RTO West
Credit I ssues Overview

A. Introductory Remarks.

As part of the RTO West collaborative process, a Liability and Risk Management Work
Group (the “Work Group™), composed of filing utility and regiona stakeholder representatives,
congdered how to protect RTO West—and those who bear the risk of RTO West cost
increases—from exposure to default by uncreditworthy market participants, in particular,
scheduling coordinator. At the same time, the Work Group was mindful that credit policies
should not creete unreasonable barriers to market participation by new entrants, smal businesses,
and governmenta entities. The Work Group will continue to meet to develop afair, rationd and
reasonably conservative set of credit policies and recommendations. The RTO West filing
utilities have reviewed a discussion draft on credit issues prepared by the Work Group and are
submitting this summary of issues for the Commission’s background and information.*

This paper focuses on credit issues related to the financid risk posed by a scheduling
coordinator’ s liability for imbalance energy. While the scheduling coordinator should be
thoroughly discouraged from relying on imbalance energy to serve load, to the extent they useiit
for those purposes and to serve genuine energy imbalances, they must be able to pay for it. The
scheduling coordinator isdso likely to assume sgnificant financid responsbility for
transmission sarvices, including congestion codts, grid management charges, transmission
reservation fees, other ancillary services and financia transmisson options. These obligations
could compound financid risks for the scheduling coordinator beyond those the Work Group
sought to address during Stage 2 and underscore the fact that the creditworthiness of the
scheduling coordinator is of utmost sgnificance to the viability of RTO West.

Among many matters to be resolved, the RTO West filing utilities have not determined
the sequence in which RTO West will implement steps to respond to a scheduling coordinator’ s
falure to pay amountsit owesto RTO West and how recovery for “uncovered” scheduling
coordinator defaults (those that exhaust reserves and are too big to recover quickly through
increased rates) would be alocated among RTO West participants. The credit policies RTO
West adopts should be consistently monitored and reviewed. The RTO West Board of Trustees
may file anendments to the RTO West Tariff revising RTO West credit policies asit seesfit.

! This paper is not a Work Group “consensus’ report, but rather a background paper submitted by
the RTO West filing utilities.

2 The Work Group believes that RTO West’s credit policy should include discretion for RTO
West to depart from established credit policiesin certain circumstances. For example, as the Work Group
meets to establish suggested credit policies, it may take into account a scheduling coordinator’ s access to
fundsin addition to its formal credit rating.
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The Work Group's efforts are intended to assist RTO West in setting sound credit policy at the
Outset.

B. Overview and Discussion.

From afinancid standpoint, providing transmisson servicesin an open marketplace
through an independent, nonprofit organization presents issues that previous trangmission service
models did not contemplate. The modd for FERC's pro forma Open Access Transmisson Tariff
(the “OATT”) wasasngle, verticaly integrated utility with an obligation to whee power across
its system for third parties—to the extent there was available capacity—using its own generation
resources to provide ancillary services. In contrast, RTO West will whed power acrossfacilities
owned by multiple parties. For purposes of this paper, the RTO West filing utilities have
assumed that RTO West will not be an integrated utility and therefore will have to provide
ancillary services (particularly imbaance energy) through a market system of third- party bids.
Like the transmission providers for which the OATT was designed, RTO West will be obligated
to serve as transmission customers provider of last resort for ancillary services. Unlike those
transmisson providers, however, RTO West will have no resources of its own with which to
fulfill this obligation.

When it comes to imbalance energy (supplying energy to meet deviations between
scheduled ddliveries and actud energy consumption), RTO West will depend on third parties to
supply system needs and will aso depend on third parties to pay for the supplies they require.
Aseventsin Cdifornia have shown, an RTO or other transmission operator can, under adverse
market conditions, rapidly find itself deeply in debt to energy suppliers, with few optionsto
respond.

Asthe example ca culations accompanying this overview illustrate® if even asmll
portion of the load using RTO West Transmission Facilities must be served through imbalance
energy within a given time period, cogts to purchasers can multiply with astounding speed. This
is especidly pronounced when high energy prices are combined with significant underscheduling
of energy needed to serve loads. If theloads for which insufficient energy has been scheduled
stay connected to the system, RTO West must cover the shortfall through imba ance-energy
purchases. RTO West, as a nonprofit, involuntary “middle person” purchasing imbal ance energy
from suppliers, could quickly face insolvency if the parties to whom it suppliesimbalance energy
(likely to be the scheduling coordinator in most cases) cannot or do not settle their financiad
obligations quickly. High market prices for energy compound the problem severafold.

Because of its status as provider of last resort, in cases of underscheduling RTO West
could find itself with what amounts to a load service obligation without adequate tools to manage
that obligation. RTO West will be a the mercy of amarket it does not control and dependent on
the load- serving scheduling coordinator to cover itsimbaance-energy purchases. Meanwhile,

3 “||lustrative Examples of Price Exposure for Imbalance Energy—V arious L oad, Price, and
Duration Assumptions,” attached as Attachment J-4.
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supplying market participants will find themsdvesin a system in which they cannot identify and
screen for credit risk the counterparties with whom they are dedling.

The Work Group has developed this overview and its accompanying attachments to
provide recommendations to address the extraordinary exposure RTO West could face with
respect to credit risk. The Work Group’sview is that amaor component of the credit risk for
RTO West rdaesto RTO West' s obligations to provide ancillary services to the scheduling
coordinator and, in particular, imbaance energy. Credit risks arisng from scheduling
coordinator transactions are not limited to ancillary services, however. They may well include
financia obligations related to charges for real power losses, purchases of transmission rights,
scheduling-based grid management charges, company rate charges, and coststo RTO West to
manage resdua congestion within and between congestion zones.

This paper briefly describeswhy RTO West needs a comprehensive dtrategy to manage
credit risk. It isaccompanied by a matrix of proposed tools to manage RTO West's potential
credit exposure (as well as adiscussion of possible implications of applying those tools) and an
illustrative draft of credit requirements for the scheduling coordinator.* Theindusion of charges
for overrdiance on imbaance energy isintended as a preventive strategy. The Work Group
intends that the scheduling coordinator should not gain financia advantage by relying on
imbaance energy to serve load. Minimizing the scheduling coordinator’ s reliance on imbaance
energy should hdp avoid situaions in which RTO West must purchase enormous amounts of
energy in redl time while depending on the scheduling coordinator to recover the associated
expenses.

In Order 2000, FERC stated that an “RTO [must] have adequate arrangements in place
for the provision of ancillary services” ® The provision of “adequate arrangements’ means that
an “RTO could fulfill its ancillary services obligetions through a variety of mechaniams,
including contractud arrangements, indirect or direct control of specified generation facilities, or
market mechanisms.”®

If the RTO has an unlimited obligation to directly provide imbaance energy to the
scheduling coordinator, its exposure to corresponding financia consequencesis smilaly
unlimited. Any time a scheduling coordinator serioudy delays or defaultsin obligations to pay
the RTO for imbaance energy, the RTO will somehow have to make up the shortfdl. If the
RTO itsdf has limited financid resources (asis likely to be the case with a nonprofit entity such
as RTO West), transmission owners and generators fear that they will be required (directly or
indirectly) to assume financid responghility for those payment obligations the RTO cannot
saidy. Although, in the current market, environment generators and transmisson owners must
address customer insolvency as a cost of doing business, thisis completely different from an

4 “Example of Possible Levels of Unsecured Credit for Investor-Owned Utilities,” attached as
Attachment J-5.

5 FERC Stats. & Regs. 131,089 at 31,141 (2000).
° |d. a 31,141,
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assumption of responsbility for an RTO' s insolvency (or imposition of unrecovered costs). For
one thing, generators and transmission owners would not normaly expect to be exposed to the
consequences of defaults by parties with whom they do not do business. If the RTO becomesa
mechanism for spreading costs of scheduling coordinator defaults to generators, transmission
owners, and other scheduling coordinators (as has been the case in Cdifornig, for instance), then
the magnitude and unpredictability of the financid risks associated with market participation can
increase exponentialy.

There are three factors that cause an RTO' srisks associated with imbaance energy to
be of such great concern: (1) imbalance energy is used to make up the shortfal between the
amount of energy that a scheduling coordinator or load-serving entity schedules and ddliversto
its customers and the amount of energy those customers actualy consume, (2) an RTO may
encounter significant impediments to terminating service to a defaulting scheduling coordinetor,
and (3) the price of energy used to provide imbaance energy is unpredictably volatile and
subject to extreme and sustained price spikes. The third factor could cause even the most
creditworthy counterparty to become uncreditworthy virtualy overnight.

To ded with financid exposure from a defaulting scheduling coordinator, RTO West
will need, a aminimum, the ahility to disqudify the defaulting scheduling coordinator from
further participation in the RTO West system. Even this remedy, however, will require a
contingency plan to supply and schedule power to the customers of the disquaified scheduling
coordinator. This means that someone must take on the financia and technical responsibility
previoudy borne by the disqualified scheduling coordinator. There are essentialy two options:
(1) someone must guarantee the financid and scheduling obligetions of the scheduling
coordinator or (2) everyone using the RTO West system mugt share in the financid and
scheduling burden created by the defaulting scheduling coordinator. The first option would
require RTO Wes to identify, in advance, an entity that iswilling to step in as the “ backup”
scheduling coordinator for customers whose scheduling coordinator has been disqudified. The
second option, however, poses serious risks both to RTO West' s solvency and to system
gability. If no oneisready and willing to serve as backup scheduling coordinator for customers
of disqudified scheduling coordinators, the only other recourse available is service termination.

For numerous regulatory, operationd, and other reasons, RTO West may not be able to
terminate service to a defaulting scheduling coordinator. From an operationa standpoint, it may
be impossible to isolate from the RTO West Transmission System the loads being served by a
defaulting scheduling coordinator. Customer-specific transmission connections are likely to be
the exception rather than the rule.

Even in those cases in which it might be technically feasble to terminate transmisson
deliveries, it may be inequitable. For example, it may be that the customers have paid their
scheduling coordinator, but the scheduling coordinator has not paid RTO West. Interrupting
power to end-use customersin those cases might be perceived as unfairly pendizing innocent

parties.
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Leaving aside fairnessissues, disrupting power deliveries at the transmission system
level (as opposed to meter-by-meter a the digtribution leve) could have intolerable
consequences with respect to hedlth and safety risks and economic disruption. For example, a
customer of a defaulting scheduling coordinator could be amunicipa power system with
thousands of resdentiad, commercid, and industrid customers.

The infeasibility of service termination for nonpayment creates the problem of a quas-
load-service-obligation for RTO West. At the same time, it could expose RTO West, generators,
and transmisson owners to sgnificant financid liability and increased rates for transmisson
sarvices. In severe circumstances it could threaten RTO West' s financid viability. For al these
reasons, RTO West should take every step to discourage reliance on imbaance energy asa
meansto serveload. Such steps are critical to ensuring that RTO West markets will be robust
enough to remain hedthy even under stressful conditions.
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