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CALIF. 1SO PROPOSES ENERGY
CRISISSOLUTION

CRISISREQUIRESACTION

The cdifornia 1SO Seeks Solution to
Energy Crisgs with April 6 filing with the
Federd Energy Regulatory Commission
(FERC). The plan, intended for
consderation, is cetan to draw
opposition. It represents a refreshing and
innovaive plan to control run-away
energy pricesin Cdifornia

The degradation of financia dability for
Southern Cdifornia Edison (SCE) and
Pecific Gas & Electric (PG&E) ae a
result, not cause, of run-away energy
prices. PG&E has filed for protection
under Chepter 11 of federa bankruptcy
lavs. The State's proposal to purchase
trangmisson fadlities from SCE and
PG&E only deds with the effect, not the
cause of the market criss. The sde of
fadlities to the State will infuse the sdler
with cash to hdp mitigate the near-fad
credit unworthiness  The sde will not
address the root cause of the energy
criss. The root cause is run-away energy
pricing and the indbility to pass-through
those costs to customers.

The 1SO plan presents a red solution
addressing the causes of run-away energy
prices, rather than just a short term
“effect.” The plan aggressvely confronts
the causes and presents aviable “fix.”
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SO INNOVATIVE PLAN

The ISO Plan may be accessed at the
Cdifornia 1SO webste accessble at
http:/Avww.cai so.comv/publicinfo/ under
“Proposed Market Stabilization Plan...”
filed with FERC on April 6, 2001. The
proposal boldly proclams the facts, “The
supply-demand imbalance in California
is such that virtually all suppliers are
pivotal and can therefore strongly
influence (if not set) the price of
electricity. Under these circumstances,
the Commission (FERC) must impose
strong mar ket-power mitigation
measures if it is to uphold its obligation
to ensure just and reasonable electric
rates.”

The proposd sets forth a clear action plan
to achieve control. The gods presented
by 1SO are: (1) To prevent further unjust
and unreasonable wholesde prices in the
Cdifornia spot eectricity markets, by
mitigating the market power of suppliers
and providing CAISO with the authority
to meke the mog efficent use of
avalable resources, and (2) To provide
greater stability for CAISO operations, by
reducing the volume of red-time
transactions to meet sysem load and
ensure through enabling the CAISO to
commit and digpaich resources on a
fooward bass. These are revolutionary
concepts when viewed from the market
perspective, but quite vaid in light of the
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indbility of the maket operation under
previous Tariff and CPUC redtrictions.

Basics of the proposed changes

The 1SO proposes changes in the way the

market operates. The magor attributes

include the following three mgor points:

1 The introduction of a new
Availability Payment that would
ensure full recovery of costs by all
Participating  Generators  in
exchange for an  explicit
obligation on the part of all
Participating Generators (and
any other resource that elects to
receive the Availability Payment)
to satisfy the demand for
electricity in California;

2. The implementation of Resource-
Soecific Cost-Based Bid Caps
(“RCBCs’) and a must-hid
requirement for such resources,
and

3. The creation of forward CAISO
markets for energy through which
the CAISO would optimize the
procurement of energy to satisfy
the forecasted level of CAISO
demand, the procurement of
ancillary services to satisfy
reliability requirements, and the
management of congestion.

As we undergand the plan, it would not
inhibit  bilatera  contracts, but  would
impose these rules upon the market
transactions as described.  The action
would certainly appear to address (a) the
needs of ISO, (b) the needs to control
andllay savice and imbdance energy
costs, and (€) serve to influence and
impose some limits upon the run-away
market energy prices.
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Under the Maket Stabilization Market
Stabilization Plan, 1SO proposed two
fundamentd changes to the current
Cdifornia market: (1) in the forward
markets the CAISO will  commit
resources and procure energy to meet
unmaiched demand  (imbdance) in
addition to  peforming  congestion
management and  procuring  ancillary
sarvices, and (2) the CAISO will have
extendve commitment and  digpach
control of participaing resources at
mitigated prices, in return for which the
CAISO will implement an avalability
payment that will alow these resources to
recover fully ther fixed and varidble
costs.

FERC has agpproved mechanisms in New
England, New York and the PIM region
whereby these Eastern  independent
sysem  operators  provide  capacity
payments to resources within their control
aeas and in return those resources bid
their cgpacity into the independent system
operator's day-ahead energy market to
serve control area load. Those market
dructures ae not idetical to those
proposed in the CAISO Market
Sabilization Market Stabilization Pan.
The conceptual design of the 1ISO market
dructure has smilarities to those of the
ingdled capacity (ICAP) requirements in
PIM, New England, and New Y ork.

Operationd objectives that will guide the
desgn of the market power mitigation
and forward energy maket dements of
the Maket Stabilization Plan include the
fallowing:

1. Procure energy in the day-ahead
and hour-ahead markets to serve
“Unmatched Demand.” The
target would be to have a least
90% of forecasted system load
scheduled by the close of the day-
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ahead market and 95 percent by
the dose of the hour-ahead
market. This will reduce the
enagy volume of the Red Time
Market to 5 percent or less of tota
demand, conggent with the
origind dedgn of the CAISO's
Rea Time Market.

2. Ensure commitment of generaing
resources in the day-ahead and
hour-ahead markets to secure
aufficent supply to meat the
forecasted load and ancllay
service requirements, while
producing resource schedules that
are feasble with respect to both
transmisson congdrants and
resource operating  congraints.
This will endble the CAISO to
maeke optimad use of avalable
resources by consdering resource
performance characteristics over a
longer time horizon than the
individua Trading Hour.

3. Procure ancillary savices
regulagion, Spinning and  non
finning reserves as required to
cover the forecasted load, while
dlowing Scheduling Coordinators
to <df-provide ancillary services
if they prefer. Under the Market
Sabilization Maket Stabilization
Plan, replacement reserves would
no longer be necessary since the
CAISO would have the ahility to
digpaich any remaning capacity
of participating resources in red-
time by virtue of the avalability
requirement, and therefore this
savice and the associated costs
would be diminated.

4. Peform congestion management
o that hourly schedules are
feasble with respect to network
congraints. Congestion

management initialy would
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employ the same zond network
structure now used by the CAISO.

5. Minimize the totd energy and
ancillary service procurement cost
over the whole time horizon
condgdering sartup, shutdown, no-
load, energy and ancillary service
costs.

6. Apply resource-specific  cost-
based Energy Bid caps to
participating resources and use
these bids to edablish clearing
pricesin the CAISO markets.

7. Provide avalability payments to
participating resources to enable
the full recovery of fixed cods in
reiurn  for  those  resources
danding avalability to save
CAISO control areaload.

Day-Ahead Market

According to the proposa, the day-ahead
market will be changed by replacing the
current  congestion management  function
(CONG), as previoudy applied to a
Scheduling Coordinator’s balanced
schedule, with Transmisson Congrained
Unit Commitment Economic Digpatch
(UCED). The UCED <oftware is
intended to minimize enegy ad
ancillary service procurement costs over a
raling multi-day time window. Only the
results for the 24 hours of the next trading
day will be used to produce find day-
ahead schedules for the market.

Hour-Ahead Market

The hour-ahead energy maket will
handle schedule deviations from the find
day-ahead energy schedules. Since
congestion cogts will be implicit in the
forward energy markets, find day-ahead
schedules will not be frozen, but will be
re-optimized as needed to satisfy both the
energy and congestion needs of the hour-
aheed market. To avoid excessve
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schedule voldtility due to hour-ahead re-
optimization, the day-dhead find
schedules, which include RMR
(relidbility mugt run) and FTR (firm
trangmisson rights) schedules, will  be
gven higher scheduling priority  than
hour-ahead preferred  schedules. As
today, there will be no FTR scheduling
priority for schedules in the hour-ahead
market.

Ancillary Services

The proposd is to procure ancillary
svice capacity optimdly dong  with
energy through the UCED program. The
ISO scheduling software will accept and
vdidate ancillary service bids like today,
but only for non-participating resources.
The UCED will ue a $O/MW bid for
ancillay service cgpacity of participating
resources, and will optimize the energy
output and avalable ancillay service
capacity of these resources based on ther
ganding RCBC Energy bids. The UCED
will implicitly price andllay savice
capacity from these resources a the
appropriate opportunity cost of reserving
capacity for ancillay services ingtead of
scheduling that cepacity as Energy, i.e,
the difference between the zond MCP for
energy and the individua resources
RCBC, thus capturing the foregone
above-cot revenue for tha ancllary

service capacity.

Non-participating resources (e.g., import
suppliers) may bid ancllary service
capacity as they do today, and may be
sdected if their bids are bedow the
imputed ancillary service cgpacity cods
of some available participating resources.

The functiondity of the exiging andllary
savice procurement will be used to
cdculate ancllay service requirements,
provide for ancllay savice Hf-
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provison and ancillary service buybacks,
and cdculate the ancllay service
demand for input to the UCED. The
UCED will then include these demands
a resarve condraints  for  regulation,
finning  resarve,  and  non-pinning
reserve. As noted above, the replacement
reserve service will no longer be needed
snce the associated capacity will aready
be scheduled to provide energy in the
find hour-ahead energy schedules.

Ancillay service suppliers will be pad
the appropriate ancillary service MCP.
The totd ancillary service procurement
cost (from both day-ahead and hour-
ahead markets) will be charged to the
metered demand that is not covered by
andllary sarvice sHf-provision, as is done
today.

The andllary service MCPs will be
mitigated by the demand sde bid on the
resdud load in connection with energy
procurement, up to the point where dl
resdud load is scheduled off. In other
words, if avalable cgpacity from
participating resources and from bids
bedow the RCBC of the highest-cost
Participating Resource is not adequate to
meet both ancillary service requirements
and resdud load energy requirements,
the CAISO will meet its ancillary service
requirements fird.

Real-Time Mar ket

ISO proposed no changes to the
Imbdance Energy market other than the
use of danding cost-based energy bids
(both incrementd and decrementd) for
paticipating resources for dl avalable
cgpecity. These bids will be the same
bids used for these resources in the day-
ahead and hour-ahead markets. The same
bids will dso be used to digpaich energy
from operating reserve capacity under
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emergency conditions.  The energy bid
for operating reserves will be the portion
of the danding bid dating from the
operating point specified in the find
hour-ahead energy  schedule. The
remaining resources that can participate
in the red-time maket (eg., non
paticipating import suppliers) may bid
with no redriction other than any
damage-control price cap that may be
applied to the CAISO markets. However,
resources sdlected a a price higher than
the highest mitigated bid will be pad as
bid, thus the ex post MCP will be
mitigated. This agpproach is analogous to
the current soft-cap mechanism, except
for the fact that the applicable mitigated
price will vary by hour depending on the
highes mitigated bid avaldble thus
goproximating a  competitive-market
outcome.

The descriptive text is edited and condensed from
the document submitted by 1SO to FERC on April
6, 2001. The 1SO source is gratefully
acknowledged http://www.caiso.com and our
intent is to carefully reflect the concepts as SO
intended. However, a download of that document
in PDF format is available on the CAISO site.

Commentary

Oppostion will be mugered agang the
ISO plan. The fact is that a “free energy
market” as implemented in Cdifornia has
faled to a lage extent. Refer to the
paper, “CA Energy Market, Success Or
Falure” on the dectrikgrid web dte,
http:/Aww.€ ectrikgrid.com.

Regardless of the effects, the causes of
the criss has been exorbitantly high
energy prices, the inability to pass
through energy cost to end users, lack of
generation in Cdifornia, lack of incentive
to dleviate transmisson congestion, and
lack of quick action by regulators to solve
the problem.
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Yes, the introduction of greater 1SO
authority and implementation of price
controls for market components is a far
disgance from the origind market rules.
We have passed the “market power”
(contralling influence) from the invesor
owned Utilittes to the new genedion
resource owners. That unchecked market
power, together with the cited
accompanying causes, produced the
Cdiforniacriss.

The idea of just passng on exorbitant
energy costs to customes will merdy
trander the financid degradation from
the investor owned utliies to the
customers and the whole economy. The
ISO proposal presents a solution to the
core problem. This solution need not be
permanent, because as the ingdled
generator capecity reaches and exceeds
the Cdifornia pesk load, there can be
greater competition. At that point, the
proposed controls can be reassessed.

The Cdifornia experience reveds how
fragile a new market can be and how
reiant it may be upon: abdility to pass-
through costs to customers, available
resources, adequate regiona
transmisson, controls, baances, rules
that serve al parties, and market power
from dl potentid sources. Emerging
markets need to carefully look a these
issues, as well as how quickly generation
resources ae sold to  for-profit
corporations.

The Cdifornia energy market needs help.

Will FERC react to this need? Time is
running out.
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