ectric generators and marketersin the WSCC
with energy operationdly and contractudly availablein red-time (public utilities and non-public utilities)
>4 would be required to offer thet redl-time energy for sdle at thet time. The generators would not be
required to sl that energy into Cdifornia; they would only have to offer the power for sdein any
location. Any sdes made in other redl-time spot marketsin the WSCC would aso be subject to price
mitigation and we seek comment on what this price mitigation should be. The WSCC price mitigation
would be limited to system condiitions when contingency reserves (as defined by the WSCC) for any
control areafal bdow 7%.

In addition, the market-based rate authority of public utility sdlers sdling in the WSCC region
would be conditioned to ensure thet they do nat engage in the type of anticompetitive behavior
discussed dsawherein this order.

Wewill establish arefund effective date 60 days from the date on which natice of our initigtion
of theinvestigation is published in the Federd Regider.

The changes proposed herain for the WSCC are intended, to the extent possible, to mirror
those being gpplied in Docket Nos. EL00-95-012, &t d., as discussed above.

Comments should be submitted within 10 days

The Commisson ordars

(A)  ThelSO gl submit tariff changesto comply with this order within 15 days of the dete
of thisorder.

(B)  Gengatorscovered by thisorder are required to file thair heet rates and emisson rates,
subject to confidentid trestment, with the Commisson and the 1SO within 5 days of this order.

>\We propose to impose this condition on non-public utilities as a condition of using the
interdate tranamisson fadlities of public utiliies Since transmission condraints are contributing to the
problemsin the WSCC, non-public utility generators should not be adle to avail themsdlves of the use
of the public utility-contralled tranamisson fadlities while not committing themsdves to hdp solve the
problems that have arisen.
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(©)  Themake-based rate authority of public utility sdllersinto the Cdiforniamerket is
subject to the conditions discussed in the order.

(®  Bydurel, 2001, the SO and public utility load sarving entities must submit teriff
changes providing for demand responsve bids as described in the order.

(F  On September 14, 2001, and every three months theregfter, the |SO must submit the
report on conditionsin the Cdiforniamarket as described in the order.

(G  Thismitigation plan will become effective May 29, 2001

H)  The$150/MWh breskpoint and refund gpproach as discussad in the body of the order
shdl reman in effect through May 28, 2001

() Thismitigation plan is conditioned on the Cdifornial SO and the three investor owned
utilities (IOUS9) filing an RTO proposd by June 1, 2001.

@) Pursuant to the authority contained in and subject to the jurisdiction conferred upon the
Federd Energy Regulatory Commission by section 402(a) of the department of Energy Organization
Act and by the Federd Power Act, particularly section 206 thereof, and pursuant to the Commission's
Rules of Practice and Procedure and the regulations under the Federd Power Act (18 C.F.R. Chapter
), apublic heering shal be hdd in this procesding concerning the justness and reasonableness of the
rates, teems and condiitions of public utility sdesfor resde of dectric energy in interdate commercein
the WSCC other than sdes through the Cdifornial SO market, as discussad in the body of this order.

(K)  The patiesmay submit commentsto the Commission, as described in the body of this
order, within 10 days of the date of this order.

L)  TheSexeay shdl promptly publish in the Federd Regidter anatice of the
Commisson'sinitiation of the proceeding under section 206 of the FPA in Docket No. EL 01-68-000.

(M) Therefund effective date established pursuant to section 206(b) of the FPA shdl be 60
daysfallowing publication in the Federd Regider of the notice discussed in Ordering Paragraph (L)
above.

By the Commisson. Commissioner Massey dissented in part with a sgparate
Satement attached.
(SEAL)

David P. Boergers,
Secretary.
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APPENDIX A

Comments Hled On Saff Proposal

Arizona Resdentid Utility Consumer Office (RUCO)
Automated Power Exchange, Inc. (APX)

Cdifornia Department of Weter Resources (DWR)
Cdifornia Electriaty Oversght Board

CdiforniaIndependent Sysem Operator Market Surveillance Committee (1SO
MSC)

Cdifornialndependent Sysem Operator Corporation (1SO)
CdiforniaMunicipd Utilities Assodation (CMUA)

City of San Diego (San Diego)

County of San Diego (County)

Duke Energy North America LLC and Duke Energy Trading and Marketing (Duke
Energy)

Dynegy Power Marketing, Inc., El Segundo Power LLC, Long Beach Generation
LLC, Carillo Power | LLC and Cébillo Power Il LLC ( Dynegy)

Electric Power Supply Assodidion (EPSA)

Enron Power Marketing, Inc. (Enron)

Grid Services, Inc. (Grid Sarvices)

Independent Energy Producers Asocdiion (IEP)

Metropalitan Water Didrict of Southern Cdifornia (Metropalitan)

Mirant Cdifornig, LLC, Mirant Ddta, LLC, and Mirant Potrero, LLC (collectively
Mirant)

Morgan Stanley Capitd Group, Inc.
Northern Cdifornia Power Agency (NCPA)
PG& E Corporaion (PG&E)
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Public Utilities Commisson of the Sate of Cdifornia (Cdifornia Commisson)
Rdiant Energy Power Generdtion, Inc. (Rdiant)

Sacramento Municipd Utility Didrict (SMIUD)

San Diego Gas & Hectric Company (SDG&E)

Southern Cdifornia Edison Company (SoCd Edison)

Southern CdiforniaWater Company

Western Power Trading Forum (WPTF)

Williams Energy Maketing & Trading Company (Williams)

Dr. Jan-zhong Zhong
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Markets Operated by the Cdifornia

I ndependent System Operator and the
Cdifornia Power Exchange,

Respondents.
Invedigation of Practices of the Cdifornia Docket No. EL00-98-000
I ndependent System Operator and the
Cdifornia Power Exchange

Cdifornia Independent Sysem Operator Docket No. RT01-85-000
Corporation

Investigation of Wholesale Rates of Public Utility
SHlersof Energy and Anallay Savicesinthe Docket No. EL01-68-000
Wegtern Sysem Coordinating Coundl

(Issued April 26, 2001)

MASSEY, Commissoner, dissanting in part:

Today's order represents the Commisson'sfind opportunity to put in place adequate measures
to protect consumersin Cdiforniaand other parts of the western market from runaway pricesthis
summer. There are many good features to the order thet could prove helpful this summer and beyond.
But the order is overly redrictivein some critical repects and conssquently will fail to achieve our
objectives. Because of these redrictions, | must dissent in part from the order.

We are now deven monthsinto the Cdliforniacdamity. 1t has had a breathtaking and
Saggering effect on the western economy, and thereisno endin 9ght. Now isnot thetime for half-a
loaf solutions. My vote cannot be compromisad o chegply. |
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compromised to vote for the December 15 remedies order even though it did not contain the effective
price rdief | championed, or anything doseto it, and | now regret thet vote It is now over four
months and many hillion dollarslater. Our refund orders have been patry and, in my opinion, arbitrary.
Prices are not just and reasonable now and will not be this summer, and the economic canegeis
Spreading throughout the western interconnection. For example, four hundred and Sx workers were
put out of work when Georgia Padific shut a production facility in Washington Sate because of
skyrocketing dectricity bills The Seettle- Tacoma Airport esimates thet this yeer, itsdectric bill will
triple to $50 million, skyrocketing to 25% of its operating budget. Countless other examples of
economic harm throughout the western interconnection could be ated. The paint isthat now isthetime
for effective problem solving, and this order, though it has some sdlutary feetures, fdls short.

This order establishes amonitoring and mitigation program that will replace the $150
benchmark gpproach adopted in our December 15 order. Some of the pogtive festures of today's
order are: enhancing the Cdifornial SO's ahility to coordinate and control planned outages; requiring
slers (both public utilities and others usng the ISO's grid) to offer dl available power to the 1SO red
time market during dl hours; reguiring public utility load serving entities to submit demeand bidsto the
ISO'sred time market during dl hours, establishing conditions on sallers market based ratesto prevent
anticompetitive bidding behavior in the redl time market during dl hours, and requiring the ISO to
submit weekly reports on outages and bidding behavior for al hours: These are 0lid measuresthat
could prove hdpful this summer and beyond.

There are, however, four aspects of the order to which | must dissent.

Hrd, the price mitigation feature istoo redtrictive because it is gpplied only when an operating
resarve emergency iscdled. The price mitigation, which limits generators to a cost-based bid into the
red time market, should goply during dl hoursin Cdifornia Such an gpproach would not be the leest
bit punitive. 1t would, in fact, replicate the manner in which the angle price audtion is supposad to
work, thet is, the sngle price auction theoreticaly provides a powerful incentive for generatorsto bid
their running codsinto the market. Thet isthe most effective generator Srategy for ensuring digpatch,
or S0 the theory goes.

The prablem isthet it has nat worked thet way in the Cdliforniamarket. Economic withholding,
whichis bidding up the price wdl aove cods jugt because you can, isa
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pervasve problem, and as aresult, high prices that exceed ajust and reasonable leve are asevere
problem in the Cdiforniamarket. The record is devaid of any evidence thet the problem islimited to
hours when an operaing resarve margin dert & sages 1, 2, or 3isin effect. The evidenceis persuasve
thet the problem exigts twenty four hours aday, seven daysaweek. | found the Cdlifornial SO study

1San Diego Gas & Electric Company, et d., 93 FERC 161,294 (2000), reh'g pending.



by Anjdi Sheffrin, the |SO's director or market andlys's, to be compelling.? Dr. Sheffrin conduded
thet economic withholding isa severe problem in dl hours, not Smply capecity condrained hours, and |
agree. Her andysis condudes that from May to November 2000, withholding thet leed to inflated
market pricesin the ISO'sred time market occurred in over 98% of hours: According to my
cdeulaions the 1SO dedared agage one or higher dert in only 5% of the hours during this period.
For Dr. Sheffrin's study period, the price mitigation proposad in this order would have missed 93% of
the hours when market power drove up prices

The solution isto require generaiors to bid their cogsin dl hours: Thisreplicatesthe intent of
the sngle price auction concept. What's more, the more efficient generators would sill make money
under such an gpproach, perhaps alot of money, because the market dearing price thet dl generators
get would be set by the highest cost generator, probably an inefficient older gesfired generator with a
high heet rate.

Because the price mitigation fegture goplies only during operating resrve derts, and not during
other periods, | have no confidence thet prices will be just and reasoneble during dl hours. This agency
is datutorily required to ensure just and reasonable prices a dl times, and this gandard in federd law is
not limited to Sage dert hours

Today's order dso narrows the existing refund condition adopted in the December 15 order. |
am not confident | can adequiatdy explain the refund condiition thet will remainin place for the Cdifornia
market, but | know thet it has been subgtantidly narrowed by thisorder. | object to that aswell.

Second, the duration of the monitoring and mitigetion festures of this order istoo redrictive
Today's order would expire one year from now unless expresdy modified by the Commisson. This
period of timeistoo shart. | would dlow the monitoring and mitigation festures to remain in place for
a lesdt eighteen months
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Third, | object to the RTO filing conditions. Under the order, if the Cdifornial SO and the
three Cdiforniainvestor-owned utilities fail to make an RTO filing by June 1, the entire order tumsinto
apumpkin and isof no effect. Asl read it, this order becomes null and void. Thismakesno sense. It
seemsto sand for the proposition thet this agency will make no effort to ensure just and reesonable
pricesif the Cdifornial SO and dl three of the CdifornialOUsfall to make an RTO proposd. | cannot
support such acondition. The Cdifornial SO and the three utilities must meke an RTO filing, but this
has no rdevance to price mitigation over the next year.

2See Comments of the Cdlifornia Independent System Operator on Staff's Recommendation on
Progpective Market Monitoring and Mitigation, Attachment C: Empirical Evidence of Strategic Bidding
in Cdifornial SO Red Time Market (March 21, 2001).



And fourth, the scope of the section 206 investigetion thet is ordered should be broader. |
concurred to our December 15 order, and advocated that the Commission initiate a section 206
investigation into jurisdictiond wholesdle ses for the entire western interconnection, setting arefund
effective date 60 dayshence. Asalegd mater, such an investigation is anecessary predicate to any
possible price rdief outsde of Cdifornias oot markets.

This order opens an extraordinarily narrow 206 investigetion for the western interconnection,
and | commend my colleeguesfor a least going thisfar, but the gpproach is much too narrow to hold
any promise of effective pricerdief. | had advocated an investigation, and refund condition, for all
transactions of onemonth or less The investigation and refund condition sat out in this order only
aoply, however, to transactions of 24 hours or lessthat occur during areserve deficiency of 7% or less
| fear thet the invedtigation and refund condition are So narrowly drcumscribed thet they do not hold the
potentid for meaningful price rdidf. Itismy underganding that many of the transactions thet are driving
the high pricesin Washington, Oregon and cother western Sates are for termswell exceeding 24 hours.
Thistype of transaction would not be subject to thisinvedtigation nor to price rdief. | object to this
omisson.

Fndly, let me undersoore my greet concern aoout the high price of naturd ges ddivered into
Cdiforniamarkets The trangportation differentid into Cdifornia often exceeds ten dollars, and is often
ubgtantiadly more & various intrestete ddivery points. The trangportation differentia into other large
mearkets such as New Y ork and Chicago is usudly less than adallar, and sometimes no morethan a
few cents The high cost of naturd ges ddivered into Cdiforniais then used to judiify high wholesde
dectridty bidsinto the ISO market. Anineffident, high heet rate, generaior usng acongderable
amount of high priced neturd gas then sststhe market dearing price thet dl sdlersarepad. Thus, the
high trangportation differentidsinto Cdifornia gas markets have a particularly pernicious effect when
coupled with asingle price auction for dectriaity.

| urgethisagency to take dl avaladle action to mitigate these high trangportation differentids.
Wemug attively explore any juridiction we may legitimatdy have that affects the so-cdlled gray
market. We mud take a second look a whether lifting the price
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cgp for secondary market pipdine capacity wasin the public interest. We mugt vigoroudy invedigate
any dlegations of withhalding or market manipulation or &filiate abuse. We mugt catificate new
interdate capacity that is needed for the markets to function efficiently, and, as Commissioner Bregthitt
has pointed out on more than one occasion, we must work with the gate of Cdiforniato ensure that
there is adequate take away capadity in theintrastate market. 1 am opento any and dl idess, but my
atention was riveted on thisissue by our recent saff order setting the so-cdled proxy price for
dectricity for the month of February. The proxy dearing price was $430 per Mwh, and roughly $350
of that amount was the price of naturd gasfor an inefficient generator. | conduded thet dectricity
pricesin Cdiforniawould remain very high if basad upon avery high pricefor neturd ges Thisissue
has nat gotten nearly the atention it needs and | highlight it to urge more foroeful Commission actionin
thisarea



Today's order isonly the latest in aseries of actions the Commission has taken with respect to
the problemsfading the Cdiforniaand western markets. Despite the hard work of our excellent gaff on
these matters, the actions of this agency, though wel intentioned, have fdlen short of ensuring just and
ressonable prices. True, we cannot solve dl of thewest's energy problems. A large share of the
respongbility fals on gate and locd government entities. We can, however, ingst that wholesdle prices
arejus and reesonablein dl hours. Indeed, we must do s0. Under federd law, thet is soldly our
responghility and no onedsds

We face the second summer of out of control dectricity prices out west. Thismay be our lagt
chance. We should saizeit fully. Becausewefail to do so intoday's order, | must dissent in part.

William L. Massey
Commissoner



