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1. In this order, the Commission conditionally accepts for filing, subject to further

modification, the tariff the California Independent System Operator Corporation
(CAISO) filed to implement its Market Redesign and Technology Upgrade (MRTU)
proposal (MRTU Tariff). Significant components of the MRTU Tariff include: a more
effective congestion management system; a day-ahead market for trading and scheduling
energy; system improvements to increase operational efficiency and enhance reliability; a
more transparent pricing system; improved market power mitigation measures; the
opportunity for demand resources to participate in the CAISO markets under comparable
requirements as supply; and, lastly, a process that respects the resource adequacy
requirements established by the states or Local Regulatory Authorities, with provisions to
allow the CAISO to procure additional capacity to meet forecasted needs.

2. Although we conditionally accept the MRTU Tariff, we are also ordering certain
significant changes that have been sought by commenters. For example, as
recommended by certain parties, we grant the requests for technical conferences on
seams issues, allocation of import capacity for resource adequacy purposes, and Business
Practice Manuals. We also agree with commenters that the implementation of MRTU
should proceed on a deliberate basis and, therefore, order protections to ensure that
systems are tested and ready before they are implemented. In addition, we grant the
request to order the CAISO to comply fully with the Commission’s Final Rule on Long-
Term Firm Transmission Rights in Organized Markets," in order to expedite the provision
of long-term rights to users of the transmission grid. Finally, we note that parties
interested in developing additional proposals for demand response in California may
submit proposals to the Commission within 60 days of the issuance of this order.

3. The MRTU Tariff is the product of more than six years of expert analysis, broad
stakeholder input from those within and outside California, coordination with state
authorities, and Commission guidance. Over this six-year period, we have issued over 30
orders providing guidance to the CAISO and its market participants, including ruling on
interim remedies for exigent design flaws. Our consistent goal throughout this process
has been to avoid the mistakes of the California energy crisis of 2000-2001. By ensuring

! Long-Term Firm Transmission Rights in Organized Electricity Markets, Order
No. 671, 71 Fed. Reg. 43,564 (Aug. 1, 2006), FERC Stats. & Regs. 1 31,226 (2006)
(Long-Term Firm Transmission Rights Final Rule).
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resource adequacy,’ fixing flawed market rules, bringing greater transparency to prices,
improving congestion management,® enhancing market power mitigation, and
streamlining the CAISO’s daily operations, MRTU should achieve that goal. We are also
mindful of the fact that the California energy crisis affected not only California, but also
the entire Western Interconnection. Therefore, the actions we take today — fixing a
flawed market design, enhancing the reliability of the CAISO-controlled grid, and
improving market power mitigation — are intended to protect not only California, but also
the entire West, from a repeat of that crisis.

4. More specifically, our actions today address three key factors that contributed to
the energy crisis: (1) the lack of adequate resources, (2) flawed market rules, and (3)
market manipulation. First, the MRTU Tariff builds upon the resource adequacy reforms
adopted by the State of California to ensure that all load serving entities procure adequate
generation capacity to serve their load. We believe this is critical to maintaining
reliability and ensuring that wholesale prices remain just and reasonable. Further, not
only will resource adequacy requirements improve reliability, but they will lessen the
likelihood of price spikes occurring during periods of high demand.

5. Second, the MRTU Tariff addresses the remaining market design flaws that
contributed to the energy crisis, as well as other important design flaws. The current
design is limited to a real-time energy market* and provides day-ahead management of
transmission congestion between three existing customer zones.”> However, the current
design ignores transmission congestion within the zones until the last minute (or “real
time™), and, as a result allows buyers and sellers to submit schedules® that are not
feasible.” In contrast, the proposed MRTU Tariff will use a pricing method that will
allow the CAISO to: (1) recognize all transmission bottlenecks so that schedules
submitted in the day-ahead time frame can actually fit on the grid in real time, i.e., be
feasible; (2) allocate the use of transmission facilities to energy buyers and sellers in a
non-discriminatory and efficient manner; (3) make more efficient use of transmission and
generation resources to serve load and provide system reserves on a least-cost basis; and

2 Resource adequacy is the availability of an adequate supply of generation or
demand responsive resources to support safe and reliable operation of the transmission
grid.

® The term “congestion management” refers to a process that properly recognizes
the physical limitations of the existing transmission grid and, based on those limitations,
adjusts the production of various generation and demand resources.

* A real-time energy market sets market prices in intervals of 5 to 10 minutes
based on the lowest-priced resources bid into the market.

> The three geographic zones are northern, central, and southern California.

® “Schedules” are plans to run generation and to provide energy to customers.

" In this usage, “feasibility” refers to the physical ability of the transmission
system to accommodate the schedule.
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(4) provide price incentives for future generation projects to be located in the places
where they are most needed.

6. Third, the MRTU Tariff contains important protections to address market power
and market manipulation. MRTU retains bid caps on energy markets to ensure that
prices remain just and reasonable and, by including a resource adequacy requirement,
lessens the likelihood of price spikes due to shortages. By establishing a day-ahead
energy market, MRTU will increase the transparency of energy prices, which in turn
allows the CAISO and the Commission to better detect attempts at manipulation. MRTU
also improves measures to protect against the exercise of market power in discrete areas
where insufficient competitive generation exists (load pockets). And, as discussed below,
demand response is an important measure in mitigating market power and protecting
customers.

7. Although these reforms are significant, it is important to keep in mind that the
changes are incremental and supplement the existing market structure. MRTU does not
create organized markets in California. They already exist, and MRTU simply
implements needed reforms to ensure that the existing organized markets function

properly.

8. The Western Interconnection encompasses one region (California) that has
adopted organized markets and other regions that have not. There currently exist
“seams” at the borders between the CAISO and other regions within the West. These
seams exist today, and MRTU does not create new seams with the bilateral markets in the
West. Instead, MRTU is designed, in many ways, to mitigate the existing seams and
enhance trade between the differing regions within the West. For example, the day-ahead
energy market should allow more opportunities for imports and exports to be scheduled
ahead of real-time. Transparent locational marginal prices in the day-ahead market will
make it easier for suppliers located outside of California — many of whom are owners of
hydroelectric generation that often requires a ready market for its unused capacity — to
sell their excess power into California at a fair price. Also, the simplified hour-ahead
market, or HASP, will allow schedules to be submitted closer to real-time. This will
align more closely the scheduling timelines between the CAISO and the rest of the West.
These improvements notwithstanding, we are sensitive to the seams concerns raised by
parties outside of the CAISO-controlled grid. We therefore grant their request for a
technical conference to ensure that these seams issues will continue to receive the
attention they deserve and are carefully considered and fully understood by all market
participants, as the western marketplace continues to evolve.

9. It is also important to understand that MRTU adopts crucial changes in the way
that the CAISO manages the limited resources of its transmission grid. The CAISO will
use locational marginal prices for generators, which will allow for more efficient
generation dispatch. However, it will not use locational marginal prices for customers.
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Rather, customers within the CAISO will continue to pay the price for energy within their
zone, much as they do today. This will help to insulate customers from price volatility.
Furthermore, the CAISO will offer monthly, annual, and long-term firm transmission
rights to protect customers against a much larger portion of congestion costs. Taken
together, these reforms will increase the efficiency of economic dispatch (thereby
lowering costs), and offer customers important new protections from charges due to
congestion on the transmission grid. Moreover, these reforms do not create additional
congestion costs, but rather remedy a flawed system that masks the causes of congestion
costs and does not provide any mechanism to protect customers against such costs. For
example, in 2004, the price of electricity in California included congestion and reliability
costs totaling more than one billion dollars, but only $56 million of that amount was
reflected in market prices that were visible and could be hedged through financial
transmission rights; the remaining over $944 million was allocated via surcharges to all
users of the transmission system.® This means that some customers were subsidizing the
cost to serve other customers by this amount, without having any ability to address the
situation. The improved congestion management system approved today will not only
increase the transparency of these congestion costs, but will also allow load serving
entities to protect against exposure to them through a combination of monthly, annual,
and long-term transmission rights. It will also help to identify locations where additional
transmission capacity or generation resources may be needed.

10.  We summarize below the most important elements of MRTU that fix market
design flaws, enhance reliability, better protect wholesale customers from price volatility
and gaming, incorporates price-responsive demand in the markets, and encourage
construction of new resources:

e Eliminates infeasible schedules. Market participants currently submit
infeasible schedules for energy because there are no negative financial
consequences to their doing so. Also, under the current tariff, the CAISO must
accept infeasible day-ahead schedules that do not reflect actual transmission
bottlenecks and operating limitations of generators because its computer
software ignores these limitations. This is a serious problem that forces the
CAISQO’s transmission grid operators to scramble in real-time to correct
infeasible day-ahead schedules. MRTU will ensure that day-ahead schedules
are physically feasible because its new computer software will fully consider
all transmission bottlenecks and generator operating limitations. This will
make the CAISQO’s system more reliable.

e Uses a more comprehensive model of the transmission grid. The CAISO
currently decides which resources will be used for reserves (ancillary services)
in a manner that is independent from its energy dispatch decisions. This results

8 California 1SO: 2005 Annual Report at 15 (June 2006).
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in less efficient use of generation capacity. Under MRTU, the CAISO will
consider at the same time which resources to use for energy and which
resources to use for reserves. This will create more efficient dispatch. Meeting
demand and reserve requirements from the lowest cost set of generators will
benefit customers by keeping prices down.

e Adds a financially binding day-ahead market. Existing market rules require
each Scheduling Coordinator to anticipate customer demand and to match that
demand with an equal amount of generation supply. This can create
inefficiencies because there is no systematic way to ensure selection of the least
cost set of generators to meet customers’ needs. Under MRTU, this problem is
solved by the creation of the day-ahead energy and ancillary services market,
which is open to all creditworthy market participants on a non-discriminatory
basis. The day-ahead market will enable all suppliers and customers to submit
offers to buy and/or sell electricity in advance of real time. The CAISO will
consider the bids of all suppliers in the day-ahead market and select the lowest
cost mix of suppliers to serve customers’ needs. The creation of a financially-
binding day-ahead market will make it easier for all market participants,
particularly smaller entities, to participate in the California market. A
transparent day-ahead price signal can also be useful in demand response
programs. The day-ahead market will provide market efficiencies that will help
keep wholesale electricity prices down and make it easier for the CAISO to
maintain reliability.

e Adopts locational marginal pricing for suppliers and for improved congestion
management: Under locational marginal pricing, or LMP, prices in wholesale
markets vary by location and time, based on the true physical limitations of the
transmission grid, and reflect the incremental cost of meeting customer demand
at each location. Locational marginal pricing will communicate the true market
value of electricity at each location, as well as the cost of alleviating congestion
between any two locations. This will create financial incentives to dispatch the
lowest cost energy, when considering all transmission bottlenecks. In the long-
term, by making energy and congestion prices more transparent, locational
marginal pricing will help encourage transmission and generation investment at
appropriate locations, as well as demand response. It bears emphasis that the
CAISQO’s version of locational marginal pricing is aimed primarily at suppliers
who will be paid their location-specific price. Wholesale customers will be
insulated from the location-specific prices because they will continue to pay an
aggregated zonal price.

e Improves transmission rights: The CAISO already incorporates financial
transmission rights, but these are limited to rights to congestion revenues
associated with transmission service between adjacent zones and external
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interconnection points. The existing financial transmission rights allow
customers to protect themselves from congestion charges occurring between
zones. Currently, however, most congestion occurs inside the existing zones
and there is no way for customers taking transmission service within each of
the CAISQO’s three zones to protect themselves from these costs, which again
means that some customers are forced to significantly subsidize the cost of
serving other customers. Wholesale customers must pay for the costs of
congestion within zones in the form of “uplift” payments, or billing surcharges,
which can be highly volatile and unpredictable. MRTU largely alleviates this
problem by ensuring that all congestion costs are reflected in market prices, and
by issuing a better form of financial transmission rights, called congestion
revenue rights, or CRRs. Congestion revenue rights will enable load serving
entities and others to protect themselves against the costs of congestion. Also,
customers under contracts that pre-date the existence of the CAISO will
continue to receive protection against congestion costs consistent with the
requirements of their contracts.

e Requires compliance with the Long-Term Firm Transmission Rights Final
Rule: Currently, the CAISO offers no financial transmission rights with a
duration of longer than one year. This has often been cited as an impediment to
the construction of new facilities necessary to serve the California market, and
a barrier for customers trying to access needed resources on a long-term basis.
This order addresses that problem by directing the CAISO to comply with the
Long-Term Firm Transmission Rights Final Rule. This should hasten the
creation and availability of long-term firm transmission rights, directly
addressing concerns raised by customers in California.

e Increases bid caps incrementally: Currently, suppliers’ bids into the CAISO’s
real-time markets are capped at $400/MWh. It has long been recognized that,
if price caps are set too low, they can result in a reduction in needed supply that
will usually not be in the public interest. Therefore, in markets where bid caps
are used to help protect against the exercise of market power, it is imperative to
set the bid cap at an appropriate level in order to stimulate demand response,
provide incentives to enter into long-term contracts, and foster investment in
new infrastructure. If a bid cap is set too low, this could adversely affect
reliability by artificially suppressing resource prices when resources are scarce.
MRTU is slated to go into effect November 2007. At that time, the bid cap will
be increased first to $500/MWh, and thereafter incrementally increased over
the next two years until it reaches $1,000/MWh. This gradual increase will
give market participants time to adjust to both the new cap levels and other
mitigation features, while helping to ensure that needed supply is not driven
from the market by overly restrictive price caps.
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Improves local market power mitigation: Currently the CAISO’s market power
mitigation lacks adequate measures to address the potential for generators
located in load pockets (areas surrounded by transmission bottlenecks) to
exercise market power. MRTU adopts local market power mitigation
techniques that identify generators with the potential to exercise local market
power, and limits those generators’ bids to pre-established default levels.
These default energy bids are tailored to contribute to the recovery of the
generator’s fixed costs, so the generator can afford to continue producing
energy. These local market power mitigation rules will help prevent market
manipulation and price volatility, while maintaining adequate generation
supply and reliability.

Demand Response: MRTU provides loads with demand response capability —
the opportunity to participate in the CAISO day-ahead, real-time, and ancillary
services markets under comparable requirements as supply, and receive the
corresponding market value. Price-responsive demand moderates price
increases and price volatility for all customers (because some demand is willing
to be reduced rather than pay higher prices for energy from more expensive
units) and it also helps to check potential market power because it provides a
countervailing willingness to reduce demand in the face of high prices.

Further, demand response contributes to reliability by shaving peak demand
and providing reserves. We believe the continuing development of demand
response is an effective route to produce CAISO markets that are competitive
and that can be relied upon to produce rates that are just and reasonable for
customers. We therefore direct parties interested in further developing demand
response in the CAISO markets to provide proposals to the Commission that
detail new avenues for incorporating price-responsive demand within 60 days
of the date of this order.

Builds upon resource adequacy: Resource adequacy is the availability of an
adequate supply of generation or demand responsive resources to support safe
and reliable operation of the transmission grid. Until June 2006, the CAISO
market did not require load serving entities to procure sufficient generation
capacity to serve their customers. The lack of this requirement jeopardized
reliability and made it difficult to ensure that wholesale prices would remain
just and reasonable. Under MRTU, load serving entities under the authority of
the California Public Utilities Commission will be required to obey its
requirement to maintain a level of capacity above load serving entities’
forecasted customer needs (currently 15-17 percent). They will also have to
demonstrate a year in advance that they have procured resources to cover 90
percent of their summer (May through September) peak period needs. Other
Load serving entities that are CAISO members and serve customers in the
CAISO control are required to comply with the planning reserve margin for
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capacity that is set by their Local Regulatory Authority. If the Local
Regulatory Authority does not establish such a margin, the default margin will
be 15 percent. These resource adequacy requirements will help ensure
sufficient supply, enhance reliability, protect against price volatility, and reduce
the opportunities to game the market that exist when electricity supplies are
insufficient to meet customers’ needs.

11.  Finally, we note that, while MRTU is a significant step toward improving
California’s markets, it is by no means the last one. While we do not believe the action
we take today will delay the CAISO’s implementation of the market redesign and
technology upgrade, we do require further technical conferences, compliance filings and
tariff modifications. The CAISO’s market redesign is necessary, but it is just as essential
for it to be done right. In accepting, with modification, the CAISO’s MRTU Tariff, we
are mindful that it is of utmost importance for the CAISO and its market participants to
be prepared for the initial implementation of MRTU. We agree with commenters that
expedience cannot take precedence over ensuring a smooth transition to the new market
design. As the technical conferences are held, and compliance filings and tariff
modifications are filed, we will remain vigilant and, as necessary, require any further
changes or conditions to the MRTU Tariff to ensure that the MRTU Tariff results in just
and reasonable rates, terms and conditions for all users of the CAISO’s system.
Furthermore, the needs of California’s market participants continue to evolve, and the
CAISO has already indicated that it anticipates adding a number of market design
features in the future. We look forward to those additional refinements, for the benefit of
California and the rest of the West.

Background

12.  InJanuary 2000, the Commission found the CAISO’s congestion management
system to be fundamentally flawed and directed the CAISO to design a comprehensive
replacement congestion management approach.’ The CAISO’s progress on this project
was hindered by the subsequent California energy crisis of 2000 and 2001. In an order
issued December 19, 2001, the Commission further directed the CAISO to propose a plan
by May 1, 2002, to implement a day-ahead market, which would be integrated later with
the CAISO’s future revised congestion management plan.’® On May 1, 2002, the CAISO
responded by filing a proposed market redesign, including tariff sheets. On July 17,
2002, the Commission issued an order accepting in part, rejecting in part and directing

% Cal. Indep. Sys. Operator Corp., 90 FERC { 61,006 (January 2000 Order), reh’g
denied, 91 FERC 1 61,026 (2000).

19 san Diego Gas & Electric Co. v. Sellers of Energy and Ancillary Serv.,
97 FERC 1 61,275, at 62,245 (2001) (December 2001 Order).
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modifications of the CAISO’s proposal.** Subsequently, the Commission issued
numerous orders addressing rehearing requests, various compliance filings, and the
market redesign implementation schedule. As a result of these orders, the CAISO
withdrew the proposed market redesign tariff previously filed and submitted to the
Commission a conceptual proposal, rather than detailed and comprehensive tariff
revisions, that set forth proposed market design elements. The CAISO filed the
conceptual proposal so that it could gain a clearer view from the Commission as to
whether its proposed market design elements were acceptable, prior to incurring
significant costs and spending time developing the more detailed tariff language that
would be required.

13.  On October 28, 2003, the Commission issued a guidance order, addressing the
CAISO’s revised conceptual proposal.”> The October 2003 Order, unlike prior orders,
addressed the CAISQO’s proposal in concept only, provided guidance, and sought
additional information from the CAISO. The October 2003 Order also established a
framework for further development of the issues that were either less developed or raised
concerns not fully resolved, as the CAISO continued to develop requisite software and
tariff modifications.

14.  Subsequently, the Commission issued a number of guidance orders addressing
various elements of the CAISO’s conceptual proposal on market redesign. In total, the
Commission has issued more than 20 orders providing guidance on the CAISO’s MRTU
proposal in concept and acting on various interim measures providing an immediate
remedy to certain market flaws. In addition, the Commission staff held numerous
technical conferences to discuss with the CAISO and market participants various features
of the CAISO’s proposed market redesign.

15.  Throughout this time, the CAISO continued its stakeholder process, which has
consisted of numerous public meetings with market participants, issuances of white
papers, solicitation of comments, and review by the CAISO’s Board of Governors and
Market Surveillance Committee. This extensive stakeholder process resulted in the
CAISO’s filing of three conceptual amendments to its prior conceptual proposal on
market redesign. In an order issued July 1, 2005, the Commission approved in principle
the majority of the proposed market design elements, provided guidance and sought
additional information and explanation of certain other aspects of the proposal.

1 Cal. Indep. Sys. Operator Corp., 100 FERC { 61,060 (2002) (July 2002 Order).
The July 2002 Order also imposed a west-wide market power mitigation program.

12 Cal. Indep. Sys. Operator Corp., 105 FERC { 61,140 (2003) (October 2003
Order), 107 FERC 1 61,274 (2004) (June 2004 Order).

3 Cal. Indep. Sys. Operator Corp., 112 FERC { 61,013 (July 2005 Order), order
onreh’g, 112 FERC 1 61,310 (September 2005 Order), order on reh’g and technical
conference, 113 FERC 1 61,151 (2005) (November 2005 Order).
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16.  Simultaneously with the CAISO’s market redesign proceeding before the
Commission, the California Public Utilities Commission (CPUC) was working on
developing resource adequacy requirements. California legislation Assembly Bill (AB)
380 required the CPUC, in consultation with the CAISO, to establish resource adequacy
requirements for all load serving entities (LSEs) within its jurisdiction.* Under these
resource adequacy requirements, LSEs would be obligated to maintain physical
generating capacity adequate to meet their load requirements, including, but not limited
to, peak load and planning and operating reserves, deliverable to locations as may be
necessary to provide reliable electric service.

17.  On October 27, 2005, the CPUC issued a Final Decision on resource adequacy
requirements.’> The CPUC Final Decision implements a program of resource adequacy
requirements applicable throughout the service territories of California’ three I0Us. The
CPUC Final Decision requires that LSEs that are IOUs, ESPs and CCAs demonstrate that
they have acquired the capacity needed to serve their forecast retail customer load and a
15-17 percent reserve margin beginning in June 2006. The CPUC Final Decision also
Imposes certain obligations on generators indirectly through their contracts with LSEs.
In a June 29, 2006 decision, the CPUC addressed local resource adequacy requirements;
it implemented a backstop and penalty for any LSE that is deficient in local capacity
requirements, as established annually in accordance with the CPUC-devised allocation
principles.*®

4 California’s three largest investor-owned utilities (IOUs), electric service
providers (ESPs) and community choice aggregators (CCASs) are within the CPUC’s
jurisdiction. An ESP is a non-utility entity that offers electric service to customers within
the service territory of an electric utility. Each ESP is required to register with the CPUC
in accordance with the CPUC-established registration requirements. CCAs are cities and
counties authorized by the CPUC to purchase and sell electricity on behalf of utility
customers in their jurisdictions.

> Order Instituting Rulemaking to Promote Policy and Program Coordination
and Integration in Electric Utility Resource Planning, Docket No. R. 04-04-003, D. 05-
10-042 (Oct. 27, 2005) (CPUC Final Decision). On October 28, 2004, the CPUC issued
an interim decision in its resource adequacy proceeding. Order Instituting Rulemaking
To Promote Policy and Program Coordination and Integration in Electric Utility
Resource Planning, Docket No. R. 04-04-003 (Oct. 28, 2004). The interim decision
clarified resource adequacy requirements by: (1) setting the initial resource adequacy
requirements; (2) accelerating to June 2006 the implementation date for the 15-17 percent
planning reserve margin; (3) establishing elements necessary to define a tradable capacity
product; and (4) addressing the next procedural steps (Phase 2) required to ensure that a
functioning program can be implemented in 2005.

18 Specifically, the CPUC: (1) approved LSE procurement obligations for year
2007, based on a level of reliability described in the CAISO’s 2007 local capacity
requirements study; (2) adopted the allocation principles for local capacity requirements,
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18.  The MRTU proposal, according to the CAISO, will be implemented through the
following seven major software systems: (1) Integrated Forward Markets/Real-Time
Market/Full Network Model; (2) Scheduling Infrastructure Business Rules;"’

(3) Congestion Revenue Rights model; (4) Settlements and Market Clearing System;

(5) Legacy Systems;® (6) Master File Redesign;'® and (7) Post Transaction Repository.?’
The CAISO submitted its proposed MRTU Tariff and supporting documentation for
Commission review on February 9, 2006. The voluminous filing comprises almost 8,000
pages, including: (1) a 100-page transmittal letter summarizing proposed MRTU Tariff
provisions; (2) two volumes of the proposed tariff language; and (3) two volumes of
expert testimony and LECG, Inc.’s (LECG) report.*

which will be used to establish individual LSE local procurement obligation for future
periods; (3) required that LSEs demonstrate the acquisition of 100 percent of their
CPUC-determined “year-ahead” local procurement obligation for the following calendar
year; and found that these demonstrations are to be made concurrently with the LSES’
annual System Resource Adequacy Requirements compliance filings; (4) adopted a
detailed implementation schedule for Local Resource Adequacy Requirements for 2007;
and (5) adopted a penalty of $40 per kW-year on the amount of an LSE’s deficiency, in
addition to backstop procurement costs. See Order Instituting Rulemaking to Promote
Policy and Program Coordination and Integration in Electric Utility Resource Planning,
Docket No. R. 05-12-013, D. 06-06-064 (June 29, 2006).

7 Scheduling Infrastructure Business Rules, among other things, validate
Scheduling Coordinator bids prior to those bids being used by the market systems, and
process Scheduling Coordinator bids after those bids have been validated.

'8 The Legacy Systems are software programs and applications the CAISO uses in
its current market and will continue to use under MRTU. These include, among other
things, Open Access Same Time Information System (OASIS), Scheduling and Logging
in California (SLIC) for generator outage scheduling, the automated dispatch system
(ADS) and the energy management system (EMS).

9 The Master File provides the CAISO with information about generators
(maximum capacity, ramp rates, etc.) and load (location of take-out points) that rarely
changes. In MRTU, the software systems will need different data inputs than what
currently resides in the Master File. Thus, the Master File will be redesigned under
MRTU.

20 The Post Transaction Repository is a database that will contain more
information than is actually needed for the settlement process. The CAISO and
Scheduling Coordinators can query this database to produce a number of reports.

2 The CAISO retained the services of LECG, an outside consulting firm, to
review and evaluate all aspects of the CAISO’s conceptual proposal on market redesign.
The consultants compiled their analysis in a report entitled Comments on the California
ISO MRTU LMP Market Design, which the CAISO released to the public on
February 23, 2005. LECG’s report was also included in the CAISO’s May 13, 2005
filing, which was addressed in the July 2005 Order.
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Notice, Motions To Intervene And Responsive Pleadings

19.  Notice of the CAISO’s MRTU Tariff filing was published in the Federal Register,
71 Fed. Reg. 9,810 (2006), with comments, protests, or interventions due on March 27,
2006. Though the Commission’s Rules of Practice and Procedure only provide 21 days
for comments, and do not provide for the filing of reply comments, because of the
complexity of this filing the Commission provided 60 days for comments and more than
five weeks for reply comments.?

20.  Timely motions to intervene were filed by 61 entities, as listed in Appendix A to
this order.?® Pursuant to Rule 214 of the Commission's Rules of Practice and Procedure,
18 C.F.R. § 385.214 (2006), the filing of a timely motion to intervene that has not been
opposed makes the movant a party to the proceeding.

21.  Arizona Electric Power Cooperative, Inc.and Southwest Transmission
Cooperative, Inc. (Arizona/Southwest Coops); Epic Merchant Energy LP and SESCO
Enterprises LLC (EPIC/SESCO); PacifiCorp; San Francisco Bay Area Rapid Transit
District; Los Angeles Department of Water and Power (LADWP), WestConnect Parties**
and American Public Power Association (APPA) filed motions to intervene out-of-time.
Given the lack of undue prejudice and the parties' interests, we find good cause to grant
under Rule 214 of the Commission's Rules of Practice and Procedure, 18 C.F.R. §
385.214 (2006), these unopposed, untimely motions to intervene.

22.  Numerous parties submitted comments and/or protests along with their motions to
intervene.” Comments were filed by parties representing a wide array of view points,

22 Notice of Extension of Time, Docket No. ER06-615-000 (Mar. 7, 2006); Notice
of Extension of Time, Docket No. ER06-615-000 (Apr. 21, 2006).

23 \We note that Appendix B includes short cites of entities’ names. Appendix C
includes a listing of acronyms used in the order.

24 WestConnect Parties include Arizona Public Service Company, El Paso Electric
Company, Public Service Company of New Mexico, Public Service Company of
Colorado, Tucson Electric Power Company, Sierra Pacific/Nevada Power Company, Salt
River Project Agricultural Improvement and Power District, Western Area Power
Administration (Western), Tri-State Generation and Transmission Association, Imperial
Irrigation District (Imperial) and Southwest Transmission Cooperative, Inc.

2 \We note that the Bay Area Municipal Transmission Group (Bay Area
Municipals), which includes the City of Santa Clara, the City of Alto and the City of
Alameda, California; the Cities of Redding and Santa Clara, California and M-S-R Public
Power Agency (Cities/M-S-R); California Municipal Utilities Association (CMUA);
Lassen Municipal Utility District (Lassen); Modesto Irrigation District (Modesto);
Transmission Agency of Northern California (TANC); and Western, support the Control
Area Coalition’s comments. The Control Area Coalition includes the Bonneville Power
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including municipalities, cooperatives, independent power providers, the three California
IOUs, consumer advocate groups, public power agencies and state agencies. Altogether
the Commission has received more than 2,000 pages of reply pleadings.

23.  Numerous answers were filed to reply comments. Rule 213(a) of the
Commission's Rules of Practice and Procedure, 18 C.F.R. 8 385.213(a), prohibits answers
to an answer unless otherwise permitted by the decisional authority. We are persuaded to
allow all answers to reply comments to the extent they assisted us in our decision-
making.

Procedural

24. At the outset, we note that a number of parties raise procedural issues concerning
the MRTU Tariff filing. For example, several parties ask the Commission to reject,
suspend or defer action on the CAISO’s tariff filing.”® Others request a technical
conference, either to expedite resolution of a number of concerns soon after reply
comments are filed,?’ or to focus on specific issues, such as: seams;?® CRRs;” the

Administration (BPA), Imperial, LADWP, Sacramento Municipal Utility District
(SMUD), Salt River Project, Turlock Irrigation District (Turlock) and Western. Bay
Area Municipals adopts the comments of Northern California Power Agency (NCPA),
CMUA, the Control Area Coalition and Cities/M-S-R. Williams Power Company, Inc.
(Williams) and NRG Companies adopt Western Power Trading Forum and Independent
Energy Producers Association’s (WPTF/IEP) protest. NRG Companies include NRG
Power Marketing, Inc., West Coast Power, LLC and NEO California Power, LLC. Coral
Power, L.L.C. (Coral) supports the protests of WPTF/IEP and the MRTU Staging
Coalition. APS Energy Services, Inc. (APS Energy) supports the Alliance for Retail
Energy Markets’ (AREM) comments.

%6 E g., Turlock Comments at 16-17, 24 (asserting that the CAISO’s proposals to
prohibit both self-scheduling and export of ancillary services are unjust and
unreasonable); Bay Area Municipals Comments at 13-18 (arguing that the MRTU Tariff
is incomplete without Business Practice Manuals, long-term firm transmission rights and
the resolution of seams issues); see also TANC Comments at 40-41, Cities/M-S-R
Comments at 50, Metropolitan Reply Comments at 4 and Burbank Comments at 4.

2T See PG&E and CPUC Joint Motion at 8-10; SMUD’s Motion to Intervene and
Answer in Support of Motion at 3-4.

8 E g., Control Area Coalition Comments at 2, 14 (asking for a limited technical
conference to define and subsequent evidentiary hearing to resolve the seams issue
created by MRTU?’s financial transmission rights model adjoining the physical
transmission rights model used in the rest of the West).

% SMUD’s Motion for Leave to File Answer and Answer to CAISO Reply at 4-
10, 13-15.
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prohibition on exports of ancillary services; local market power mitigation;*® adequacy of
suppliers’ cost recovery;* reliability capacity payments;* tariff language deficiencies;*
pre-MRTU readiness criteria;** correction authority;* Business Practice Manuals;*® and
convergence bidding.*” Arguing that the MRTU filing raises disputed issues of material
fact that cannot be resolved on the basis of the written record, several parties ask the
Commission to order a full evidentiary hearing.*® Others request the Commission to
require a phased-in market redesign that: (1) adopts the most tested, workable solutions
to the CAISO’s current market inefficiencies; and (2) defers implementation of what they
consider the more contested, costly elements, such as LMP, until they are more
thoroughly evaluated and proven efficient.*

25.  As explained more thoroughly in the body of this order, we find the MRTU Tariff,
as modified by the CAISO in accordance with the directives contained in this order, to be
just and reasonable, and that parties have failed to demonstrate that the tariff is unjust and
unreasonable.”> Consequently, there is no need to reject, suspend or defer action on the
tariff. We also find it unnecessary to set the tariff for hearing. Parties have provided
thousands of pages of testimony and exhibits in this proceeding, both supporting and
opposing specific aspects of the tariff filing. While the sheer number of pages of filings
and testimony alone does not resolve factual disputes, we have found the record sufficient
to make determinations, and to direct compliance filings, where necessary, to modify the
tariff.** As for technical conferences, as discussed in more detail in the pertinent sections
below, we establish three technical conferences on: (1) the allocation of resource
adequacy import capacity; (2) Business Practice Manuals; and (3) seams. Finally, while
we understand certain parties’ uneasiness with the pace of MRTU implementation, given
the backdrop of the California energy crisis, we will not require additional phase-in of the
market redesign, beyond that which we have already established. Specifically, the

%0 Calpine Comments at 6-7.

d.

*1d.

%3 WPTF/IEP Comments, joined by Williams, at 115.

* CPUC Comments at 38, 40.

35

Id.

*d.

" WPTF/IEP Comments, joined by Williams, at 47.

%8 E.g., SMUD Answer at 2-11. Control Area Coalition Comments at 2, 14.

¥ MRTU Staging Coalition Comments at 4, 12.

“0 Of course, parties will have an opportunity to comment on whether the CAISO
did indeed comply with the Commission’s directives.

*1 We note that, in this order, the Commission seeks additional information from
the CAISO on certain minor details/issue-specific matters, and parties will have the
opportunity to comment on the information the CAISO submits in response to these
requests.
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MRTU Staging Coalition requests deferral of certain design elements, most notably
LMP, until a second phase of redesign. LMP, however, is central to the market redesign.
Locational prices provide more accurate information about the cost of delivering power
to customers in different locations. LMP will enable the CAISO and its customers to
make more informed purchase and sales decisions, and will help determine the best
location for new generation. Moreover, LMP is not a novel concept, even within
California. LMP markets have been successfully implemented in PJM Interconnection,
LLC (PIJM), New York Independent System Operator (New York ISO), ISO New
England, Inc., and Midwest Independent Transmission System Operator, Inc. (Midwest
ISO) and the CAISO has worked steadily with market participants over the past few years
to accommodate existing contracts and pre-existing relationships within the context of the
LMP mechanism. Accordingly, as discussed more fully in the LMP section below, the
benefits to be gained from implementing LMP outweigh the concerns raised by its
detractors.

Overview Of The Mrtu Tariff Proposal

26. The MRTU Tariff provides for a new congestion management system, revises
market power mitigation measures, and establishes a forward energy market. Under the
MRTU Tariff, the CAISO will also use LMP (consisting of energy, congestion and
transmission losses) to allocate transmission capacity among competing uses, and will
settle with supply resources based on the applicable nodal price as determined by the
security constrained unit commitment algorithm*? and the local market power mitigation
measures. Under the CAISO’s LMP-based system, while suppliers will settle at the
nodal LMPs, load will be settled at an aggregated price; that is, the nodal prices will be
aggregated and averaged over each of the three existing IOU service territories. The
CAISO’s proposed use of pricing zones to settle load allows consumers to pay an average
zonal price based upon the weighted average of the nodal LMPs within a zone and, thus,
protects consumers located in highly congested areas from high prices that result from
congestion.

27. A fundamental market design feature introduced under the CAISQO’s proposal is
the Full Network Model. Under the current market design, the CAISO can determine the
level of congestion day-ahead only on transmission paths between the zones and,
accordingly, is compelled to address congestion problems within the zones in real time.
The proposed Full Network Model will accurately depict available capacity and
constraints on the CAISQO’s grid across all market time frames to ensure that market

*2 The security constrained unit commitment algorithm is performed by a
computer program over a multi-hour time horizon that determines the commitment status,
schedules and dispatch instructions for selected resources. The algorithm also minimizes
production costs while respecting the physical operating characteristics of selected
resources and transmission constraints.
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outcomes are consistent with real-time operation of the transmission grid. Specifically,
the Full Network Model is a mathematical representation of the CAISO’s physical
transmission system. It reflects the topology of the grid and associated transmission
constraints, in all of the CAISO markets. The Full Network Model depicts the CAISO
Control Area, control areas that are embedded within the CAISO Control Area, and those
adjacent to the CAISO Control Area and within California.

28. The CAISO's MRTU Tariff establishes a financially binding day-ahead market, a
Residual Unit Commitment Process (RUC), an Hour-Ahead Scheduling Process (HASP)
and a real-time market. The day-ahead market will co-optimize energy, congestion
management and ancillary services procurement in the day-ahead time frame. In the day-
ahead market, market participants will submit preferred schedules and bids for energy
and ancillary services through a CAISO-certified Scheduling Coordinator. After all
schedules and bids have been submitted, the CAISO will economically optimize those
bids in light of transmission constraints. In addition, the CAISO will procure 100 percent
of the ancillary services forecasted in the day-ahead market. Once the schedules and bids
have been cleared and the CAISO has established the final day-ahead schedules, the
CAISO will compare the schedules to its projected load forecast. If the amount of energy
included in the final day-ahead schedules is below the CAISO's load forecast, the CAISO
will secure additional resources to meet its load forecast; this process is referred to as
RUC.

29.  Subsequent to the day-ahead market, the CAISO proposes to implement the HASP
procedures, which allow for adjustments to the day-ahead schedules as real-time delivery
approaches, but will not create a separate financial settlement, except for exports and
imports. The settlements for the hour-ahead and real-time markets will be combined.

30.  Under the MRTU Tariff, the CAISO also proposes to replace the current system of
contract path-specific Firm Transmission Rights with CRRs. Instead of specific paths,
the CAISO’s CRR design recognizes a set of network nodes in which power is injected
and withdrawn from the transmission grid. Proposed CRRs will entitle the CRR holder
to receive revenues based on the congestion charges assessed to load according to
whether the LMP at the source is greater or less than the LMP at the sink. The CAISO
proposes to conduct an annual process for the release of seasonal CRRs, both peak and
off-peak, and a separate process for the release of monthly CRRs. Each of the CRR
release processes consists of two major components — the CRR allocation and the CRR
auction. The CAISO plans to limit participation in the CRR allocation to LSEsand will
conduct an auction for the remaining CRRs to be released.

31.  The CAISO proposes to end the current Commission-imposed must-offer
obligation on generation and transition to a capacity-based obligation. Under the MRTU
Tariff, each Scheduling Coordinator scheduling for LSEs with load in the CAISO’s
control area is required to demonstrate that it meets standards concerning forward
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capacity and energy procurement established by their local regulatory authority,
including the CPUC. All LSEs, including those that are not subject to the CPUC
jurisdiction, are required to provide the CAISO with certain categories of information to
satisfy the resource adequacy demonstration requirement. For LSEs under the CPUC
jurisdiction, the information requirement is based on the CPUC standards. For all other
LSEs, the CAISO imposes general information requirements.

32.  Under the MRTU Tariff, the CAISO proposes to adopt market power mitigation
measures consisting of the following features: (1) bid caps on energy and ancillary
services; (2) local market power mitigation of energy bids similar to that implemented in
the PJIM market; (3) compensation for frequently mitigated units; (4) capacity payments
for some generators under the state’s resource adequacy program; and (5) a limited
scarcity pricing proposal. The CAISO states that its objective is to approximate the
prices that would result in a competitive market.

33.  The MRTU Tariff implements MRTU Release 1, which the CAISO states it is
prepared to begin in November 2007. The CAISO states that it intends to have future
Releases to further refine its market design and to include market features that were
proposed for inclusion in the MRTU Tariff but were deferred due to software limitations.
The CAISO states that Release 2 of the MRTU will be launched within three years of the
implementation date of Release 1. In addition, the CAISO plans to implement Release
1A, which will include convergence bidding.”®* According to the CAISO, the launch of
Release 1A will be possible within 12 months of the implementation date of Release 1.

Discussion

34.  We conditionally accept the CAISO’s MRTU Tariff for filing to be effective,
November 1, 2007, subject to further modifications, as directed in this order.*

35.  Below are the Commission’s discussion and findings that primarily address
aspects of the MRTU Tariff proposal that have been contested by various commenters.
Our review of the proposed MRTU Tariff sections that are not contested and not
specifically discussed herein indicates that they are just and reasonable and are hereby
accepted for filing, effective November 1, 2007.

*® Convergence bidding is a market feature that involves the submission of bids to
buy or sell energy in the day-ahead market that will ultimately not be consumed or
produced in real time and that allows day-ahead and real-time prices to converge.

* Some commenters are concerned about the standard of review that will be
applied in this proceeding. As indicated previously, we have allowed the parties to this
proceeding to revisit de novo issues raised here with respect to conceptual filings now
that the CAISO has filed a comprehensive tariff. Likewise, we have conducted a de novo
review of the filing before us.
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l. Adoption of an LMP-Based Market

A. Full Network Model

36.  Asdescribed in MRTU Tariff section 27.5, the CAISO proposes to use a Full
Network Model of the transmission grid.*> The CAISO states that the Full Network
Model eliminates the problem of infeasible schedules inherent in the current zonal
design. According to the CAISO, the Full Network Model provides an accurate
representation of the CAISO Control Area and all control areas that are either embedded
within the CAISO Control Area or adjacent to the CAISO Control Area and within the
State of California. External control areas are not included in the Full Network Model,
except for those transmission facilities for which Participating Transmission Owners
(PTOs) have converted their scheduling rights. Interconnections with all other adjacent
control areas are modeled as radial lines.

37.  Under MRTU, the Full Network Model is also used in the allocation and auction
of CRRs, as well as in the CAISO’s spot markets, so that these congestion hedging
instruments reflect as closely as possible the grid constraints that are actually binding in
the spot markets.*®

Discussion

38.  The Cities/M-S-R contend that the CAISO’s current proposal for the Full Network
Model does not represent power flows in external areas, does not allow the CAISO to
estimate or manage parallel path or loop flows in embedded control areas and does not
fully model adjacent control areas. They argue that the CAISO should be required to
specify the implications of these modeling deficiencies and how it intends to cure them.

39.  The Cities of Anaheim, Azusa, Banning, Colton, Pasadena, and Riverside,
California (Six Cities) state that the CAISO’s software vendor was recently provided a
change order to ensure that the Full Network Model will include adjacent and embedded
control areas “predominantly within California to the extent the CAISO has sufficient
data to do so” and claim that stakeholder discussion and technical input are still needed to
resolve issues with modeling these areas. Additionally, the Six Cities contend that,
although MRTU Tariff section 27.5 describes the new Full Network Model, it does not
explain how the CAISO will identify and address changes in the topology of the
transmission network that affect the validity of the solutions produced by the Full
Network Model.

** The Commission has accepted in concept the proposed Full Network Model.
See July 2002 Order, 100 FERC {1 61,060 at P 105.

*® See CAISO Transmittal Letter, Attachment F: Kristov Testimony at 16 (Kristov
Testimony).
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40.  WPTF/IEP and Williams argue that the CAISO should be required to provide
market participants with the Full Network Model details including constraint information.
WPTF/IEP contend that it is critical for market participants to have access to the Full
Network Model details in order to understand the likely outcomes in the CAISO markets.

41.  The CPUC asserts that key modeling information must be provided to the LSEs so
that LSEs may be best prepared to plan, hedge, and operate in the LMP and MRTU
market. The CPUC states that, for example, knowledge of the grid’s actual transmission
constraints would allow LSEs to determine which generators would provide deliverable
energy with the least additional transmission expense. The CPUC lists some examples of
information LSEs need: transmission flow limits/constraints; other Full Network Model
assumptions; and load modeling assumptions, including the CAISO’s methods for taking
highly aggregated schedules and spreading them out to individual load nodes and other
technical information necessary to understand how the load modeling will work.

42.  The CPUC supports stakeholder requests for CAISO release of the Full Network
Model. The CPUC requires this information itself in order to determine whether the
CAISO’s modeling assumptions are consistent with the state’s priorities regarding
dispatch of energy. The CPUC understands that the CAISO has been considering
confidentiality issues regarding the release of such information. If the CAISO declines to
release the Full Network Model to LSEs, the CPUC asks the Commission to issue an
order requiring the CAISO to show cause why it should not be obligated to release this
information to all LSEs serving load within the CAISO system.

43.  The CAISO responds that the CAISO’s decision to go with a radial rather than a
looped network model for external control areas was driven by the current contract path-
based scheduling practice prevalent in the rest of the Western Electricity Coordinating
Council (WECC). The CAISO explains that, while the CAISO is moving from a contract
path-based (zonal/radial) network model to a full physical network model of the CAISO
Control Area, it could not require external control areas to adopt similar scheduling
practices. Given the constraints, the CAISO states that radial external network modeling
is the only meaningful option available to the CAISO. The CAISO adds that, in the
future, if and when the rest of WECC adopts physically-based forward scheduling
practices, the CAISO will adapt its external network accordingly.

44.  However, the CAISO believes that Cities/M-S-R’s concerns will nevertheless be
addressed because the software change order recently provided to the CAISO’s vendor
will ensure that the Full Network Model will include embedded and adjacent control
areas that are predominantly within California to the extent the CAISO has sufficient data
to do so. The CAISO states that, due to the location of these control areas, it should have
the information to more fully model embedded control areas and will have the
information to develop a better model for adjacent control areas than for external control
areas that do not border the CAISO Control Area. The CAISO recognizes that detailed
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stakeholder discussion and review will be needed to resolve technical issues and data
Issues associated with the modeling of such adjacent and embedded control areas.

Commission Determination

45.  Our understanding is that the CAISO has committed to undertaking further
discussions and review with stakeholders to resolve technical and data issues associated
with the modeling of adjacent and embedded control areas. We support the CAISO’s
commitment to include more information concerning adjacent and embedded control
areas in the Full Network Model as soon as possible. In addition, while we agree that the
CAISO should operate the California grid using the most accurate model of internal and
external areas that it can and direct the CAISO to work with external control areas to
develop the model more fully in the future, we understand that the CAISO can only
model external areas to the extent it has the information to do so.

46.  We note that, on August 18, 2006, the CAISO made the Full Network Model
available, subject to a non-disclosure agreement, to market participants for use in
reviewing and analyzing the CAISO’s CRR Dry Run simulation and the CRR markets.*’
We agree with the CPUC that knowledge of the grid’s actual transmission constraints
could allow LSEs to determine which generators are available to provide deliverable
energy with the least additional transmission expense, among other things. Similarly, we
find that the CAISO should include in the MRTU Tariff a description of the process it
intends to use when addressing changes in the topology of the grid in terms of the
specifics on how the new information will be incorporated into the Full Network Model.
We believe this information is necessary because the inputs and assumptions used in the
Full Network Model will impact the LMPs. Accordingly, we direct the CAISO to submit
a compliance filing within 60 days of the date of this order with revised tariff sheets
including an outline of the general process it intends to use to account for changes in the
topology of the grid and tariff language that indicates that the Full Network Model is
available to market participants if they sign a non-disclosure agreement.

B. LMP
47.  The CAISO proposes to use LMP to manage congestion and price energy and

ancillary services.”® It states that the use of LMP allows the CAISO to accurately reflect
the least cost of serving the next MWh of demand at each location on the CAISO grid,

7 See CAISO’s Market Notice, Congestion Revenue Rights Full Network Model
Available with [Non-Disclosure Agreement] (Aug. 15, 2006)
http://caiso.com/1853/1853b1dd59382.html.

“ LMP is currently used in PJM, the New York Independent System Operator
(New York 1SO), ISO New England, Inc. (New England 1SO) and the Midwest
Independent Transmission System Operator (Midwest 1SO).
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including the cost of congestion and transmission losses, resulting in a more efficient and
effective dispatch. In addition, the CAISO states that LMP-based markets provide
locational information to entities considering long-run investments in new generation,
load management and other demand resources. In short, according to the CAISO, LMP:
(1) sends more accurate price signals that encourage efficient supply and demand
decisions in both the short-run and long-run time frames; (2) facilitates the efficient use
of the transmission system; and (3) promotes efficient trading and the development of
competitive wholesale power markets.

48.  The CAISO notes that an LMP-based market ensures feasible schedules and, thus,
eliminates the current market design problems with infeasible schedules.”® Under the
MRTU proposal, Scheduling Coordinators do not submit schedules; they submit bids,
which can be economic bids or self-schedules. The CAISO explains that the MRTU
software optimizes resources based on submitted bids and develops feasible day-ahead
schedules containing the MWh scheduled for each hour of the next day and associated
LMPs. This schedule is based on the Full Network Model. As a result, the CAISO states
that opportunities for market manipulation that could result from infeasible schedules
under the current market design are eliminated under MRTU.

49.  Inaddition, the CAISO indicates that if effective local market power mitigation
measures are in place, it does not anticipate that implementation of LMP will result in
significant increases in wholesale energy costs. The CAISO states that its MRTU
proposal includes several elements, such as local market power mitigation, CRRs and
settlement of load at Load Aggregation Point (LAP)™ prices, to mitigate the impacts of

* The CAISO currently employs a zonal congestion management model that
explicitly models only transmission constraints between three large congestion zones, as
well as interties with adjacent control areas, but does not model the hundreds of intra-
zonal transmission constraints. As a result, the CAISO’s day-ahead and hour-ahead
congestion management system cannot determine whether the submitted schedules are
feasible. See Kristov Testimony at 22.

*® The CAISO proposes to calculate and settle energy charges for the majority of
loads in the CAISO Control Area according to the zone in which the load is located. The
CAISO has created three pricing zones for this purpose called LAPs. The three pricing
zones correspond to the service territories of the three major California IOUs: Pacific
Gas & Electric Company (PG&E), Southern California Edison Company (SoCal Edison)
and San Diego Gas & Electric Company (SDG&E). For each pricing zone, the CAISO
calculates an average zonal price based upon the weighted average of the nodal LMPs
within that zone. According to the CAISO, in general, the use of LAP zone pricing for
settling energy charges protects consumers in load pockets from high nodal LMPs and
ensures that most consumers pay an average zonal price for energy regardless of their
location on the grid. See discussion below under LAP Load Settlement.
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price volatility under LMP without compromising the effectiveness and the benefits of
the LMP design.® The market design elements are discussed in detail below.

50.  Asdescribed in MRTU Tariff section 27.1, the LMP at a given node is comprised
of the following three components: (1) the system marginal energy cost; (2) the marginal
cost of congestion; and (3) the marginal cost of losses. Under the MRTU proposal, an
LMP is calculated for all nodes, including the ones without load. The three components
are described in the testimony of Dr. Rahimi. “For the sake of conceptual simplicity, the
[system marginal energy cost] can be thought of as the marginal cost of serving [lJoad
(i.e., the $/MWh cost of serving the next incremental MW of load) anywhere on the
system in the absence of [c]ongestion and losses.”? Dr. Rahimi adds that the system
marginal energy cost is the same for all network nodes and that when the LMPs are
different at two nodes, the difference is due to the marginal loss and marginal congestion
components of the LMPs.*?

51.  According to Dr. Rahimi, the marginal cost of congestion at a node may be
positive or negative depending on whether incremental power consumption at the
relevant node marginally increases or decreases congestion on the congested path(s).
Likewise, the marginal loss cost at a node reflects the marginal cost of transmission
losses associated with serving an increment of load at that node, and may be positive or
negative depending on whether incremental power consumption at the relevant node
marginally increases or decreases transmission losses.”*

Discussion

52.  Constellation Energy Commodities Group, Inc., Constellation New Energy, Inc.,
and Mirant Parties™ (Constellation/Mirant) argue that LMP is an efficient pricing system
that reflects the true marginal cost of generation in particular locations. The MRTU
Staging Coalition®® argues that the burdens, risks, and costs of the CAISO’s LMP-based
market redesign far outweigh its speculative benefits and the CAISO has not filed a
cost/benefit analysis justifying its proposal. The Cities/M-S-R and Bay Area Municipals
also argue that the CAISO has not established that the benefits of LMP outweigh its

>1 See Kristov Testimony at 24.

°2 See CAISO Transmittal Letter, Attachment I: Rahimi Testimony at 34 (Rahimi
Testimony).

> 1d. at 35.

> 1d. at 40-41.

> This group includes Mirant Energy Trading, LLC; Mirant California, LLC;
Mirant Delta, LLC and Mirant Potrero, LLC.

*® The MRTU Staging Group includes Strategic Energy, LLC (Strategic), Coral,
SMUD, APS Energy, the California Manufacturers and Technology Association and the
California Large Energy Consumers Association.
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burdens on entities located in constrained and congested areas. Lassen argues that,
among other things, LMP has produced prices in the PJM and New England ISO regions
that are higher than they were before LMP was instituted, LMP has failed to attract new
investment, LMP is not based on marginal cost, and LMP creates uncertainties for
generators and consumers. SMUD disputes the contention that an LMP-system improves
the market’s efficiency by enhancing price signals.

53.  Western argues that the potential for a negative LMP, as discussed in Rahimi’s
Testimony,”’ creates a disincentive for generators to bid as price takers, because a price-
taker could be charged a negative LMP. Specifically, Western is concerned that
hydroelectric facilities must release water in order to provide downstream river flows to
meet regulatory and statutorily imposed environmental criteria such as minimum stream
flows and water quality objectives, and that, during spring runoff, hydroelectric facilities
could create a generation pocket. As a result, it may owe the CAISO money for
generating. According to Western, the result may be that, contrary to federal law,
Western does not receive the amount of money it expected and the amount of money it
may owe would be unknown and undefined.>®

54.  PG&E, FPL Energy, LLC (FPL), and NCPA contend that the CAISO must
provide a more detailed description of the LMP calculations it intends to perform.
Specifically, FPL argues that the CAISO’s four-paragraph description of the calculation
of LMP and its components is insufficient, must be clarified, subjected to market
participant comment and filed with the Commission. NCPA notes that the New York
ISO tariff sets out the entire LMP calculation. PG&E requests that the Commission
provide for a technical conference on this subject so that the CAISO may more fully
explain its methodologies. PG&E adds that the CAISO should file a compliance filing
with the Commission to ensure that the methodology is clear and transparent in the final
tariff language.

55. Bay Area Municipals assert that LMP should not be used in California because
LMP unfairly creates both winners and losers based on the historical decisions made by
the 10Us prior to the CAISO regime. Bay Area Municipals argue that there is no
evidence that LMP gives the long-term price signals necessary to provide incentives for
transmission investment.

56.  The Cities/M-S-R state that they agree with Lassen that LMP must not be
implemented because: (1) LMP has produced prices in PJM and New England 1SO
regions that are consistently higher than they were before LMP was instituted, with even

>" Rahimi Testimony at 16-20.

*8 Western states that, by federal law, it cannot knowingly enter into any contracts
where there is a potential that the federal government could be liable for an unknown
future liability.
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greater cost uplifts to consumers in some areas, such as southwestern Connecticut and the
Delmarva Peninsula; (2) wherever LMP has been implemented, the price signals which
LMP supposedly produces have failed to attract sufficient new investment to relieve
transmission congestion and generation shortages, or to materially reduce consumer
demand; (3) LMP regimes can provide strong incentives to certain parties to sit tight and
let prices continue to creep upward instead of investing; and (4) in four respects, LMP is
not really based on marginal cost. First, so long as proxy natural gas prices and other
similarly hypothetical factors are used to determine marginal costs, those marginal costs
are effectively established by the market operator. Second, the CAISO has declared its
intention to use estimated costs to determine marginal costs. Third, the estimated costs
are mitigated before they are applied to the algorithm. Finally, the LMP algorithm itself
adds more costs, including the costs of paying for decremental bids to generation at many
locations on the grid. Cities/M-S-R contends that paying generators for decremental bids
removes the incentive to build new transmission.

57.  The CAISO responds that the Commission approved the implementation of an
LMP-based design in California almost three years ago. The CAISO also states that the
Commission’s subsequent MRTU orders built upon the Commission’s initial acceptance
of LMP in October 2003 by accepting the CAISO’s proposal to use marginal losses in its
calculation of LMPs. According to the CAISO, reversing course on the LMP-based
market design would result in an unprecedented waste of time, money, and resources.

58. The CAISO states that the parties opposed to LMP pricing have not met the
burden of demonstrating that LMP-based markets are not just and reasonable in
California. Further, it argues that they could not possibly meet this burden given the
Commission’s long recognition of the benefits of such a market design. According to the
CAISO, the Commission has approved LMP-based markets in PJM, New York ISO, New
England ISO, and the Midwest 1SO and has recognized that LMP will promote efficient
dispatch and use of the transmission grid.

59. Inresponse to Bay Area Municipals' argument that LMP does not address the
underlying need for transmission infrastructure investment in the Bay Area region, the
CAISO contends that it already has an approved transmission process and has committed
to develop enhancements to the planning process, which allows the CAISO to take a
proactive role in regional planning.”® According to the CAISO, its transmission planning
process identifies the transmission projects needed to maintain system reliability and
those that provide economic benefits. The CAISO contends that the move to LMP-based
markets will provide more accurate price signals that should provide incentives for

> In addition, the CAISO states that LMP provides price signals that promote the
development of merchant transmission, although its transmission planning process does
not rely on merchant transmission.



Docket No. ER06-615-000, et al.
Page 30

generation to locate in the right places.®® According to the CAISO, these price signals
will also help the CAISO and transmission developers identify transmission projects that
provide economic benefits by relieving transmission constraints. Finally, the CAISO
asserts that no party has credibly rebutted Dr. Harvey’s testimony that an LMP-based
market design is needed in California.®*

60. The CAISO states that it believes that the level of detail it has provided in the
MRTU Tariff concerning the calculation of LMP is comparable to the level of detail
provided in the PJM tariff. However, it also states that it recognizes that in recent years
the trend has been to include additional detail in tariffs on LMP calculation.’* The
CAISO proposes to submit a compliance filing containing a more detailed description of
the LMP calculation once the CAISO and the stakeholders complete the process of
developing the Business Practice Manuals, which will identify further details to include
in the MRTU Tariff.

61. Inresponse to Western’s arguments concerning the concept of a negative LMP,
the CAISO states that an entity using an Existing Transmission Contract (ETC) or CRR is
not affected because the entity is hedged against the congestion price differential. The
CAISO adds that a negative LMP may appropriately signal that there is enough
congestion or over-generation that an entity is willing to pay to deliver energy. Thus, the
CAISO has to pay others to take or export energy. According to the CAISO, Western
could, in theory, be charged for generating if the markets produce a negative LMP and
Western was self-scheduling generation. However, the CAISO states that Western can
avoid this outcome by bidding low positive prices or submitting a zero-dollar bid,
indicating that it is not willing to produce for less than zero dollars.

Commission Determination

62.  The use of a system of locational prices to dispatch generation resources provides
the CAISO with a valuable tool for managing the grid and is a vast improvement over the
existing system in which the CAISO accepts schedules that are not feasible (i.e., the
power is not physically capable of getting from one point on the grid to another) and then
IS required to increase and decrease generation to accommodate the schedules after the
fact. The existing system results in added system costs not only from the standpoint of
generation dispatched out of merit order but also in terms of CAISO resources needed to
manage the system in real times. By instead using a system of locational prices, prices at

% The CAISO states that, under the current design, the addition of generation can
create generation pockets that are masked by the zonal pricing of congestion.

°L CAISO Transmittal Letter, Attachment H: Harvey Testimony at 23-31 (Harvey
Testimony).

%2 The CAISO cites Midwest Indep. Transmission Sys. Operator, Inc., 109 FERC
161,157, at P 560 (2004).
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a given location will reflect the market price of what that power is worth given
transmission constraints.® This does not necessarily mean that customers will pay that
locational price; in fact, we are accepting the initial use of aggregation of prices; it does
mean, however, that the cost of congestion that heretofore was not transparent will be
made transparent and, to the extent these costs were previously embedded or hidden, they
will be known. LMP is a pricing system that provides a transparent price signal
reflecting the marginal cost to supply energy at specific locations.** Thus, we disagree
with those protestors who imply that the implementation of LMP is responsible for rising
energy costs.

63.  The proposal to use LMP should come as no surprise to market participants. It has
been long in the making and in fact the CAISO has worked over the last several years
with market participants to accommodate existing contracts and other pre-existing
relationships. The Commission has repeatedly recognized that an LMP-based market
design provides market participants with the information necessary to make cost-effective
decisions when using the transmission system, promotes efficient trading, and provides
the market with signals on where investment in new generation and transmission are
needed. Thus, the Commission has approved LMP-based markets in PJM, the New York
1SO, the New England 1SO and the Midwest 1SO.®* Furthermore, the Commission
approved the concept of an LMP-based market design in California approximately three
years ago.”® Nonetheless, our acceptance of LMP for the CAISO is based on a review of
the record before us in this proceeding. We continue to believe that LMP market designs
promote efficient use of the transmission grid, promote the use of the lowest-cost
generation, provide for transparent price signals, and enable transmission grid operators
to operate the grid more reliably. We find that there are no disputed issues of material
fact that require an evidentiary hearing and there is no need to convene a technical
conference on this subject.

% We note that the market will be protected through the use of the market power
mitigation procedures that we accept below.

% We note that LMPs are, in part, based on offers to supply energy, which will
fluctuate over time as the costs of inputs rise or fall.

% See, e.g., New PJM Co., 107 FERC { 61,271, at P 55, n.68 (2004) (quoting
Pennsylvania-New Jersey-Maryland Interconnection, 81 FERC 1 61,257, at 62,253
(1997) (PJM Interconnection)) (“In approving the PJM market design, using market-
based rates, the Commission found that this market design would produce efficient and
coordinated dispatch: “We believe that the LMP model will promote efficient trading and
be compatible with competitive market mechanisms. In this regard, we find that the LMP
approach will reflect the opportunity costs of using congested transmission paths,
encourage efficient use of the transmission system, and facilitate the development of
competitive electricity markets.””).

® October 2003 Order, 105 FERC 61,140 at P 50.
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64. However, we agree with those parties that argue that a more detailed description of
the calculation of LMP and its components should be included in the MRTU Tariff.
Consistent with Commission precedent,®” we direct the CAISO to augment its tariff
sheets with more details concerning this calculation and to file, within 30 days of
completion of the stakeholder process on Business Practice Manuals, but no later than
180 days prior to the effective date of MRTU Release 1, revised tariff sheets containing a
detailed description of the LMP calculation methodology. Accordingly, we conditionally
accept the CAISO’s adoption of LMP for managing congestion in its markets.

65.  We find that the CAISQO’s answer sufficiently addresses Western’s concerns
regarding negative LMPs. As the CAISO points out, Western may avoid paying to
deliver energy by submitting either a zero or a low price bid. Then, whenever the LMP at
the generator’s node falls below the bid, the generator can stop producing energy and
avoid the risk of being required to make a payment to produce energy. If a hydro
generator is required to release water to meet non-power requirements, it can do so by
spilling water without producing electricity. Furthermore, the CAISO states that, if
Western would submit specific examples of its concerns, the CAISO would explain how
appropriate bidding practices can address Western’s specific concerns. We encourage
Western to work with the CAISO in resolving its specific concerns about the LMP
market. At this time, however, we find that Western’s concerns regarding LMP have
been adequately answered by the CAISO and the results are just and reasonable.

C. Marginal Losses

66. The CAISO states that incorporating the marginal cost of losses into LMPs is
necessary to assure least-cost dispatch and establish nodal prices that accurately reflect
the cost of supplying the load at each node.®® The CAISO explains that, because
marginal losses rise exponentially with transmission system flows, they exceed average
losses roughly by a factor of two, resulting in an over-collection of loss revenues. The
CAISO proposes to distribute this over-collection to market participants in a different
manner than it proposed in its July 23, 2003 conceptual filing.* In that filing, the CAISO
had proposed crediting the over-collection to the CRR balancing account and distributing

%7 Midwest Indep. Transmission Sys. Operator, Inc., 109 FERC { 61,157.

% Marginal losses reflect the marginal cost of transmission losses associated with
serving an increment of load.

% See October 2003 Order, 105 FERC 1 61,140 at P 78; see also June 2004 Order,
107 FERC 1 61,274 at P 145-146.
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it to those entities that hold CRRs.”® After that disbursement, the remaining revenues
would flow to the loads through a reduction of the Transmission Access Charge (TAC).”

67. The CAISO states that, in response to concerns raised by market participants,
under MRTU Tariff section 11.2.1.6, the CAISO proposes to credit the over-collection to
the entities that serve load (internal demand and exports), including those served under
ETCs or Transmission Ownership Rights (TORs) on each monthly settlement statement.
The CAISO proposes to calculate, on an hourly basis, the over-collection for the system
and divide this number by the total MWh of load (internal demand plus exports) to
determine a per-MWh refund amount of the over-collection for the period of each
settlement statement.

68.  The CAISO states that, for load not served under an ETC or TOR, its calculation
is equivalent to a fixed reduction in each MWh of access charges paid by the Scheduling
Coordinator. The CAISO states that its modified approach reduces the impact on market
participants of incorporating a marginal loss component into LMPs because the CAISO
no longer collects the over-collection and holds it for refund at a later time but, instead,
uses the over-collection to provide an immediate offset to each market participant’s
access charges. The CAISO believes that this proposal addresses the concerns raised by
stakeholders in a manner that is consistent with the need to retain the use of marginal
losses in the calculation of LMPs.

Discussion

69. SMUD contends that the CAISO has flouted the Commission’s express directive
to consult with stakeholders before incorporating marginal losses into its market redesign,
and thus, customers are unable to ascertain whether the CAISO has performed a
cost/benefit analysis. As noted by SMUD, the Commission stated that “a marginal loss
approach provides for the most efficient dispatch” and it “would be concerned if [the
CAISO’s] application were to substantially raise implementation costs of the CAISO’s
market redesign.”’® The Commission also stated that “if in the process of further
developing the marginal loss proposal and tariff language the CAISO and market
participants determine that use of average losses at inception would be more easily
administered and less costly, then the CAISO may file to use average losses when it
makes its tariff filing.” Additionally, SMUD and CMUA contend that the CAISO has
failed to meet its burden under section 205 of the Federal Power Act (FPA) of

" CRRs are initially allocated to loads that pay for most of the fixed cost of
building the transmission grid.

™ The TAC is a mechanism through which embedded costs of the transmission
facilities comprising the CAISO grid are recovered.

"2 June 2004 Order, 107 FERC 1 61,274 at P 147.
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demonstrating that the benefits of incorporating marginal losses outweigh the costs of
implementation. Thus, SMUD argues that the marginal loss proposal should be rejected.

70. CMUA, NCPA, Six Cities, BPA and SMUD contend that the use of marginal
losses presents unhedgeable risks to load, without providing commensurate benefits.
CMUA, BPA, and Six Cities also argue that marginal losses provide a muted price signal,
if any, because of the use of LAP for load settlement.

71.  CMUA requests that the Commission direct the CAISO to use some form of
average or scaled marginal losses for the initial start-up of MRTU. BPA argues that
actual or average losses would provide certainty in loss charges, avoid the problem of
allocating over-collections, and prevent those who pay marginal losses from subsidizing
other CAISO participants. FPL states that the Commission should adopt an equitable
allocation of the over-collection that recognizes the contribution of all market participants
to the over-collected revenues. The California Department of Water Resources State
Water Project (State Water Project) contends that over-collections of marginal losses
should be refunded on the same basis as they are incurred. Bay Area Municipals claim
that the best solution to the issue of over-collection of losses is to not overcharge in the
first instance. They submit that the CAISO should be required to utilize average losses,
not marginal losses. FPL argues that the CAISO has failed to explain how it intends to
implement marginal losses and, therefore, marginal losses should not be implemented.

72.  According to the State Water Project, refunds for marginal losses that are
calculated in the integrated forward market (IFM) optimization process using day-ahead
schedules under MRTU and allocated to actual measured demand’ results in a
mismatched allocation that may reward those who under schedule load. For example, the
State Water Project states that a load that is scheduled at 100 MW engenders 100 MW of
associated day-ahead marginal losses. But if that load is actually measured at 300 MW,
the State Water Project contends that it will receive marginal loss refunds associated with
the 300 MW. Depending on the outcomes associated with marginal losses at various
locations, the State Water Project believes that this allocation could produce unintended
consequences. Thus, it believes that the marginal loss surplus credit should refund
surplus losses based on day-ahead schedules rather than metered demand.

73.  Coral urges the CAISO to implement “Loss Revenue Rights” that allow market
participants to hedge against marginal losses in order to prevent cost shifts and send
accurate price signals to participants. Coral also asserts that the CAISO should reduce
the size of the over-collection that currently exists on its system by scaling down the
LMP charge to buyers. Coral argues that this adjustment would improve price signals to
buyers, who would then know their real costs of energy and losses at the time of
procurement.

"3 See Rahimi Testimony at 48-50.
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74.  PG&E understands that marginal losses provide improved dispatch efficiencies
and should, theoretically, provide savings for all CAISO market participants. However, it
claims that the use of marginal losses results in an over-collection of losses by
approximately $200 million dollars a year. Due to the magnitude of over-collections,
PG&E requests a technical conference on cost-shifting or, alternately, a hearing if a
technical conference cannot assuage its concerns.

75.  According to PG&E, the CAISO’s proposal fails to recognize the differences
between various Scheduling Coordinators in the actual costs that they will pay for
marginal losses. PG&E argues that, if the allocation of the over-collection due to the use
of marginal losses does not reflect the differences in losses paid by the Scheduling
Coordinators, those Scheduling Coordinators that primarily rely on portions of the system
with relatively lower loss levels will be unjustly enriched, to the detriment of those
Scheduling Coordinators that primarily rely on portions of the system with relatively
higher loss levels. PG&E recommends that the CAISO adopt a methodology that uses
the proportionate share of a Scheduling Coordinator’s actual marginal loss charges to the
total marginal loss charges as the basis for refunding the over-collection.

76.  TANC, CMUA, Cities/M-S-R and Bay Area Municipals agree with SMUD that
marginal losses expose LSEs to unreasonable and unhedgeable risks with no proven net
efficiency benefits. Further, TANC agrees that marginal losses do not send a price
signal, because the CAISO uses LAP for load settlement. TANC, Cities/M-S-R and Bay
Area Municipals support BPA’s proposition that the CAISO should use actual or average
losses.

77. PG&E disagrees with those commenters that suggest that average losses should be
used instead of marginal losses. PG&E argues that marginal loss pricing provides an
advantage to LMP systems by enabling optimization of commitment and dispatch relative
to the loss of power that occurs between generators and load and the resulting efficiencies
provide savings for all CAISO market participants. However, according to PG&E, for
implementation of marginal losses to be just and reasonable, the return of the over-
collection revenues must use a methodology that does not cause unfair cost-shifting.

78.  PG&E repeats its original argument that charging marginal losses using one set of
criteria and refunding the over-collection using different criteria amounts to the CAISO
taking too much money from some Scheduling Coordinators and giving it to others.

79.  Further, PG&E asserts that this inequity is particularly egregious because the
Scheduling Coordinators that would suffer the monetary loss could do little to reduce
their payments and over-payments while the Scheduling Coordinators that reap the
windfall have done nothing that merits their receipt of the payments. PG&E notes that it
offered, in its initial comments, an alternative for the allocation of the over-collected
losses and claims that, while its alternative proposal requires some additional software
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development, it preserves the efficiencies of using marginal losses in commitment and
dispatch, maintains economic signals that can be acted upon, eases some of the concerns
of those interveners objecting to the use of marginal losses, and avoids unreasonable cost-
shifting.

80. TANC, the City and County of San Francisco, California (San Francisco),
Cities/M-S-R and Bay Area Municipals state that, if the Commission does require the use
of marginal losses it should require the CAISO to implement PG&E’s methodology.
According to TANC, PG&E’s methodology results in equitable treatment for the parties
and is consistent with the historical differences between the transmission systems in
California.

81.  FPL contends that the Commission should defer making a determination
immediately regarding the allocation of the over-collection of marginal losses, as it did in
Atlantic City” for the PJM market. Further, FPL claims that stakeholders should be
given an opportunity to develop an equitable distribution of the over-collection of
marginal losses through technical workshops. FPL suggests that, if the parties cannot
come to an agreement prior to implementation of the LMP market, the Commission
should direct the CAISO to file a methodology 60-days prior to the implementation of an
LMP market, or, the Commission should direct that the over-collection be placed in
escrow as it did in Atlantic City.” Accordingly, FPL requests that the Commission
convene a technical conference to develop an equitable allocation for the over-collection
of marginal losses.

82.  The CAISO responds that the incorporation of marginal losses into LMPs has long
been a Commission-approved feature of MRTU that is important for assuring least-cost
dispatch and for establishing nodal prices that accurately reflect the cost of supplying the
load at each node. According to the CAISO, the Commission has approved the CAISO’s
use of marginal losses to “assure a least-cost dispatch” and rejected the use of an average
loss mechanism because it “results in prices that produce a higher cost dispatch, and adds
to uplift charges.””® According to the CAISO, the Commission affirmed the use of
marginal losses and stated that they should be considered in determining what supply
sources can most efficiently serve customers.”” The CAISO states that, in a

September 20, 2004 order, the Commission stated that neither the CAISO nor any parties
had provided any evidence that undermined the use of marginal losses.”® According to

" Citing Atlantic City Elec. Co. v. PIJM Interconnection, L.L.C., 115 FERC
161,132 (2006) (Atlantic City).

™ Citing id. P 27.

’® Quoting October 2003 Order, 105 FERC { 61,140 at P 77.

"’ Citing June 2004 Order, 107 FERC 61,274 at P 142-43.

"8 Citing Cal. Indep. Sys. Operator Corp., 108 FERC 61,254, at P 57-60 (2004)
(September 2004 Order).
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the CAISO, it simply proposes to incorporate marginal losses into LMPs, as approved by
the Commission, and the rationale for incorporating marginal losses into LMPs — the
assurance of least-cost dispatch and the establishment of accurate nodal prices — has not
changed.

83.  The CAISO again acknowledges that the incorporation of marginal losses into
LMPs results in the over-collection of revenue by the CAISO, which is a consequence of
using the marginal loss methodology approved by the Commission. The CAISO points
out that, in Atlantic City, the Commission found that the need to determine how to
allocate the over-collection of loss revenue did not change the benefits of such an
approach.”

84. The CAISO states that its current marginal loss proposal is designed to address the
concerns of a number of market participants, including: (1) stakeholders with ETCs and
TORs who expressed concern that they would be charged marginal losses but would not
be allocated CRRs, and therefore, they would not receive the TAC reduction benefit; and
(2) other LSEs that objected to the long delay between the time they incur the marginal
loss charge and the time when they receive the credit through a reduced TAC. In
response, the CAISO states that it developed a proposal to track the net revenues on an
hourly basis and then to distribute the funds through the settlement statement of each
Scheduling Coordinator, by crediting a fixed per-MWh amount to the total metered
demand plus real-time interchange export schedules of each Scheduling Coordinator.
The CAISO contends that the revised proposal addresses the concerns raised by
stakeholders as much as possible consistent with the need to retain the use of marginal
losses in the calculation of LMPs under MRTU.

85.  Inresponse to PG&E’s arguments concerning cost shifts, the CAISO contends that
PG&E has not provided evidence showing that any unjust and unreasonable cost shifts
occur as a result of the CAISO’s proposal, nor has it refuted the testimony and
documentation supporting the CAISO’s proposal. The CAISO states that since filing its
initial response to PG&E, it has undertaken a preliminary assessment of PG&E’s
concerns and the CAISO represents that it will study the issue and make its results
available to all stakeholders. However, the CAISO asserts that this study process should
not delay the MRTU implementation schedule or delay a Commission order on this issue.
Furthermore, the CAISO contends that there is no way to determine the surplus that an

" Atlantic City, 115 FERC 61,132 at P 23 (“Because the over collection would
exceed the $100 million per year reduction in the cost of meeting load, the opposing
parties argue that market participants in the aggregate will be harmed by the marginal
loss method. However, the over collection will be returned to market participants, since
PJM is a not-for-profit entity, and cannot retain such over collections. Thus, the over
collection will not offset the $100 million cost savings in meeting load, and market
participants in the aggregate would benefit from the marginal loss method.”).
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individual Scheduling Coordinator deserves based upon its individual contributions to
losses; therefore, the CAISO states that it chose to compute and allocate marginal loss
surpluses system-wide.®

86. The CAISO argues that the State Water Project’s argument that the CAISO should
refund excess charges for marginal losses based upon day-ahead schedules should be
rejected. The CAISO contends that following the State Water Project’s advice would
create an improper incentive for market participants to engage in day-ahead bidding and
self-scheduling practices designed to maximize payments for excess marginal loss
charges.

87. The CAISO argues that Coral’s request to implement “Loss Revenue Rights” to
allow market participants to hedge against marginal losses should be denied. According
to the CAISO, the MRTU Tariff uses CRRs to hedge against congestion costs only, and
does not use CRRs to hedge against marginal losses, because:

[t]he CRR product as currently designed is based on balanced source and
sink MWs. Using such CRRs to hedge both Congestion and marginal
losses would result in revenue deficiency for CRR Holders. Theoretically,
it is possible to design a different type of (unbalanced) CRRs to hedge
against both Congestion and marginal losses, but such CRRs are in [the]
experimental stage.®

88.  Therefore, according to the CAISO, it is currently impractical to implement loss-
revenue rights. In addition, the CAISO points out that there is no other ISO or Regional
Transmission Organization (RTO) that utilizes loss-revenue rights to hedge against
marginal losses.

89.  Finally, the CAISO states that, contrary to FPL’s argument that the CAISO’s
methodological description of the marginal loss calculation is not sufficient to understand
the calculations necessary to replicate the CAISO methodology, the detail on calculation
of marginal losses in MRTU Tariff section 27 is sufficient to satisfy the Commission’s
rule of reason. However, the CAISO is prepared to add more detail on LMP calculation
based on stakeholder input from the Business Practice Manual stakeholder process and
will consider adding details concerning marginal loss calculation.

% Citing Rahimi Testimony at 55.
81 Citing id. at 104.
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Commission Determination

We conditionally accept the CAISQO’s proposal to reflect marginal losses in its

calculation of LMP, because doing so sends more accurate price signals and assures least-
cost dispatch.

91.

The Commission has stated that marginal losses reflect the true value of additional

delivered energy in the same way that marginal congestion charges do.* In addition, the
Commission recently stated in Atlantic City that:

92.

[u]nder the marginal loss method, the effect of losses on the marginal cost
of delivering energy is factored into the energy price (i.e., the [LMP]) at
each location. Other things being equal, customers near generation centers
pay prices that reflect smaller marginal loss costs while customers far from
generation centers pay prices that reflect higher marginal loss costs.®

The Commission also pointed out that the use of the marginal loss method, as

opposed to average losses, results in a reduction of the actual cost of meeting load.®* Ina

82 Midwest Indep. Transmission Sys. Operator, Inc., 108 FERC { 61,163, at P 241,

order on reh’g, 109 FERC {61,157 (2004).

8 Atlantic City, 115 FERC 1 61,132 at P 4.

8 For example, suppose that there are two alternative generators that could
serve an incremental load. One generator is located far from the load and
can produce energy at a marginal cost of $50 per MWh. However, because
of its distance from the load, the marginal losses of delivering its energy to
the load is roughly 10 percent. That is, in moving energy from the
generator to the load, 0.1 MWh is lost for every 1 MWh delivered. Thus, in
order to deliver 1 MWh to the load, the generator must produce 1.1 MWh.
Thus, the marginal cost of delivering 1 MWh to the load would be the cost
of producing 1.1 MWh, i.e., $55. The second potential generator is located
at the same location as the load, and thus, no losses would be incurred in
delivering its energy to the load. The second generator can produce energy
at a marginal cost of $52 per MWh, and the marginal cost of delivering its
energy to the load is also $52 per MWh, since delivery would involve no
losses. Under the marginal loss method, the second generator would be
selected since the actual marginal cost of delivering energy to load is $3
lower with the second generator ($52) than with the first generator ($55).
However, under the average loss method, the effect of losses would be
ignored. Thus, the first generator would be selected because its production
cost ($50) is lower than the second generator’s production cost ($52). The
result is that the actual cost of serving the load would be $3 per MWh lower
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large geographic area, such as the CAISO’s footprint, losses can be significant, and
pricing them on a marginal basis is important to establishing nodal prices that accurately
reflect the cost of supplying additional load at each node. These are the prices that are
required to balance supply and demand at each location. An average loss mechanism
results in prices that produce a higher cost dispatch and adds to uplift charges. Thus, we
agree with the CAISO that an approach that promotes greater efficiency (i.e., uses
marginal losses) is preferable. We continue to find that the CAISO’s proposal to reflect
marginal losses in its calculation of LMPs is appropriate because this approach assures a
least-cost dispatch. Moreover, no party has shown that the use of marginal losses is
unjust and unreasonable. We find that there are no disputed issues of material fact that
require an evidentiary hearing and there is no need to convene a technical conference.
Accordingly, we accept the CAISO’s proposal to reflect marginal losses in its calculation
of LMPs.

93. In Atlantic City, the Commission found that use of the marginal loss method
results in over recovery of the ISO’s expenditures because marginal losses increase as the
number of MW of power moved on the grid increases. The Commission stated that it is a
principle of mathematics that, whenever any variable is continuously increasing, the
marginal value of the last unit exceeds the average of all the units. As a result, the
Commission concluded that marginal losses will always exceed average losses and that
more rgg/enues will be collected from load than it has to pay to generators to cover the
losses.

94.  The Commission has recognized that implementation of marginal loss provisions
should not be dependent on resolution of accounting procedures.®® However, a method
must be determined for disbursing the over-collected amounts. The Commission has
found that, since the price customers are paying (based on marginal losses) is the correct
marginal cost for the energy they are purchasing, customers are not entitled to receive
any particular amounts through disbursement of the over-collections.?” In fact, in
Northeast Utilities, the Commission made clear that the method for disbursing the
amounts of any over collections should not directly reimburse customers for their

(i.e., $52 compared with $55) under the marginal loss method than under

the average loss method. 1d. P 4, n. 2.

%1d. P 5.

% See Midwest Indep. Transmission Sys. Operator, Inc., 102 FERC
161,196, at P 54 (2003) (“we do not believe that the lack of a specific crediting
mechanism represents an impediment to relying upon marginal losses, nor do we believe
that it is a reason for using a less efficient pricing mechanism, such as average losses”).

87 Atlantic City, 115 FERC 1 61,132 at P 24.
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marginal loss payments, as such a reimbursement would interfere with the goal of basing
prices on marginal losses and would undermine price signals to investors and load.®

95.  We find that the CAISQO’s proposed allocation of the over-collection allows the
participants to pay the marginal cost of energy, and, thus, we accept the methodology.
Further, the CAISO’s proposed allocation is acceptable because it allows the revenues to
be disbursed more quickly and it is responsive to those who would not have benefited
from a reduction in the TAC charge (e.g., TORs and ETCs) under the CAISO’s previous
proposal. Regarding PG&E’s proposal for an alternative allocation of the over-
collection, we note that it can involve a level of arbitrariness (e.g., in the selection of a
reference location). We further note that, even if it were possible to implement PG&E’s
proposed methodology, it would be directly at odds with our earlier rulings on the
refunding of excess loss revenues, as set forth above in Northeast Utilities.*
Consequently, we reject PG&E’s proposal.

96.  With respect to the State Water Project’s argument that the over-collection should
be allocated based upon day-ahead schedules rather than metered demand, we agree with
the CAISO that allocating the over-collection based upon day-ahead schedules would
create an improper incentive for market participants to engage in day-ahead bidding and
self-scheduling practices designed to maximize payments for excess marginal loss
charges. Also, with respect to Coral’s suggestion on loss hedges, we agree with the
CAISO that such mechanisms are still in their experimental stage. However, there is no
reason why they should not be considered when it becomes feasible to implement them.

97.  Finally, consistent with our directive on the LMP calculation, we direct the
CAISO to provide more detail on the marginal loss calculation based on stakeholder
input obtained in the Business Practice Manual stakeholder process. Accordingly, we
direct the CAISO to file, within 30 days of completion of the stakeholder process on
Business Practice Manuals and no later than 180 days prior to the effective date of
MRTU Release 1, revised tariff sheets containing a detailed marginal loss calculation
methodology.

1. Market Structure

98. In addition to the move to LMP, MRTU introduces a revised and expanded market
structure and procedure. It consists of the day-ahead market, the RUC process, ancillary

service provision, the HASP, the real-time market, and managing the reliability must-run

(RMR) units.

8 Northeast Util. Serv. Co. v. 1ISO New England Inc., 105 FERC { 61,122, at P 20
(2003), reh’g denied, 109 FERC 61,204 (2004).
Id.
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99.  One of the most significant changes is the implementation of a day-ahead market,
into which buyers (load) and sellers (supply) can submit bids to purchase and sell energy,
which will then be cleared by the CAISO on an economic basis.”*® Generators with
winning energy bids will be notified that they are committed for the following day,
requiring the generator to be on-line and running the following day. In the day-ahead
market, the CAISO also determines which generators are needed for providing ancillary
services. Once generators submit bids to provide ancillary services, the CAISO clears
those bids against its forecasted ancillary services needs, and subsequently notifies the
winning ancillary services bidders of their commitment for the next operating day.*

100. According to the CAISO, the RUC process works as follows. Following the day-
ahead market, the CAISO administers a process in which it looks to see if additional
resources are needed, i.e., residual unit commitment; it accomplishes this by comparing
the amount of energy cleared in the day-ahead market with the CAISO’s demand
forecast. In the event that there is a significant discrepancy between the two, which could
pose reliability problems for the CAISO in real time, the RUC process selects more
generating units for commitment based on economic and locational factors. The
generators selected through the RUC process also receive commitment notification.

101. The hour-ahead scheduling process, or HASP, is the first step of the real-time
market. HASP is used primarily to determine how much energy the CAISO will import
and export. HASP allows generators to make adjustments to their day-ahead schedules
by placing additional energy or ancillary services bids for any capacity that was not
committed in the day-ahead market. Load will not submit bids into HASP.

102. Based on the CAISO’s demand forecast, generation bids and offers to
import/export energy, the CAISO software calculates how much to import from and
export to neighboring control areas. Only bids submitted for imports and exports clear

% The proposed timeline for the CAISO’s markets is as follows. On the day
preceding real time, all bids to purchase or sell must be submitted to the CAISO prior to
10:00 a.m. The CAISO will then produce a final day-ahead schedule before performing
the day-ahead RUC procedure. At 1:00 p.m., the CAISO will publish the final schedules
resulting from the day-ahead market including any additional unit commitment or
capacity reservations secured under the RUC procedure. Under the simplified hour-
ahead scheduling process, the deadline for offers to sell generation will be 75 minutes
prior to the beginning of the operating hour (referred to as T-75 minutes), and at 45
minutes prior to the beginning of the operating hour the CAISO will publish pre-dispatch
notices to those units that are not intra-hour dispatchable.

% Although energy bids and ancillary services bids are separate inputs, the CAISO
software considers the bids simultaneously and co-optimizes the system. That is, the
software considers the trade-off between getting more energy or more ancillary services
from a particular generator and chooses the most economical outcome.
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the HASP and have a market-clearing price associated with them. This allows the
CAISO to produce inter-tie schedules and communicate the import/export information to
the neighboring control areas. The rest of the information submitted into HASP is used
to determine real-time dispatch within the CAISO Control Area.

103. In the real-time market, the CAISO software compares generator bids to supply
energy or ancillary services (submitted in HASP) with the CAISO forecast of demand on
the system. As in the day-ahead market, the energy and ancillary services bids are co-
optimized to produce the least cost outcome, given reliability constraints on the system.
Any additional units committed in the real-time market will be notified that they need to
be ready to generate.

104. In the day-ahead market, the CAISO also determines if it needs energy and
ancillary services to be provided by reliability must-run (RMR) units. These units are
selected as RMR due to their geographic location and ability to meet the reliability needs
of the CAISO. RMR units have a contractual obligation to provide the CAISO with
energy or ancillary services, as directed, at prices negotiated in the contract. The CAISO
states that its software selects RMR units in the most efficient, reliable manner possible.
The CAISO notifies RMR units of their commitment to provide energy or ancillary
services for the next operating day. As in the day-ahead timeframe, RMR units are also
considered in the real-time market for energy and/or ancillary services provision and will
be notified of their need to generate.

A. Day-Ahead Market

105. Under the MRTU Tariff, the CAISO’s day-ahead market performs a sequence of
functions: the market power mitigation — reliability requirement determination process
(also referred to as the pre-1FM runs), the IFM pricing run, and the RUC process.

106. After the submission of day-ahead bids is completed and the CAISO has validated
the bids, the CAISO will perform the pre-IFM runs. The purpose of the pre-IFM runs is
to determine the CAISQO’s needs for RMR generation and the appropriate mitigation for
those bids that, according to the CAISO, may reflect local market power in the day-ahead
market. The CAISO will perform two passes, or pre-IFM runs, under this process. In the
first pass, the Full Network Model determines optimal dispatching by enforcing
transmission limits only on lines pre-designated as competitive constraints. In the second
pass, the thermal limits of all transmission lines are enforced. Once the pre-IFM process
is completed, the mitigated bids and RMR dispatch schedules will be passed on for use in
the day-ahead market and RUC. The pre-IFM process is further discussed infra in the
section addressing market power mitigation.

107. Under MRTU Tariff section 31.3, the IFM is the optimization process to create the
day-ahead LMPs for energy and ancillary services. For energy, the IFM optimally
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commits and schedules resources to balance supply and demand subject to resource and
network constraints. Supply and demand bids are submitted to the day-ahead market and
used in the IFM optimization process, which results in a day-ahead schedule. The day-
ahead schedule includes pairs of financially-binding LMPs and MWhs for each resource
for which economic bids™ or self-schedules® have been submitted. Resources are
committed and scheduled by the IFM optimization process for each hour of the next
operating day.

108. Under MRTU Tariff sections 8.5 and 8.6, Scheduling Coordinators may submit to
the IFM optimization process bids for resources certified for provision of ancillary
services, along with the amount of MWs that the Scheduling Coordinator will self-
provide for specific hours of the operating day. The CAISO notes that self-provided
ancillary service capacity is not optimized through the IFM optimization process, but is
used to offset the Scheduling Coordinator’s ancillary services obligation. Resources may
submit bids both to offer and to self-provide ancillary services, as long as the total offered
ancillary services capacity does not exceed the resource’s applicable certified maximum
ancillary services capacity.

109. The CAISO further explains that self-provided ancillary services are evaluated for
feasibility with respect to the relevant resource operating characteristics and regional
constraints, and are then accepted prior to ancillary services bid evaluation in accordance
with MRTU Tariff section 8.6.2. Under MRTU Tariff section 31.3.1.2, self-provision of
ancillary services from RMR units and resource adequacy capacity will only be permitted
from capacity that is not determined to be needed to meet anticipated demand in the day-
ahead. In other words, the need for energy from these units will trump the request to self-
provide ancillary services from that capacity. The CAISO notes that the Release 1
software will not have the capability to automatically apply this condition, so it plans to
implement a “work-around” to achieve the same result.

110. The CAISO states that because ancillary services bids are evaluated
simultaneously with energy bids in the IFM optimization process, the capacity of a

%2 The MRTU Tariff defines economic bids as “A Supply and Demand Bid that
includes quantity (MWHh) and price ($) for specified Trading Hours, which is not a Self-
Schedule.”

% The MRTU Tariff defines a self-schedule as:

The Bid component that indicates the quantities in MWhs with no
specification of a price that the Scheduling Coordinator is submitting to the
CAISO, which indicates that the Scheduling Coordinator is a Price Taker,
Regulatory Must Run Generation or Regulatory Must-Take Generation,
which includes ETC and TOR Self-Schedules and Self-Schedules for
Converted Rights.
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resource is optimized for use as energy or reserved for ancillary services, pursuant to
MRTU Tariff section 31.3. Under MRTU Tariff section 8.3.1, the CAISO procures 100
percent of its ancillary services requirements based on the day-ahead demand forecast,
net of self-provided ancillary services. The CAISO notes that the IFM optimization
process employs a cascaded optimization among ancillary services bids, where higher
quality ancillary services can replace lower quality ancillary services if this substitution
results in a more efficient overall procurement of ancillary services.*

Discussion

1. Scheduling Priority for Self-Schedules

111. SoCal Edison and Six Cities argue that in situations where the CAISO has to
curtail demand, the CAISO should grant parties with “matched” supply and demand
higher priority, while parties with “unmatched” demand should be curtailed first. SoCal
Edison claims that this proposal is consistent with the intent of California’s resource
adequacy framework which is designed to ensure that sufficient resources are available to
reliably serve California load. Furthermore, SoCal Edison believes that it is absolutely
necessary to establish a rule that ensures Scheduling Coordinators’ ability to fully
schedule (subject to feasibility) both their supply and demand in the day-ahead market.
To implement this result, SoCal Edison proposes changes to the priority list given in
MRTU Tariff section 31.4.

112. PG&E states that the Energy Policy Act of 2005 (EPAct 2005)% evidences strong
support for forward-planning by LSEs to ensure capacity sufficiency and stability of
supply to load. According to PG&E, the CPUC has engaged in several initiatives
towards the same end in California, most notably its Long-Term Planning Process
(LTPP) and resource adequacy program. PG&E contends that through these initiatives,
and as a result of appropriate planning, responsible LSEs assure that sufficient resources
are available to serve their own load obligations. PG&E states that the MRTU Tariff,
however, does not provide the necessary assurances that LSE load will in fact be met,
even if the LSE fully schedules sufficient resources to meet its load obligations in the
day-ahead market. PG&E further states that if non-economic adjustments® are necessary
to clear the market, it is possible that the resources secured and self-scheduled by an LSE

% Higher quality ancillary services involve regulation of both frequency and load
and generation balance. Lower quality ancillary services provide operating reserves for
the system.

% Energy Policy Act of 2005, Pub. L. No. 109-58, 119 Stat. 594 (2005) (EPAct
2005).

% Non-economic adjustments are schedule changes that are made to relieve
congestion when all economic bids have been exhausted. See MRTU Tariff section 31.4.
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to serve its load will either be purchased by entities outside of the CAISO or used to
serve some other LSE who did not schedule sufficient resources. PG&E asserts that the
Commission should require the CAISO to make a compliance filing that will assure, in
the event non-economic adjustments are required, that market participants who provide
balanced load and resource schedules are given scheduling priority.

113. The CAISO states that if the current balanced schedule requirement and market
separation rule are eliminated, and as a result, nearly all self-scheduled demand in the
day-ahead market receives the same scheduling priority, the IFM optimization process
will be unable, in situations where supply is insufficient to serve all self-scheduled
demand, to distinguish between the demand of those LSEs who bring sufficient supply to
the day-ahead market and the demand of those who do not. The CAISO notes that this
concern has been raised and discussed at various stakeholder meetings over the course of
developing the MRTU market design, without yielding a workable solution. Further, the
CAISO states that it is concerned that the commenters’ proposed remedy to this issue
would create incentives and unintended consequences that could potentially create severe
inefficiencies in the CAISO markets. The CAISO states that establishing a special
scheduling priority for balanced self-schedules would create incentives for parties to self-
schedule supply resources rather than bid them into the day-ahead market. If this practice
is adopted by a significant share of the total supply in the day-ahead market, the CAISO
states, it could undermine some of the most important benefits of MRTU, namely the
ability to optimize the use of supply resources to meet demand, provide reserves, and
clear congestion.

114. The CAISO states that it intends to implement a feature to allow export demand to
self-schedule in the day-ahead market or HASP as long as it is matched by supply
capacity that is neither resource adequacy nor RUC capacity (often referred to as “unit-
contingent exports” or “wheel-out” transactions). The CAISO states that such export
self-schedules would have the same priority as internal demand self-schedules, but export
self-schedules not matched by available supply capacity would have a lower priority to
internal demand self-schedules. Unfortunately, the CAISO states, the protocols
necessary to recognize and verify such export self-schedules are not possible to
implement in Release 1, and therefore have been added to the list of Release 2 issues.

115. However, the CAISO has concluded that the inability of sufficiently-resourced
LSEs to ensure that they can fully utilize their resource adequacy resources in the day-
ahead market during times of supply shortage is too important to defer for resolution to
Release 2. The CAISO therefore proposes to implement a solution, which consists of two
elements. First, in the IFM optimization process, self-scheduled CAISO demand will
have higher scheduling priority than self-scheduled exports that are not otherwise being
supported by a corresponding amount of energy scheduled from non-resource adequacy
generation resources. Second, the CAISO states that it will work to develop a manual
procedure to enable exports, in both the day-ahead market and the HASP, to self-
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schedule energy for exports that are served by generation from non-resource adequacy
capacity in the day-ahead market, or by non-resource adequacy/non-RUC capacity in the
HASP. Such self-schedules would have the same scheduling priority as self-scheduled
internal demand in the day-ahead market, and as the CAISO demand forecast in the
HASP. The CAISO believes that a manual procedure will be the only way to implement
this feature in Release 1, but states that it will still include this item in the Release 2
agenda to develop an integrated software solution.

Commission Determination

116. We agree with commenters and the CAISO that the inability of sufficiently-
resourced LSES to ensure they can fully utilize their resource adequacy resources in the
day-ahead market during times of supply shortage should be corrected in Release 1.
However, we reject the commenters’ proposal to grant parties with matched supply and
demand higher priority than parties with unmatched demand in the event that non-
economic adjustments are necessary to clear the market. As the CAISO stated, granting
such priority could undermine the CAISO’s ability to optimize the use of supply
resources. More significantly, granting such a priority could create an incentive for
parties to always self-schedule and, as a result, adversely impact the CAISO’s ability to
effectively manage congestion and maintain reliability efficiently. That is because self-
schedules are bids indicating that the market participant wants its transaction to be
scheduled regardless of the price. If a significant number of participants self-schedule,
the CAISO may be unable to find enough generators that would voluntarily adjust their
schedules when such adjustments are necessary to manage transmission constraints.
Instead, we accept the CAISO’s proposal to allow, in the IFM optimization process, self-
scheduled CAISO demand to have higher scheduling priority for resource adequacy
resources than self-scheduled exports because this will ensure that LSEs within the
CAISQO’s Control Area can utilize resource adequacy resources when they are needed for
the CAISO grid reliability. Accordingly, we direct the CAISO to make a compliance
filing within 60 days of the date of this order revising the scheduling priority as discussed
above.

117. The CAISO also commits to develop a manual procedure to enable Scheduling
Coordinators, in both the day-ahead market and the HASP, to self-schedule exports that
are served by generation from non-resource adequacy capacity in the day-ahead market,
or by non-resource adequacy/non-RUC capacity in the HASP. We direct the CAISO to
submit tariff sheets containing the detail of such procedure no later than 180 days prior to
the effective date of MRTU Release 1.

2. Production Cost

118. SoCal Edison notes that, pursuant to section 31.3.1.1, the CAISO will run the IFM
optimization process on a daily basis to procure energy and ancillary services, and
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determine LMPs for each product while minimizing the total production cost based on
submitted and mitigated bids, and respecting the operating characteristics of resources,
the operating limits of transmission facilities, and a set of scheduling priorities.
According to SoCal Edison, the CAISO incorrectly assumes that submitted bids equal
production cost. SoCal Edison suggests that the language of section 31.3.1.1 should be
corrected to accurately reflect that the IFM optimization process results in a minimization
of the total bid costs based on submitted and mitigated bids.

Commission Determination

119. SoCal Edison makes a valid point that total bid costs are not necessarily equal to
production costs, even though the market structure under MRTU provides an incentive to
participants to bid in a cost-reflective way. Thus, we agree that, in section 31.3.1.1,
“production costs” should be replaced with “total bid costs” to reflect that submitted bids
do not necessarily equal production costs. Accordingly, we direct the CAISO to make a
compliance filing within 60 days of the date of this order reflecting this change.

3. Bid Validation Software

120. According to SoCal Edison, section 30.7 states that the CAISO “shall validate
submitted [b]ids pursuant to the procedures set forth in this [s]ection 30.7 and the rules
set forth in the Business Practice Manuals.” SoCal Edison suggests that the CAISO
should be directed to release the bid validation software to all Scheduling Coordinators.
To the extent there are proprietary software issues, SoCal Edison believes that the CAISO
could provide the Scheduling Coordinators the software at a charge.

121. In Appendix A to the CAISO reply comments, the CAISO states that it does not
believe that this issue raised by SoCal Edison is germane to whether the MRTU Tariff is
just and reasonable.

Commission Determination

122. We find that this issue is not relevant to the justness and reasonableness of the
MRTU Tariff. Moreover, SoCal Edison has not demonstrated and explained why
Scheduling Coordinators need access to this software.

4. Commitment of Extremely Long Start Resources

123. SoCal Edison notes that MRTU Tariff section 27.4.1 states that: “... [t{]he CAISO
will also utilize the [security constrained unit commitment] algorithm on a two-day-ahead
basis to commit Extremely Long Start Resources, for which commitment in the [day-
ahead market] does not provide sufficient time to start-up and be available to supply
Energy during the next Trading Day.” SoCal Edison contends that it is unclear how the
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CAISO will determine the commitment of Extremely Long Start Resources and requests
further clarification of this process.

124. Inresponse, the CAISO explains that MRTU Tariff section 27.4.1 calls for the
CAISO to use its security constrained unit commitment algorithm on a 48-hour basis to
commit extremely long start units that can respond in that timeframe. In addition, the
CAISO reiterates that it intends to explore a multi-day unit commitment IFM and/or a
longer than 48-hour RUC commitment after Release 1. The CAISO states that this
approach will allow for a coordinated evaluation of the software systems prior to
implementing a multi-day IFM unit commitment.

Commission Determination

125. We find that the CAISO has not adequately addressed SoCal Edison’s concern.
We, therefore, direct the CAISO to make a compliance filing within 60 days of the date
of this order explaining how it will determine the commitment of extremely long start
resources and how such commitment will be integrated with the normal day-ahead
commitment process.

5. Minor Language Changes

126. SoCal Edison requests that the CAISO add the following italicized language to
MRTU Tariff section 30.2 for clarification: “...Each Bid type can be submitted as either
an Economic Bid or a Self-Schedule (except for RUC Availability Bids, which cannot be
self-scheduled)...” SoCal Edison also proposes the following language to be added to
MRTU Tariff section 30.5.1(b): “Energy associated with awarded Ancillary Services
Capacity cannot be re-bid in the HASP or Real-time market.”

127. The CAISO agrees to the clarifications and additions requested by SoCal Edison
and commits to making the necessary tariff changes in its compliance filing.

Commission Determination

128. We direct the CAISO to submit tariff sheets containing these changes within 60
days of the date of this order.

B. Residual Unit Commitment Process

129. In the event that the CAISO determines that it does not have sufficient resources
committed after the close of the day-ahead market to meet its next day's forecasted load,
it proposes to run a RUC process®” to commit additional capacity to be available in real

% 5ee MRTU Tariff section 31.5.
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time. The CAISO proposes to perform the RUC process immediately after the day-ahead
market has run and the CAISO has established feasible and final schedules in the day-
ahead market. According to the CAISO, a RUC process is necessary in case the total
amount of load schedule in the day-ahead market does not meet the CAISO’s load
forecast. In essence, the RUC process is a reliability backstop that allows the CAISO to
meet its reliability requirements.

130. The RUC process will procure, from resources internal to the CAISO Control
Area,” minimum-load energy® and any available capacity by the CAISO in the day-
ahead market. It will also procure energy from suppliers outside the CAISO Control
Area if adequate transmission capacity is available over the inter-ties to accommodate the
energy. In the event that the LMP does not cover a resource’s RUC bid price, such
resources will receive additional payment through the RUC uplift charge. Resources that
do not participate in the day-ahead energy and ancillary services markets will not be
eligible to participate in the day-ahead RUC process.

131. The CAISO will base the RUC procurement target on the difference between the
CAISO’s demand forecast for each hour of the next operating day and the hourly day-
ahead energy scheduled for that day. The procurement target will account for load
forecast errors and schedule changes expected in the HASP.'® The RUC procedures may
also adjust the procurement target to account for schedule changes by Participating
Intermittent Resources™™ to ensure that the CAISO does not over or under commit
resources.

% The CAISO notes that the RUC process does not include exports when it
commits additional resources to meet its load forecast.

% According to the CAISO, any minimum-load energy (i.e., the energy produced
while operating at a minimum output level) procured in the day-ahead RUC process is
submitted to the HASP and the real-time market as a price-taker (i.e., a self-schedule)
and, if cleared against load bids, will receive the appropriate LMP.

190 The CAISO states that to the extent that Metered SubSystems (MSSs) within
the CAISO Control Area under-schedule in the day-ahead market, but have designated
adequate resources under their control to meet their own load and reserve needs, the RUC
will not procure capacity to cover their share of the next day’s forecast, nor will the
CAISO allocate treatment of MSSs under the MRTU Tariff.

191 A Participating Intermittent Resource is an intermittent resource that meets the
requirements of the technical standards for participation in the CAISO’s Participating
Intermittent Resources Program. The Participating Intermittent Resource Program was
created to accommodate projected growth of wind generation attributable to California’s
renewable supply requirements. Under the Participating Intermittent Resource Program,
the CAISO forecasts and schedules wind output, and nets any imbalances over the course
of the month.
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132. The CAISO states that all capacity selected in RUC is eligible for the RUC
availability payment, ' except for resource adequacy capacity and capacity from RMR
Units designated as an RMR Dispatch in the day-ahead market. Resources may submit a
bid for RUC availability as a component of their day-ahead market bids, up to a cap of
$250/MWh. The CAISO proposes to rescind a resource’s entire RUC availability
payment for a given hour if the resource engages in uninstructed deviations or does not
respond to the CAISQO’s dispatch instruction. The CAISO proposes to net the RUC
availability payment against each MW of RUC capacity that is scheduled or dispatched
for energy or ancillary services. The CAISO also proposes that resources committed in
RUC are eligible for recovery of start-up and minimum load cost compensation.*®

133. In order to ensure that resources committed in RUC are able to recover their start-
up and minimum load bid costs, the CAISO proposes to implement a bid cost recovery
mechanism in which bid costs'® and market revenues'® are netted over a trading day
across all markets, and any revenue shortfalls are recovered through an uplift payment to
relevant resources. The CAISO states that resources are only eligible for bid cost
recovery for their start-up and minimum load costs to the extent the CAISO commits the

resource.%

134. The CAISO states that the RUC process will allocate costs in accordance with cost
causation principles. Specifically, the CAISO will allocate RUC uplift costs in two tiers.
In the first tier, the CAISO proposes to allocate RUC costs to Scheduling Coordinators
that under-schedule their load in the day-ahead market.'®” In the second tier, the CAISO
proposes to allocate any excess RUC cost not recovered in this manner (i.e., if the total

192 The RUC availability payment is considered compensation for all eligible
capacity awarded in the RUC process. The RUC availability payment is calculated for
each resource based on the RUC price and the quantity dispatched by the CAISO.

193 The CAISO states that this includes resource adequacy resources and RMR
units that are not subject to an RMR Dispatch in the day-ahead market.

104 Under the CAISO proposal, all internal generators, participating loads
(typically pumps and pump storage facilities that the CAISO models as generators with
negative generation capabilities and schedules and settles them at nodal prices), and
System Resources, under certain conditions, are eligible to recover the following bid
costs: energy bids, ancillary services bids, RUC bids, minimum load bids and start-up
bid costs.

195 According to the CAISO, market revenues include energy revenues, ancillary
services payments and the RUC availability payment.

105 See MRTU Tariff section 11.8.

97 The CAISO cautions that market participants should not confuse the RUC
availability payment costs with RUC uplift bid cost recovery costs. The latter, as
discussed in the section on bid cost recovery, represent start-up and minimum load costs
of RUC units that do not fully recover their bid costs through the market.
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MWh of under-scheduled load is less than the total MWh of RUC procurement) to all
metered demand on a pro rata basis.

Discussion

1. Local Market Power Mitigation for RUC Availability Bids

135. PG&E suggests that the Commission reconsider the CAISO’s proposal not to
mitigate RUC availability bids. PG&E argues that a vertical demand curve under RUC
without any provisions for mitigating RUC bids, other than the $250/MWh bid cap itself,
does not provide adequate protection to the market, even given the adoption of System
Resource adequacy requirements by the CPUC and local resource adequacy
requirements. Further, PG&E argues that the lack of local market power mitigation for
RUC decreases a resource’s incentive to enter into resource adequacy contracts on
reasonable terms, thus defeating the benefits of local resource adequacy.

136. Inresponse, the CAISO states that the concept of local market power mitigation of
RUC availability bids was rejected by the Commission as “complicated and intrusive” in
the July 2005 Order. For this reason, the CAISO explains, the MRTU Tariff does not
include market power mitigation for RUC availability bids.

Commission Determination

137. As noted above, the RUC process is a reliability backstop mechanism that the
CAISO implements when the day-ahead bids from load do not procure sufficient
resources to meet the CAISQO’s identified reliability needs. As such, we do not expect
that the CAISO would procure RUC capacity on a regular basis. Furthermore, since
resource adequacy units would be the first to be committed in the RUC process, ' we
expect it would rarely be necessary to procure RUC capacity from non-resource adequacy
resources. Thus, contrary to PG&E’s assertion, we find that resources would have a
greater incentive to enter into resource adequacy contracts that guarantee a capacity
payment as opposed to relying on the unlikely scenario that the CAISO might exhaust the
available resource adequacy resources in its RUC process and therefore need to procure
non-resource adequacy resources. Accordingly, we find that a $250/MWh bid cap on
RUC availability bids provides sufficient mitigation of any potential for market power.
Furthermore, we note that we would not ordinarily expect the CAISO to exhaust the
resource adequacy capacity available for commitment in RUC, except in periods of
extreme shortage. If such an extreme shortage were to occur, a RUC availability price
near the bid cap could be an appropriate reflection of supply and demand fundamentals.

198 See MRTU Tariff sections 31.5.6 and 40.5.2(1)iii-iv.
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2. Capacity Eligible for RUC Participation

138. Several commenters raise concerns about the treatment of import capacity from
System Resources™® under the RUC process.’® Powerex Corp. (Powerex) contends that
the CAISO offers no reason for prohibiting the participation of non-resource adequacy
resources that are also non-dynamic System Resources.”* BPA argues that the exclusion
of non-resource adequacy import capacity reduces the amount of energy available to the
CAISO in the RUC process.

139. Inits reply comments, PacifiCorp shares Powerex’s concern about the exclusion
of non-dynamic System Resources. PacifiCorp believes the lack of a clear justification
for this exclusion is particularly conspicuous in light of California’s historical
dependence on imports of capacity and energy for resource adequacy and system
reliability. In addition, Powerex contends that the inclusion of non-dynamic resource
adequacy capacity sources in the RUC process is a clear indication that the CAISO can
incorporate non-dynamic System Resources in the RUC process. PacifiCorp requests
that the Commission direct the CAISO to: (1) justify the proposed exclusion from the
RUC process of non-dynamic, non-resource adequacy System Resources; and (2) explore
means by which non-dynamic System Resources could submit RUC Availability Bids, be
considered for participation in the RUC process, and be eligible for capacity payments, as
appropriate.

199 A System Resource is generally a resource that is located outside the CAISO’s
control area. The CAISO defines a System Resource as:

A group of resources, [a] single resource, or a portion of a resource located

outside of the CAISO Control Area, or an allocated portion of a Control

Area’s portfolio of generating resources that are either a static interchange

schedule or directly responsive to that Control Area’s Automatic

Generation Control (AGC) capable of providing Energy and/or Ancillary

Services to the CAISO Control Area, provided that if the System Resource

is providing Regulation to the CAISO it is directly responsive to AGC.

"9 See MRTU Tariff section 31.5.1.1.

1 A Non-Dynamic System Resource can generally be described as a resource
located outside the CAISO Control Area that is not able to respond to real-time dispatch
instructions. The CAISO defines Non-Dynamic System Resource as:

A System Resource that is not capable of submitting a Dynamic Schedule.
The CAISO defines Dynamic Schedule as “A telemetered reading or value
which is updated in Real-Time and which is used as a schedule in the
CAISO Energy Management System calculation of Area Control Error and
the integrated value of which is treated as a schedule for interchange
accounting purposes.
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140. Inits reply comments, the CAISO disagrees with commenters’ contention that the
exclusion of certain imports from RUC participation and bidding is problematic, and
asserts that its decision is driven by reliability. With regard to non-dynamic System
Resources that are not designated as resource adequacy capacity, the CAISO states that it
will not have the ability to validate where imported RUC capacity will be physically
coming from and cannot certify delivery of RUC service from such units. As a result, the
CAISO contends that this resource would have the ability to earn a RUC availability
payment and submit an energy bid with no physical limitation on the quantity of energy
even though the RUC capacity may in fact be undeliverable because the needed import
transmission capacity is not set aside.

141. SoCal Edison argues that the CAISO’s proposal does not honor all bid parameters
of System Resources. Specifically, SoCal Edison states that section 31.5.1.1 requires the
CAISO to consider System Resources that are eligible to participate in RUC on an hourly
basis. According to SoCal Edison, the MRTU Tariff does not consider other bid
parameters, such as multi-block constraints submitted in conjunction with energy bids to
the day-ahead market. SoCal Edison is concerned that by not honoring the bid
constraints of a System Resource, the CAISO may commit the System Resource in RUC
for a period that is inconsistent with the Scheduling Coordinator’s offer for the resource.
SoCal Edison’s preference would be for the RUC process to honor all bid parameters of a
resource, including a System Resource. However, if there is a Release 1 software
limitation driving the inability to honor bid parameters, SoCal Edison requests the
Commission to direct the CAISO to revise its software to honor multi-hour block
constraints in RUC for Release 2.

Commission Determination

142. We find the CAISO’s exclusion of non-dynamic System Resources designated as
non-resource adequacy capacity is reasonable. The CAISO represents that it must
exclude these resources from participating in RUC because these resources are unable to
provide the CAISO with telemetering data that can be used for the procurement of RUC
capacity. We also note that the CAISO raised a deliverability concern with regard to
whether a non-dynamic System Resource designated as non-resource adequacy capacity
is capable of responding to a RUC dispatch from the CAISO. We find that in such cases
the CAISO runs the risk of operating at a sub-par level for meeting reliability needs.
Therefore, we will not require the CAISO to include non-dynamic System Resources that
are also non-resource adequacy capacity as participants under RUC.

143. We also find reasonable SoCal Edison’s argument that the CAISO’s proposal
should honor multi-block constraint bids as a bidding parameter of System Resources
under RUC. Accordingly, we direct the CAISO to examine whether such software
changes could be implemented by Release 1 and report in a compliance filing within 60
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days of the date of this order whether changes to Release 1 are realistic and if not when
the CAISO can implement the software changes.

3. RUC Procurement Target for Capacity

144. Some commenters™ raised concerns with regard to the CAISO’s RUC
procurement target as set forth in the proposed MRTU Tariff at section 31.5.3. Among
the concerns raised are: (1) whether the RUC procurement target should include
Participating Intermittent Resource Program units; (2) whether the MRTU Tariff should
explain how the CAISO reflects resource procurement in the HASP under RUC; and (3)
whether the MRTU Tariff inadequately defines the RUC procurement target and RUC
Zones.

145. FPL supports the CAISO’s efforts to develop RUC procurement targets with
market participants. However, FPL contends that if the CAISO ignores the hour-ahead
scheduling obligation of Participating Intermittent Resource units when setting the RUC
procurement targets, it will inevitably over or under procure RUC capacity. Thus, FPL
supports reasonable accommodations of Participating Intermittent Resource generation in
the RUC targets and commits to actively participating in the development of these
procedures later this year.

146. Six Cities and WPTF/IEP contend that the MRTU Tariff lacks detailed provisions
concerning critical elements of the terms and conditions under which the CAISO will
operate and set the RUC procurement targets."™> WPTF/IEP raise concerns with the
CAISQ'’s failure to define its RUC procurement target, and request that the Commission
require the CAISO to include the specific procedures for setting the RUC procurement
target in the tariff.

147. In its reply comments, the CAISO states that the MRTU Tariff clearly stipulates
the elements in establishing the RUC procurement target."** The CAISO asserts that it
will use forecast CAISO demand (demand, not including exports, in the CAISO Control
Area) at granularity that will likely be at the utility distribution company level. The
CAISO continues to state that its forecast may be adjusted for: (1) expected HASP self-
schedules; (2) entities that have opted-out of RUC; and (3) expected deliveries from
intermittent resources that have been scheduled less than day-ahead. Therefore, the

12 gee, e.g., PG&E, SoCal Edison, IEP/WPTF, SMUD, SDG&E, FPL and CPUC.

3 For example, the Six Cities state that there is no provision in the MRTU Tariff
that explains how resource procurement in the HASP will be reflected in the day-ahead
and real-time RUC processes.

4 The CAISO states it believes that it may have inadvertently created
unnecessary apprehension by implying that there exists an explicit formula for the
procurement of RUC capacity. The CAISO states that this is not the case.
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CAISO concludes that the RUC procurement target is not a MW value of RUC capacity,
but rather the target is the adjusted demand forecast.

148. The CAISO also contends that there is no need to wait for the Business Practice
Manual process to unfold before the Commission finds the RUC process is just and
reasonable as part of the MRTU design. The CAISO reasons that all parties understand
the basic construct of the RUC process, the role it plays, and the basic principles of its
use. The CAISO also notes that there is a possibility of a future FPA section 205 filing if
the methodology for determining RUC procurement target resulting from the stakeholder
process rises to the level of jurisdictional rates, terms, and conditions of service.
Notwithstanding, the CAISO contends that it sees no need for additional detail in the
MRTU Tariff regarding the RUC procurement process.

149. PG&E claims that the MRTU Tariff fails to define RUC zones, or the
methodology that the CAISO proposes to use to define such zones in MRTU Tariff
section 31.5.3. SoCal Edison believes that the CAISO should include these zones in the
MRTU Tariff for approval by the Commission prior to allowing market-based rate RUC
participation. SoCal Edison contends that the flexibility to create RUC zones, and RUC
procurement without the Commission’s explicit acceptance, is impermissible under the
FPA. In addition, SoCal Edison asserts that, since there is no RUC market power
mitigation except the bid cap and special rules for resource adequacy resources, the
MRTU Tariff needs additional safeguards to ensure the RUC zones produce just and
reasonable results.

150. With respect to PG&E and SoCal Edison’s concern regarding RUC zones, the
CAISO indicates that the process by which the CAISO will identify specific RUC zones
are implementation details that are being explored in an ongoing stakeholder process and
the details will be committed to a Business Practice Manual.

Commission Determination

151. MRTU Tariff section 31.5.3 provides that the CAISO will base the RUC
procurement target on the next day’s hourly CAISO forecast of CAISO demand less the
energy scheduled in the day-ahead market. We note that the tariff also provides that the
CAISO will account for other adjustments to its forecast demand, such as load forecast
errors and estimated incremental HASP bids including those from Participating
Intermittent Resources. We find that the MRTU Tariff provisions on RUC provide
market participants details of how the baseline RUC procurement target is established
and how the CAISO will adjust its forecasted target under various circumstances, as
discussed above.

152. However, we agree with PG&E and SoCal Edison that the MRTU Tariff fails to
define RUC zones and the methodology that the CAISO will use to define those zones.
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In addition, it is unclear how adjustments to specific RUC zones will affect rates or how
the CAISO will allocate cost to market participants. For example, if the CAISO were to
adjust its procurement target to reflect a change in a specific RUC zone, it is unclear
whether the CAISO will allocate cost to under-scheduled load under Tier 1, metered
demand under Tier 2 or the adjusted zone. We direct the CAISO to discuss the
methodology for establishing RUC zones in stakeholder meetings. We also direct the
CAISO to submit revised tariff sheets to include the definition of RUC zones and the
methodology used to define a RUC zone within 60 days of the completion of its
stakeholder process, but no later than 180 days prior to the effective date of MRTU
Release 1.

4, Allocation of RUC Bid Cost

153. Turlock contends that Commission should reject the RUC cost allocation proposal
in MRTU Tariff sections 11.8.6.5 and 31.5.4, because these provisions inappropriately
allocate RUC costs to exports. Turlock believes that the CAISO should not charge
exports for the excess system costs of RUC as proposed, because the RUC process does
not consider expected exports after the close of the day-ahead market in its procurement
of additional capacity. Accordingly, Turlock argues that the Commission should reject
the RUC cost allocation proposal or, in the alternative, the Commission should order a
full evidentiary hearing on this issue.

154. Six Cities oppose Turlock’s proposal to exempt exports from any allocation of
RUC costs to the extent exports are firm obligations of the CAISO Control Area. Six
Cities argue that to the extent that the CAISO commits generation through the RUC
process to support firm exports, the CAISO should treat the commitment the same as firm
load within the control area. Six Cities believe that it is entirely appropriate that such
exports bear an allocation of RUC costs.

155. SMUD also argues that the CAISO should not allocate RUC costs to LSEs located
outside of the CAISO Control Area because the CAISO procures RUC to serve LSEs
located inside the CAISO Control Area. TANC raised a similar concern in reply
comments.

156. SoCal Edison disagrees with SMUD’s argument that the CAISO should allocate
RUC cost to only internal CAISO load. SoCal Edison states that the CAISO purchases
RUC to ensure grid reliability, and parties that export power benefit from this reliability.
As a result, the CAISO’s proposal to allocate RUC *“over-procurement” costs to both
internal load and exports is appropriate.

157. The State Water Project argues that the CAISO should not allocate RUC costs to
loads on whose behalf they were not incurred. Because the CAISO uses the State Water
Project’s bid-in load schedules as its component of the CAISO demand forecast, the State
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Water Project contends that there can never be a “difference between the CAISO
Demand forecast and the Demand that is Bid in and scheduled in the [day-ahead market]”
with respect to the State Water Project’s load.*™> The State Water Project argues that, by
definition, the CAISO does not acquire RUC for its loads.**® Thus, the State Water
Project contends that all RUC cost allocation provisions, including RUC availability
payment cost and RUC Bid Cost Uplift, should be revised to provide that costs will be
allocated only to deviations between a Scheduling Coordinator’s scheduled demand in
the day-ahead market and the CAISO’s own independent demand forecast for that
Scheduling Coordinator.

158. In its answer, the CAISO contends that the arguments regarding cost allocation are
without merit. The CAISO states that the Commission has already determined that the
CAISO’s proposed RUC cost allocation is just and reasonable. It further states that the
two-tier cost allocation program for RUC follows cost causation principles and allocates
residual costs to those who benefit from reliability of the CAISO-contolled grid.

Commission Determination

159. Under the MRTU Tariff, the CAISO proposes to allocate RUC-related costs to
load under a two-tier process. First, the CAISO will allocate costs to LSEs that
underscheduled in the day-ahead market, as compared to the CAISO’s demand forecast.
Second, the CAISO will allocate RUC over-procurement costs to all metered demand,
including exports. This same methodology for allocating RUC costs was included in the
CAISO’s conceptual MRTU proposal. In the June 2004 Order, the Commission
approved the CAISO’s proposal to assess the costs associated with the over-procurement
of capacity to metered load and exports because the CAISO procures RUC in order to
acquire the resources necessary to operate the CAISO-contolled grid reliably.**” With the
exception of the modification ordered below in the Self-Provision of RUC section, we
continue to believe that the CAISO’s proposed approach to allocating RUC over-
procurement costs under the MRTU Tariff is reasonable and accordingly reject Turlock’s
request for an evidentiary hearing. We conditionally accept for filing the CAISO’s
proposal for allocation of RUC costs under MRTU Tariff sections 11.8.6.5 and 31.5.4, as
modified in the body of this order.

15 The State Water Project states that the communication between it and the
CAISO contained in Attachment A to its comments show that the State Water Project
agreed to defer the question of self-provision of RUC on the understanding that its loads
(which are not among the loads for which RUC is purchased) would not be charged any
RUC costs.

118 The State Water Project notes that the same is true with respect to pump loads
of the Metropolitan Water District of Southern California (Metropolitan).

"7 June 2004 Order, 107 FERC 1 61,274 at P 58.
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5. RUC Compensation

160. WPTF/IEP contend that the Commission should reject the CAISO’s proposal to
rescind RUC payments for uninstructed deviations."*® WPTF/IEP argue that the CAISO's
proposal is at odds with the purpose of the RUC availability payment, as previously
defined by the Commission.**® WPTF/IEP further argue that the rescission of the
availability payment for uninstructed deviations is duplicative of other penalties either
proposed by the CAISO or already contained in the tariff. WPTF/IEP state that the
Commission has previously authorized the CAISO to impose uninstructed deviation
penalties (UDP) in the event that a resource fails to operate per a CAISO instruction
within a set tolerance band.

161. The CAISO disagrees with WPTF/IEP’s argument that the Commission
previously approved the concept of paying the RUC availability payment regardless of
dispatch. The CAISO states that if a resource does not respond to dispatch instructions,
its “availability” does not exist in practice. According to the CAISO, such “phantom
availability” should not be compensated with a RUC availability payment. In addition,
the CAISO disagrees that withholding the entire RUC availability payment for any
deviation outside the tolerance band is unjust and unreasonable. The CAISO argues that
undelivered RUC capacity has severe consequences by placing the CAISO in the position
of having to procure additional resources in real time at increased costs. The CAISO
contends that any proportional rescission of RUC availability payments would not
appropriately recognize the resulting cost impact of failure to deliver promised capacity.

162. SoCal Edison supports the CAISO’s proposal to rescind the availability payment
for uninstructed deviations, arguing that to make a payment despite non-performance
would be unjust and unreasonable. According to SoCal Edison, the CAISO proposes to
implement “No Pay” for ancillary services due to issues related to non-performance; the
CAISO rightly applies a similar concept for RUC in the MRTU market.

163. The CAISO also disagrees that the RUC availability payment rescission is
somehow overly punitive or duplicative of UDPs. The CAISO states that UDPs will not
go into effect until approved by the Commission. In addition, the CAISO states, the
purpose of rescinding RUC availability payments is compensatory in nature. While the
UDP will discourage deviations from schedule, the RUC availability payment is for the
availability of resources within the tolerance band. The CAISO adds that a resource is
not entitled to compensation if it fails to make capacity available in a manner that
complies with the CAISO’s RUC requirements. According to the CAISO, the two
mechanisms play different roles and are not duplicative.

118 5ee MRTU Tariff section 31.5.6.
U9 \WPTF/IEP cite to the October 2003 Order, 105 FERC { 61,140 at P 124.
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164. Six Cities contend that the second and third paragraphs of MRTU Tariff section
8.10.8.1 are inconsistent. They argue that there should be a payment obligation for
undispatchable capacity, and that payment obligation should equal the cost incurred by
the CAISO, if any, to replace the capacity. They also state that a payment obligation
based on the replacement cost incurred by the CAISO will avoid the need for neutrality
adjustments that could be required if the payment obligation is based on some other
metric that results either in excess revenues or a revenue deficiency. The Six Cities also
note that there is no definition for Undispatchable RUC, and assert that the CAISO
should either define or eliminate the term.

Commission Determination

165. We disagree with WPTF/IEP’s contention that the CAISO’s proposal to rescind
the RUC availability payment is at odds with prior conclusions reached by the
Commission.*?® Contrary to WPTF/IEP’s argument, the Commission’s guidance to reject
the CAISQO’s proposal to rescind the RUC availability payment was not related to
suppliers’ failure to operate in accordance with a CAISO instruction. The Commission’s
guidance was to reject the CAISO’s conceptual proposal to rescind the RUC availability
payment when a unit is dispatched in real time. Under the MRTU Tariff, the CAISO
proposes to rescind a resource’s entire RUC availability payment for a given hour if the
resource engages in uninstructed deviations or does not respond to the CAISO’s dispatch
instruction.

166. We accept the CAISO proposal, subject to further modifications. We find the
CAISQO’s proposal to rescind the RUC availability payment when a resource does not
respond to the CAISO’s dispatch instruction is reasonable. We note that, when the
CAISO provides a Scheduling Coordinator with a RUC schedule, the CAISO has
committed to compensate a resource for being available to serve a reliability need. If the
resource does not respond to its RUC schedule, the CAISO is forced to procure additional
resources to meet its reliability needs in the real-time market. Under these circumstances,
we find it reasonable for the CAISO to rescind the RUC availability payment of resources
that fail to respond to the CAISO dispatch.

167. With respect to the CAISO’s proposal to rescind the RUC availability payment of
a resource that engages in uninstructed deviations, we find this proposal reasonable only
when a resource is operating below the relevant tolerance band. If the resource responds
to the CAISQO’s dispatch instruction under RUC and then deviates, the resource
automatically places the CAISO in a position of having to procure additional resources to
operate the CAISO Control Area reliably. In this situation, we find the rescission of the
availability payment appropriate. However, if a resource responds to the CAISO’s
dispatch under RUC and the resource operates above the tolerance band, we find it

120 5pe id. P 124.
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inappropriate for the CAISO to rescind the RUC availability payment. We believe a
resource should not be penalized with the rescission of its availability payment when it in
fact is available and supplying the CAISO with at least as much energy as required by the
RUC schedule. To the extent that it supplies the CAISO with more energy than required
by the RUC schedule, this does not equate with a lack of availability. Accordingly, we
direct the CAISO to make a compliance filing within 60 days of the date of this order that
reinstates the RUC availability payment for resources operating above the tolerance band.

121

168. Finally, we disagree with WPTF/IEP’s contention that the rescission of the RUC
availability payment for uninstructed deviation is duplicative of other penalties. The
rescission of the RUC availability payment and the uninstructed deviation penalty would
penalize different behaviors. Rescission of the RUC availability payment would penalize
a generator for failing to make its capacity available in real time. In contrast, the
uninstructed deviation penalty (if it becomes operational) would penalize a generator for
producing more energy than the grid operator instructs it to produce. Thus, the RUC
availability payment is for a capacity-related product that the CAISO reserves in order to
meet its expected operating needs in real-time. The rescission of this payment will only
be based on a resource’s inability to respond to the maximum capacity reservation under
a RUC schedule. The uninstructed deviation penalty is related to energy. According to
section 11.23 of the MRTU Tariff, the CAISO will calculate the penalty as the real-time
energy price times an energy-price factor times the relevant scaled uninstructed deviation
quantity in MWh outside the tolerance band (i.e., MWh deviation times the multiplier).'?
Because these penalties are based on separate and distinct products, we reject
WPTF/IEP’s argument.

6. Self-Provision of RUC

169. SMUD states that although the CAISO decided not to allow entities to self-provide
RUC, the MRTU Tariff does contain a provision for MSS'® to opt-out of the RUC

121 For example, if the CAISO commits in the RUC process a resource for 50 MW
of capacity and dispatches the resource for 50 MW of energy in real time, but the
resource produces 60 MW of energy in real time, the RUC resource should receive an
availability payment for the amount that corresponds to its RUC schedule (i.e., 50 MW).
The CAISO should treat the excess energy (i.e., 10 MW) as uninstructed imbalance
energy under section 11.5.2 of the MRTU Tariff.

122 \We note that the CAISO proposes to suspend the uninstructed deviation penalty
provisions, as described above, until it separately files under section 205 of the FPA to
implement this penalty.

128 An MSS is a geographically contiguous system located within a single zone
which has been operating as an electric utility for a number of years, prior to the
CAISQO’s operations date, as a municipal utility, water district, irrigation district, state
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process. SMUD submits that there is no material difference between this “opt-out”
provision and the RUC self-provision proposal that the CAISO considered and rejected
for inclusion in Release 1. Further, SMUD argues that it is similarly situated to an MSS
which has the right to opt-out of the RUC process because: (1) it self-provides for RUC;
(2) it does not cause or benefit from the CAISO procurement of RUC; and (3) it has
complete responsibility for the reliability of its own load. SMUD further argues that
because unlike an MSS, SMUD is not located in the CAISO Control Area, it should be
allowed to opt-out of the RUC process. SMUD requests that if the Commission does not
direct the CAISO to include RUC self-provision in Release 1, it should require the
CAISO to allow entities with outside control area load such as SMUD to opt-out of the
RUC process.

170. The CAISO responds that there is no merit in SMUD’s collateral attack on the
RUC process. First, the CAISO states that the MSS concept was created to accommodate
the historic operations of governmental utilities operating within the CAISO Control
Area. According to the CAISO, SMUD had an option of gaining an MSS status while
remaining in the CAISO Control Area; instead, the CAISO points out, SMUD chose to
form a separate control area, which renders it ineligible for MSS status. The CAISO
further argues that to allow SMUD to opt-out of RUC would be equal to allowing it to
cherry-pick certain aspects of MSS status without accepting the responsibilities that come
with being a MSS, including, but not limited to, load-following deviation penalties and
other provisions of the MRTU Tariff and MSS Agreement applicable to MSSs.

Commission Determination

171. The Commission previously accepted, in concept, that RUC costs associated with
the day-ahead market will be borne first by the Scheduling Coordinators that under-
scheduled load. Subsequently, any excess RUC costs not recovered from under-
scheduled load will be allocated to all metered demand plus exports.’** SMUD argues
that entities with outside control area load should not be exposed to RUC costs because
they can self-provide for RUC as a separate control area operator. Upon further review
of the RUC mechanism, we find it inappropriate for the CAISO to allocate RUC costs to
export schedules because the RUC process was not established to ensure that on-line
capacity was made available to meet outside control area needs. To the contrary, we note
that the RUC process was established in the event that the day-ahead market did not
commit sufficient resources to meet CAISO demand, which refers to power delivered to
load internal to the CAISO Control Area.'”® Because entities with outside control area

agency or federal power administration agency subsumed within the CAISO’s control
area. See MRTU Tariff, Appendix A, Master Definitions Supplement.

124 See October 2003 Order, 105 FERC 1 61,140.

125 See MRTU Tariff, Appendix A, Master Definitions Supplement for the
definition of CAISO demand.
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load, such as SMUD, are responsible for the reliability of their own control areas, we
believe that these entities are capable of self providing for operating requirements.
Therefore, we direct the CAISO to modify, in a compliance filing within 60 days of the
date of this order, section 11.8 of the MRTU Tariff to exclude the allocation of RUC
costs to exports.

172. The CAISO, in its transmittal letter, states that, because most market participants
do not believe the RUC self-provision feature is a priority for Release 1, the CAISO
decided not to include the self-provision in this tariff filing. We direct the CAISO to
continue to work with market participants on this issue and expect the CAISO to provide
the Commission with reasons for the inclusion or exclusion of RUC self-provision no
later than MRTU Release 2.

7. Other RUC Issues

173. FPL requests that the Commission require the CAISO to clarify that the
availability obligation pursuant to RUC selection applies solely to those hours for which
the CAISO selected the System Resource in the day-ahead market.

174. Inresponse, the CAISO clarifies that MRTU Tariff section 31.5 provides that
RUC procurement is a day-ahead market function that occurs for each distinct trading
hour of the following day.

175. SoCal Edison requests that the CAISO confirm that RUC capacity cannot be self-
provided. SoCal Edison states that MRTU Tariff section 30.2 is misleading because it
states that “[t]here are three types of Bids: Energy Bids, Ancillary Services Bids, and
RUC Auvailability Bids. Each Bid type can be submitted as either an Economic Bid or a
Self Schedule. . .” SoCal Edison proposes the following language to address this issue:
“There are three types of Bids: Energy Bids, Ancillary Services Bids, and RUC
Availability Bids. Each Bid type can be submitted as either an Economic Bid or a Self
Schedule (except for RUC availability bids, which cannot be self-scheduled . . .”

176. Inresponse, the CAISO reiterates that there was not sufficient support from
stakeholders to develop RUC self-provision in Release 1, nor were there sufficient
indications from the Commission that RUC self-provision was a necessary feature at this
time. Therefore, the CAISO states that SoCal Edison’s requested clarification is
appropriate and commits to clarifying this section in a compliance filing.

177. Constellation/Mirant state that bids accepted from RUC units are not reflected in
the day-ahead clearing prices if those bids are higher than the clearing prices that result
from the pre-RUC dispatch. Because RUC is utilized to ensure that units needed in
excess of bid-in load are committed, Constellation/Mirant argue that the fact that RUC
commitments are not reflected in the day-ahead prices insulates LSEs from any



Docket No. ER06-615-000, et al.
Page 64

ramifications of under-bidding their load. Moreover, Constellation/Mirant contend that
this market inefficiency sends inaccurate price signals to the day-ahead market.

178. The CAISO disagrees with Constellation/Mirant’s argument. The CAISO
contends that the MRTU design incorporates a financial disincentive to under-bidding
load by allocating Tier 1 RUC costs first to those Scheduling Coordinators who do not
bid all of their real-time demand in the day-ahead market. Moreover, the CAISO states
that the MRTU design does not have a “balanced schedule” requirement that requires a
Scheduling Coordinator to submit bids for all (or a substantial portion) of its demand in
the day-ahead time frame.

179. WPTF/IEP state that resource adequacy resources committed by the CAISO in the
day-ahead market or the RUC for part of their resource adequacy capacity are required to
make available any remaining capacity as part of the resource adequacy capacity through
real time without the CAISO having to issue a RUC schedule.*?® WPTF/IEP contend that
the CAISO should not impose a "back door" offer obligation on units committed less than
full output after the day-ahead market. WPTF/IEP assert that this problem can be easily
remedied by requiring the CAISO to issue a RUC schedule to resource adequacy
resources that are needed to be available the hour-ahead and in real-time. Specifically,
WPTF/IEP request that the Commission require the CAISO to revise section 34.3 “Real
Time Dispatch” and section 40.6.3 “Resource Adequacy” to impose this requirement
only on units that have received a RUC schedule for capacity needed from resource
adequacy resources.

Commission Determination

180. We note that the CAISO clarifies for FPL that the RUC procurement is a day-
ahead market function that occurs for each distinct trading hour of the following day. We
also note that the CAISO agrees with SoCal Edison’s suggestion that section 30.2 of the
MRTU Tariff is misleading. As a result, the CAISO proposes to modify the tariff
language to clearly indicate that each bid type can be submitted as either an economic bid
or a self schedule (except for RUC availability bids, which cannot be self-scheduled).
Because the CAISO has clarified the comments raised by FPL and SoCal Edison, we find
that no further discussion is needed, and we direct the CAISO to make the appropriate
compliance filing within 60 days of the date of this order.

181. We note that the CAISO’s RUC proposal is a reliability mechanism designed to
procure capacity in advance of real time, making the energy from that capacity available
to meet load in real time. We agree with Constellation/Mirant that the inability to reflect
energy prices from RUC commitments into the day-ahead market clearing price may
provide an incentive to LSEs to underschedule in the day-ahead market because

126 5ee MIRTU Tariff section 40.6.2.
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underscheduling may suppress energy prices in the real-time market. This inefficient and
distorted result could arise because LSEs may have an incentive to forego bidding
physical schedules in day-ahead markets in expectation of better energy prices in the real-
time markets. We believe that convergence bidding, as directed in this order, is the
appropriate mechanism to address the incentive for LSEs to underschedule in the day-
ahead market. We note that elsewhere in this order we are requiring the CAISO to file an
interim proposal to counter such incentives for LSEs to underschedule in the day-ahead
market until convergence bidding can be implemented, and we believe that LSEs will
have a greater incentive to accurately bid load in the day-ahead market once the CAISO
introduces convergence bidding.

182. We disagree with WPTF/IEP’s concern that the CAISO should be required to
issue RUC schedules to resource adequacy resources. Under the MRTU resource
adequacy requirements, a supplier is obligated through its contracts with LSES to bid into
the day-ahead market or be subject to the CAISO’s RUC process if the bid is not
accepted. A resource adequacy obligation does not end with the RUC process; resources
that are already running and have uncommitted resource adequacy capacity are required
to make that capacity available to the CAISO. For this reason, we find it unnecessary for
the CAISO to issue RUC schedules for unscheduled resource adequacy capacity because
the capacity is already committed to ensure that the CAISO has adequate resources
available to reliably operate the grid in the real time.

C. Hour-Ahead Scheduling Process and Real-Time Market

183. Following the day-ahead market, the CAISO proposes to implement HASP
procedures. The purpose of the HASP is to provide an opportunity for the CAISO and
Scheduling Coordinators to make adjustments to the day-ahead schedule to reflect
changes in expected supply and load conditions. However, there will be no hour-ahead
financial settlements, except for imports and exports.*?” All other transactions in the
HASP will settle at the real-time prices.

184. The CAISO’s HASP proposal includes: (1) a bid submission process that applies
to market processes during the HASP and real-time market; (2) an hourly run of the real-
time unit commitment process; (3) pre-IFM runs for bids submitted to the HASP and
real-time market; and (4) hourly pre-dispatch which commits imports and exports at

127 Currently, the CAISO operates a financially binding hour-ahead market.
However, today’s market closes 135 minutes before the operating hour and, according to
the CAISO, is more costly to administer than HASP because all the hour-ahead data must
be run through settlements and billing. The CAISO points out that moving from a
financially binding hour-ahead market to an hour-ahead process that only schedules and
does not settle (except for imports and exports) will allow the market to close 75 minutes
before each operating hour.
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scheduling points 45 minutes before each hour. Bids submitted in the HASP are used by
the CAISO for both the HASP and the real-time market.

185. Under the proposed MRTU Tariff, Scheduling Coordinators may submit supply
bids for the HASP and real-time market until 75 minutes prior to each trading hour in real
time. Once the pre-IFM run has been performed, the HASP optimization determines
feasible but non-binding schedules for generating units for each 15-minute interval of the
trading hour, as well as binding hourly intertie schedules and System Resource ancillary
service awards for that trading hour. The HASP may also commit resources whose start-
up time is within the HASP time horizon.

186. The CAISO states that the HASP uses a security-constrained unit commitment
optimization to simultaneously clear congestion and energy and to identify the optimal
sources of any incremental ancillary services that may be needed.*”® Pursuant to MRTU
Tariff section 33.6, bids submitted in the HASP for imports and exports at scheduling
points that clear in the HASP will be issued binding pre-dispatch instructions by 45
minutes before each operating hour through HASP intertie schedules.’®® The CAISO
further states that, pursuant to MRTU Tariff sections 33.1 and 33.2, any energy bids
submitted to the HASP/real-time process that can respond to five-minute dispatch
instructions will roll into the real-time dispatch process. Only energy and ancillary
services from imports will be priced using LMPs produced by the HASP in accordance
with MRTU Tariff sections 33.2 and 33.8.

187. The CAISO states that the HASP provides an opportunity for Scheduling
Coordinators to self-schedule additional supply resources and wheeling transactions. To
the extent Scheduling Coordinators wish to bid in HASP to supply energy, such bids will
be treated as bids in the real-time market. The CAISO asserts that HASP self-schedules
will not be modified by the real-time market so long as there are economic bids available
to clear the real-time market. As set forth in MRTU Tariff section 34.10, to the extent
that the CAISO does perform non-economic adjustments in real time and is obligated to
decrease supply schedules, self-schedules will have a higher priority than economic bids
submitted for the HASP and real-time market, but a lower priority than day-ahead
schedules, participating load increases, RMR self-schedules, ETCs, TORs, and non-
participating load increases.

128 The CAISO notes that, as set forth in MRTU Tariff section 33.2, the demand
used in this optimization is the CAISO’s demand forecast, distributed to nodes based on
load distribution factors.

129 Once these pre-dispatch instructions are issued, they become the reference for
System Resources for measuring real-time deviations, so that differences between day-
ahead schedules and HASP pre-dispatch levels are not subject to any real-time
uninstructed deviation penalties under MRTU Tariff section 11.23.
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188. The CAISO states that, as set forth in MRTU Tariff section 34, the real-time
market consists of three processes: short-term unit commitment,*® real-time unit
commitment and real-time dispatch. The CAISO contends that together these processes
will optimize energy and ancillary services bids.™** The CAISO further states that there
are three modes of the real-time dispatch: real-time economic dispatch, real-time
contingency dispatch and real-time manual dispatch.'*

189. The CAISO states that dispatch instructions issued through the real-time market
include energy from participating generators, participating loads, system units, and
System Resources for ancillary services procured through the CAISO markets, self-
scheduled, or dispatched in accordance with an RMR contract. The CAISO notes that the
processes conducted in the real-time market optimize submitted supply bids against the
CAISO forecast of CAISO demand plus the net HASP intertie schedules. Further, the
CAISO explains, the real-time market will use an updated Full Network Model in
clearing the market and will utilize the state estimator'> to evaluate the most current
status of the grid.

190. The CAISO states that, pursuant to MRTU Tariff section 34.8, during normal
operating conditions, it will dispatch those resources that have contracted to provide
spinning and non-spinning reserves, except for those reserves designated as contingency
only, in conjunction with the normal dispatch of energy. In Release 1, the CAISO states,

139 The short-term unit commitment utilizes the security constrained unit
commitment optimization to commit medium start, short-start and fast start resources.

31 This optimization will be conducted to meet the following objectives: (1)
satisfying real-time energy needs; (2) mitigating congestion; (3) allowing resources
providing regulation service to return to the preferred operating point within their
regulating ranges; (4) allowing recovery of operating reserves utilized in real-time
operations; and (5) procuring voltage support required from resources beyond their power
factor ranges in real-time.

132 The CAISO explains that the normal mode is the real-time economic dispatch,
which in general will not utilize “contingency only” operating reserves, except when
there is a shortage of energy bids to meet real-time demand and the CAISO is facing an
Imminent system emergency, but there is no transmission or generation contingency
(significant outage or derate of a facility). The CAISO states that in such cases the
“contingency only” operating reserves will be included with energy bid prices at the
system bid cap rather than their submitted bid prices, to reflect the scarcity conditions,
and will be eligible to set real-time LMPs, which the CAISO contends provides a
mechanism for scarcity pricing of energy.

133 The state estimator is a computer software program that provides the CAISO
with a near real-time assessment of system conditions within the CAISO Control Area,
including portions of the CAISO Control Area where real-time information is
unavailable.
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due to software design limitations, the ancillary services “contingency only” flag for a
resource will be a daily selection. The CAISO contends that it will explore provisions for
hourly designation of the “contingency only” flag in Release 2.

191. The CAISO states that real-time contingency dispatch is invoked when there is a
transmission or generation contingency.™ The CAISO describes the real-time manual
dispatch as a fallback dispatch tool for CAISO operators in cases where the real-time
economic dispatch or real-time contingency dispatch fail to arrive at a solution in a timely
manner.’*® The CAISO adds that, pursuant to MRTU Tariff section 34.9, it may also
conduct Exceptional Dispatches in the real-time process that are not part of the real-time
dispatch process and may therefore require the issuance of forced shut-down or start-up
instructions.

Discussion

1. CAISO’s Proposal of HASP Instead of Full Hour-Ahead Market

192. CMUA asserts that the CAISO's HASP proposal inadequately serves as a partial
market mechanism between the day-ahead and real-time markets, and serves as a
disincentive for load to meet any changes in demand from its day-ahead schedules. As
CMUA understands the CAISO's MRTU proposal, load importing power in the HASP is
paid the hour-ahead LMP for its import. CMUA says the CAISO has not adequately
explained why the HASP settlement is not available for other load. NCPA asserts that
the prohibition on submission of demand bids in the HASP, including self-schedules,
appears to be driven more by CAISO preferences and software limitations than by any
justifiable reason. NCPA urges the Commission to modify the MRTU design to allow
for both demand bids and export bids in HASP, including self-schedules. NCPA and
others advocate submission of demand side bids in the HASP.

193.  Six Cities and CMUA cite the difference between what is paid to providers of
imports, which are priced at the HASP LMP, and the real-time LAP price paid by an LSE
as an example of increased price risk.

134 The CAISO states that the real-time contingency dispatch can be invoked by its
operators immediately upon identifying the need for it. The CAISO further explains that
the real-time contingency dispatch incorporates the “contingency only” operating
reserves at their actual bid prices, because circumstances are not scarcity conditions, but
reflect the explicit intended use of such reserves.

135 The CAISO states that the real-time manual dispatch is a very limited tool,
however, in the sense that it simply provides a price-quantity supply stack for the system,
issues dispatch instructions and determines system-wide energy clearing prices for each
five-minute interval without enforcing internal transmission constraints.
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194. Commenters state that the prohibition against self-scheduling by all load in HASP
will increase price and congestion risks and is unduly discriminatory. Bay Area
Municipals assert that the CAISO neither justifies nor explains why its proposal prohibits
self-scheduling of load in the hour-ahead market, but permits self-scheduling of
resources. Commenters urge the Commission to modify the MRTU Tariff to provide for
the self-scheduling or adjusting of load in the hour-ahead market.

195. WPTF/IEP voice concern that the CAISO’s proposal for procurement of ancillary
services and energy in the HASP disparately impacts various products, which different
resources are eligible to provide. WPTF/IEP and Williams are concerned that only
imports are eligible to provide an hourly ancillary services product, to receive binding
ancillary services dispatches, and to be settled at HASP prices, while in contrast, in-state
generating resources are only eligible to participate in the 15-minute real-time market.
The HASP design, WPTF/IEP assert, will lead to an unnecessary divergence in the rates
and terms of ancillary services sales between internal resources and imports. WPTF/IEP
suggest that HASP be modified to offer comparable products, for both internal and
external units: (1) in binding ancillary services pre-dispatch instructions; (2) for unit
commitment in 1-hour increments (in lieu of or in addition to 15 minutes); and (3) for
financial settlement in a consistent manner.

196. While Williams does not oppose creating favorable market opportunities to
encourage market participants to supply energy to the CAISO, Williams believes that
such opportunities must be provided to all competitors. Thus, Williams opines that the
Commission should level the playing field and not permit the CAISO to discriminate in
favor of import supply resources.

197. BPA asserts that the current HASP proposal limits participation to System
Resources (i.e., imports and self-schedules), which BPA states will frustrate price
discovery by excluding legitimate suppliers from the full hour market, and also lead to
greater volatility and distort prices by obstructing competition among bidders. BPA
states that the Commission should adopt Amendment Nos. 66 and 69 concepts™*® and
direct the CAISO to expand HASP to an open full-hour market that is available to all
suppliers that may choose to offer real-time energy in full-hour blocks.

198. Coral asserts that MRTU violates the Commission’s directives in the July 1 Order
that the CAISO justify the elimination of the hour-ahead market through a cost/benefit
study or compensate generators for the start-up and minimum load costs that they will
incur due to the elimination of the hour-ahead market under the HASP proposal.

199. In contrast to other commenters, SoCal Edison contends that the added costs and
administrative burdens (such as settlements), risks and disadvantages associated with a

136 5ee Docket No. ER05-718, et al.
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full hour-ahead market significantly outweigh the purported benefits. According to
SoCal Edison, a full hour-ahead market may harm the market by forcing participants to
submit bids to the CAISO at timelines that are further away from actual real-time
delivery, and even further out-of-step with other markets in the WECC. Moreover, SoCal
Edison notes that none of the other Commission-approved LMP markets have a full hour-
ahead settlement process and does not believe that the Commission should order the
CAISO to be the first to implement such a market.

200. The CAISO states that the difference between HASP products available to internal
and external generation units is reasonable, given the different constraints faced by those
resources. The CAISO asserts that WPTF/IEP’s argument should be rejected. Under
HASP, the CAISO explains, imports are eligible to provide an hourly ancillary services
product, and to be settled at HASP prices (as opposed to real-time prices) because, due to
current practices for scheduling hourly interchanges between the CAISO and neighboring
control areas, imports cannot be dispatched on a five-minute basis (except as needed to
respond to a contingency). Thus, imports do not have the option of choosing between
hourly pre-dispatch and participation in the five-minute imbalance market. Instead, they
must be pre-dispatched for an entire hour. The CAISO asserts that the Commission
recognized this fact in its decision concerning mitigation of imports in the California
refund proceeding.®” The CAISO states that import energy plays a valuable role in its
ability to meet demand in the CAISO Control Area, and thus, participation of imports in
the CAISO’s markets should be encouraged. Therefore, the CAISO has proposed a
HASP design that recognizes the special limitations of imports, and therefore facilitates
their participation in the CAISO markets.

201. However, the CAISO states, the fact that the CAISO has made provisions in its
HASP design in order to accommodate import participation in the CAISO’s markets does
not mean that those provisions should be extended to internal resources. The CAISO
contends that imports and internal resources are different in practice, and that difference
justifies differing treatment. Although the CAISO would prefer to have all resources
dispatched and settled on a five-minute basis, the CAISO believes that this simply is not
feasible for many imports. The CAISO, however, explains that this does not mean that
internal resources, which do not face the same limitations as imports in this regard,
should be permitted to participate and settle on an hourly basis. Doing so would be
tantamount to creating a full hour-ahead market, the CAISO asserts. According to the
CAISO, the HASP proposal was specifically designed to avoid the need to create a full
hour-ahead market.

37 See San Diego Gas & Electric Co. v. Sellers of Energy and Ancillary Serv.,
105 FERC 1 61,066, at P 54 (2003) (noting that, unlike other types of energy, imports
must be dispatched for a minimum of one hour).
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202. The CAISO also asserts that it did not violate the Commission’s July 2005 Order
by not performing an additional cost/benefit analysis of the merits of HASP versus a full
hour-ahead market. The CAISO argues that Coral’s argument is spurious; according to
the CAISO, the July 2005 Order contains no such mandate.™*® The CAISO highlights
language in the July 2005 Order where the Commission noted that, notwithstanding the
fact that the CAISO did not submit a cost-benefit study on HASP, “[the Commission]
conclude[s] that the advantages outweigh the disadvantages of implementing HASP at
this time.”***

Commission Determination

203. The CAISO explains in its transmittal letter the reasons why it opted for the HASP
instead of a full hour-ahead market. Namely, its stakeholders stated a need to “(1) self-
schedule, ahead of the operating hour, additional supply resources they obtain after the
day-ahead market ... and (2) submit such self-schedules as close to the operating hour as
possible.”**® In addition, the CAISO argues that, from a settlements perspective, having
only two complete settlements (day-ahead and real-time) instead of three would reduce
ongoing operating costs for all parties.

204. The Commission has recognized the advantages of a full hour-ahead market, as
illuminated by commentors and as laid out in prior Commission orders. However, given
the increased implementation and operating costs, as well as the amount of time
necessary to develop a third market, we will not at this time require the implementation
of a full hour-ahead market. Accordingly, we find that the benefits of implementing the
CAISO’s new market design, complete with LMP and a security-constrained financially-
binding day-ahead market, outweigh the concerns commenters have raised with regard to
implementing HASP in Release 1. We continue to agree with the commenters that a full

138 In the July 2005 Order, the CAISO states that the Commission found that the
CAISO had not “fully compl[ied]” with the Commission’s prior order to submit, as part
of the May 2005 filing, a study on the benefits and costs of a full hour-ahead market
versus HASP. The Commission noted that failure to comply in the future could result in
the rejection of the filing. Coral seems to have interpreted this admonition as a direct
mandate to the CAISO to perform additional cost/benefit studies on the HASP proposal.
However, given that the Commission approved the CAISO’s HASP proposal in principle
in the July 2005 Order, and nowhere else referenced any discrete requirement to perform
additional studies, the CAISO contends that the more sensible interpretation of this
phrase is as a warning that failure to comply with any future Commission directives could
result in the Commission rejecting the filing at issue. The CAISO asserts that this
interpretation is supported by the paragraph of the order cited by Coral. July 2005 Order,
112 FERC 161,013 at P 71.

9d, P71

140 Kristov Testimony at 71.
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hour-ahead market is desirable and believe the CAISO should continue moving in that
direction. For Release 1, however, we accept the HASP proposal.

205. Furthermore, we find that, within the HASP framework, demand would not benefit
from having the ability to submit new bids, as suggested by some commenters. Because
HASP is only financially binding for transactions at the interties, any demand that is not
cleared and settled at the day-ahead price will be settled at the real-time price. Thus,
allowing demand to submit schedule adjustments in HASP would not give LSEs an
opportunity to lock-in an hour-ahead price. To provide that ability would require the
development of a full-settlement, hour-ahead market.

206. Allowing schedule adjustments to be submitted by suppliers in HASP will,
however, result in a benefit to suppliers, because it affords them the opportunity to adjust
their supply schedules without incurring deviation penalties. LSEs, on the other hand, do
not face similar penalties for underscheduling day ahead, and, thus, there is no benefit to
LSEs submitting schedule changes in the HASP. LSEs will always pay the real-time
price for the load that has not been covered by the day-ahead schedule.

207. With respect to WPTF/IEP’s and Williams” argument that in-state generating
resources should have the same bidding and settlement options as external resources, we
disagree. Asthe CAISO explains, internal and external generating resources are not
similarly situated. Unlike internal resources, imports cannot be dispatched on a five-
minute basis except in a contingency.** While the treatment of internal and external
resources is different, it is not unduly discriminatory given such different operating
characteristics.

2. Self-Scheduling of Exports

208. Six Cities state that the tariff is inconsistent regarding the scheduling of exports in
HASP. Specifically, Six Cities note that section 33.3 prohibits the self-scheduling of
exports and load in HASP, but section 40.6.7.1 indicates that a Scheduling Coordinator
can self-schedule a wheeling-out transaction in HASP.

209. CMUA asserts that the lack of self-scheduling capability for exports in the HASP
process is likely to disrupt commercial arrangements. The City of Roseville, California
(Roseville) similarly argues that this prohibition is unjust, unduly discriminatory and
inhibits Roseville’s ability to serve native load. NCPA notes that it currently relies on the
ability to adjust its exports in the hour-ahead market to enhance its load-following
accuracy, and that the inability to self-schedule exports in HASP will likely increase
NCPA'’s exposure to penalties under the MSS Agreement.

141 5ee CAISO Reply at 133.
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210. As a matter of reliability, NCPA questions how the CAISO will reduce over-
generation if self-scheduled exports are not allowed after the day-ahead market. Turlock
also notes that requiring entities exporting out of the CAISO Control Area to submit
export bids in the HASP will unduly burden exports and could affect the reliability of
neighboring control areas by preventing them from receiving exports that they rely upon
to meet their load requirements. Turlock lays out a scenario in which the CAISO, faced
with less supply than its forecasted demand, could refuse to honor an export bid, and
instead use the supply associated with that export to meet the CAISQO’s internal demand,
thereby jeopardizing the neighboring control area’s system reliability. Turlock asserts
that the CAISO’s proposed prohibition against exports being self-scheduled should be
rejected.

211. The CAISO explains that the requirement that exports submit economic bids in
HASP (and not self-schedules) is necessary to ensure that supply resources procured by
LSEs serving load within the CAISO Control Area under their resource adequacy
requirements, and RUC capacity procured by the CAISO as part of the day-ahead market,
are fully available to meet the CAISO’s forecast of CAISO demand (i.e., internal
demand, excluding exports) for the upcoming trading hour. The proposed requirement
that exports submit economic bids is merely a device that ensures, when available real-
time supply is insufficient to meet both the forecast of CAISO demand and the bids of
exporters, that CAISO demand will have priority.

212. The CAISO further notes that exports can submit economic demand bids at the
price cap, and that such price-cap export demand bids will be treated differently from
internal CAISO demand only when supply scarcity occurs, as described above. In hours
when supply is sufficient to meet both CAISO demand and export demand, there will be
no difference in treatment of price-cap export demand and CAISO demand.

213. The CAISO disagrees with commenters’ arguments that treating CAISO demand
and exports differently in HASP is unduly discriminatory. In particular, it notes that the
implementation of resource adequacy requirements on LSEs who serve load within the
CAISO Control Area means that CAISO demand and export demand are differently
situated and therefore should be treated differently with respect to access to supply
resources that have been procured under resource adequacy requirements or through the
CAISO’s RUC procedure. The CAISO states that, although it is committed to providing
non-discriminatory access to the CAISO-contolled grid, its first responsibility must
necessarily be to ensure the reliable operation of the grid.

214. Finally, the CAISO recognizes that the inferior scheduling priority of export
demand compared to CAISO demand should not apply in circumstances when the export
demand is served by a generation self-schedule from non-resource adequacy capacity or
non-RUC capacity. The CAISO now proposes to implement a mechanism to enable
Scheduling Coordinators to self-schedule exports in HASP, matched by generation from
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capacity that is not committed for resource adequacy or RUC purposes. These self-
scheduled exports will enjoy the same level of scheduling priority as CAISO Demand.

215. The CAISO recognizes the importance of accommodating this scheduling
flexibility now, rather than waiting for Release 2. However, the CAISO points out that it
will probably have to create a manual procedure for Release 1 to implement this feature,
and then wait until Release 2 to install an integrated software solution.

Commission Determination

216. Through expressing a concern over the price risk between HASP import payments
and real-time LAP prices, Six Cities in fact argue again in support of a full hour-ahead
market, wherein the load would see the same LMPs as supply. As stated above, we
recognize the benefits of a full hour-ahead market. However, for Release 1, we find that
the proposed HASP process, as modified herein, is sufficient to allow the markets to
function in a reasonable manner, and we therefore accept it, as discussed.

217. We agree with the concerns raised by Roseville, NCPA, CMUA and Six Cities in
regard to self-scheduling of exports. The CAISO proposed certain modifications in its
reply comments. We accept the modifications proposed by the CAISO, to treat export
demand the same as CAISO demand, if that export demand is not served by capacity
reserved for resource adequacy or RUC use. We direct the CAISO to confer with
commenters and submit amended tariff sheets reflecting proposed modifications within
60 days of the date of this order.

3. Emergency Energy Settlements

218. BPA asserts that the MRTU Tariff should address the settlement of emergency
energy. BPA states that the MRTU Tariff should specify that emergency energy will be
settled at the real-time interval price without congestion charges, since emergency energy
must by definition be deliverable. According to BPA, the current CAISO practice of
paying the hourly average price fails to reflect the value of emergency energy delivered
within an hour.

Commission Determination

219. We agree with BPA that the settlement of emergency energy should be addressed
in the MRTU Tariff. We note that the MRTU Tariff is not to supersede any current
contractual agreements that may exist. We direct the CAISO to make a compliance filing
within 60 days of the date of this order providing a provision addressing the settlement of
emergency energy in the MRTU Tariff.
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220.  On BPA'’s second point whether emergency imports should be settled without
paying congestion charges, we disagree with BPA’s argument that excluding congestion
charges is reasonable. Energy flows depending on the network topology and the path
resistance regardless of the path congestion. Even if the path of least resistance happens
to be congested, the energy will nevertheless flow through this path. Accordingly, energy
flowing over congested lines should be subject to congestion charges.

4. Bids on Out-of-Service Transmission Paths

221. Powerex states that Scheduling Coordinators should not be penalized for
inadvertently submitting bids on out-of-service transmission paths. Powerex contends
that the title and text of section 30.14** should be amended to correct what appears to be
an erroneous assumption about the respective responsibilities of the CAISO and
Scheduling Coordinators. Powerex states that Scheduling Coordinators cannot be
expected to have up-to-the minute information on the status of each and every path; it is
the CAISO that is supposed to have this information, and to be responsible for processing
bids correctly, based on having software that rejects bids that cannot be accommodated.

222. Powerex proposes that the title of this section be amended as follows: “30.14.
CAISO Response to Prohibition on Bidding Across Out-of-Service Transmission Paths at
Scheduling Points.” Powerex also states that the first sentence of the section should be
deleted.

Commission Determination

223. Powerex contends that Scheduling Coordinators should not be penalized for
inadvertently submitting bids on out-of-service transmission paths. Powerex has
misunderstood this tariff provision, as the CAISO has not changed the process by which
bids submitted across out-of-services transmission paths will be handled, nor has it
suggested that any penalty would be imposed. The process for rejecting or reducing such
bids under MRTU remains the same as it currently is. Thus, we reject Powerex’s
requested changes to MRTU Tariff section 30.14.

5. Fifteen-Minute Ancillary Services Product

224. WPTF/IEP state that the creation of a new 15-minute ancillary services product
will needlessly complicate settlements and increase operational complexity. WPTF/IEP

12 MRTU Tariff section 30.14 entitled "Prohibition on Bidding Across Out-of-
Service Transmission Paths at Scheduling Points” provides: “Scheduling Coordinators
shall not submit any Bids or ETC Self-Schedules at Scheduling Points [generally known
as interties] using a transmission path for any Settlement Period for which the Operating
Transfer Capability for that path is zero MW.”
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contend that the Scheduling Coordinator would have the responsibility to notify the plant
that it was awarded a fifteen-minute ancillary services bid every 15 minutes to put the
unit on automatic generation control, back off, and back on again, which could lead to an
increase in missed intervals.

Commission Determination

225. We disagree with WPTF/IEP’s argument against the creation of a new 15-minute
ancillary services product, which includes regulation (up/down), spinning and non-
spinning reserve. The Commission notes that the Electric Reliability Council of Texas
(ERCOT) energy market is settled on 15-minute intervals. Additionally, PJM issues
dispatch instructions for ancillary services every 5 minutes. Therefore, we accept the 15-
minute ancillary services product for regulation (up/down), spinning and non-spinning
reserve.

6. Contingency Only Reserves

226. WPTF/IEP note that under the MRTU proposal, all operating reserves procured in
the HASP are contingency only.**® WPTF/IEP contend that this market change could
lead to a significant increase in the cost of reserves. WPTF/IEP state that in the current
hour-ahead market, units have the option of selecting a "no" contingency flag that ensures
that its reserve energy will be dispatched economically and absent this flexibility, there is
no incentive to bid in reserves below generation costs.

Commission Determination

227. The current tariff allows Scheduling Coordinators to include with their bids an
indication whether the capacity reserved (spinning reserves or non-spinning reserves)
would be available to supply imbalance energy only in the event of an unplanned outage,
a contingency, or an imminent or actual system emergency.*** However, under the
MRTU Tariff, operating reserves will be used only for contingencies, as RUC capacity
can handle all other discrepancies between real-time and hour-ahead schedules. For this
reason, even if market participants had an option to bid reserves as “no contingency,” that
option would never be exercised because the CAISO first procures additional resources in
RUC and only then, in the event of contingency, the CAISO resorts to operating reserves.

3 WPTF/IEP refer to MRTU Tariff section 33.7, which provides that “[a]ll
operating reserves procured in HASP are Contingency Only Operating Reserves.” The
CAISO defines a contingency as a potential outage that is unexpected, viewed as
possible, or eventually probable, which is taken into account when considering approval
of other requested outages or while operating the CAISO Control Area.

144 See CAISO tariff sections 8.5.7 and 8.5.8.
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Therefore, we accept the CAISO’s proposal for all operating reserves procured in HASP
to be contingency only.

7. Participating Load

228. The State Water Project states that there is no valid reason that supports denying
participating load'* a right to submit formal schedules in the HASP. The State Water
Project notes that hour-ahead changes in its very large loads are inevitable given
unanticipated hydrological events, and such changes affect grid operations. The State
Water Project believes that the CAISO’s stated reason for denying load an ability to
submit formal schedules in the hour ahead timeframe because “it is essential to use the
CAISO Demand Forecast in HASP, rather than submitted Demand Bids and Self-
Schedules, in order to enable the CAISO to pre-dispatch the optimal quantity of
supplemental energy from imports” does not apply to the State Water Project’s
participating loads. It contends that the practical impact of denying participating load an
ability to submit formal as opposed to informal schedules in the HASP time frame is to
make compliance with ancillary services bidding requirements infeasible, and allocate
costs to participating load for net negative uninstructed deviations that it in fact does not
cause. The State Water Project states that the MRTU Tariff should be amended to permit
formal scheduling of participating load in HASP.

229. The CAISO notes that MRTU Tariff section 33.3 allows self-schedules of supply
in the HASP, but the definition of “supply” does not include participating load. The
CAISO agrees that participating load should be included in the definition of “supply” so
as to allow participating load to self-schedule in the HASP and be treated as a negative
generator, and it will make that change in a tariff compliance filing.

Commission Determination

230. Asexplained in the CAISO’s transmittal letter for the MRTU Tariff filing, for
Release 1, participating loads will be treated in the same manner as pumped-storage
hydro units. Thus, we agree with the State Water Project that participating loads be
treated as generators and able to submit energy and ancillary services bids in the HASP.
The CAISO also agreed with the State Water Project and committed to amend its
definition of “supply” to include participating load. We direct the CAISO to make a
compliance filing within 60 days of the date of this order with this amendment.

% participating loads are pumps and pump storage facilities that the CAISO
models as generators with negative generation capabilities and schedules and settles them
at nodal prices.
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8. Winning Day-Ahead Bids and Energy Rebid into the HASP

231. SoCal Edison states that, in the HASP/real-time market, the CAISO bidding rules
allow parties to rebid any portion of their supply output that was not selected in the day-
ahead market. However, section 30.5.2.1 indicates suppliers must submit an “Energy Bid
Curve,” which, by definition, must contain “the prices and related quantity at which a
resource offers Energy in monotonically increasing staircase function.”**® Since parties
are allowed to change their unselected bids in HASP, SoCal Edison is concerned that the
residual day-ahead bid curve, combined with the HASP bid curve, may not be
continuously increasing.'*’

232. The CAISO addresses the hypothetical posed by SoCal Edison. First, the CAISO
notes that there will not be any issues with respect to the requirement that the resource’s
bid curve be continuously increasing, because, in HASP, the CAISO will assign a bid
price of negative $30/MWh to the range of the resource between 0 and 70 MW (i.e., the
portion that was selected in the day-ahead market). What is actually rebid in HASP is
only the 30 MW that did not clear the day-ahead market.

233. Finally, the CAISO explains that, if the resource is obligated to offer in real time
because it is a resource adequacy resource but no bid is submitted, the CAISO will assign
a “proxy” bid to the resource for the range between 70 and 100 MW. If the resource is
not an resource adequacy resource, then the CAISO would not dispatch the additional 30
MW of energy, as that energy was not bid into any of the CAISO’s markets.'*®

234. The CAISO agrees to clarify in a compliance filing that HASP/real-time market
bids for a resource must be continuously increasing for the portions that are submitted.

18 MRTU Tariff, Appendix A, Master Definitions Supplement. We note that the
term monotonically increasing means continuously increasing.

17 SoCal Edison presents the following example: consider a 100 MW unit that
bids in the day-ahead market. Assume that 70 MW clears the auction at a price of $85.
The unit can rebid the remaining 30 MW in the HASP. Assume the 30MW is rebid at a
price of $10. The resulting combined day-ahead curve plus the rebid HASP curve is no
longer continuously increasing. SoCal Edison is unclear how the HASP and real-time
market will treat the price discrepancy between the 70 MW level at $85 and the
additional 30 MW bid at $10, and seeks clarification on this issue.

%% The one exception to this is that the CAISO could potentially dispatch this
additional 30 MW pursuant to the CAISO’s Exceptional Dispatch authority.
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Commission Determination

235. We accept the CAISQO’s offer to clarify the manner in which submitted energy bid
curves must be continuously increasing and direct the CAISO to submit amended tariff
sheets reflecting that change within 60 days of the date of this order.

9. Segments for Operational Ramp Rates

236. SoCal Edison opposes the CAISO’s proposed reduction in the number of segments
for operational ramp rates. SoCal Edison notes that currently the CAISO permits nine
segments defined by a set of one to ten pairs**® for operational ramp rates; however,
MRTU Tariff section 30.10 states that the submitted operational ramp rate “...must be a
staircase function with up to four segments.” SoCal Edison contends that reducing the
number of segments for the operational ramp rate is a step backwards from meeting the
CAISO's stated purpose of MRTU, which is to better reflect the physical characteristics
of the grid. SoCal Edison states that having only four segments would not allow it to
accurately represent the operating characteristics of some of its resources and
recommends keeping the operational ramp rate segments the same as today. To the
extent software limitations are a factor, SoCal Edison states that it would support
reducing the number of forbidden operating regions™° (currently four) in exchange for
increasing the number of operational ramp segments.

237. WPTF/IEP state that the change in ramp rate segments was not discussed in
stakeholder policy sessions and that decreasing the number of ramp rate segments by
more than fifty percent will significantly decrease accuracy. WPTF/IEP contend that for
large generating units, four segments are insufficient for reliable plant operations and as a
result, plants will be operated in an overly conservative manner. Further, this software
limitation will therefore decrease a unit's ability to provide ancillary service and
supplemental energy bids because it will be unable to provide an accurate bid connected
to an accurate ramp rate. WPTF/IEP add that it is unlikely whether suppliers would be
able to participate in a market, such as the ancillary service market, if they were
constrained operationally and this possible reduction in participation is not beneficial to
anyone.

238. The CAISO states that the reduction of operating ramp segments from nine to four
will not negatively impact the operation of the CAISO’s markets. The CAISO contends
that this software-related change will not limit the CAISO’s ability to accurately reflect
the physical characteristics of the units because, except for a few resources, generating

149 «pairs” are sets of corresponding quantity and time.

150 A forbidden operating region is a quantity range between which a generator
cannot operate.
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units in the CAISO’s Master File use four or less segments for their operational ramp
rates.

Commission Determination

239. We agree that reducing the number of segments for the operational ramp rate is
limiting and fails to allow accurate representation of the operating characteristics of some
resources. We note that the Commission has previously conditioned the approval of
uninstructed deviation penalty provisions on software improvements that allow more
accurate representation of ramp rates at various operating points of a unit.™ We also
recognize that the CAISO is facing a software limitation. The CAISO states that this is a
software-related change, implying that the software could have accommodated more than
four, but does not. The CAISO has failed to justify the change, using neither the
stakeholder process nor this filing to make its claim. Within 60 days of the date of this
order, we direct the CAISO in its compliance filing to explain its decision to “change”
from nine to four ramp segments, why the MRTU software cannot accommodate nine
and what would be required (in terms of cost and time) to modify.

10. SLIC and SIBR

240. WPTF/IEP state that Release 1 does not provide for any type of automated
communication between the Scheduling Logging for the 1SO of California (SLIC), a
web-enabled interface for transmission and generation owners to communicate outage
information to the CAISO, and the Scheduling Infrastructure Business Rules (SIBR), the
interface that accepts, validates, and modifies bids and trades for energy and then enters
these bids and trades into a database for processing by other components of CAISO's
management system. WPTF/IEP contend that absent any type of automated interface
between these two systems, and absent manual intervention, SIBR could create bids over
a unit's entire operating range even in those circumstances where the Scheduling
Coordinator has submitted a SLIC derate; this could have major consequences in all
aspects, from real-time operations to settlements.

241. SoCal Edison states that sections 30.7.3.3 and 30.7.3.4 (Validation Prior to Market
Close and After Master File Update and Validation After Market Close) should be
modified to account for known outages.

242. The CAISO states that SLIC derate recognition by SIBR is a proposed Release 2
design feature. The CAISO notes that, in the Release 1 design, SLIC does interact with
the day-ahead market and real-time market. Even if SIBR passes on bids that do not
reflect a derate, the CAISO states that the pre-IFM and real-time market applications will
only utilize what the unit is capable of supplying.

151 July 2002 Order, 100 FERC { 61,060 at P 141.
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243. The CAISO states that the tariff sections referenced by SoCal Edison pertain to
static data. The CAISO explains that, if a unit is on an outage, that information will be
taken into account via input from SLIC and therefore the recommended modification is
not necessary.

Commission Determination

244. We direct the CAISO to implement an interface between SLIC and SIBR as of the
earlier of MRTU Release 2 or the time that SLIC derates become recognized by SIBR
and SLIC interacts with the day-ahead and real-time markets. We agree with the CAISO
that SoCal Edison’s requested change to account for known outages is not necessary.

11. Exceptional Dispatch

245. Section 34.9 permits the CAISO to perform Exceptional Dispatches, which are
manual dispatch instructions different from those derived from the real-time market
optimization software. The CAISO can perform Exceptional Dispatches for reliability
reasons (as specified in section 34.9.1) or for other reasons (as specified in section
34.9.2). Under section 34.9.1, the CAISO may perform Exceptional Dispatches to
address a situation that threatens system reliability and that cannot be addressed by the
real-time market optimization and system modeling. Under section 34.9.2, the CAISO
may perform Exceptional Dispatches to address certain other specified situations, such as
to perform ancillary services testing or pre-commercial operations testing for generating
units. Exceptional Dispatches will not be used to establish LMPs.

246.  According to WPTF/IEP, without a rationale, the CAISO included what it refers
to as "Exceptional Dispatch” in several MRTU Tariff sections. WPTF/IEP also suggest
that only in a very limited set of circumstances, should the CAISO be able to intervene in
outcomes of the market systems and dispatch units outside of the market outcomes. In
WPTF/IEP’s opinion, the CAISO may call on generating units independent of market
outcomes only to avoid or mitigate certain physical emergencies (such as an equipment
failure).

247. WPTF/IEP believe that, as currently written, the CAISO's definition of "System
Emergency" is so broad that it is difficult to determine when it is appropriate for the
CAISO to intervene in market solutions. WPTF/IEP contend that the CAISO should
either identify the conditions for which intervention is necessary and distinct from the
System Emergency definition, or the definition should be narrowed.

248. Accordingly, WPTF/IEP request that the Commission direct the CAISO to remove
a reference to Exceptional Dispatch in section 34.10, to remove the instances of
inappropriate intervention in the marketplace from section 34.9, and revise the
emergency criteria set forth in section 34.9 by narrowing them down.
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249. The CAISO replies that the CAISO’s Exceptional Dispatch authority is
appropriately tailored, given the CAISO’s responsibility for ensuring the reliable
operation of the grid. In response to WPTF/IEP, the CAISO states that it has not
proposed any change to the definition of System Emergency in the MRTU Tariff Filing
(except for the editorial change of “ISO” to “CAISQO”).

250. The CAISO states that the more fundamental problem with WPTF/IEP’s
argument, however, is that it seems to be advocating for a regime in which the CAISO’s
ability to ensure reliability is limited to a strictly and narrowly defined set of
circumstances. The CAISO believes that doing so would seriously compromise the
CAISQO’s ability to fulfill its primary mission of ensuring the reliable operation of the
CAISO Controlled Grid. The CAISO explains that because it is often difficult to predict
the exact manner in which reliability problems will arise, some discretion on the part of
an ISO is necessary to ensure reliable grid operations.

251. The CAISO states that WPTF/IEP provides no justification as to why the authority
to issue an Exceptional Dispatch under specified circumstances would be unjust and
unreasonable.

252. WPTF/IEP contend that the CAISO’s proposal to keep the results of the manual
dispatches from affecting the balance of the market prices destroys the market signals
that MRTU was intended to produce. In WPTF/IEP’s opinion, market prices should not
be sheltered from Exceptional Dispatches used to clear the CAISO markets.
Constellation/Mirant also assert that if the dispatch operators manually direct out-of-merit
dispatch, the dispatched unit should be allowed to set the marginal clearing price.

253. The CAISO replies that Exceptional Dispatches are, by their very nature, designed
to address specific reliability problems that occur outside of normal market operations.
Therefore, the CAISO concludes, these dispatches do not accurately reflect the system-
wide need, because units dispatched pursuant to this authority do not represent the
marginal units, which are used to establish LMPs.

254. The CAISO further states that, fundamentally, Exceptional Dispatches are no
different than the Out-of-Market and Out-of-Sequence dispatches which the CAISO has
the authority to perform under its current market design and which do not set the market
price.™®® The CAISO sees no reason to change this with the implementation of the
fundamentally identical Exceptional Dispatch mechanism.

255. Further, several parties raise issues concerning the allocation of the costs of
Exceptional Dispatches. Specifically, WPTF/IEP contend that the CAISO should revise

52 The CAISO cites to San Diego Gas & Electric Co., v. Sellers of Energy and
Ancillary Serv., 102 FERC {61,317, at P 5.E & 23 (2003).
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MRTU Tariff section 11.5.6.2.5.2 to eliminate allocation based on net negative
uninstructed deviations,* as it suggests that the CAISO intends to intervene in markets
to procure energy for net short positions, whereas Exceptional Dispatch is limited to
certain emergency conditions.

256. The CAISO disagrees. It argues that Exceptional Dispatches made under
emergency conditions also serve a portion of the CAISQO’s real-time net short load. Thus,
the CAISO concludes, it is appropriate to allocate part of the cost of such dispatches to
real-time net short uninstructed deviations.

257. SoCal Edison argues that the CAISO’s proposed allocation to PTOs of certain
Exceptional Dispatch costs relating to transmission-related modeling limitation in the
Full Network Model is inappropriate, and that such costs should not be allocated to PTOs
but rather to Scheduling Coordinators. SoCal Edison explains that because the CAISO,
rather than the PTOs, is now responsible for grid planning and operation, the PTOs are
not in the position to guarantee reliable grid operations and thus, should not be held liable
for these costs.

258. The CAISO disagrees. According to the CAISO, PTOs should not be exempted
from Exceptional Dispatch cost allocation related to “transmission-related modeling
limitation in [Full Network Model]” merely because the CAISO is now in charge of
coordinated transmission planning. The CAISO explains that these limitations are more
often than not attributable to transmission maintenance, for which the PTOs have primary
responsibility.

259. SoCal Edison states that, while it is strongly desirous of having all Exceptional
Dispatch costs allocated to Scheduling Coordinators, in the alternative, it would
recommend the CAISO modify MRTU Tariff section 11.5.6.2.5.1 to indicate that these
costs are “Reliability Services Costs” and may be recovered through a PTO’s reliability
services rates.

260. The CAISO agrees with SoCal Edison that if the costs of transmission modeling
limitation-related Exceptional Dispatches are to be allocated to PTOs, it should be

5% The MRTU Tariff defines a Net Negative Uninstructed Deviation as:

The real-time change in Generation or Demand associated with
underscheduled Demand (i.e., Demand that appears unscheduled in Real-
Time) and overscheduled Generation (i.e., Generation that is scheduled in
the DAM and does not appear in Real-Time), which are netted for each
Settlement Interval, apply to a Scheduling Coordinator’s entire portfolio,
and include Demand, Generation, imports and exports.
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clarified in the MRTU Tariff that such costs constitute “Reliability Service Costs,” so that
the PTOs can recover them through their Reliability Service Costs rates. The CAISO
commits to making the necessary tariff change in a compliance filing.

261. Six Cities and Metropolitan disagree with SoCal Edison’s proposal to allocate all
Exceptional Dispatch costs to the Scheduling Coordinators of LSEs or to classify them as
“Reliability Services Costs.” Six Cities and Metropolitan state that, in the case of costs
associated with RMR designations, costs associated with RMR designations should be
assigned to the PTO because PTOs are in the best position to reinforce the transmission
system. Metropolitan adds that Exceptional Dispatches can be used for reasons other
than grid reliability and therefore should not be defined as Reliability Services Costs.

262. The CAISO states that excess costs should be more consistently defined
throughout the body of MRTU Tariff, including all cases where excess costs are incurred,
not just from condition 2 RMR units.

263. SoCal Edison also objects to the manner by which Exceptional Dispatch costs
associated with section 27.5.2 are applied to the PTO in whose service territory the
transmission issue arose. SoCal Edison argues that, in the case of an MSS that is not a
PTO, the costs would be allocated to the surrounding PTO. SoCal Edison argues that the
MSS should be responsible for any costs related to Exceptional Dispatches issued on its
behalf.

264. The CAISO agrees with SoCal Edison’s position that, if an MSS is unable to
relieve congestion internal to its system, that any Exceptional Dispatches made by the
CAISO to resolve this congestion should be allocated to the responsible MSS. The
CAISO commits to making the necessary tariff modifications in a compliance filing.

265. SoCal Edison argues that the term “transmission-related modeling limitation™ is
not defined in the MRTU Tariff and could be interpreted to mean: (1) inaccuracies in the
CAISOQO’s Full Network Model representation of the CAISO grid; (2) inaccuracies in the
CAISO’s Full Network Model due to the failure to capture loop flow from adjacent
control areas; or (3) more broadly to include the existence of any transmission constraint.
SoCal Edison contends that lack of a proper definition for this term makes it difficult to
determine when a PTO would incur such excess costs.

Commission Determination

266. We deny WPTF/IEP’s request to modify the proposed provisions for Exceptional
Dispatch. WPTF/IEP objects that the definition of “system emergency” in the MRTU
Tariff is too broad and that the proposal for Exceptional Dispatches would result in undue
intervention in market outcomes. However, the CAISO has not proposed to change the
definition of “system emergency” provided in the MRTU Tariff from the definition in the
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CAISO’s existing tariff, which the Commission has found to be just and reasonable. We
note that in instances where a system emergency exists, or there is the potential, that
cannot be addressed by the real-time market optimization software, it is reasonable for
the CAISO to take whatever other actions may be available consistent with good utility
practice to address the emergency. The proposal for Exceptional Dispatches would not
result in undue intervention in market outcomes because section 3.9.1 does not authorize
Exceptional Dispatches when the real-time market optimization software can address an
Imminent system emergency. We also disagree with WPTF/IEP and
Constellation/Mirant that Exceptional Dispatches should be allowed to set the market
price. LMPs should reflect the marginal cost of energy, in order to send accurate price
signals. However, manual Exceptional Dispatch instructions differ from those derived
from the real-time market optimization software. Units manually dispatched in
Exceptional Dispatches need not represent the marginal units, and thus, we agree with the
CAISO that it would not be appropriate for such units to set the market price. Units
producing energy for Exceptional Dispatch are paid at least the higher of the applicable
settlement interval LMP or the unit’s bid price. For many types of Exceptional Dispatch,
the unit may alternatively receive the default energy bid price (in the event that the
energy does not have a bid price), which is higher than the applicable LMP, or the
negotiated price as applicable to System Resources.™”

267. We do however share WPTF/IEP’s and others’ concern that Exceptional Dispatch
should not become a frequent occurrence and should be reserved for genuine emergencies
where the CAISO needs to take actions outside the market software for maintaining
system reliability. Therefore, we direct the CAISO, for transparency reasons, to publish
all instances of Exceptional Dispatch on its OASIS website beginning on the effective
date of MRTU Release 1. The OASIS website report should include, at a minimum, total
hourly volumes and hourly weighted average prices, by transmission operator service
territory. We will monitor the occurrence of and the method by which CAISO employs
Exceptional Dispatch and if necessary will direct changes.

268. We agree with the CAISO that PTOs should not be exempted from Exceptional
Dispatch cost allocation related to a “transmission-related modeling limitation in [Full
Network Model]” merely because the CAISO is now in charge of coordinated
transmission planning. As the CAISO explains, these limitations primarily can be
attributed to transmission maintenance, for which the PTOs have primary responsibility.
PTOs also retain a significant role in the planning and construction processes for
transmission investment. We therefore find that, if the costs of transmission modeling
limitation-related Exceptional Dispatches are to be allocated to PTOs, it should be
clarified in the MRTU Tariff that such costs constitute “Reliability Service Costs,” so that
the PTOs can recover them through their Reliability Service Costs rates. Accordingly,

>4 See, generally, MRTU Tariff section 11.5.6.
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we direct the CAISO to make a compliance filing within 60 days of the date of this order
with the necessary tariff change.

269. We direct the CAISO to define “transmission related modeling limitations” as
discussed in section 11.5. We also direct the CAISO to more clearly define excess costs
throughout the body of the MRTU Tariff, including all cases where excess costs are
incurred, not just from condition 2 RMR units. We direct the CAISO to make these
clarifications within 60 days of the date of this order.

12. Uninstructed Imbalance Enerqy

270. SoCal Edison asserts that because of differences in the load distribution factors
used in the day-ahead and the real-time markets, Scheduling Coordinators that are
perfectly balanced in the day-ahead market (i.e., they have scheduled 100 percent of their
load day ahead) will likely receive imbalance charges in the real-time market and SoCal
Edison objects to this outcome.

271. The CAISO states that SoCal Edison misunderstands the uninstructed imbalance
energy calculation. The CAISO explains that only Scheduling Coordinators that have
real-time deviations to their real-time LAP MWh quantity (as compared to their day-
ahead LAP schedule) are charged (or paid) uninstructed imbalance energy.

272. SoCal Edison contends that there may be costs due to a redistribution of load in
real time as compared to the day ahead. According to the SoCal Edison, the
redistribution of load is the result of certain assumptions embedded in the Full Network
Model. As aresult, SoCal Edison states that the cost should be a general uplift to all
metered load in the LAP, not based on deviations.

273. The CAISO clarifies that if no Scheduling Coordinators have any quantities of
uninstructed imbalance energy, the costs associated with real-time re-dispatch will be
allocated to the real-time imbalance energy offset' and charged to all Scheduling
Coordinators pro rata based on their measured demand.

Commission Determination

274. We find that the CAISO has adequately addressed SoCal Edison’s concern by
clarifying that uninstructed imbalance energy is calculated based on deviations between a

155 Imbalance energy offset is the adjustment account used by the CAISO to offset
balances to the settlement of certain charges, such as, for example, instructed and
uninstructed energy. See, CAISO, Settlement Guide, Imbalance Energy Offset, Charge
No. 1401 (Sept. 8, 2004), available at
http://www.caiso.com/docs/2004/06/03/2004060313532329422.pdf.
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Scheduling Coordinator’s day-ahead LAP schedule and its real-time LAP MWh quantity,
not deviations in load distribution factors. We also find that the CAISO has adequately
addressed how it will allocate uninstructed imbalance energy that is a result of real-time
re-dispatch, not deviations. We, therefore, reject SoCal Edison’s comments.

13. Unaccounted For Enerqgy

275. SMUD argues that section 11.5.3 inappropriately proposes to allocate unaccounted
for energy costs to real-time interchange export schedules. According to SMUD, the
CAISO’s proposal calculates unaccounted for energy in the control area and for each
service area, and allocates charges to each Scheduling Coordinator based on the ratio of
its metered demand and real-time interchange export schedules. SMUD asserts that
export schedules could be interpreted to apply to wheel-throughs, which is unjust and
unreasonable. SMUD states that the CAISO previously recognized that wheel-throughs
should not be allocated unaccounted for energy costs, and offered a correction in Release
2.

276. The State Water Project states that the CAISO proposes to combine unaccounted
for energy with instructed imbalance energy and uninstructed imbalance energy, and then
allocate the sum of these costs to all load. Specifically, the State Water Project
challenges proposed section 11.5, which states in part that:

[t]he CAISO shall settle [unaccounted for energy] as part of the Real-Time
Market Settlements. To the extent that the sum of the Settlement Amounts
for [instructed imbalance energy], [uninstructed imbalance energy], and
[unaccounted for energy] does not equal zero, the CAISO will assess
Charges or make Payments for the resulting differences to all Scheduling
Coordinators based on a pro rata share of their Measured Demand for the
relevant Settlement Interval.

277. The State Water Project argues that when the sum of settlement amounts of
instructed imbalance energy and uninstructed imbalance energy does not total zero, the
result is unaccounted for energy. The State Water Project contends that the socialized
allocation of unaccounted for energy contravenes the Commission’s order that the
CAISO should allocate unaccounted for energy charges consistent with principles of cost
causation.™®® Thus, the State Water Project argues that section 11.5 should be revised to
remove the socialized cost allocation.

156 The State Water Project cites to Cal. Indep. Sys. Operator Corp., 101 FERC
161,219, at P 17 (2002), order on clarification, 103 FERC { 61,042 (2003); 104 FERC
161,129 (2003); 109 FERC 1 61,183 (2004).
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278. The CAISO argues that the State Water Project’s proposed revision to section 11.5
should be rejected. The CAISO explains that entities, such as the State Water Project,
that have proper metering arrangements, are permitted under MRTU Tariff section 11.5.3
to have their unaccounted for energy calculated separately and, according to the CAISO,
nothing in section 11.5 changes that fact. The CAISO states that the change requested for
section 11.5 would limit its ability to collect unaccounted for energy from entities
throughout the CAISO Control Area, which would create a deficit that would have to be
remedied by the CAISO through additional charges elsewhere.

Commission Determination

279. We agree with SMUD that the CAISO has not defined or clarified “export
schedules” in section 11.5.3. We therefore direct the CAISO to make a compliance filing
within 60 days of the date of this order to clarify export schedules in this context. We
agree with the CAISO that MRTU Tariff section 11.5.3 adequately addresses the State
Water Project’s concern, because, under the MRTU Tariff, metering arrangements can be
made to have unaccounted for energy calculated separately.

14. Minor Language Changes

280. Inreference to MRTU Tariff sections 34.10.1 and 34.10.2, SoCal Edison states
that dispatching priorities in the real-time market should be in the tariff, not in the
Business Practice Manual. SoCal Edison also requests a definition of “slack” as used in
section 34.10.1.

281. The CAISO commits to remove the language from section 34.10.2, which states
that the dispatch priorities will be incorporated into a Business Practice Manual and
asserts that the dispatching priorities that it will follow will remain in section 34.10. The
CAISO also agrees to remove the term “slack” from section 34.10.1, as it believes that
the term does not add any additional clarity.

Commission Determination

282. We direct the CAISO to submit tariff sheets containing the proposed modifications
to sections 34.10.1 and 34.10.2 within 60 days of the date of this order.

D. Ancillary Services

283. Under the MRTU Tariff proposal, the CAISO will procure ancillary services in the
day-ahead market to meet 100 percent of its anticipated need, based on its load forecast
for the next day, minus any acceptable Scheduling Coordinator self-provision of ancillary
services.



Docket No. ER06-615-000, et al.
Page 89

284. The CAISO states that, under MRTU, four types of ancillary services are
procured: regulation up, regulation down, spinning reserve, and non-spinning reserve.
Generally, the CAISO will not engage in economic deferment of ancillary service
procurement to a subsequent market. Additional ancillary services procurement will be
necessary only for post day-ahead changes in load forecast or system conditions
(including outages of capacity previously committed to supply ancillary services). The
CAISO proposes to procure additional ancillary services needed to meet system
requirements from: (1) imports or System Resources in the HASP; and (2) generation
internal to the CAISO Control Area in the real-time market.

285. The CAISO states that, in accordance with MRTU Tariff section 8.2.3.5,
whenever possible it will increase its purchases of an ancillary service that can substitute
for a lower quality ancillary service when doing so is expected to reduce its total cost of
procuring ancillary services and energy while meeting reliability requirements. The
CAISO notes that such substitution can only occur with bid-in ancillary services, not self-
provided ancillary services. The CAISO explains that the co-optimization of energy and
ancillary services means that the capacity of a resource with energy and ancillary services
bids is optimally used either for an energy schedule or reserved for ancillary services in
the form of ancillary services awards.

286. The CAISO further proposes to impose constraints in order to ensure that the
required amounts of ancillary services are reasonably distributed across the system and if
system conditions merit, it may identify sub-regions within the CAISO Control Area to
ensure appropriate distribution and effectiveness of the procured ancillary services. The
CAISO states that, pursuant to MRTU Tariff section 8.3.3, it can establish limits on the
amount of ancillary services — a maximum, minimum, or both — that can be provided
from or within the regions. The CAISO further states that, under MRTU Tariff section
8.6.2, prior to the evaluation of bids in the day-ahead market, HASP, and real-time
market, the CAISO will determine if self-provision of an ancillary service is feasible with
regard to resource operating characteristics and regional constraints and whether the
resource is qualified to provide the ancillary service in the market for which it was
submitted.

287. The CAISO states that due to software limitations, imports of self-provided
ancillary services will not be allowed in Release 1, as reflected in MRTU Tariff section
8.1. As aresult, the CAISO states, the provision of ancillary services over the interties
with adjacent control areas is limited to ancillary services bids into the day-ahead market,
HASP, and real-time market. The CAISO further states that congestion management and
the ancillary services markets are performed simultaneously and both energy and
ancillary services compete for transmission capacity on the interties. According to the
CAISO, Scheduling Coordinators that want to use imported ancillary services to meet
their ancillary service obligation may bid their ancillary service imports at $0 or a
negative price.
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288. The CAISO states that ancillary service marginal prices are used to pay providers
of ancillary services for providing the services through market bids. According to the
CAISO, the ancillary services marginal prices reflect the resources’ submitted ancillary
service bid plus any opportunity costs in reserving capacity.® The CAISO further states
that ancillary services marginal prices are location-specific. The CAISO will calculate an
ancillary services marginal price for each resource for each type of ancillary service in
each market.

289. As for ancillary services imports, the CAISO states that imports selected in the
day-ahead market will be paid the ancillary service marginal price at the relevant intertie
scheduling point and will be charged for congestion across the intertie. Pursuant to
MRTU Tariff section 33.7, the CAISO will also conduct an hourly run of the real-time
unit commitment process in the HASP with a time horizon that spans all of the next
trading hour and results in a financial settlement for ancillary services imports. The
CAISO proposes to perform the settlement for ancillary services from internal resources
(as well as dynamically scheduled physical external resources) selected to provide
ancillary services in real time on a 15-minute basis.

290. The CAISO states that the cost of procuring ancillary services will be allocated
based on each Scheduling Coordinator’s obligation for each service, as determined by its
metered demand and its import and export schedules. As set forth in MRTU Tariff
section 11.10.2, the CAISO proposes that the hourly user rates calculated for each
ancillary service should include the cost incurred by the CAISO to procure the service
collectively across the day-ahead market, HASP, and the real-time market. The CAISO
notes that if ancillary service awards™® and self-provided ancillary service capacity are
unavailable during the relevant settlement interval, then payments will be rescinded in
accordance with MRTU Tariff section 8.10.8.

Discussion

1. Ancillary Services Procurement

291. PG&E contends that the restriction of ancillary services procurement to the day-
ahead market, to the exclusion of the HASP, is not justified. PG&E argues that the

7 The CAISO also notes that, pursuant to MRTU Tariff sections 11.10 and
31.3.1.1, a bidder with an ancillary services bid price lower than that of the marginal
ancillary service bidder may not be selected to provide the ancillary service if it has a
higher opportunity cost as determined in the co-optimization of energy and ancillary
services.

158 The CAISO uses the term “award” to mean the notification by the CAISO
indicating that a bid to supply an ancillary service has been selected to provide such
service.
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CAISO should procure ancillary services at projected least cost, in the day-ahead market
and the HASP.

292. The CAISO requests that the Commission reject PG&E’s comments. According
to the CAISO, the issue raised by PG&E was previously before the Commission as part
of the CAISO’s conceptual MRTU filing.™>® The CAISO adds that PG&E has presented
no new evidence that would have the Commission reconsider its earlier decision.

293. Further, the CAISO states that it believes it can procure 100 percent of forecasted
requirements day ahead without excessively driving up the cost of the procured ancillary
services for two reasons. First, the CAISO explains that under the resource adequacy
must-offer obligation, resource adequacy capacity submitted as a supply bid into the day-
ahead market can be optimally scheduled either for energy or awarded ancillary services,
even if the resource does not explicitly submit capacity bids for ancillary services. Thus,
the CAISO states that the day-ahead IFM optimization should have a considerable pool
of potential ancillary services capacity in all hours except under extreme
circumstances.® Second, the CAISO notes that the IFM optimization is configured to
assign greater priority to the award of ancillary services than to scheduling energy;
therefore, if insufficient supply has been bid into the day-ahead market to clear both
energy demand and meet the ancillary services requirement, the IFM optimization will
procure the ancillary services first and schedule less demand if necessary.*®*

294. Six Cities support the objective of minimizing the costs for ancillary services, but
explain that the CAISO’s proposal to procure 100 percent of anticipated ancillary
services requirements in the day-ahead market will have significant benefits in promoting
reliability for the CAISO Control Area and should be approved. Six Cities state that this
practice will allow the CAISO time to react, through the RUC process, if, for any reason,
supplies of ancillary services are inadequate.

Commission Determination

295. We reject PG&E’s proposal to require the CAISO to procure ancillary services in
the day-ahead market and the HASP for cost purposes. The procurement of 100 percent
of ancillary services in the day-ahead market with subsequent adjustments in the HASP
and real-time market to address load changes that occur from day-ahead to hour-ahead is
appropriate and PG&E has not demonstrated otherwise. Accordingly, we are reluctant to
depart from the guidance we previously provided.’®* We recognize the benefits of a

%9 The CAISO cites to June 2004 Order, 107 FERC 1 61,274 at P 107.
160 See Kristov Testimony at 55.

161 Id

182 5ee June 2004 Order, 107 FERC ] 61,274 at P 107.
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financially-binding hour-ahead market, but do not find that MRTU as proposed is unjust
and unreasonable without one.

2. Ancillary Services Substitution and Secondary Market

296. WPTF/IEP and Coral state that at the time of the conceptual filing, the CAISO
offered the substitution of an ancillary service for a greater amount of a lower quality
ancillary service as a way to mitigate Scheduling Coordinators’ inability to buy back or
trade ancillary services due to the elimination of the full hour-ahead ancillary services
market. WPTF/IEP and Coral contend that the MRTU Tariff, however, does not reflect
the same function of the ancillary services substitution, but rather limits Scheduling
Coordinators' rights to substitute and implements punitive payment measures. In support,
WPTF/IEP quote MRTU Tariff section 11.10.1.2 providing that "....the substitution will
be exposed to a price difference between the [ancillary service marginal prices], or if self-
provided, between the [ancillary service marginal price] and the user rate,™* if any."
WPTF/IEP argue that this tariff provision is not only ambiguous given that there will be
marginal price and user rate differences between the day-ahead and HASP market, but
there could be marginal price and user rate locational differences between the originally
provided unit and the substituted unit. WPTF/IEP and Coral conclude that by limiting
substitution and subjecting those who substitute to price risks, the CAISO is not
accommodating bilateral transactions in the HASP. WPTF/IEP, the State Water Project
and Coral state that the Commission should direct the CAISO to conform its tariff
language addressing substitution of ancillary services to the design submitted in the
conceptual filing.

297. Inresponse, the CAISO explains that it did originally propose, based on
stakeholder discussions, to implement the type of ancillary services substitution requested
by WPTF/IEP and Coral; however, because of constraints associated with the
development of the CAISO’s MRTU software, the broad sort of ancillary services
substitution will not be available in Release 1. The CAISO states that it informed its
stakeholders when it became aware of this fact in mid-2005. Moreover, the CAISO has
committed to stakeholders to include this item in the list of upgrades for Release 2. The
CAISO agrees that the type of ancillary services substitution requested by WPTF/IEP
represents an improvement of the HASP design; however, the lack of such substitution
does not render the CAISO’s Release 1 proposal unjust and unreasonable.

298. SoCal Edison also disagrees with WPTF/IEP’s argument. SoCal Edison states that
the Commission must recognize that the CAISO optimization for ancillary services is
both locational and subject to a host of operational and grid constraints. SoCal Edison
explains that ancillary services prices vary locationally as well as by hour. In addition,

183 The user rate for each service is a system-wide hourly rate for that service for
the relevant operating hour.
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SoCal Edison states that the CAISO proposal is consistent with representations made to
stakeholders earlier, as the CAISO provides suppliers with a method to substitute
ancillary services if a unit fails between day-ahead and near real-time.

299. Coral argues that the CAISO’s proposal to eliminate the hour-ahead market for
ancillary services (except imports) and become the only purchaser of ancillary services
will result in the elimination of a secondary market, which would give the CAISO
monopsony power over ancillary services. According to Coral, the CAISO would not
only be able “to dictate ancillary services prices, but would allow it to effectively
confiscate the capacity value of generating units free of charge.” Coral asserts that in
order to participate in the day-ahead and real-time markets, generators must be
maintained in “fast-start mode,” which is costly. Coral concludes that the high costs
associated with operating in “fast-start mode” will create incentives for potential
providers to avoid the CAISO’s ancillary services markets but rather sell their ancillary
services to other market participants on a bilateral basis. This, in Coral’s opinion, will
inevitably reduce the amount of capacity available for ancillary services.

Commission Determination

300. We recognize that the instant ancillary services proposal does not provide for
suppliers’ ability to buy back and/or trade ancillary services, as originally discussed by
stakeholders and the CAISO. However, the main component from the CAISO’s
conceptual proposal — a Scheduling Coordinator’s ability to substitute one generating unit
for another in the event of an outage after the day-ahead market closes — has been
preserved.

301. According to the CAISO, the Release 1 software will not have the capability to
provide Scheduling Coordinators with the ability to substitute ancillary services for
reasons other than an outage. However, the CAISO commits to explore this issue for
inclusion in Release 2. We agree with WPTF/IEP and Coral that additional flexibility
could increase the efficiency to the ancillary services procurement process. In Release 1,
we find it reasonable that the CAISO will limit substitution opportunities to units that are
in the appropriate location and whose bids clear in the relevant market.

302. WPTF/IEP, Coral, and the State Water Project question the CAISQO’s proposal to
expose a Scheduling Coordinator to the price difference between the day-ahead and
HASP markets when substituting one unit for another. These parties provide no reason
why a deliverable substitute resource should not be paid the ancillary service market
price or user rate resulting from the HASP optimization. By allowing a Scheduling
Coordinator to substitute resources in the event of an outage, the CAISO is giving the
Scheduling Coordinator a way to hedge against otherwise unknown ancillary service
costs. While it is true that the Scheduling Coordinator may be exposed to some ancillary
service pricing divergence between the day-ahead market and the HASP run, this
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exposure simply reflects the reality that the Scheduling Coordinator is bidding a different
unit into a different market.

303. Coral argues that the CAISQO’s proposal deprives the ancillary services market of a
secondary market. We reiterate our finding above that the advantages of implementing
the HASP in Release 1 appear to outweigh any potential disadvantages of the financially
non-binding nature of the HASP. Accordingly, we accept for Release 1 the CAISO’s
proposal regarding the substitution of ancillary services. However, we direct the CAISO
to address the ancillary services flexibility issue in future MRTU releases.

3. Ancillary Service Cost Allocation

304. WPTF/IEP request that the Commission direct the CAISO to align ancillary
service cost allocation with ancillary service procurement costs by allocating any regional
procurement costs to load within the specific region. WPTF/IEP argue that allocation of
ancillary service costs to loads regionally, based on the true cost of procurement within
each region, would eliminate both the cost shifts and the unbalanced incentives to self-
provide instead of bidding in ancillary services.

305. SoCal Edison argues that the MRTU proposal creates the potential for inefficient
outcomes and cost-shifting opportunities. SoCal Edison explains that, because under
section 11.10.2 the CAISO does not enforce any constraints for self-provision of ancillary
services, this provides incentives for Scheduling Coordinators to “over” self-provide
from low cost ancillary services regions, and shift the costs of the resulting ancillary
services procurement to other Scheduling Coordinators.

306. The CAISO disagrees with commenters. The CAISO responds that it limits
ancillary services self-provision based on ancillary services regional limits. The CAISO
contends that with the MRTU functionality and design, it is reasonable to allocate
ancillary services procurement costs to all loads on a system-wide (or control area) basis.
The CAISO further explains that regionally-procured ancillary services count toward
meeting the ancillary service requirements for the entire control area.'® The CAISO
states that under the MRTU Tariff, energy and all ancillary services are optimized
together (as opposed to sequential optimization under the current CAISO tariff) across all
regions within the CAISO Control Area (as opposed to zonal procurement when ancillary
services procurement is split under the current CAISO tariff). Therefore, the CAISO
concludes, whether and where ancillary services capacity is awarded depends on co-
optimization that minimizes both energy and ancillary services bid costs, and meets the
energy and ancillary services needs of the system.

164 See Rahimi Testimony at 114.
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307. Next, the CAISO states that the ancillary services requirements in the MRTU
Tariff are based on WECC and North American Electric Reliability Council (NERC)
standards and are control area-wide requirements. According to the CAISO, the
requirements do not vary as they relate to load; the same requirements apply to all loads
in the control area. The CAISO concludes that because the ancillary services
requirements for a particular service are “system” requirements, it is reasonable to
allocate costs of meeting these system requirements on a system basis to load in the
control area.

308. Finally, the CAISO notes that the system costs of the high voltage transmission
system are allocated among all users of the transmission system despite differences in the
high voltage transmission costs across the control area. The CAISO argues that it is just
and reasonable when each Scheduling Coordinator pays its proportionate share of costs
related to the control area-wide ancillary services requirements. The CAISO asserts that
this is true notwithstanding the fact that a greater or lesser percentage of the system costs
may take place in a particular region in a particular settlement period.

Commission Determination

309. We agree that the CAISO’s procured ancillary services support the use of the
entire CAISO Control Area, and therefore we find that it is appropriate to allocate the
costs associated with ancillary services procurement to all load in the CAISO Control
Area. With respect to SoCal Edison’s concern that an entity may choose to self-provide
ancillary services from a low-cost region that is not deliverable, we find that the CAISO
has adequately explained that, under MRTU, it will enforce regional limits on ancillary
service self-provision, and entities’ self-provided quantities will be reduced
proportionately according to each entity’s share of the total quantity if the CAISO’s
ancillary service needs have been satisfied in a given region.'®> However, we agree with
SoCal Edison and WPTF/IEP that certain features of the proposed MRTU Tariff may
create incentives for inefficient self-provision of ancillary services. We address this issue
below in the section on self-provision of ancillary services.

4. Self-Provision of Ancillary Services

310. Six Cities state that MRTU Tariff section 8.1 prohibits self-supply of ancillary
services utilizing imports, although section 8.3.2 permits use of imports for ancillary
services bids. Six Cities contend that it is not appropriate to preclude self-supply of
ancillary services using imported resources where the same resources could be bid in to
supply ancillary services in the CAISO’s markets. Furthermore, Six Cities state that
section 8.6.4.3, which refers to the use of System Resources for self-provision of
ancillary services, is inconsistent with the restrictions in sections 8.1 and 8.4.7.2, which

165 5ee CAISO Reply at 160-161; see also Rahimi Testimony at 115-1186.
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prohibit the use of imported resources to self-supply ancillary services. Six Cities argue
that the testimony of Mr. Rahimi makes clear that the restriction will increase price risk
for LSEs seeking to self-provide ancillary services.

311. The CAISO states that there is an error in MRTU Tariff section 8.3.2: the second
sentence of section 8.3.2 provides that Scheduling Coordinators are allowed to bid (but
not self-provide) regulation from resources located outside the CAISO Control Area by
dynamically scheduling such resources. However, according to the CAISO, the next
sentence erroneously provides that: “[e]ach System Resource used to bid or self-provide
Regulation must comply with the Dynamic Scheduling Protocol in Appendix X." The
CAISO states that the words “or self-provide” should be removed. The CAISO states
that it will provide the conforming changes to the MRTU Tariff in a compliance filing.

312. The City of Vernon, California (Vernon) and the State Water Project argue that
market participants should have equal opportunities to the CAISO to self-provide or sell
ancillary services from imports. The State Water Project contends that failing to allow
other market participants to seek to buy competitive resources from imports, while
granting the CAISO sole ability to use imports for this purpose, is antithetical to basic
market principles. The State Water Project states that many market participants,
including the State Water Project, have long-term firm resources outside of the CAISO
Control Area.

313. SoCal Edison states that some consideration of both the location of load and the
location of a Scheduling Coordinator’s resources used for self-provision appears
necessary to provide the correct incentives for participants to self-schedule in a way that
reduces cost shifts and limits the additional procurement required by the CAISO. In
response to these comments the CAISO reiterates that the reason for the initial limitation
on imports of self-provided ancillary services is a software limitation in Release 1.°° In
addition, the CAISO states that it committed to investigate allowing self-provision of
ancillary services over the interties, and included this issue on the list of items to be
considered as part of the Release 2.'%’

314. The CAISO further explains that allowing imports of self-provided ancillary
services in Release 1 would lead to an inefficient allocation of intertie transmission
capacity. The CAISO states that in order to accept imports of self-provided ancillary
services, the CAISO would have to reserve transmission capacity for imports of self-
provided ancillary services prior to the market optimization of bid-in imports of energy

166 gee CAISO Transmittal Letter at 53; see also Rahimi Testimony at 117.
167 See CAISO Transmittal Letter at 95-96.
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and ancillary services. As a result, the CAISO states, imports of self-provided ancillary
services would be given a higher priority for the use of intertie transmission capacity.'®®

315. The CAISO adds that while it is not identical to the ability to self-provide ancillary
services through imports, Scheduling Coordinators will have the option of bidding the
imports of ancillary services into the market at $0 (or a negative) price."® The CAISO
states that as noted by Dr. Rahimi, depending on the relationship between the ancillary
services marginal price and the user rate, an entity bidding its capacity into the ancillary
services market as a price taker (i.e., bidding a $0 or negative price) may end up paying
more or less than an entity that decided to self-provide ancillary services via imports.

316. Inresponse to the concern over the options available to market participants with
long-term firm resources outside of the CAISO Control Area, the CAISO explains that
under MRTU, a Scheduling Coordinator with firm imports into the CAISO Control Area
receives credit for the ancillary services from the sending control area. The CAISO adds
that a Scheduling Coordinator is entitled to receive a credit for operating reserves behind
firm imports even if the importing Scheduling Coordinator has no load obligation and
even if the Scheduling Coordinator does not engage in an Inter-Scheduling Coordinator
Trade (Inter-SC Trade)'™ of energy or ancillary services.

317. Inaddition, the CAISO states that market participants with ETCs will be allowed
to self-provide ancillary services over the intertie if the ETC involves transmission
service or import capacity over an intertie and if the contract allows the ETC rights
holders to self-provide ancillary services. If an ETC does not contain such terms, the
limitation on self-provision of ancillary services from outside the CAISO Control Area
will apply to this ETC.

318. SoCal Edison contends that because the CAISO does not enforce any constraints
for self-provision, this creates incentives for Scheduling Coordinators to over self-
provide from low-cost ancillary services regions, and shift the costs of the resulting
ancillary services procurement cost to other Scheduling Coordinators. SoCal Edison
recommends that the Commission order the CAISO to address this issue.

168 According to the CAISO, this issue does not arise with the design of the current
(i.e., pre-MRTU) markets because the CAISO runs congestion management prior to the
running of the ancillary services markets. In other words, with the design of the current
markets, the CAISO states that it knows the amount of transmission capacity that is
available on the interties for imports of ancillary services and can accept self-provision of
ancillary services accordingly.

169 See Rahimi Testimony at 117-118.

170 see section below regarding Inter-SC Trades.
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319. Six Cities argue the large LSEs must be required to spread any self-provision of
ancillary services in proportion to the load at each node on their systems. Six Cities state
that in the absence of such a requirement, tying the self-provision of ancillary services to
the location of load would restrict opportunities for self-provision by smaller, localized
LSEs, while allowing the larger LSEs to self-provide ancillary services on an aggregate
basis with no overall improvement in the proximity of ancillary services to loads.

320. Six Cities further state that, pursuant to MRTU Tariff section 8.2.3.2, the
imposition of the 100 percent spinning reserve requirement for exports unreasonably
discriminates against LSEs that have firm off-system obligations.

321. Inresponse, the CAISO states that Six Cities’ concerns arise because of the
elimination of the last two sentences in section 8.2.3.2, which originally stated that
additional operating reserves could be non-spinning reserves. However, the CAISO
explains section 8.2.3.2 was not intended to require all additional operating reserves to be
spinning reserves. Accordingly, the CAISO proposes to include a statement in section
8.2.3.2 in a compliance filing that additional operating reserves can be spinning reserves.

322. SMUD states that in order to promote efficiency and least cost solutions, the
Commission should require the CAISO to treat ancillary services already being provided
under the terms of a contractual commitment as self-provision. SMUD argues that the
MRTU Tariff unnecessarily precludes self-provision of ancillary services that, while not
bid with the CAISO, stand ready to meet a Scheduling Coordinator’s or Scheduling
Coordinator customer’s ancillary services needs. SMUD contends that the Commission
should order the CAISO to clarify or modify its tariff so that it explicitly treats ancillary
services provided pursuant to a contractual obligation as self-provision under MRTU
Tariff section 8.6.2.

323. The CAISO states that the provisions of the MRTU Tariff allow ancillary services
provided pursuant to a contractual obligation to be treated as self-provision. The CAISO
explains that all that an entity is required to do to self-provide ancillary services is to
furnish a submission to self-provide in the day-ahead or real-time markets and have the
CAISO accept that submission, on the condition that the contractual ancillary services
will be feasible with regard to resource operating characteristics and regional constraints.

Commission Determination

324. The CAISO reports that Release 1 software is incapable of allowing the use of
imports for self-providing ancillary services. However, the CAISO’s software does
provide for ancillary services to be bid into the market where there are contracts that
specifically identify self provision and operational characteristics and constraints have
been addressed. Thus, on balance, we find the proposal as discussed and modified below
Is reasonable. Moreover, requiring the software to be modified to permit self-provision
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of imported ancillary services would delay implementation of MRTU and its associated
benefits.

325. As we noted in the section on ancillary service cost allocation, we share SoCal
Edison’s and Six Cities’ concerns that the proposed MRTU Tariff rules for ancillary
service self-provision, absent enforcement of regional constraints, could distort cost
allocation among Scheduling Coordinators who decide to self-provide during periods
when the CAISO must procure ancillary services in constrained regions.”* In particular,
we are concerned that the proposed MRTU rules may allow Scheduling Coordinators to
meet their ancillary service obligations in a constrained region leaving the CAISO to
have to procure additional ancillary services. This inefficient and distorted incentive
arises because under the MRTU Tariff, there can be a difference between: (1) the
locational price paid to ancillary service suppliers in a region (which constitutes the
marginal cost of providing ancillary services in that region); and (2) the credit (which
constitutes a financial benefit) to the Scheduling Coordinator from self-providing an
ancillary service resource in that region. Moreover, Scheduling Coordinators serving
loads in different regions would be charged distorted prices due to self-provision of
ancillary services from regions other than the constrained region where the load is
located.

326. We direct the CAISO to modify the MRTU Tariff to ensure that all provisions of
ancillary services, self-provided or not, are subject to the same regional constraints in a
compliance filing to be submitted no later than 180 days prior to the effective date of
MRTU Release 1.

327. We also find that SMUD’s concern regarding the treatment of ancillary services
provided pursuant to contractual obligations has been sufficiently addressed by the
CAISO. The CAISO has clarified that providers of ancillary services pursuant to
contractual agreements have an option under the MRTU Tariff to schedule these ancillary
services as a self-provision as long as there are no adverse operational constraints or
characteristics that would prevent use of the ancillary services. Accordingly, we reject
SMUD’s request for further tariff modification.

5. Section 8.6.1 Cross-Reference to Section 11.10.2

328. Six Cities state that under the MRTU Tariff, the CAISO proposes to delete from
section 8.6.1 of the currently effective CAISO tariff the language describing the basis for
allocation of ancillary services requirements. Six Cities add that the allocation method
appears to be included in section 11.10.2 and state that for clarity, section 8.6.1 should be
amended to include a cross-reference to section 11.10.2.

71 Ancillary Service Regions can include the system region, the expanded system
region or any sub-regions identified by the CAISO for procurement of ancillary services.
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329. The CAISO agrees to put a cross reference in section 8.6.1 to the ancillary services
obligations of Scheduling Coordinators set forth in MRTU Tariff sections 11.10.2,
11.10.3, and 11.10.4 and will make this change in a compliance filing.

Commission Determination

330. We direct the CAISO to include a cross reference to sections 11.10.2, 11.10.3, and
11.10.4 in MRTU Tariff section 8.6.1 and direct the CAISO to make a compliance filing
within 60 days of the date of this order reflecting this change.

6. Self-Provision for Black Start Services

331. Six Cities state that the Commission should require the CAISO to revise section
8.6.3 to allow self-provision for black start services. Six Cities contend that there is no
reason for not allowing Scheduling Coordinators to self-provide black start service. In
response, the CAISO states that the change that Six Cities seeks is unrelated to the
MRTU Tariff filing; the current CAISO tariff does not allow self-provision of black start
service and MRTU does not alter this fact. The CAISO notes that black start service is
currently procured through individual contracts with Scheduling Coordinators for RMR
units and other generating units with black start capability.

Commission Determination

332.  We note that the CAISO does not propose to change the black start provision
under the MRTU Tariff. Six Cities have failed to explain how their concern is related to
the MRTU Tariff, and they have not given us sufficient information to make ruling.
Accordingly, we reject Six Cities’ comments on this issue.

7. Reports of Failures to Pass Performance Audits

333. Six Cities state that section 8.9.7(a) provides that the CAISO will report to the
CPUC failures by resource adequacy resources to pass compliance tests. Six Cities and
TANC argue that for resource adequacy resources not subject to the CPUC’s jurisdiction,
the report should be submitted to the relevant local regulatory authority, not the CPUC, as
proposed in section 8.9.15 for reports of failures to pass performance audits.

Commission Determination

334. We agree with Six Cities that failures to pass compliance tests by non-CPUC
resource adequacy resources should be submitted to the relevant local regulatory
authority and not the CPUC. We, therefore, direct the CAISO to make a compliance
filing within 60 days of the date of this order adding such language to section 8.9.7(a).
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Additionally, we direct the CAISO to notify us of any resource adequacy resource failing
a compliance test or failing to pass a performance audit.

8. Ramping Standards to Sell Requlation

335. Powerex contends that the MRTU Tariff fails to establish specific ramp rate
standards.'”> Powerex states that though the MRTU Tariff would require that the
maximum amount of regulation to be offered be reached within a period that may range
from 10 minutes to 30 minutes, it does not, however, set standards for ramping, i.e., the
increases and decreases in MW/minute. Powerex states that otherwise, non-responsive
units, with very low ramp rates in their regulation bids, could obtain regulation payments
while providing little or no reliability benefits. Powerex asserts that the Commission
should direct the CAISO to include in the MRTU Tariff minimum ramp rates for
regulation services, such as 5 or 10 MW/minute.*”

336. The CAISO responds that entities seeking to provide regulation must provide a
regulating ramp rate, pursuant to MRTU Tariff section 30.5.2.6. The CAISO states that
there is no need to establish a specific regulating ramp rate standard.

Commission Determination

337. We agree with the CAISO that there is no need to establish a specific regulating
ramp rate standard. The NERC’s Disturbance Control Standard provides that reserves
must reach full output within ten minutes after communication from the 1S0.}™ The
MRTU Tariff provides the same. We do not believe that the MRTU Tariff should be
required to explicitly set forth the rate at which the full output is reached within the
required time constraint. The NERC-set standards are met as long as there is a
requirement that ancillary services must be received within the required period of time.
We, therefore, accept MRTU Tariff section 8.4.1.1 as proposed.

172 powerex refers to section 8.4.1.1, which states that a generating unit offering
regulation “must be capable of achieving at least the ramp rates (increase and decrease in
MW/minute) stated in its Bid for the full amount of Regulation capacity offered.”

173 powerex contends that specifying a minimum ramping rate has several
advantages: (1) it ensures that providers of regulation service perform up to pre-defined
standards that are designed to meet the system's needs; and (2) requiring regulation
providers to meet a minimum ramp rate ensures that resources that are truly responsive
are providing regulation service and thereby provide a significant reliability benefit.

17 NERC, Standard BAL-001-0 Real Power Balancing Control Performance
(Apr. 1, 2005), available at ftp://www.nerc.com/pub/sys/all_updl/standards/rs/BAL-001-

0.pdf.
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9. Multi-Segment Bidding

338. Powerex notes that under the MRTU Tariff, energy bids will consist of a multi-
segment price/quantity curve. Powerex contends that multi-segment bidding" should
also be allowed for certain ancillary services. In support, Powerex explains that multi-
segment bids allow bidders to submit bids that reflect the marginal variable production
costs at various output levels of the generators or System Resources. Powerex states that
this approach would enable Scheduling Coordinators to structure their ancillary services
bids around a unit’s operating characteristics, and offer more capacity for ancillary
services, when that capacity cannot be made available except at higher prices to reflect
those operating characteristics.

339. At a minimum, Powerex states that the CAISO should offer a multi-segment bid
curve for dynamic System Resources that represent more than a single generating unit.
Powerex argues that allowing in-state and out-of-state multi-unit resources identified by
the same Scheduling Coordinator resource identification to submit ancillary service bids
with a multi-segment capacity bid curve would facilitate more accurate evaluation of the
characteristics of the underlying physical units and the value of the ancillary service
capacity at each MW-level, which will foster more efficient dispatch of ancillary
services.

340. Inresponse, the CAISO contends that the suggestion by Powerex is an
unnecessary complication. The CAISO states that ancillary services are unloaded
capacity and the operating cost ($/MWHh) of providing ancillary services should not
depend on how much of the capacity is unloaded. Therefore, the CAISO states that the
main cost variation to keep more or less capacity unloaded is the “opportunity cost” of
energy. However, the CAISO explains, this is offered through the energy bid curve,
which is not restricted to a single segment, so the CAISO argues that a single economic
bid segment for ancillary services capacity suffices. The CAISO adds that under the
existing CAISO tariff, there is a single price segment for ancillary services bids.

Commission Determination

341. While Powerex’s proposal to introduce multi-segment bidding for certain ancillary
services may provide incremental benefits for some types of ancillary services, we do not
find it a necessary element of Release 1. Additionally, Powerex argues for capacity bid
curves for “certain ancillary services bids,”*"® but does not specify which services require
multi-segment bids. Therefore, we direct the CAISO to file a report to the Commission,

17> Multi-segment bidding is the process by which Scheduling Coordinators submit
quantities of energy or ancillary services to an 1SO with corresponding prices, which vary
with differing levels of output.

178 powerex Comments at 22.



Docket No. ER06-615-000, et al.
Page 103

before making its MRTU Release 2 filing, addressing the potential benefits of including
this element.

10. Day-Ahead Ancillary Services Imports that are Undispatchable

342. Powerex contends that the CAISO should credit day-ahead ancillary services
imports that are undispatchable with the real-time congestion price when the intertie
capacity can be allocated to other resources. Powerex explains that when the import
ancillary services provider fails to deliver part or all of the awarded ancillary services
capacity because of a transmission derate prior to the publishing of the HASP schedules
and awards (i.e., 45 minutes before the operating hour), the curtailment of the import
ancillary services schedule will result in intertie transmission being freed up for use in
HASP. Powerex suggests the CAISO should treat undispatchable day-ahead ancillary
services the same as non-delivered day-ahead energy imports. Powerex asserts that a
failure to credit undispatchable ancillary services for intertie transmission capacity
released in HASP is not only unjustifiable and inequitable, but would discourage
participation in the ancillary services markets because it disproportionately exposes
import ancillary service providers to curtailment and transmission risks, relative to energy
import schedules.

343. SoCal Edison disagrees with Powerex, stating that the transmission reserved for
ancillary services in the day-ahead market and associated congestion rents are used to
fund CRR holders, and real time congestion rents are earmarked for other uses, such as
the treatment of ETCs. SoCal Edison explains that relieving or mitigating an ancillary
service importer of its obligation to pay the congestion charge is equivalent to imposing
on the CRR holders or other users of the grid an obligation to pay for the congestion on
the ancillary service importer’s behalf. Additionally, SoCal Edison offers that there
should be no credit of congestion costs if “upstream” transmission is curtailed making the
ancillary service undeliverable, since ancillary service importers should have every
incentive to ensure they have a firm and reliable transmission path.

344. The CAISO believes Powerex has identified a legitimate concern and therefore
agrees to make tariff revisions to address Powerex’s concern. Specifically, the CAISO
commits to modify the MRTU Tariff to reflect that if a day-ahead import of ancillary
services becomes undispatchable due to a transmission derate and it frees up transmission
capacity on the intertie, the CAISO will pay the Scheduling Coordinator the lower of the
day-ahead and HASP congestion shadow price on the intertie. The CAISO, however,
highlights that its proposed revisions address Powerex’s concern only when there is a
transmission derate and not when the import ancillary service award is reduced by an
entity for economic reasons. The CAISO states that it will provide the conforming
changes to the MRTU Tariff in a compliance filing.
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Commission Determination

345. We find that the CAISQO’s proposed modifications to the MRTU Tariff are
reasonable. We agree that day-ahead ancillary services imports that become
undispatachable due to a transmission derate prior to the publishing of HASP schedules
should be paid by the CAISO the lower of the day-ahead and HASP congestion shadow
price on the intertie. This approach is comparable to the treatment of non-delivered
energy imports under the MRTU Tariff.'"’

346. We also find that SoCal Edison’s concerns are misplaced. The funds for the credit
will not come from CRR holders or ETC rights holders. Congestion revenues for CRRs
holders and “perfect hedges” for ETCs rights holders'’® are mainly collected through day-
ahead congestion charges. A congestion charge credit for non-delivered ancillary
services imports will be funded in real time by users of the same capacity that was freed
up when the day-ahead ancillary services imports were curtailed.

347.  Accordingly, we accept the CAISO’s proposal to provide conforming changes to
the MRTU Tariff in a compliance filing to address Powerex’s concern and direct the
CAISO to make a compliance filing within 60 days of the date of this order reflecting
these changes.

11.  Ancillary Service Export Capability

348. WPTF/IEP state that, while the CAISO seems eager to obtain access to ancillary
service supplies outside the CAISO Control Area, it has declined to accommodate
exports of ancillary services. WPTF/IEP contend that this lack of parity creates a bias
and unjustly limits the business transactions of ancillary service providers.

349. Turlock adds that prohibiting generation owners from exporting ancillary services
constitutes a regulatory taking for which compensation is required. Turlock states that if
the CAISO is permitted to trap generation in its control area, entities in neighboring
control areas which either own part of a generation facility or have long-term contracts to
purchase ancillary services from a facility located in the CAISO’s Control Area will be
deprived of their ownership or contract rights. Turlock notes that this deprivation of
rights will jeopardize reliability in the neighboring control areas, result in the abrogation
of existing contracts, and will deter entities from building generation in the CAISO
Control Area. Turlock adds that the CAISO’s proposal to prohibit the export of ancillary
services should be rejected or, in the alternative, the Commission should order a full
evidentiary hearing to address this matter.

177 5ee MRTU Tariff section 11.5.
178 5ee section on ETCs below.
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350. The CAISO notes that Turlock cites to MRTU Tariff section 8.4.7.2 in support of
its contention that the MRTU Tariff unjustly prohibits exports of ancillary services.
According to the CAISO, Turlock refers to the following tariff language: “There is no
provision for exports with regard to Ancillary Services Bids. The functionality necessary
to accept such Bids does not exist in the CAISO scheduling software.” The CAISO states
that similar tariff language is included in the current CAISO tariff. The CAISO explains
that the MRTU-related changes to this language simply replaced the words “external
exports” with “exports” and capitalized the word “Bid” in the first sentence quoted
above. The CAISO argues that the MRTU edits to the sentence in section 8.4.7.2 did not
change the ability of market participants with regard to exports of ancillary services.

351. The CAISO further contends that Turlock is incorrect in its claim that the CAISO
Is “permitted to trap generation in its Control Area” and can allegedly deprive entities in
neighboring control areas of their ownership or contract rights. The CAISO states that
the CAISO Control Area relies on imports from other control areas to meet its needs and
the CAISO has a keen interest in cooperating with its neighboring control areas.

352. With regard to exports of ancillary services the CAISO notes that bids to export
ancillary services are not allowed under the existing CAISO tariff or the proposed MRTU
Tariff. However, pursuant to MRTU Tariff section 8.4.7.2, entities may arrange for
exports of ancillary services prior to the HASP by arranging for on-demand obligations to
other control areas.

353. At this time, Six Cities oppose adoption of provisions allowing exports of
ancillary services. According to Six Cities, the modification requested by WPTF/IEP and
Turlock could undermine reliability of the CAISO Control Area and impose additional
costs on LSEs within the CAISO Control Area. Six Cities state that a sale of ancillary
services to an entity outside the CAISO Control Area could become a control area
obligation if the seller contracting to export the ancillary services fails to provide to the
CAISO the capacity to support the export.

354. SoCal Edison contends that the Commission should disregard WPTF/IEP’s
arguments that the CAISO must allow exports of ancillary services to reciprocate for
imports of ancillary services. SoCal Edison also states that no other control area in the
WECC has an organized ancillary services market, and thus, the contention that the
CAISO is obligated to sell ancillary services to other control areas is nonsensical.

Commission Determination

355.  We find that the CAISO has sufficiently addressed the concerns raised with regard
to the export of ancillary services and has explained that such provisions have not
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changed from the current CAISO tarif We note that Scheduling Coordinators may
arrange for exports of ancillary services prior to the HASP by arranging for on-demand
obligations to other control areas. We direct the CAISO to develop software to support
exports of ancillary services in the future through stakeholder processes and to propose
necessary tariff changes to implement this feature no later than Release 2. Accordingly,
we deny Turlock’s request for evidentiary hearing as unwarranted at this time.

179
f.

12. Interruptible Exports Providing Non-Spinning Reserve

356. SoCal Edison contends that section 8.3.4, “Sales of Interruptible Exports as Non-
Spinning Reserve,” should be deleted from the MRTU Tariff. SoCal Edison states that
the issues addressed in this section did not receive enough stakeholder discussion to reach
a consensus. SoCal Edison is concerned that under MRTU, a Scheduling Coordinator
may sell an interruptible import and then schedule an interruptible export and collect a
non-spinning reserve payment. SoCal Edison explains that if the CAISO interrupts the
export, the Scheduling Coordinator will interrupt its interruptible import, and as a result,
the CAISO will receive no reliability benefit from interrupting the export. Until all of the
cost allocation and reliability issues are resolved, SoCal Edison states that the MRTU
Tariff should not allow interruptible exports to sell non-spinning reserve.

357. The CAISO responds that SoCal Edison has identified a legitimate concern. The
CAISO accepts SoCal Edison’s suggestion to prohibit the eligibility of interruptible
exports to provide non-spinning reserves to the CAISO Control Area. The CAISO states
that it will provide the conforming changes to the MRTU Tariff in a compliance filing.

Commission Determination

358. We direct the CAISO to include conforming changes to the MRTU Tariff, which
will prohibit the eligibility of interruptible exports to provide non-spinning reserves and
to make a compliance filing within 60 days of the date of this order reflecting this
modification.

13. Rebidding Associated Enerqy

359. SoCal Edison contends that section 30.5.1(b) should clarify that energy associated
with committed ancillary service capacity bids cannot be rebid. SoCal Edison states that
the IFM optimization process will have considered these bids when awarding the
services, and effectively awarded a contract with a strike price based on the energy bids.
SoCal Edison argues that parties should not be allowed to modify the terms of the

17 Section 8.4.7.3.1 of the CAISO's current tariff provides in pertinent part that
"[t]here is no provision for external export with regard to Ancillary Services bids.
The functionality to accept such bids does not exist in the ISO scheduling software.”
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contract by changing their energy bids. In addition, SoCal Edison contends that
rebidding creates the potential situation in which a unit’s full dispatch curve in the
HASP/real-time market is not able to continously increase.

360. Inresponse, the CAISO requests that the Commission reject SoCal Edison’s
proposed modification. The CAISO states that the Commission has previously
determined that energy associated with an ancillary services award can be rebid.

Commission Determination

361. As we stated in a previous order, “since fuel costs can increase between the day-
ahead and real-time markets, sellers of both RUC capacity and ancillary services should
be permitted to submit energy bids that reflect their actual marginal costs of supply in
that market.”*® We continue to find that the CAISO’s proposal to provide ancillary
services suppliers with an opportunity to rebid energy associated with ancillary services
IS reasonable. We, therefore, reject SoCal Edison’s argument and confirm that energy
associated with an ancillary services award can be rebid.

14.  Section 8.4.5 Communication Equipment

362. SoCal Edison recommends that section 8.4.5 (Communication Equipment)'®! be
modified to include the self-provision of ancillary services. SoCal Edison contends that
the revised language should read as follows: “A Scheduling Coordinator that has
submitted a self provided, Bid in, or contracted for Ancillary Services shall ensure that
the Generating Unit, System Unit, Load or System Resource concerned is able to receive
and implement Dispatch Instructions.”

363. Inresponse, the CAISO states that in the MRTU Tariff, it uses the term “schedule”
to denote a schedule that is issued by the CAISO, while the term “Bid” indicates a
submission to the CAISO, and the change noted by SoCal Edison was the result of an
editing decision not to use the word *“schedule” when referring to submissions by
Scheduling Coordinators. The CAISO explains that the change was not intended to
change the requirements in section 8.4.5 for those entities that self-provide ancillary
services, as those entities are capable of receiving and implementing CAISO dispatch
instructions themselves. Consequently, the CAISO agrees with SoCal Edison’s
suggestion and proposes to revise the sentence as follows: “A Scheduling Coordinator
that has provided a Submission to Self Provide an Ancillary Service, has submitted a Bid

180 September 2004 Order, 108 FERC { 61,254 at P 25.

181 Section 8.4.5 states the following: “...A Scheduling Coordinator that has
submitted a Bid in or contracted for Ancillary Services shall ensure that the Generating
Unit, System Unit, Load or System Resource concerned is able to receive and implement
Dispatch Instructions.”
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in or contracted for Ancillary Services shall ensure that the Generating Unit, System
Unit, Load or System Resource concerned is able to receive and implement Dispatch
Instructions.” The CAISO commits to make this change in a compliance filing.

Commission Determination

364. We find that the CAISO has addressed SoCal Edison’s concern. We direct the
CAISO to make a compliance filing within 60 days of the date of this order incorporating
this change.

15. Restrictions on the Amount of Ancillary Services at an Intertie
Point

365. WPTF/IEP state that part of the CAISO's proposal regarding regional treatment
involves setting constraints to potentially limit the amount of ancillary services at intertie
points. However, given that ancillary service providers at the interties must compete for
transmission capacity, WPTF/IEP argue that that capacity should already be treated as
part of the day-ahead market. WPTF/IEP state that the CAISO has provided no basis for
the restrictions nor has it sufficiently specified the levels of any such restrictions.
WPTF/IEP contend that the Commission should direct the CAISO either to remove any
additional limitations or to file the levels of the limits and the specific rationale for why
additional limits must be imposed.

Commission Determination

366. We share WPTF/IEP’s concern that ancillary services on intertie points may be
subject to arbitrary limits. Ideally, energy and reserves on intertie points should be co-
optimized in a similar way as is done internally within the CAISO. However, we
recognize that there may be limits on how much of the CAISO’s reserve requirement can
be met by external resources. We understand that the CAISO will follow a procedure
that co-optimizes energy and reserves subject to any limits that may apply on externally
procured reserves. To the extent such limits do apply, we direct the CAISO to make this
information available on the CAISO OASIS to ensure transparency in the CAISO’s
procurement of ancillary services.

16. Formula for Non-Spinning Reserves Obligation

367. SoCal Edison believes that the formula for non-spinning reserves in MRTU Tariff
section 11.10.4.2 is invalid. SoCal Edison posits that the appropriate formula should be
similar to the formula for spinning reserves in section 11.10.3.2.
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368. Inits response, the CAISO accepts SoCal Edison’s proposal and proposes to
change the language in section 11.10.4.2 in a compliance filing with further clarifying
changes to read as follows:

Each Scheduling Coordinator’s hourly net obligation for Non-Spinning
Reserves is determined as follows: the Scheduling Coordinator’s total
Ancillary Services Obligation for Operating Reserve for the hour,*?
multiplied by the ratio of the CAISO’s total Ancillary Services Obligation
for Non-Spinning Reserves in the hour to the CAISO’s total Operating
Reserve obligations in the hour, reduced by the accepted Self-provided
Ancillary Services for Non-Spinning Reserves, plus or minus any Non-
Spinning Reserve Obligations for the hour acquired or sold through Inter-
SC Trades of Ancillary Services.

369. Additionally, the CAISO proposes to clarify sections 11.10.2.1.3, 11.10.2.2.2,
11.10.3.2 and 11.10.4.2 by changing their title to be “Hourly Net Obligation for
Regulation Down Reserve,” “Hourly Net Obligation for Regulation Up,” “Hourly Net
Obligation for Spinning Reserves,” and “Hourly Net Obligation for Non-Spinning
Reserves,” respectively.

Commission Determination

370. We direct the CAISO to make a compliance filing within 60 days of the date of
this order addressing SoCal Edison’s concern regarding the formula for non-spinning
reserves in section 11.10.4.2 and clarifying the titles of sections 11.10.2.1.3, 11.10.2.2.2,
11.10.3.2 and 11.10.4.2..

17.  Ancillary Services Regions

371. SoCal Edison objects to the CAISO’s introduction of ancillary service
procurement “Regions” and “Sub-Regions” under MRTU Tariff sections 8.1, 8.2.3 and
8.3.3. SoCal Edison states that ancillary services procurement regions must be clearly
defined prior to implementation. SoCal Edison and Cities/M-S-R also argue that there
appears to be little limit on the CAISQO’s discretion in the establishment of sub-regions.
Cities/M-S-R add that the details concerning how the CAISO establishes sub-regions for
ancillary services provision should not reside in the Business Practice Manuals since the
Business Practice Manuals are not reviewed by the Commission. In Cities/M-S-R’s
opinion, matters as important as ancillary services provision should be included in the
MRTU Tariff. Further, the Cities/M-S-R are concerned that, without proper review and

182 The CAISO notes that, if negative, the Scheduling Coordinator’s total Ancillary
Services Obligation for Operating Reserve for the hour is multiplied by the Negative
Operating Reserve Obligation Credit Adjustment Factor.
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implementation, a division of the control area into sub-regions is likely to result in a
discriminatorily favorable treatment of ancillary services providers within sub-regions.

372. WPTF/IEP suggest the CAISO should codify in its tariff: (1) the methods the
CAISO will use to determine ancillary services regions; (2) a requirement that the
CAISO will not procure ancillary services from which the associated energy cannot be
deployed under contingency conditions; and (3) to specify the periodicity under which
the CAISO will reconsider the application of new regions.

373. Inresponse, the CAISO acknowledges that the MRTU Tariff introduces new
terms; however, its division of the control area into regions and sub-regions is consistent
with NERC/WECC requirements that ancillary services should be procured regionally
where and when system conditions dictate. The CAISO also points out that a similar
provision exists in the current tariff.*®®

374. The CAISO further states that it intends to provide more details on locational
procurement of ancillary services under the MRTU Tariff than exists in the current
CAISO tariff; however, these details should be appropriately placed in Business Practice
Manuals. The CAISO states that the MRTU Tariff contains requisite details on rates,
terms, and conditions of service with regard to ancillary services requirements sufficient
to satisfy the Commission’s “rule of reason.”

375. SoCal Edison also argues that it must be demonstrated to the Commission that the
regions and sub-regions are workably competitive prior to allowing market-based
ancillary services bidding. SoCal Edison explains that since there is no ancillary services
market power mitigation except the bid cap, SoCal Edison contends that the MRTU
Tariff requires additional safeguards to ensure the ancillary services regions and sub-
regions are competitive. SoCal Edison and the CPUC believe that the MRTU Tariff
should clearly define all regions and sub-regions, and the procurement constraints that
will apply to these areas.

376. The CPUC argues that ancillary services should be subject to local market power
mitigation, otherwise generators may exercise market power that could have a significant
financial impact on retail customers. To address this possibility, the CPUC asserts that
the Commission should order the CAISO to explore the implementation of mitigation
measures, such as local market power mitigation, for ancillary services procurement at
regional or sub-regional levels.

377. In response, the CAISO states that it will not establish ancillary services regions
that create new market power concerns. With the initial implementation of MRTU, the
CAISO states that it will not specify ancillary services regions any more granular than the

183 The CAISO refers to section 8.2.4 of the current CAISO tariff.
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present congestion management zones, which should help to ensure that the exercise of
local market power in the ancillary services markets is not a problem. The CAISO also
states that it will continue to use its Local Area Reliability Service criteria and the
designation of RMR resources to address local reliability concerns.

378. Coral states that the operating reserve procurement under the MRTU Tariff is
inadequate to ensure reliability for load pockets. Coral argues that since MRTU provides
for procurement and payment of operating reserves on a zonal basis rather than a load
pocket basis, and no longer includes replacement reserves, this fails to provide uniform
reliability and increases the possibility of load dropping within discrete load pockets,
solely to lower the costs paid by LSEs. Coral asks the Commission to direct the CAISO
to procure both operating reserves and replacement reserves on a load pocket basis.

Coral asserts that, to meet the WECC Minimum Operating Reliability Criteria, the
CAISO should retain replacement reserve ancillary services in the MRTU Tariff not just
for the zone in general, but for load pockets as well.

379. Inresponse, the CAISO states that it will consider the ancillary services needs of
load pockets within the CAISO Control Area. The CAISO states that Coral’s comments
ignore the use of RMR contracts to provide ancillary services within load pockets.
Regarding Coral’s comments about continuing to require or procure replacement
reserves, the CAISO contends that this requirement is unnecessary under the MRTU
market design. The CAISO explains that under MRTU, the must-offer obligation for
resource adequacy resources and the RUC process will ensure that sufficient capacity is
available to meet real-time needs and make it unnecessary for the CAISO to procure
replacement reserves.

Commission Determination

380. We agree with SoCal Edison and others that the granularity of ancillary services
regions and sub-regions can have an impact on ancillary services costs. However, this is
not entirely different from the impact of binding transmission constraints on energy
prices. Accordingly, not enforcing applicable transmission constraints and procuring
ancillary services in the wrong locations not only sends the wrong price signals but can
result in market rates that are unjust and unreasonable. Moreover, it can adversely impact
reliability. Therefore, we direct the CAISO to procure ancillary services on a more
granular basis and require that criteria for defining this granularity be included in the
MRTU Tariff. We, therefore, direct the CAISO to revise its MRTU Tariff to include the
description of: (1) how the Full Network Model optimization will apply to reserves as it
does to energy; and (2) if the Full Network Model optimization does not apply to
reserves, how the CAISO will determine the definition of an ancillary services region or
sub-region. The CAISO states that granularity for ancillary services procurement will
initially correspond to the zones that currently exist. We direct the CAISO to explain
fully in a compliance filing the circumstances under which it will become necessary to
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define more granular zones for ancillary services procurement. We direct the CAISO to
make this compliance filing within 180 days of the date of this order.

381. While there are no special mitigation measures for market power in ancillary
services other than the bid cap (to be reduced from the current $400/MWh'* to
$250/MWh under the MRTU Tariff), we believe the CAISO’s proposal to use a
combination of RMR and market resources to manage ancillary services procurement is
reasonable. At the same time, we are concerned that the use of RMR can mask market
price signals for ancillary services. Accordingly, we will require that the CAISO include
in its tariff the procedures for the use of RMR and market procurement for ancillary
services. In the compliance filing directed above, the CAISO should also clearly describe
the granularity method that will be followed for allocating ancillary services costs. We
also expect the CAISO’s Department of Market Monitoring to monitor for market power
problems involving ancillary services, and to notify the Commission promptly if such
problems arise.

382. Some parties propose that the CAISO should continue to procure replacement
reserves’® under the MRTU Tariff. We disagree. The use of replacement reserves was
envisioned to cover differences between the CAISO’s load forecast and the scheduled
resources. Under the MRTU Tariff, this function will be performed by RUC and it will
no longer be necessary to procure replacement reserves. Absent any other need for the
CAISO to procure replacement reserves, we deny the request to direct the CAISO to

continue procuring replacement reserves.

18.  Ancillary Services Associated with Firm Imports

383. SoCal Edison states that the current MRTU Tariff allows parties to separate and
sell the ancillary services associated with firm imports. According to SoCal Edison, this
separation may create a property rights problem, particularly where parties have existing
contracts, and provides an avenue for sellers to attempt to get paid twice for the ancillary
services associated with the firm energy. SoCal Edison contends that the CAISO should
eliminate the explicit payment for ancillary services associated with imports. At a
minimum, for existing contracts, SoCal Edison states that the CAISO should treat firm
imports as is done under the current tariff (that is, not to allow the ancillary services to be

184 Cal. Indep. Sys. Operator Corp., 114 FERC { 61,135 (2006).

185 Under the CAISO’s current tariff, Replacement Reserves are defined as
generating capacity dedicated to the CAISO, capable of starting up if not already
operating, being synchronized to the CAISO’s controlled grid, and ramping to a specified
operating level within a 60-minute period, the output of which can be continuously
maintained for a two-hour period. Replacement Reserves also include Curtailable
Demand that is capable of being curtailed within 60 minutes and that can remain curtailed
for two hours.
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separately sold off but simply reduce the Scheduling Coordinator’s ancillary services
requirement as the import is scheduled against load).

384. The CAISO states that SoCal Edison is correct that under the CAISO’s current
tariff, firm imports are backed by operating reserves from the sending control area and
the Scheduling Coordinator with scheduled load can use the ancillary services associated
with the firm import to reduce the Scheduling Coordinator’s ancillary services
requirements. In addition, the CAISO states that an issue arises either when the operating
reserves behind a firm import exceed the operating reserve requirements of the
Scheduling Coordinator’s load, or when the Scheduling Coordinator with the firm import
has no load. The CAISO explains that under the current CAISO tariff, a Scheduling
Coordinator with an excess of operating reserves associated with a firm import receives a
credit for such reserves if, and only if, that Scheduling Coordinator sells the ancillary
services to another Scheduling Coordinator with a positive load obligation. The CAISO
states that if the Scheduling Coordinator with no load that imports firm energy sells it
only as energy and provides no ancillary services, it receives no credit of any kind.
Under the MRTU Tariff, the CAISO states that a Scheduling Coordinator will receive a
credit for operating reserves behind firm imports even if the importing Scheduling
Coordinator has no load obligation and the Scheduling Coordinator does not engage in an
Inter-SC Trade'®® of energy or ancillary services. The CAISO explains that the credit for
these “negative Operating Reserves” under MRTU is limited to the amount that offsets
positive ancillary services obligations net of qualified self-provision system-wide. In
short, the CAISO states, it is reasonable to compensate imports for the reduction in
overall system ancillary services procurement that they allow. The CAISO states that the
limitation of credits to the amount usable by the CAISO to meet its operating reserve
requirements is reasonable as well, since importers should not be paid for services that
are not useful to the CAISO Control Area.

385. Regarding SoCal Edison’s double payment concerns, the CAISO states that there
IS neither double payment nor underpayment for ancillary services behind firm imports.
The CAISO explains that for an ETC, the ETC schedule must be balanced, which means
the firm import cannot exceed the ETC load. Therefore, the CAISO argues, the ancillary
services behind the firm import cannot exceed the ETC’s ancillary services load
obligation. In addition, if an ETC rights holder were to self-provide additional ancillary
services from other resources in its portfolio, the CAISO contends that that ETC rights
holder deserves to be paid the user rate for the excess self-provision to the extent it is
needed by the CAISO. The CAISO states that its proposal ensures that there will be no
double payment by counting the self-provided ancillary services against the Scheduling
Coordinator’s obligation first, and pro-rating the ancillary services behind the firm
imports when that sum exceeds the CAISO’s ancillary services requirements.

186 5ee section below on Inter-SC Trades.
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386. Powerex argues that the Commission should reject both of SoCal Edison’s
suggestions. Powerex states that in the current CAISO market design and consistent with
WECC rules, when firm imports are scheduled into California, the energy need not be
covered by operating reserves in the importing region; instead, the exporting control area
carries the reserves required to cover the exported energy. Powerex states that even
SoCal Edison seems to concede that energy importers should get the credit for the
reserves associated with their energy and notes that SoCal Edison suggests it anticipates
contract disputes with suppliers from external control areas. However, Powerex states
that the Commission should not prejudge the rights or obligations of any party to such
contracts, and instead accept these proposed MRTU Tariff provisions.

Commission Determination

387. We find that the CAISQO’s proposal to allow ancillary services credits for firm
Imports is reasonable. This proposal ensures that when there is a need for ancillary
services in the CAISO’s market, suppliers of these services are appropriately
compensated. Moreover, the CAISO proposal ensures that suppliers do not receive
double payment for their ancillary services and that they are not inappropriately
compensated for their services when the market already has sufficient supply. For
example, if a Scheduling Coordinator with a firm import sells that import to another
Scheduling Coordinator serving load in the CAISO, it would not be appropriate to credit
the importing Scheduling Coordinator for the associated ancillary services and also credit
the Scheduling Coordinator that purchased the same ancillary services. Under MRTU,
sales of firm imports into the day-ahead market will not be matched with load. Thus,
simply reducing the Scheduling Coordinator’s ancillary services requirement would not
work. Further, unbundling ancillary services from firm imports will ensure that suppliers
continue to be credited for their ancillary services contribution. At the same time, load
that is served by the firm imports will not automatically receive ancillary services credits
to ensure there is no double crediting. We, therefore, reject SoCal Edison’s contentions.

19. Operating Reserve Requirements

388. SoCal Edison raises an issue with sections 11.10.3.2 and 11.10.4.2 that require
Scheduling Coordinators to carry 100 percent operating reserve requirements for load
served by interruptible imports. Since interruptible imports increase the CAISO’s
operating reserve requirements, SoCal Edison seeks clarification on how, under the
MRTU Tariff, the CAISO will treat sales of interruptible imports to the day-ahead
market. SoCal Edison states that its understanding is that the CAISO will not allow sales
of interruptible imports in its market because imported power bid into the CAISO market
Is required to be firm. If this is not the case and in fact the CAISO intends to allow
interruptible imports to be bid into the market, SoCal Edison argues that the sellers of
interruptible imports must be charged for the additional operating reserve burden they
place on the CAISO.
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Commission Determination

389. We agree with SoCal Edison that the MRTU Tariff needs clarification as to how
the CAISO will handle the sale of interruptible imports in the day-ahead market. We
direct the CAISO to make a compliance filing within 60 days of the date of this order
clarifying the processes for handling interruptible imports in the MRTU Tariff.

20. Duplicative CAISO Ancillary Services Purchases

390. The State Water Project states that sections 8.3.3 and 8.2.3.2 allow the CAISO to
acquire ancillary services for transactions that use transmission lines that are within the
CAISO’s Control Area but not turned over to the CAISO’s operational control. The State
Water Project is concerned that non-CAISO-contolled grid transactions will be forced to
pay for ancillary services acquired by the CAISO on their behalf. According to the State
Water Project, the Commission has authorized the CAISO to procure ancillary services
only for transactions using the CAISO-contolled grid. The State Water Project, however,
believes that the CAISO may procure ancillary services for non-CAISO-contolled grid
only on a case-by-case basis, balancing grid reliability with the need to avoid excessive
ancillary services purchases.

391. Inits response, the CAISO states that it is responsible for ensuring that there are
sufficient ancillary services available to maintain the reliability of the CAISO-contolled
grid consistent with the WECC and NERC criteria and contends that this requirement is
left unchanged by the MRTU Tariff.

Commission Determination

392. As the State Water Project accurately points out, in a prior order, the Commission
found that the CAISO is responsible for procuring ancillary services only for the CAISO-
controlled grid.*®" The State Water Project, however, has failed to identify specific
language in sections 8.3.3 and 8.2.3.2, which authorizes the CAISO to procure ancillary
services for transactions not on CAISO-controlled transmission lines. Section 8.2.3.2
sets forth the requirements for spinning and non-spinning reserves; section 8.3.3
describes procurement of ancillary services using ancillary services regions. We,

187 Cal. Indep. Sys. Operator Corp., 107 FERC { 61,152, at P 28 (2004), reh’g
denied, 111 FERC 1 61,078, order denying clarification, 113 FERC { 61,133 (2005).
This finding was fact-specific and concerned ancillary services improperly procured by
the CAISO in connection with transactions scheduled on the California-Oregon
Transmission Project and on transmission facilities owned and operated by SMUD and
Western. Id. at P 3. The Commission did not consider the CAISO’s argument that
procurement of ancillary services for off grid transactions was needed for reliability
purposes. The CAISO’s reliability argument was rejected as untimely. See id. at P 32.
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therefore, reject the State Water Project’s contention because it is unsupported. We find
that there is no need for the CAISO to change the MRTU Tariff language regarding the
purchases of ancillary services. The CAISO states that it is responsible for ensuring that
there are sufficient ancillary services available to maintain the reliability of the CAISO-
contolled grid consistent with WECC and NERC criteria and contends that this
requirement is unchanged by the MRTU Tariff. We find that the CAISO must continue
to procure ancillary services in compliance with the WECC and NERC standards for
reliability purposes.

21. Congestion Charges for Imports of Ancillary Services

393. BPA states that ancillary services imports, but not ancillary services within the
CAISO Control Area, will be charged for congestion under the MRTU Tariff. BPA
disagrees with the CAISO’s assertion in the transmittal letter to the instant filing that this
charge on imports is necessary because ancillary services imports compete with energy
imports for intertie capacity. BPA argues that it is not credible for the CAISO to assume
that ancillary services within its control area will never compete with energy for available
transmission capacity (ATC); for example, Path 26 experiences occasional congestion
that could affect ancillary services deliverability. If the CAISO calculates ancillary
services congestion costs throughout its system, BPA states that the congestion charge for
within-control area ancillary services will be zero if the system operates as the CAISO
expects, but will indicate congestion costs where appropriate. BPA states that without a
system-wide ancillary services congestion charge, internal ancillary services on
congested paths will escape the same types of congestion costs that will be routinely
charged to imports. BPA contends that if it is technically infeasible for the CAISO to
calculate congestion charges within its system, it should not do so for imports either.

394. The CAISO requests that the Commission reject BPA'’s implication of undue
discrimination or unequal treatment between the congestion costs paid by entities
importing ancillary services and entities supplying ancillary services internal to the
CAISO Control Area. The CAISO states that while the CAISO co-optimizes energy and
ancillary services both for supply offered internal to the control area and for the energy
and ancillary services that are offered over the interties, the entities supplying energy and
ancillary services internal to the CAISO Control Area are not similarly situated with
entities supplying energy and ancillary services over the interties. For internal resources,
the CAISO states that the transmission congestion internal to the CAISO Control Area
does not affect the co-optimization of energy and ancillary services. The CAISO
explains that there is no competition for transmission between energy and ancillary
services; rather, the competition for transmission occurs at the resource level, i.e.,
whether the resource capacity is used for ancillary services or energy.

395. The CAISO states that unlike in the case of internal congestion, the co-
optimization of energy and ancillary services is affected by the constraints on the
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interties. According to the CAISO, for this reason, the ancillary services marginal price
at an intertie includes the opportunity cost of energy at the scheduling point and the
intertie congestion price. However, the CAISO states that, as shown in the testimony of
Dr. Rahimi, after reducing the intertie ancillary services marginal price by the intertie
congestion price, the entity providing the ancillary services import will still receive its bid
price or better.'®®

Commission Determination

396. We agree with the CAISO that internal CAISO ancillary services and ancillary
services offered over the interties are not similarly situated; thus, they are co-optimized
with energy differently. Transmission congestion internal to the CAISO Control Area
does not affect the co-optimization of energy and ancillary services in the same way that
intertie congestion affects the co-optimization of energy and ancillary services over
interties. Energy and ancillary services schedules will be co-optimized on a resource
level within the CAISO Control Area. Additionally, ancillary services regions will be
established to ensure appropriate distribution of ancillary services within the CAISO
Control Area and price variation between these regions will reflect the impact of
congestion. On the other hand, ancillary services capacity and energy will compete for
transmission over interties, because imported ancillary services will require a
transmission allocation in the day-ahead market. Thus, if ancillary services imports
contribute to congestion on an intertie, the supplier of the ancillary services import will
be charged the applicable congestion usage charge. We note that, even with the intertie
congestion charge, entities providing ancillary services imports will still receive their bid
price or better. Thus, we find that the CAISO has justified its treatment of imported
ancillary services. Accordingly, we reject BPA’s assertion that congestion should not be
charged to imported ancillary services.

22.  Ancillary Service Prices, Schedules, and Associated Energy Bids

397. MRTU Tariff section 30.5.2.6 states that a Scheduling Coordinator may submit
ancillary service bids for each type of ancillary service by providing (among other
information) a separate price in $/ MW per hour for each ancillary service and an energy
bid associated with the capacity bid. Based on these and other bids, section 31.3 states
that the IFM optimization process will utilize a set of integrated programs to optimally
commit resources, determine day-ahead schedules and ancillary service awards, and
calculate the related LMPs and ancillary service marginal prices (ASMPs). The LMPs
and ASMPs would be calculated based on multi-part supply bids (including start-up bids,
minimum load bids, and energy bid curves), and the capacity reservation bids for
ancillary services as well as self-schedules by Scheduling Coordinators. The Master

188 See Rahimi Testimony at 146-153.
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Definitions Supplement in Appendix A to the MRTU Tariff defines ASMP as “the
marginal cost of providing an ancillary service in the relevant resource location ($/MW).”

398. The CAISO responds that, as a result of implementing its proposed changes to co-
optimization of conditionally qualified self-provided ancillary services, the CAISO is
also proposing to eliminate the requirement that ancillary services bids be accompanied
by an associated energy bid, as specified in section 30.5.2.6. However, the CAISO states
that this change is conditional on the outcome of the CAISQO’s evaluation of its ability to
automate the first step of the three-step verification process for LAP-clearing constraints.
The CAISO states that it will inform its stakeholders and the Commission of the
resolution of this evaluation and whether such changes will be feasible for Release 1.
According to the CAISO, assuming the CAISO is able to automate the first step of the
three-step verification process for LAP-clearing constraints, ancillary services bidders
would remain free to include an associated energy bid. However, the CAISO proposes to
no longer require that such an energy bid be included. The CAISO notes, however, that
under the CAISO’s proposal all awarded ancillary services and all accepted submissions
to self-provide ancillary services must submit associated energy bids in HASP/real-time.
The CAISO states that there are several reasons for this proposed change.

399. First, the CAISO states that there is already an exception to the requirement that
ancillary services bids must have an associated energy bid, which is that self-provided
ancillary services in the day-ahead market are not required to submit an associated energy
bid. Second, the CAISO states that the requirement is unnecessary for resources that are
under obligation to offer energy bids (i.e., resource adequacy and RMR resources) since
they will have an energy bid inserted for them if they do not include one. Third, the
elimination of the requirement that ancillary services bids must be accompanied by an
associated energy bid will assist in the implementation of other MRTU Tariff sections,
I.e., section 8.6.2 - Right to Self Provide Ancillary Services, and section 31.3.1.2 -
Reduction of LAP Demand.

Commission Determination

400. The MRTU Tariff does not describe in sufficient detail how the CAISO will
determine which resources will be scheduled to provide ancillary services in the day-
ahead market and how ancillary service marginal prices will be calculated. In particular,
the proposed tariff does not state whether foregone energy opportunity costs*®® will be
considered in determining whether to schedule a resource to provide energy or ancillary
services. The proposed tariff also does not state whether foregone energy opportunity

189 Foregone energy opportunity cost is the operating profit from selling energy
that the resource would forego if it is scheduled to provide ancillary services instead. The
foregone energy opportunity cost (per MWh) is calculated as the difference between
(1) the applicable LMP at the resource’s node; and (2) the resource’s energy bid.
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costs will be considered as a component of the marginal cost of providing an ancillary
service for purposes of calculating ancillary service marginal prices. We direct the
CAISO to revise its proposed MRTU Tariff to clarify whether (and if so, how) foregone
energy opportunity costs are considered in establishing ancillary service schedules and in
calculating ancillary service marginal prices. If the CAISO intends that foregone energy
opportunity costs not be considered in establishing ancillary service schedules and/or in
calculating ancillary service marginal prices, the CAISO must provide a rationale. We
direct the CAISO to make a compliance filing within 60 days of the date of this order
complying with these directives. We defer ruling on the CAISO’s proposal to eliminate
the requirement that ancillary services bids be accompanied by an associated energy bid,
pending our review of the CAISO’s compliance filing. If the CAISO intends that
foregone energy opportunity costs be considered in establishing ancillary service
schedules and/or in calculating ancillary service marginal prices, we direct the CAISO to
explain in its compliance filing how it would determine the foregone energy opportunity
costs of resources that do not include associated energy bids in their bids to provide
ancillary services.

23. Minor Language Changes

401. PG&E points out that in Appendix K, the acronym “ASRP” is repeated without
clarification and requests that it be expanded to read Ancillary Service Requirements
Protocol (ASRP). The CAISO commits to make the change requested by PG&E in its
compliance filing.

402. SoCal Edison contends that a sentence in MRTU Tariff section 8.3.1, which states
that, “the CAISO will procure Regulation Up and Regulation Down in the Real-Time
Market” is misleading. SoCal Edison explains that tariff language earlier in this section
provides that the CAISO is required to procure 100 percent of its forecasted requirements
in the day-ahead market and may procure additional ancillary services in subsequent
markets if its forecasted requirements change. SoCal Edison and Six Cities recommend
that this sentence be stricken from the section. The CAISO agrees with SoCal Edison
and Six Cities and commits to remove the last sentence of the second paragraph of
MRTU Tariff section 8.3.1 in a compliance filing.

403. SoCal Edison notes that MRTU Tariff section 8.3.5 states that “[t]he CAISO shall
procure Regulation Up, Regulation Down, Spinning, and Non-Spinning Reserves on a
daily, hourly and Real-Time basis in the IFM, HASP and [real-time market]
respectively...” SoCal Edison contends that this language conflicts with section 8.3.1,
which provides that “[i]n the [d]ay-[a]head [m]arket, the CAISO procures one-hundred
(100) percent of its Ancillary Service requirements based on the Day-Ahead Demand
Forecast net of Self Provided Ancillary Services.” SoCal Edison recommends that the
word “shall” in section 8.3.5 be changed to “may” in order to resolve the conflict.
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404. Inresponse, the CAISO states that there is no conflict between the two MRTU
Tariff provisions cited by SoCal Edison. While it is true that section 8.3.1 provides that
the CAISO will procure 100 percent of its ancillary service requirements in the day-ahead
market, the CAISO states that it is also true that there can be incremental ancillary service
needs to be met in the HASP and real-time market.

Commission Determination

405.  We direct the CAISO to make a compliance filing within 60 days of the date of
this order reflecting the change proposed by PG&E concerning Appendix K.

406. We direct the CAISO to revise MRTU Tariff section 8.3.1 to address SoCal
Edison’s and Six Cities” concerns by making a compliance filing within 60 days of the
date of this order reflecting this deletion.

407. We also find that the CAISO’s clarification of the two MRTU Tariff sections
addresses SoCal Edison’s concerns. The CAISO will procure 100 percent of the ancillary
service requirements in the day-ahead market. This will be based on its forecast. To the
extent forecasted need changes in the hour ahead and in real time, the CAISO tariff
provides that additional ancillary services will be procured. We, therefore, reject SoCal
Edison’s request for a change in the language of MRTU Tariff section 8.3.5.

E. Reliability Must Run Units

408. The CAISO addresses the need for additional generating capacity within a local
reliability area by awarding one-year Reliability Must Run (RMR) contracts to local
generators. These contracts ensure that RMR units are made available to the CAISO in
order to meet local reliability needs. Under the terms and conditions of these contracts, a
RMR owner may select from one of two conditions (i.e., Condition 1 or Condition 2) of
how its unit will operate when dispatched by the CAISO to meet local reliability.'*
Under Condition 1, the owner of the RMR unit is paid a certain percentage of its annual
fixed costs. In addition, the owner may participate in market transactions and retain all
revenues from such market transactions. In contrast, the owner of a Condition 2 RMR
unit is paid 100 percent of the unit's fixed costs. The Condition 2 RMR unit may not
participate in market transactions unless the CAISO issues a dispatch notice for the unit.
When the CAISO dispatches the unit for reliability purposes, the owner must bid all
capacity at prices determined by formulas in the contract.

1% MRTU Tariff section 41.9 provides for the CAISO to dispatch Condition 2
RMR units to provide energy through an exceptional dispatch for reasons other than
those prescribed in the RMR contract. For example, the CAISO may require energy from
a Condition 2 RMR unit to: (1) meet forecast demand and operating reserve
requirements; or (2) manage congestion.
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409. The CAISO proposes changes to its RMR provisions in the MRTU Tariff that,
according to the CAISO, conform the RMR provisions to the new market structure under
MRTU. The CAISO will continue to issue RMR dispatch notices consistent with the
RMR contract for all of the products and services that the CAISO is entitled to under the
RMR contract. The changes under MRTU that most affect RMR units are: (1) dispatch
of RMR units through the pre-IFM runs in the day-ahead, HASP and real-time markets;
and (2) the elimination of the concepts of “Inter-Zonal Congestion” and “Intra-Zonal
Congestion” because they are no longer relevant under LMP.

410. Under MRTU, the CAISO proposes to commit RMR units through the pre-IFM
runs described in MRTU Tariff sections 31.2 and 33.4. This process results in issuances
of RMR dispatches under MRTU for local reliability and to manage congestion
consistent with the RMR contract. Whether in the day ahead or in real time, the first pass
of the pre-IFM run is the Competitive Constraint Run under which only transmission
lines pre-designated as “competitive” are considered.’®* The CAISO states that the
second pass of the pre-IFM run is the All Constraint Run during which all transmission
constraints are enforced.’® As provided in MRTU Tariff sections 31.2.2.1 and 33.4, the
CAISO will designate a dispatch as an RMR dispatch when its dispatch level following
the second pass is greater than the first pass.'** The CAISO asserts that RMR dispatches
issued as a result of the pre-IFM runs are consistent with its dispatch authority under the
RMR contract since the pre-IFM runs generate dispatches for meeting local reliability
needs and managing congestion. The CAISO states that it may also issue manual RMR
dispatch notices outside of the pre-IFM runs at any time consistent with the RMR
contract.

411. The CAISO also proposes to conform the RMR provisions under MRTU Tariff
section 41.5.1 to be consistent with the new market structure. Specifically, the CAISO
provides that market bids submitted in the day-ahead market or HASP for dispatch in real
time, shall be understood as a notice of intent to provide service from a substitute unit
rather than the unit identified in the CAISO’s dispatch notice.’® CAISO notes that
whenever it designates a dispatch as an RMR dispatch, any MWh quantities dispatched in
the second pass of either the pre-IFM or HASP runs will be settled as a market
transaction under the RMR contract and be paid the relevant LMP.

91 The initial competitive transmission path assessment will consider the current
inter-zonal interfaces plus local constraints out of local generation pockets.

192 Other than those defined “competitive” above, the CAISO will consider all
transmission paths as non-competitive, but will periodically evaluate those paths based on
forward looking assessments.

193 The CAISO states that dispatches flagged as RMR shall constitute RMR
dispatch notices pursuant to the RMR contract.

% The CAISO references section 5.2 of the RMR contract.
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412. The CAISO states that it is preserving its right under the RMR contract to issue an
out-of-market dispatch of a RMR Condition 2 unit for reasons other than to meet local
reliability needs or to manage congestion in the event no other units are available and
physically capable of meeting the identified requirement. See Exceptional Dispatch,
MRTU Tariff section 41.9. The CAISO asserts that these occurrences are not treated as
dispatches pursuant to the RMR contract, but rather exceptional dispatches under the
CAISO tariff. As such, these dispatches will be paid and allocated in accordance with
section 11.5.6 of the CAISO tariff.

Discussion

1. Tariff Modifications

413. SoCal Edison objects to MRTU Tariff section 11.5.6.3.2 (Allocation of Costs from
Exceptional Dispatch Calls to Condition 2 RMR units), which states “... All costs
associated with Energy provided by a Condition 2 RMR Unit operating other than
according to a dispatch notice issued under the RMR Contract shall be allocated in
accordance with section 11.5....” SoCal Edison argues that the reference to section 11.5
Is incorrect and should be changed to 11.5.6.2.5.1. In addition, SoCal Edison protests the
language in this section that states: *...Until either the RMR Contract Counted MWh,
Counted Service Hours or Counted Start-Ups exceed the relevant RMR Contract Service
Limit, any cost incurred for Energy provided under the RMR Contract above the rate
specified in equation 1a or 1b as set forth in Section 11.5.6.3.1 shall be allocated in
accordance with section 11.5.1...” SoCal Edison contends the reference to section 11.5.1
is inappropriate and recommends that it be changed to section 11.5.6.2.5.2.

414. PG&E states that Appendix G (pro forma Must Run Agreement) of the MRTU
Tariff has not been updated and is missing necessary detail. PG&E asserts that the pro
forma Must Run Agreement is very complicated and has been modified and discussed
through a stakeholder process. PG&E states that Appendix G should be modified to
reflect the following:

o All references to the "PX" market must be replaced with the
"CAISO" market;

o Applicable sections of the pro forma agreement included in the
"Offer of Settlement”, in FERC Docket Nos. ER98-441-000 et al., must
be incorporated into the pro forma RMR Agreement;

e Detail must be provided to determine how the Scheduling
Coordinator Credit is to be priced;

e The "Condition 2" option in the current pro-forma RMR Agreement
should be removed as unnecessary.
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415. The CAISO agrees that MRTU Tariff section 11.5.6.3.2 should be modified as
SoCal Edison requests and proposes to make the changes in a future compliance filing.

416. With regards to PG&E’s concern, the CAISO states that Appendix G is a
placeholder (similar to the current CAISO tariff) for the pro forma RMR agreement
under MRTU. The CAISO states that the pro forma RMR agreement'*® was never filed
as a part of the current CAISO tariff and should not be included in the MRTU Tariff.
The CAISO contends that the filing of a pro forma RMR Agreement would require, as
PG&E notes, a stakeholder process. Moreover, the CAISO argues that no filing of an
RMR Agreement is necessary because the MRTU Tariff allows the CAISO to dispatch
RMR resources consistent with RMR contracts.

Commission Determination

417. We note that the CAISO agrees with SoCal Edison’s claim that the MRTU Tariff
does not accurately reference the correct section for allocating exceptional dispatch
instruction costs and the CAISO proposes to make a future compliance filing with the
Commission to reflect the correct section. As a result, we find the CAISO has adequately
addressed SoCal Edison’s concern and direct the CAISO to make a compliance filing
within 60 days of the date of this order reflecting the proposed modification. With
respect to PG&E’s concern regarding the pro forma Must Run Agreement, we note that
the agreement was not submitted as part of the MRTU Tariff filing. Because this
agreement is not before us in this proceeding, we find that the proposed modifications to
the pro forma Must Run Agreement are outside the scope of the instant tariff filing. We
also note that the CAISO indicates in Appendix G of the MRTU Tariff that the Must Run
Agreement will be filed with the Commission upon settlement of certain terms and
conditions related to MRTU. We direct the CAISO to continue its efforts to address the
pro forma Must Run Agreement concerns, as raised by PG&E, through the stakeholder
process and file any amendments with the Commission as necessary and appropriate.

2. RMR Compensation

418. WPTF/IEP and Williams point out that under the proposed pre-IFM runs, if an
RMR unit is dispatched in the second pass above the levels to which it was dispatched in
the first pass, the portion of the unit's bid above its first pass level is reset to the lower of
its cost-based RMR contract bid or its market bid. However, WPTF/IEP note that in the
same situation, a non-RMR unit's market bid is replaced with its default energy bid.
WPTF/IEP question the need for this disparate treatment, except for those units with
Condition 2 RMR contracts. WPTF/IEP contend that the cost-based bids for RMR units

1% The pro forma Must Run Agreement was negotiated through settlement in
Docket No. ER98-441-000, et al.
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in the pre-IFM should be eliminated, and urge the Commission to require the CAISO to
use the default energy bids rather than the RMR contract bid for Condition 1 RMR units.

419. WPTF/IEP state that it is unclear how energy is counted toward a unit’s RMR
contract service limits because Condition 1 RMR owners are no longer in control of
whether the energy dispatched to the CAISO is pursuant to a RMR contract or through
the market. Thus, WPTF/IEP request clarification of how the CAISO will count
Condition 1 RMR units in the first and second pass of the pre-1IFM runs.

420. The CAISO states that WPTF/IEP appear to confuse the determination of RMR
dispatch levels through the pre-1IFM runs with pricing. According to the CAISO, the
primary purpose of the pre-IFM runs is to determine the level of dispatch needed from
RMR units for local reliability. Since the CAISO has the contractual right to RMR
energy at costs specified in the RMR contracts, the CAISO states that the MRTU Tariff
uses RMR proxy bids instead of default energy bids for amounts of capacity specified in
the RMR contracts in the second pass of the pre-IFM runs. The CAISO further explains
the RMR Condition 1 units, like non-RMR units, will be paid the nodal prices determined
in the day-ahead market for the dispatch levels determined in the first pass that cleared
the IFM optimization process. The CAISO also explains that it is possible for an RMR
proxy bid (or a default energy bid) to set the nodal price, if RMR energy is needed from a
Condition 2 RMR unit or a Condition 1 unit, to the extent the Condition 1 unit did not
submit bids into the day-ahead market or that bids submitted failed to clear the first pass.

421. With respect to WPTF/IEP’s comment regarding RMR owners no longer having
control of whether a RMR operates pursuant to the RMR contract or through the market,
the CAISO states that WPTF/IEP misunderstands the election process. The CAISO
explains that a Condition 1 RMR owner can elect RMR contract compensation by
submitting a bid in the day-ahead market or by submitting a bid higher than the clearing
price resulting from the first pass. It further states that an RMR owner can elect market
compensation by submitting competitive bids in the day-ahead market or by submitting a
bid of zero, thereby accepting the market clearing price. The CAISO asserts that this is
very similar to the way the original RMR pre-dispatch process worked when the
California Power Exchange was in existence, as it provided a day-ahead market for RMR
energy. Accordingly, the proposed mechanism for MRTU is more in line with the RMR
contract as originally written, and the process is simplified because the election is
automatically based on the RMR owner’s choice of whether to submit a bid in the day-
ahead and, if so, at what price.

Commission Determination

422. We reject WPTF/IEP’s request to require the CAISO to use the default energy bid
rather than the RMR contract bid for Condition 1 units. We find it appropriate for the
CAISO to maintain a distinction between Condition 1 RMR units and non-RMR units as
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it relates to compensation. In general, the RMR contracts give the CAISO the right to
call on certain generators to meet local reliability needs as determined by an annual RMR
study.'®® Those units needed for local reliability are issued an RMR contract in exchange
for a specified dollar amount paid to the generators.

423. With respect to the WTPF/IEP request for clarification, we direct the CAISO to
make a compliance filing within 60 days of the date of this order clarifying how energy is
counted toward its contract service limits.

3. RMR Units Providing Ancillary Service

424. WPTF/IEP state that the CAISO proposes to procure 100 percent of its forecasted
ancillary services requirements in the day-ahead market. It further states the CAISO has
the ability to instruct any market unit to provide ancillary services in real-time using the
real-time unit commitment software. For these reasons, WPTF/IEP contend that the
CAISO can fully meet its ancillary services needs through market mechanisms as
opposed to RMR contracts. As a result, WPTF/IEP recommends that the Commission
direct the CAISO to adopt tariff language committing the CAISO to use its market
mechanisms to procure ancillary services whenever possible, and to acquire ancillary
services through RMR contracts only where the need cannot be met through the market.

425. The CAISO contends that WPTF/IEP seek to alter the CAISQO’s contractual right
to obtain ancillary services under the RMR contract. In addition, the CAISO states that
WPTF/IEP want to alter pre-existing tariff language that is substantively unchanged
under MRTU. It asserts that ancillary services can be procured in two ways. First, the
CAISO may issue RMR dispatch notices for ancillary services, but only if there is a bid
insufficiency in the CAISO’s markets as defined in the RMR contract. Second, for RMR
Conditions 2 units, once the unit has received an RMR dispatch notice, the RMR owner
Is contractually obligated to submit cost-based bids pursuant to Schedule M for its
remaining capacity into the next available market.

Commission Determination

426. Our review of the MRTU Tariff indicates that the CAISO will use market
mechanisms that are similar to the standards sought by WPTF/IEP. The CAISO proposes
to procure 100 percent of its forecasted ancillary services in the day-ahead market.
MRTU Tariff section 41.5.3 provides for the CAISO to call upon RMR units in any
amount that the CAISO has determined is necessary at any time after the issuance of day-
ahead schedules for the trading day if: (1) the CAISO requires additional ancillary
services; (2) all day-ahead ancillary services bids have been selected; and (3) the CAISO

1% The CAISO’s role in addressing the need for RMR generation is addressed in
MRTU Tariff section 41.
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determines that a bid insufficiency condition in accordance with the RMR contract exists
in the HASP, and that it requires more of an ancillary service. We find these provisions
address WPTF/IEP’s concern that the CAISO use its market mechanisms to procure
ancillary services and RMR contracts only where the need cannot be met through the
market. Therefore, we require no further modifications.

4, RMR Capacity under RUC

427. WPTF/IEP contend that the participation of Condition 2 RMR units in RUC may
be problematic because the CAISO may designate the capacity for not only local area
requirements but also control area shortfalls. WPTF/IEP state that RMR contracts
require generating units to be used only to meet local area reliability requirements. As a
result, WPTF/IEP urge the Commission to require the CAISO to make clear in the
MRTU Tariff that Condition 2 RMR capacity cannot be selected in RUC for any reason
other than to meet a local reliability need.

428. In its answer, the CAISO states that if the IFM optimization process, which is
based on bid-in load, clears below the dispatch level of RMR Condition 2 units
determined in the second pass of the pre-1FM runs, the difference will be inserted in the
RUC process. Because the difference between the first and second passes of the pre-IFM
runs identifies the dispatch levels to meet any local reliability need, the CAISO states that
RMR Condition 2 units inserted as a self-schedule in the RUC process will serve local
reliability needs in the day-ahead market.

Commission Determination

429. We find that WPTF/IEP’s assertion that the CAISO may designate Condition 2
RMR capacity for not only local area requirements but also a control area shortfall is
unfounded. We agree with the CAISO that the difference between the first and second
passes of the pre-IFM runs identifies the dispatch levels to meet any local reliability need.
Therefore, we believe that RMR Condition 2 units inserted as a self-schedule in the RUC
process will serve local reliability needs in the day-ahead market. MRTU Tariff section
31.5.1.3 states that if a resource is determined to have a RMR requirement for any trading
hour of the next day, either by the pre-IFM runs or by the CAISO through a manual RMR
dispatch notice, and if any portion of the RMR requirement has not been cleared in the
IFM optimization process, the entire portion of the RMR requirement will be represented
as a self-schedule in the RUC process.™®’ Because the RUC process is a reliability
backstop that allows the CAISO to meet its reliability requirements, we find it

97 \We understand that the issuance of an RMR self-schedule in the RUC process
means the RMR owner will be considered a “Price-Taker” of energy if dispatched by the
CAISO in real-time. The RMR unit is not eligible for the RUC availability payment and
is included in RUC as a self-schedule.
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unnecessary for the CAISO to include any clarifying language regarding Condition 2
RMR units in the tariff. In addition, we note that MRTU Tariff section 41 provides a
reasonable amount of detail regarding the procurement procedures of RMR units by the
CAISO. As aresult, we reject WPTF/IEP’s request.

F. Convergence Bidding

430. As filed, the MRTU Tariff does not include provisions to implement convergence
bidding.'*® Convergence bidding is used successfully in several of the RTOs, and we
note that the Commission’s June 2004 Order, and subsequent orders that addressed
convergence bidding, directed the CAISO to implement convergence bidding with
Release 1, or to explain fully why this should not be done, and the date when it would be
implemented. *°

431. The CAISO acknowledges the potential benefits of convergence bidding but states
that it cannot implement convergence bidding simultaneously with Release 1 of MRTU
without significantly delaying the implementation of MRTU. The CAISO asserts that the
challenges associated with implementing convergence bidding with MRTU fall into two
categories: (1) the challenges associated with the development, testing, and
implementation of software to implement convergence bidding; and (2) the need to make
critical policy determinations about the design of a convergence bidding feature.

432. To address the concerns raised by stakeholders, the CAISO states that it is
initiating an expedited stakeholder process where convergence bidding will be considered
for implementation under MRTU “Release 1A,” a faster track than other items designated
as potential Release 2 items. The CAISO states that its best estimate for a date when it
would be feasible to implement convergence bidding is approximately twelve months
after the start of the MRTU.

Discussion
433. Commenters express competing views on largely three issues: (1) the timing of

implementation of convergence bidding; (2) the necessity of convergence bidding with
respect to the overall market design; and (3) revision to MRTU if there is not to be

198 Convergence bidding is a market feature that involves the submission of bids to
buy or sell energy in the day-ahead market that will ultimately not be consumed or
produced in real time, which results in the convergence of day-ahead and real-time
prices. Convergence bids represent financial transactions, are submitted like other bids,
and are recognized by system operators as not being physical.

199 See June 2004 Order, 107 FERC { 61,274 at P 159; September 2004 Order,

108 FERC 1 61,254 at P 75-76; January 2005 Order, 110 FERC 61,041, at P 33
(January 2005 Order); July 2005 Order, 112 FERC {61,013 at P 173-174.
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convergence bidding in Release 1. Several commenters, e.g., NRG Companies, Powerex,
Coral, WPTF/IEP, PacifiCorp, EPSA, EPIC, and SESCO, state that the Commission
should direct the CAISO to implement convergence bidding simultaneous with Release 1.
They argue that convergence bidding is a critical market design feature and the CAISO
should not be permitted to implement MRTU without it because the MRTU market
design absent convergence bidding is highly flawed. Some claim that the Commission
has repeatedly directed CAISO to implement convergence bidding in Release 1 and that
the CAISO has been on notice for almost two years that the Commission has concluded
that convergence bidding is needed to promote competition in these markets.

434. Williams states that the Commission should not simply accept the CAISO’s
unsupported assertion that the incorporation of convergence bidding into Release 1 will
result in a twelve month delay of Release 1; and WPTF states that the Commission
should provide its staff and market participants the opportunity to test the CAISO’s
claims during an on-the-record technical conference, at which the CAISO should make
its vendors and software/systems development engineers available for questioning. They
add that the Commission should be wary of the CAISO's recent proposal to accelerate
deployment of convergence bidding.

435. EPSA argues that, through a combination of technical conferences and settlement
proceedings, MRTU market implementation can proceed on schedule even with the
addition of a convergence bidding mechanism. However, EPSA adds that, even if these
processes prove to take longer than expected, any extra time spent ensuring a well
functioning competitive market would be well spent.

436. Conversely, SoCal Edison, CPUC and SDG&E argue that convergence bidding
should come after there is assurance that the markets are well functioning. SoCal Edison
argues that convergence bidding can be used to exploit market design flaws, and although
the Commission believes that price convergence between the day-ahead and real-time
market is beneficial, such a belief must be premised on the assumption that these markets
are functioning properly. SoCal Edison believes that it is simply unjust and unreasonable
to implement convergence bidding until the new market has demonstrated it is
functioning properly.

437. However, other commenters maintain that convergence bidding is necessary now
for the market. PacifiCorp, for example, argues that convergence bidding would provide
the necessary and appropriate mechanism to facilitate consistency and eliminate any bias
between prices in the day-ahead and real-time markets. Additionally, PacifiCorp believes
that the ability to submit convergence bids for exports and/or imports would allow
Scheduling Coordinators to hedge price and congestion exposure in the day-ahead market
as they deem appropriate.
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438. WPTF/IEP, Williams, Coral, EPIC and SESCO believe that without incorporating
convergence bidding into Release 1 the potential exercise of demand-side market power
could result in the day-ahead market clearing at prices below competitive levels.
WPTF/IEP add that the CAISO fails to demonstrate that its Release 1 is just and
reasonable without convergence bidding and that permitting the CAISO to further delay
implementation of convergence bidding would thwart the development of competitive
markets in California.

439. WPTF/IEP assert that under the proposed market design a form of virtual bidding
will exist in Release 1, but it will be limited to use by LSEs; LSEs will bid their load into
the day-ahead market and specify a ceiling price above which they will not pay in the
day-ahead market. NRG Companies assert that the lack of a penalty for underscheduling
IS just one of several reasons why the MRTU proposal does not provide adequate
incentives for load to schedule accurately in the day-ahead market. Constellation/Mirant
point out that the CAISO proposal does not provide for corrective actions by the CAISO
when bids submitted by load are consistently lower than expectations of real-time load.

440. Coral adds that the CAISO’s failure to include convergence bidding in Release 1
provides the LSEs with monopsony power that will allow them to strategically
underschedule and artificially suppress the day-ahead energy price.

441. Inits response, SoCal Edison takes issue with some market participants’ use of the
term “underschedule,” and asserts that load simply decides not to purchase energy in the
day-ahead market. SoCal Edison argues that contrary to protestors’ assertions, this
decision is not equivalent to one-sided application of convergence bidding and does not
indicate monopsony power.

442. However, WPTF/IEP and NRG Companies argue that if the Commission does not
direct the CAISO to incorporate convergence bidding into Release 1, the Commission
must take other action so that the Release 1 design is not unduly discriminatory. Powerex
points out that the CAISO is proposing to eliminate the current 95 percent forward
scheduling requirement without also proposing to implement convergence bidding.
Powerex, CMUA, WPTF/IEP, Williams and NRG Companies argue that the 95 percent
forward scheduling requirement should be retained until convergence bidding is
implemented. NRG Companies add that the CAISO has failed to justify the elimination
of a forward scheduling requirement in the day-ahead market in the absence of
convergence bidding in Release 1. WPTF/IEP point out that, in response to protests on
the CAISO's August 2, 2005 convergence bidding compliance filing, the CAISO
indicated that the 95 percent scheduling requirement could be retained under MRTU until
convergence is implemented.*®

200 see CAISO August 2, 2005 Compliance Filing, Docket No. ER02-1656-030
(August 2, 2005 Compliance Filing).
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443. CMUA states that, while it cannot currently endorse convergence bidding, it is
concerned about large LSEs underscheduling and believes that this jeopardizes reliability
and results in cost shifts to other LSEs that schedule accurately. CMUA believes that, at
a minimum, the 95 percent forward scheduling requirement should be retained for a
transitional period. Six Cities urge the Commission to require the CAISO to retain the
current 95 percent day-ahead scheduling requirement until the MRTU Tariff has been in
place long enough that all parties are confident that the overall market structure will
result in consistently reliable supplies of energy to meet demand.

CAISO Response

444, The CAISO maintains that it cannot incorporate the convergence bidding feature
into Release 1 without a significant delay in the implementation of MRTU. The CAISO
asserts that it is initiating an expedited stakeholder process to consider the
implementation of convergence bidding sooner than Release 2.

445. The CAISO argues that the current 95 percent forward scheduling requirement,
established under Amendment No. 72,°* was implemented as a stopgap measure. The
CAISO believes that a day-ahead scheduling requirement would not be necessary or
appropriate under the MRTU market design. The CAISO points out that there is no need
to match supply and demand schedules because there is a formal day-ahead energy
market which allows market participants to submit demand bids that can be satisfied by
other market participants submitting supply offers. The CAISO argues that it is not clear
how the 95 percent requirement would be implemented under MRTU in which day-ahead
schedules result from the market.

446. Lastly, the CAISO argues that there is no justification for a technical conference
on the infeasibilities of implementing convergence bidding, and that contrary to the
assertions made by commenters, the CAISO has complied with previous Commission
directives concerning convergence bidding.

Commission Determination

447. In the January 2005 Order, the Commission again directed the CAISO to either:
(1) submit tariff sheets to implement convergence bidding simultaneously with the
implementation of the day-ahead market; or (2) if it does not believe the simultaneous
implementation to be feasible, explain why and inform the Commission of a date when it
would be feasible to implement it.?>> The CAISO stated in its May 2005 conceptual

201 5ee Cal. Indep. Sys. Operator Corp., 113 FERC { 61,187 (2005), order on
reh’g and clarification, 115 FERC { 61,168 (2006) (Amendment No. 72).

202 See January 2005 Order, 110 FERC 1 61,041 at P 33; September 2004 Order,
108 FERC 1 61,254 at 75; June 2004 Order, 107 FERC { 61,274 at 159.
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filing that it was not feasible to implement convergence bidding simultaneously with the
day-ahead market without delay of the implementation schedule, but failed to comply
with either of our corresponding directives.”® Therefore, in the July 2005 Order, the
Commission directed the CAISO to comply within 30 days and file a full explanation of
the alleged infeasibilities.”®*

448. The CAISO’s compliance filings did not provide any of the substantive
information required by the Commission.”®® While the CAISO indicates that it will
expedite its consideration of the implementation of convergence bidding, this response
neither explains the CAISO’s deficiency in complying with previous Commission
directives, nor addresses the potential economic incentives for buyers to underschedule in
the day-ahead market in Release 1, and the market inefficiencies that could result.”®

449. As discussed in previous orders, convergence bidding improves market
performance in several ways. Convergence bidding has the effect of expanding the
number of competitors and the number of bids into the day-ahead market. By expanding
the number of offers to buy and sell in the day-ahead market, convergence bidding helps
to prevent the exercise of market power.?” Without convergence bidding, participants
with market power may have the ability to price discriminate between the day-ahead and
real-time markets, resulting in a forward price that is systematically different than the
expected real-time price.”®®

450. Convergence bidding reduces the price differences between the real-time and the
day-ahead markets, thus reducing the incentive for buyers or sellers to forego bidding
physical schedules in day-ahead markets in expectation of better prices in the real-time
markets. Additionally, incorporating convergence bidding into the CAISO’s tariff will
facilitate the CAISO’s management of grid operations by allowing it to distinguish
clearly between physical bids and bids submitted for financial purposes.

451. Convergence bidding has proven to be a valuable market design feature in other
LMP-based electricity markets. If included in the CAISO’s market, convergence bidding
could provide such benefits as improving day-ahead and real-time price convergence, as

203 See CAISO’s May 13, 2005 Amendments Filing, Docket No. ER02-1656-026,
at 60.

204 5ee July 2005 Order, 112 FERC § 61,013 at P 174.

205 5ee CAISO August 2, 2005 and March 15, 2005 compliance filings, Docket
No. ER02-1656-030.

206 \We note that the compliance filings required in our July 2005 Order concerning
the implementation of convergence bidding have been superseded by the MRTU Tariff
filing and comments filed in that proceeding.

207 See July 2005 Order, 112 FERC § 61,013 at P 175.

2% See June 2004 Order, 107 FERC 1 61,274 at P 158.
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well as reducing the exercise of market power.”® However, while we are concerned
about the lack of convergence bidding in Release 1, we also are concerned that requiring
the implementation of convergence bidding with Release 1 could further delay the
implementation of MRTU and its associated benefits. Clearly we agree with commenters
regarding the considerable benefits of convergence bidding, but we must also weigh these
benefits against the importance of MRTU itself. We find that the harm of further
delaying the substantial benefits of MRTU outweigh the potential benefits that are to be
gained by implementing convergence bidding in Release 1.

452. However, while we will not require the implementation of convergence bidding
simultaneously with Release 1, we agree with commenters that Release 1 must include
provisions to offset LSES’ incentive to underschedule in the day-ahead market.
Accordingly, we direct the CAISO to develop and file interim measures, no later than 180
days prior to the effective date of MRTU Release 1 to address the potential economic
incentive for LSEs to underschedule in the day-ahead market until the successful
implementation of convergence bidding has been achieved. Additionally, we direct the
CAISO to file tariff language for our review for the implementation of convergence
bidding within 12 months after the effective date of MRTU Release 1.

G. Inter Scheduling Coordinator Trades

453. Under MRTU, the CAISO continues to provide settlement services for Scheduling
Coordinators that enter into bilateral transactions of energy and ancillary services at
generation nodes and at aggregated pricing points within the CAISO Control Area (Inter-
SC Trades).?® The CAISO states that its proposal was approved in principle by the
Commission in a June 2005 Order.”** The CAISO states that the seller’s choice contracts
must be settled through the Inter-SC Trade proposal in accordance with the seller’s
choice settlements.?*> However, the CAISO explains that this settlement service is
voluntary and parties to other bilateral contracts (existing or new) have the option to
settle their contracts without using this mechanism.

299 See supra n. 202.

219 The CAISO explains that the MRTU Inter-SC Trade proposal is integrally
linked with the settlement of the seller’s choice problems associated with certain bilateral
energy contracts entered into by the State of California during the 2000-2001 energy
crisis. These contracts have delivery provisions that could give the seller the choice of
delivering power at any node within the CAISO’s control area.

211 see Cal. Indep. Sys. Operator Corp., 111 FERC { 61,384 (2005) (June 2005
Order).

212 On June 10, 2005, the Commission approved settlements entered into by the
parties to the seller’s choice contracts. See Cal. Ind. Sys. Operator Corp., 111 FERC
161,385 (2005); see also Cal. Ind. Sys. Operator Corp., 111 FERC { 61,386 (2005).
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454. The CAISO states that the Inter-SC Trade provision is beneficial in settling other
bilateral energy contracts because it provides: (1) a settlement service for the contractual
delivery of energy and ancillary services; (2) a counter payment to offset the double-
energy payment that occurs when scheduling bilateral contracts in the forward energy
market;*" and (3) a method for the allocation of congestion costs and marginal losses
between the counter parties.”*

455. The CAISO states that the Inter-SC Trade settlement proposal contains two
essential elements: (1) MRTU Tariff section 28.1.6 that sets forth a physical validation
procedure for Inter-SC Trades at specific generation nodes; and (2) MRTU Tariff section
27.3 that creates EZ (Existing Zone) Gen Trading Hubs for each of the pre-existing
congestion management zones, NP15, SP15 and ZP26.

456. Under MRTU Tariff section 28.1.6, Inter-SC Trade settlement services at
generation nodes are subject to a physical validation procedure. Scheduling Coordinators
must demonstrate (either directly or through an Inter-SC Trade with another Scheduling
Coordinator) that their trade is supported by a transmission feasible generation resource
scheduled at the same generation node at a level that is greater than or equal to the
amount of the Inter-SC Trade. The CAISO asserts that, by limiting the settlement of
Inter-SC Trades at generation nodes to trades that can be physically validated, it can
ensure that the seller has scheduled resources at the generation node and that the seller’s
resources do not exceed the physical limitations of the grid at the delivery node. The
CAISO states that, although Inter-SC Trades will not eliminate the accrual of congestion
charges by buyers, the physical validation procedure reduces the congestion charges
associated with Inter-SC Trades to a level commensurate with the actual congestion in
the forward energy market.?*®

457. Under MRTU Tariff section 28.1.6, Inter-SC Trades at trading hubs and LAPs are
not subject to physical validation. The CAISO explains that the ability of parties to use

213 The double-energy settlement arises because schedules resulting from bilateral
contracts are settled in the CAISO’s forward energy market and also settled by the parties
according to the terms of the contract. As a result, the buyer pays twice and the seller is
paid twice.

214 Congestion costs are allocated according to the CAISO market prices at the
location of the Inter-SC Trade and at the points where the counter parties schedule load
and generation.

21> The CAISO explains that this outcome is the result of limiting the settlement of
seller’s choice contracts at individual nodes to the physical capacity of the grid at those
nodes. The CAISO also states that, because the CAISO will issue CRRs that reflect the
physical capacity of the grid, it should be possible for buyers, including those under
seller’s choice contracts, to obtain sufficient CRRs to protect them financially from the
congestion charges resulting from delivery under those contracts.
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the Inter-SC Trade mechanism at trading hubs and LAPs without the need to provide
physical validation is similar to the zonal Inter-Scheduling Coordinator Trade mechanism
available under the current market design.**°

458. MRTU Tariff section 28.1.2 does not permit Inter-SC Trades at interties.*’ In
support, the CAISO explains that bilateral deliveries at interties are easily settled without
the use of Inter-SC Trade settlement services. The CAISO states that, unlike scheduling
at a generator node (which can only be scheduled by the Scheduling Coordinator for that
generator), any Scheduling Coordinator can schedule at an intertie, thereby making it
unnecessary to provide Inter-SC Trade settlement services.?*®

Discussion

1. Definition of Aggregated Pricing Node and Trading Hubs

459. California Energy Resources Scheduling Division of the California Department of
Water Resources and Sempra Generation (CERS/Sempra) generally support the CAISO’s
proposal but seek clarification regarding two narrow issues concerning the proposed
definitions of aggregated pricing nodes and trading hubs. CERS/Sempra state that the
definition of aggregated pricing nodes is inconsistent with the conceptual Inter-SC Trade
settlement proposal and may threaten the understanding reached by the parties in the
seller’s choice settlement agreements.?® They assert that under MRTU the definition of
aggregated pricing nodes has been expanded to include “any group of pricing nodes as
defined by the CAISO.”??° They argue that this expanded definition could be read to give
the CAISO unbridled discretion to designate as few as two LMP nodes as aggregated
pricing nodes, thereby exempting them from the physical validation procedure.

460. Also, CERS/Sempra request that the CAISO clarify the proposed definition of
aggregated pricing nodes and/or trading hubs to explicitly state that EZ Gen Trading
Hubs are exempt from the physical validation requirement.

218 The current market design validates physical delivery only on a system-
aggregated basis.

217 Under MRTU, control area interties are referred to as Scheduling Points.

218 CAISO Transmittal Letter, Attachment K: Casey Testimony at 97-98 (Casey
Testimony).

219 California Energy Resources Scheduling Division (CERS) and Sempra
Generation are parties to seller’s choice settlement agreements. CERS/Sempra
emphasize that their settlement agreements are contingent upon no material modifications
being made to the conceptual Inter-SC Trade proposal.

220 CERS/Sempra state that the previous definition was limited to a LAP or a
trading hub.
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461. The CAISO recognizes the validity of CERS/Sempra’s concerns regarding the
definition of aggregated pricing nodes; however, the CAISO states that rather than
modify the definition of aggregated pricing nodes, its solution is to modify MRTU Tariff
section 28.1.6.4 (Inter-SC Trades of Energy at Aggregated Pricing Nodes) to clarify that
only those aggregated pricing nodes that also meet the definition of trading hubs or LAPs
will be subject to this section. The CAISO states that this solution will clarify that only
Inter-SC Trades at LAPs and trading hubs will be exempt from the physical validation
procedure.

462. Inresponse to CERS/Sempra’s request to modify the definition of trading hubs,
the CAISO agrees to modify the definition of trading hub to state that this term includes
EZ Gen Trading Hubs and to do so in a compliance filing.

Commission Determination

463. Neither CERS nor Sempra have asserted that the CAISO’s proposal to modify the
definition of trading hub is not acceptable. Accordingly, we direct the CAISO to submit
a compliance filing within 60 days of the date of this order that modifies the definition as
proposed to address CERS/Sempra’s concerns.

2. Inter-SC Trades at Interties

464. Western, Control Area Coalition and SMUD criticize the CAISO’s proposal to
settle bilateral transactions through the CAISO, rather than between the contracting
parties. They contend that eliminating the concept of negotiated energy prices by
requiring all energy transactions to pay the LAP destroys the bilateral contract and
creates an opportunity for gaming and increases credit risks. They also contend that,
because the CAISO is not providing Inter-SC Trade settlement services at interties, the
CAISO Inter-SC Trade proposal discriminates against parties to wheel-through
schedules.

465. NCPA, Cities/M-S-R and Turlock also argue that the CAISO should not prohibit
Inter-SC Trade settlement services at interties. Protestors state that, by prohibiting
settlement services for trades at interties, parties will either: (1) have to shift to a
“contract for differences” model in which payment is made based on the difference
between the LMP at the intertie and the contract price; or (2) adjust the delivery point to
some point other than the control area boundary which will result in the seller being
exposed to the congestion and marginal losses between the intertie and the point used for
the Inter-SC Trade.

466. Turlock, SMUD and Western argue that, under (1) above, parties to an existing
contractual arrangement will be forced to renegotiate or possibly litigate their contracts to
reflect a different payment and compensation mechanism, and, under (2) above, either the



Docket No. ER06-615-000, et al.
Page 136

delivery point will have to be moved to a point inside the adjacent control area and the
buyer will be required to import the energy into the CAISO to reach a broader market,
thereby increasing transaction costs, or the delivery point will have to be moved to a
point inside the CAISO Control Area at some point other than the intertie. Protestors
state that either scenario devalues the bilateral contract market and creates higher prices.
Turlock and SMUD argue that the CAISO’s proposal to prohibit Inter-SC Trade
settlement services at interties should be rejected or, in the alternative, an evidentiary
hearing should be ordered to address this issue.

467. The CAISO reiterates that Inter-SC Trades at the interties are not necessary
because bilateral deliveries at the interties can be easily settled without the use of an
Inter-SC Trade mechanism. The CAISO states that, if a seller to a bilateral contract
chooses to serve that contract through an import to the CAISO Control Area, both the
buyer and seller will need to agree on the point of delivery. If the parties agree that the
point of delivery is the intertie, the buyer will schedule the energy at the intertie and incur
any congestion from that point to where the power is withdrawn in the CAISO Control
Area. Alternatively, if the parties agree that the delivery point is a point within the
CAISO Control Area, the seller will schedule the import at the intertie and both parties
will do an Inter-SC Trade at the LAP. In this case, the seller will incur any congestion
costs between the intertie and the LAP. Unlike a generator node, which can only be
scheduled by the Scheduling Coordinator for that generator, any Scheduling Coordinator
can schedule at an intertie. The CAISO contends that this difference makes it
unnecessary to provide Inter-SC Trades at interties.

468. According to the CAISO, the exclusion of settlement services at interties was
extensively discussed with market participants during the MRTU stakeholder process.
The CAISO states that market participants, particularly importers, generally agreed that
Inter-SC Trade settlement services at interties are not necessary.

Commission Determination

469. We find for the same reasons as set forth in the June 2005 Order on the conceptual
Inter-SC Trade proposal that settlement services for Inter-SC Trades at interties are
unnecessary. Whichever party to the trade — whether the buyer or the seller — has title to
the energy at the border will be able to move the energy from the border to the sink and
will effectively be charged for congestion and losses; there will be no issue of double
payments to sellers or double charges to loads for which the CAISO’s settlement services
for Inter-SC Trades would be useful to resolve. In the June 2005 Order, the Commission
accepted the CAISO’s explanation that

[1]f the buyer agrees to pay potential congestion charges, there is no need
for the counter-settlement process, since the buyer will schedule the import,
be credited for its supply at the intertie price, and will be charged for its
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load at the [LAP] price. [On the other hand,] if the seller agrees to pay
potential congestion charges, the seller will schedule the import and then
schedule an Inter-SC Trade with the buyer, which will be settled at the
buyers’ [LAP] price.??!

470. Protestors have not persuaded us otherwise. We also note that, under its current
market design, the CAISO does not provide settlement services at interties. For these
reasons, we accept the CAISO’s Inter-SC Trade settlement proposal. Accordingly, we
deny protestors’ requests to reject the Inter-SC Trade proposal and the requests for an
evidentiary hearing.”

3. Proposed Settlement and Billing Tariff Lanquage

471. Turlock argues that CAISO’s proposed Inter-SC Trade settlement and billing
language in MRTU Tariff section 11.9.1 is vague and may lead to increased credit risks
for market participants. According to Turlock, under the Inter-SC Trade settlement
proposal, the seller is charged the LMP and the buyer is credited the LMP. Turlock states
that, because most energy is bought and sold several times prior to consumption, the
amounts outstanding on both sides of the ledger will increase, placing a Scheduling
Coordinator at risk because its payments could be reduced due to another Scheduling
Coordinator’s failure to pay. Turlock states that the MRTU Tariff appears to address this
problem by stating that “the respective settlement amounts between the two parties for
each market shall net to zero.” Turlock asserts that this language is misleading and may
not alleviate the credit risks.

Commission Determination

472. We note that the CAISQO’s Inter-SC Trade settlement service provides a
settlement service for the contractual delivery of energy, which would appear to eliminate
the increased credit risks for Scheduling Coordinators identified by Turlock. However,
while MRTU Tariff section 11.9.1 states that “the respective settlement amounts between
the parties for each market shall net to zero,” the rest of the tariff section appears to
indicate that the settlement amounts may not net to zero. Accordingly, we direct the
CAISO to submit a compliance filing within 60 days of the date of this order that clarifies
this ambiguity in section 11.9.1.

?2L June 2005 Order, 111 FERC 1 61,384 at P 26, 31.

222 Now that we have the MRTU Tariff before us, we dismiss as moot SMUD’s
request for rehearing, in Docket No. ER02-1656-027, of the Commission’s June 2005
Order on the CAISQO’s conceptual filing.
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4, Trading Hubs

473. Under MRTU, the CAISO will establish EZ Gen Trading Hubs. The EZ Gen
Trading Hubs are delivery points for existing bilateral energy contracts that specify
delivery based on the CAISQO’s current congestion management zones. The EZ Gen
Trading Hubs correspond geographically to the existing internal congestion management
zones (NP15, SP15 and ZP26). The CAISO states that the Commission, in its June 2005
Order, approved in principle the establishment of EZ Gen Trading Hubs.?®

474. Pursuant to MRTU Tariff section 27.3, each EZ Gen Trading Hub is comprised of
an aggregation of pricing nodes for generating units within a zone and represents the
average price paid to generation based on the LMPs at generation nodes. The prices are
weighted averages determined annually based on the previous year’s seasonal MWh
output of the generation units and are differentiated by peak and off-peak periods. The
CAISO states that the specification of the seasons is identical to the seasons used in the
annual CRR allocation. According to the CAISO, the annual calculation of EZ Gen
Trading Hub weights will be performed in a timely manner and coordinated with the
annual CRR allocation and auction processes. In addition, hub prices are produced for
every hour of every day in both the day-ahead market and the HASP/real-time market.?**

475. CERS generally supports the EZ Gen Trading Hub proposal but argues that: (1) it
IS improper to use a generating unit’s prior year’s generation to calculate the weights that
will be applied to new generation or existing generation that experiences prolonged
outages; (2) the proposal creates a lack of symmetry between EZ Gen Trading Hubs and
LAPs where the price paid by load will be determined dynamically using a weighted
average based on load scheduled in the CAISO’s day-ahead market; and (3) the proposal
increases the risk that suppliers with seller’s choice contracts may seek arbitrage
opportunities based on the difference between the EZ Gen Trading Hub price and the
generation-node price.”

476. CERS states that, although the CAISO has suggested alternative methodologies
for calculating EZ Gen Trading Hub prices, no quantitative analysis of the alternatives
was presented by the CAISO. Although CERS acknowledges that the CAISO considered
several criteria in selecting a weighted average approach for pricing at the EZ Gen
Trading Hubs, it states that no stakeholder consensus has been reached regarding which
of the proposed alternative methodologies best addressed the criteria. Therefore, CERS
believes the CAISO should conduct further analysis of alternative methods for

22% Citing June 2005 Order, 111 FERC { 61,384.

224 Casey Testimony at 101.

225 CERS explains that this risk would arise when a seller specifies delivery of
contract energy at an EZ Gen Trading Hub with a lower price than the LMP at the
injection bus of the seller’s source of supply.
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determining EZ Gen Trading Hub prices as part of the CAISO’s ongoing efforts to refine
the MRTU Tariff.

477. The CAISO states that it does not believe that further analysis of the EZ Gen
Trading Hub pricing methodology is warranted. The CAISO acknowledges that, while a
majority of stakeholders did not support any single option, many stakeholders indicated a
strong preference for fixed weights in order to provide greater certainty in calculations.
The CAISO states that its proposal is consistent with practices in the Eastern 1SOs.?°

Commission Determination

478. We accept the CAISO’s EZ Gen Trading Hub calculation using a fixed weighted
average as a reasonable compromise among the stakeholders. The CAISO describes in
detail the extensive stakeholder process hosted by the CAISO prior to and after the
CAISO’s filing of its conceptual proposal.??’ Witness Casey in his testimony identifies a
number of stakeholder concerns regarding the implementation of a dynamic weighted-
average approach, including its impact on: (1) CRR revenue adequacy; (2) convergence
bidding scheduled for Release 1A; and (3) the stability of trading hubs over time.??®

479. We are not persuaded by CERS’ arguments regarding the CAISO’s proposal to
calculate EZ Gen Trading Hub prices on the basis of weighted-average prices assigned to
generating units. We note that CERS are the only commenter to raise issues regarding
the CAISO’s EZ Gen Trading Hub proposal. We find that the CAISO’s proposal is
reasonable and that it is unnecessary for the CAISO to institute another round of
stakeholder discussions on the issue of calculating EZ Gen Trading Hub prices.

H. Concerns Raised by Commenters on Seams Issues

480. Some commenters argue that the MRTU Tariff creates or exacerbates seams
between neighboring control areas, which pose barriers to interregional commercial trade
that limit competition and adversely affect reliability. The majority of the concerns focus
upon the CAISO’s adoption of an LMP-based market design with financial congestion
rights. Other arguments raised as “seams” issues, and which are not unique to the
CAISO’s neighboring control areas, are addressed in the appropriate issue-specific
sections of this order.”®

226 According to the CAISO, PIM and the New England 1SO use fixed weights in
calculating their trading hub prices.

227 Casey Testimony at 102-104.

% 1d. at 105.

229 See, e.g., sections addressing the day-ahead market, HASP and RUC.
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481. Commenters add that a few CAISO scheduling and settlement timelines are not
consistent with neighboring control areas, and that this creates a barrier to interregional
trade.”®® Some commenters also argue that the CAISO’s approach is contrary to the
reliability provisions and concerns expressed in EPAct 2005.”®* Commenters believe that
the MRTU Tariff should either be rejected or substantially modified because the MRTU
design is different from the wholesale tariffs administered by neighboring control
areas.”*? Some suggest that the Commission defer consideration of the MRTU Tariff and
establish a preliminary, Commission-sponsored technical conference to allow the CAISO
and the parties to identify the seams issues that require resolution. Others request that the
Commission suspend action on the MRTU Tariff until the CAISO makes a supplemental
filing on seams or set the seams issues for hearing.

482.  The CAISO states that it is and always has been committed to addressing the
coordination of operational, scheduling and other issues with neighboring control areas
through its active participation in WECC committees®* and participation in the Western
Interconnection’s Seams Steering Group (SSG-WI1).2* The CAISO argues that the
MRTU Tariff should not be rejected or altered because of the differences between the
CAISO’s MRTU proposal and the rules of neighboring control areas that have not
implemented transparent, organized wholesale markets. The CAISO states that it has and

20 They point to the different timelines for the submission of bids and settlement.
Specifically, they state that the submission of bids for the CAISO's day-ahead market by
10 a.m. and settlement at noon is not in synch with the earlier timelines in the western
markets, where bids for firm power are submitted at 7 a.m., with the bilateral market
clearing at 8 a.m., and bids for non-firm power are submitted at 8 a.m., with the bilateral
market clearing at 10 a.m. They also protest the close of HASP 45 minutes before the
operating hour.

231 The Control Area Coalition states that EPAct 2005 provides for enhanced
deference to proposed reliability standards developed by any Regional Reliability
Organization that encompasses an entire interconnection. It contends that, by this, the
U.S. Congress and the Commission have acknowledged that regional standards must
address the unique characteristics and relationships within an entire interconnection. The
Control Area Coalition contends that the CAISO has not investigated and resolved the
design’s impact on the rest of the interconnection, as required.

232 BPA claims that MRTU also diverges from efforts in the Pacific Northwest.

2% The CAISO notes that it participates in the Interchange Scheduling and
Accounting Subcommittee, the Operating Committee, and the Market Interface
Committee where particular operational and coordination issues are discussed and
proposed resolutions determined.

24 $SG-WI was a discussion forum to facilitate the creation of a seamless western
market and to propose resolutions for issues associated with differences in regional
practices and procedures. The forum recently dissolved due to lack of funding from its
participants.
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will continue to work to resolve seams issues by: (1) coordinating operational,
scheduling and other issues with neighboring control areas through the CAISO’s
participation in the WECC; (2) complying with WECC and NERC reliability criteria; and
(3) signing Interconnected Control Area Operating Agreements®>> with neighboring
control areas, including LADWP, SMUD, the Salt River Project, Turlock and Western
(Desert Southwest Region). The Control Area Coalition contends that these agreements
and the CAISO’s participation in WECC are not a sufficient indication that the CAISO
has worked closely with neighboring control areas to resolve seams issues. The Staging
Coalition claims that the CAISO has never formally brought the MRTU design before a
WECC committee, or other reliability forum, to discuss its impact on the Western
Interconnection.

483. The CAISO points out that the need to coordinate its LMP-based market with non-
LMP markets is not unique to California. The CAISO states that such seams issues have
been successfully addressed by eastern ISOs and RTOs that have moved to LMP-based
markets but border control areas without LMP. Imperial contends that the CAISO is
situated differently from other ISOs/RTOs because it is a net importer of large amounts
of energy. SMUD and the Staging Coalition add that, unlike the eastern and midwestern
ISOs/RTOs that border other ISO/RTO LMP markets, the CAISO is surrounded by
bilateral, physical rights markets.

484. The CAISO states that its 45-minutes before the hour timeline for issuing binding
HASP instructions represents a substantial improvement over its previous market
proposal, because it allows for the scheduling of imports and exports up until 75 minutes
prior to the operating hour, which is an hour longer than currently possible (which is 135
minutes before real time). The CAISO is confident that the difference with neighboring
control area timelines can be addressed through coordination. The CAISO adds that,
although it has the flexibility to issue binding HASP instructions on a 45-minute timeline,
it intends that most, if not all, HASP instructions will be issued by 60 minutes prior to the
operating hour, consistent with the timeframe requested by Western.

Commission Determination

485. We agree that seams issues are critically important. First and foremost, we believe
that the major seam issue facing the West is having a well-functioning California market

2> The purpose of these agreements is to coordinate operation and maintenance of
applicable control area interconnections to satisfy NERC criteria and WECC Minimum
Operating Reliability Criteria and Good Utility Practice. These agreements establish
terms and conditions related to respective control area operational responsibilities,
security coordination, scheduling and dispatch, outage coordination, emergency
operation, and other matters related to the coordinated operations of neighboring control
areas.
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that does not repeat the problems of 2000-2001. As we indicate throughout this order, we
find that the MRTU design accomplishes this goal.

486. Many commenters raise general fears that their costs will be increased, or that
differing market rules may be burdensome. We recognize that the costs borne by parties
under MRTU may be different than the ones they bear today. Unfortunately, we are not
able to address commenters concerns because they have not enumerated the costs at
issue. We note, however, that possible changes in costs are an unavoidable result of
implementing any market redesign. Commenters also do not provide specifics regarding
the possible burden that may result from differing market rules; therefore, we are also
unable to evaluate these arguments. However, contrary to the general arguments made,
we believe that the implementation of MRTU will actually lessen certain of the existing
seams issues (such as differences in scheduling times).”** However, we agree with
parties that it is important to remain vigilant in coordinating on seams issues and direct
the CAISO, with the assistance of parties in the West, to continue working towards
addressing any seams issues as they develop. While MRTU presents a different way of
using the electric grid, we find that the economic and reliability gains associated with the
implementation of the CAISO’s MRTU proposal are necessary and will benefit the
western grid as a whole, even though other western entities conduct operations in a
different manner. Therefore, we deny the requests to reject or defer action on this filing.
We also find that there are no issues of material fact that necessitate an evidentiary
hearing.

487. Regarding concerns about the CAISO’s adoption of an LMP-based market design
with financial congestion rights, we note that the CAISO’s current market design
employs financial transmission rights (FTRS) to manage congestion between its existing
pricing zones. Thus, the MRTU Tariff does not represent a proposal to move from a
physical rights to financial right model, but rather represents a further modification of an
existing financial rights model. Furthermore, eastern RTOs that have moved to LMP-
based markets but border control areas without such markets have successfully addressed
the seams between them, and we are confident that these issues are not insurmountable.

488. We also disagree with the assertion that the CAISO has not taken into account
MRTU’s impact on the reliability of the Western Interconnection. The CAISO states that
it will continue to comply with WECC’s regional reliability standards and NERC’s
reliability standards. Furthermore, the CAISO has entered into Interconnected Control
Area Operating Agreements with neighboring control areas to coordinate the operation
and maintenance of applicable control area interconnections to satisfy NERC criteria and
WECC Minimum Operating Reliability Criteria and Good Utility Practice. Through

236 One such example is the CAISO’s proposed decrease in the amount of time for
issuing binding HASP instructions from 75 minutes to 45 minutes before the operating
hour.
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these actions, the CAISO has demonstrated that it is taking regional reliability into
consideration.

489. Our action herein is rooted in our belief that the MRTU proposal will not
adversely affect the nature of commercial practices and relationships currently in place in
the CAISO markets and in the West. While certain new mechanisms and market rules
will be introduced and implemented in the CAISO markets under the MRTU proposal,
we believe existing commercial practices can be accommodated within the MRTU
framework.

490. Fundamentally, we note that it is important to resolve any seams issues that will
hinder the reliable, competitive functioning of the markets in the West. It is also
incumbent on both the CAISO and other western control areas to resolve these issues
together. No one entity can be responsible for inter-agency coordination. Therefore, we
direct Commission staff to convene a technical conference to assist the CAISO and
parties outside the CAISO Control Area to identify seams issues that require resolution.
We also direct the CAISO and neighboring control areas to meet as needed to resolve
seams between them.?’ We further direct the CAISO and neighboring control areas to
jointly report on the progress of these efforts in quarterly status reports filed with the
Commission within 30 days of the end of each calendar quarter.

I. Cost Recovery and Allocation Issues

491. Insection 11.8 of the MRTU Tariff, the CAISO proposes to implement a bid cost
recovery mechanism to ensure that resources committed by the CAISO in the day-ahead
market, RUC process, and real-time market are able to recover their start-up costs,
minimum load costs, and energy and ancillary services bid costs to the extent market
revenues are not sufficient to cover such costs. Bid cost recovery is specifically tailored
to market participants that have a limited ability to respond to the CAISO’s

237 \With respect to the assertion that the CAISO’s lack of long-term firm service
complicates the development of long-term supply arrangements across the CAISO
Control Area boundary, we note that the Commission directed the CAISO to comply with
the Long-Term Firm Transmission Rights Final Rule, which should resolve this concern.
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instructions.*® Bid cost recovery is also necessary for units that have high start-up and
minimum load costs.”*

492. The CAISO proposes to calculate the bid cost recovery payment by netting any
market revenues received by the resource over a 24-hour period against any unrecovered
costs in any interval. The CAISO further states that a bid cost recovery over a 24-hour
netting period is warranted because the optimization horizon is continuously shifting
from one hour to the next. The CAISO contends that its 24-hour netting proposal is
consistent with the practices in other 1SOs.

493. The CAISO states that under certain conditions, all internal generators,
participating loads, and System Resources are eligible for bid cost recovery. The CAISO
explains that internal generators and participating loads are eligible for recovery of their
energy, ancillary services, and RUC bids, as well as minimum load and start-up costs.
The CAISO states that System Resources are eligible for bid cost recovery for their
energy bids to the extent their market revenues over the trading day are insufficient to
recover such costs.?*

494. The CAISO further states that in order to determine whether eligible resources will
receive a bid cost recovery payment, the CAISO compares the bid costs and the market
revenues of each eligible resource in each CAISO market for each settlement interval.

238 For example, consider a constrained output generator (COG) who has a
minimum run time of five hours, and receives a dispatch instruction to provide energy for
three hours. While in certain circumstances, the LMP may be sufficient to allow the unit
to recover its costs in the three hours it was dispatched by the CAISO, the LMP may also
be too low to allow the unit to recover costs for the remaining two hours that it must
operate. Since the unit must run for five hours at a minimum, it must receive a “make
whole” payment for the two extra hours it must operate.

2% Suppose the CAISO issues dispatch instructions to a generator which has start-
up costs of $5,000, minimum load costs of $10,000 and an energy bid of $50/MWh, and
requests that it operate at 100 MW for three hours at an LMP of $55/MWh. The unit
only operates those three hours in the 24-hour period and would hence, for the day, have
received revenue below its total costs. Total costs are the sum of start-up, minimum load
and energy bid; $5,000+$10,000+ ($50/MW x 100 MWh) = $20,000 and revenue is the
product of LMP and generation; $55/MWh x (L00MWh) = $5,500. Revenue falls short
of cost for the day by $14,500 ($20,000-$5,500); the deficiency of -$14,500 would then
be recovered through the bid cost recovery mechanism, to make the generator “whole”
for the day.

20 The CAISO explains that “only those System Resources that are representative
of actual physical external resources are eligible to submit Start-Up and Minimum Load
bids, and all other System Resources must submit zero-bids for start-up and minimum
loads.” See CAISO Transmittal Letter at 57.
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The CAISO explains that it applies a separate formula for each CAISO market to
calculate the bid costs and market revenues. The CAISO states that the bid cost recovery
Is determined over the operating day by netting all revenues and eligible costs for that
resource across the day-ahead, RUC, and real-time market, excluding revenues from self-
scheduled energy and self-provided ancillary services. The CAISO explains that, for
purposes of allocating bid costs, the positive and negative revenues established for each
resource is netted across each settlement interval separately in each market.?**

495. The CAISO adds that if a resource is providing energy pursuant to a self-schedule,
or self-provided ancillary services, then the resource is not eligible to receive bid cost
recovery for its start-up and minimum load costs during such intervals for those
transactions. The CAISO explains that it is not equitable to allocate charges to market
participants relating to the start-up and minimum load costs for resources when those
costs are recovered through bilateral transactions and already allocated to the
counterparties to such contracts.

496. Further, for resources whose uninstructed deviations exceeded a tolerance band,
the CAISO proposes to withhold bid cost recovery payments despite the Commission’s
prior rejection of this proposal under the CAISO’s current market design.*?

497. The CAISO states that it will apply generally accepted cost causation principles in
allocating all costs incurred to ensure recovery of bid costs. The CAISO explains that,
after offsetting calculated costs with revenues obtained across all markets across the day,
the CAISO will determine the remaining uplift for each settlement interval for the day-
ahead, RUC and the real-time market.?*®

498. The CAISO further states that any uplift resulting from paying for bid cost
recovery in the day-ahead market is allocated in two tiers. The CAISO explains that in
the first tier, this uplift is allocated to Scheduling Coordinators in proportion to their IFM

1 The CAISO also states that, in order to ensure that uplift charges allocated to
market participants are not greater than the amount actually paid to suppliers, the CAISO
will set negative uplifts in each settlement interval for each market to $0 and positive
uplifts will be reduced accordingly. According to the CAISO, these rules are explained
in proposed MRTU Tariff section 11.8.2.

242 The CAISO cites to Cal. Indep. Sys. Operator Corp., 111 FERC { 61,342
(2005).

8% According to the CAISO, the rules for calculating these uplifts are explained in
proposed MRTU Tariff section 11.8.6.
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Load Uplift Obligation.?** According to the CAISO, that rate is capped to reflect the
amount of bid cost recovery paid per MWh of energy that cleared the day-ahead market
for the trading hour. The CAISO states that any remaining uplift is allocated in the
second tier to Scheduling Coordinators in proportion to the energy they used (their
metered CAISO demand) and the energy they exported.

499. The CAISO states that the RUC uplift costs are also allocated in two tiers. The
CAISO explains that in the first tier, costs associated with the RUC process will be borne
by Scheduling Coordinators whose metered CAISO demand was not fully scheduled in
the day-ahead market. The CAISO indicates that this first tier rate is capped to reflect the
amount of RUC bid cost recovery paid per MWh of the RUC energy committed for the
trading hour. The CAISO states that in the second tier, any excess of RUC costs not
recovered in this manner will be allocated, pro rata, to all measured demand.

Discussion
1. Netting

500. BPA argues that the bid cost recovery plan outlined in the MRTU Tariff would
create price volatility within the hour and has the possibility to “offset or cancel out bid
cost recovery during other intervals during the same hour when the market clearing price
(MCP) was above the bid price.”?* BPA states that the CAISO should modify the bid
cost recovery mechanism to allow for recovery at each settlement interval in which a bid
is dispatched out of merit order and the MCP is below the bid prices, without offsets or
netting from other hours or intervals, or other markets.

501. WPTF/IEP, Powerex, and Constellation/Mirant argue that bid cost recovery
should take place hourly in order to properly account for minimum load and start-up
costs. Specifically, WPTF/IEP, Powerex and Constellation/Mirant argue that 24-hour
netting is damaging to critical reliability units and will adversely affect a resource’s
ability to recover revenue to cover costs beyond its short-run marginal costs, and
moreover is inconsistent with prior findings by the Commission regarding recovery of
minimum load costs and start-up costs for must-offer resources.?*® Constellation/Mirant

2 MRTU Tariff section 11.8.6.4 (i) defines the IFM Load Uplift Obligation as
“the differences between [a Scheduling Coordinator’s] total demand scheduled in the
day-ahead schedule and the scheduled generation from the self-schedules in the day-
ahead scheduled, plus imports scheduled in the day-ahead schedule.”

2> BPA Reply Comments at 2.

248 |n their reply comments, Constellation/Mirant cite San Diego Gas and Electric
Co., 99 FERC 1 61,159, at 61,641 (2002) (denying “net of market revenues” mechanism
as an impermissibly compromising a generators ability to recover fixed costs); San Diego
Gas and Electric Co., 101 FERC 61,112, at P 12 (2002) (approving compliance filing
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argue that system operators tend to dispatch more expensive reliability units in certain
hours where they are out of economic merit order when 24-hour netting is used.
Constellation/Mirant argue that system operators have employed this practice because
they knew that the difference between the unit’s bid and the LMP would be paid out of
the unit’s daily profits rather than through the market. WPTF/IEP, Powerex, and
Constellation/Mirant believe the CAISO’s proposal will result in improper market
signals.

502. The CAISO disagrees with WPTF/IEP, Powerex and Constellation/Mirant’s
analysis of the bid cost recovery proposal. The CAISO states that there is a fundamental
difference between bid cost recovery as proposed in the MRTU Tariff and the cost
recovery mechanisms for units that are under the Commission’s must offer obligation.
The CAISO explains that under its proposal, a resource is eligible to recover its start-up,
minimum load, and bid costs for resources committed by the CAISO. The CAISO states
that it would be inappropriate for RA resources to recover fixed costs through the bid cost
recovery mechanism because fixed costs for RA units are recovered through applicable
contracts. Finally, the CAISO explains that other ISOs have implemented cost
compensation mechanisms, similar to the CAISO’s proposed bid cost recovery
mechanism, that also employ a 24-hour netting approach.

503. Inits reply comments, SoCal Edison states that WPTF/IEP are incorrect in their
conclusions regarding bid cost recovery. SoCal Edison argues that the prior Commission
determinations cited by WPTF/IEP are not applicable to bid cost recovery. SoCal Edison
explains that bid cost recovery is intended to allow resources selected to operate based on
their submitted bids to be able to cover their short-run marginal costs over a period of
time, and is not intended to provide fixed cost recovery. SoCal Edison requests that the
Commission reject WPTF/IEP’s proposal for bid cost recovery.

Commission Determination

504. We disagree with BPA, WPTF/IEP, Powerex, and Constellation/Mirant. The 24-
hour netting approach proposed by the CAISO is consistent with other ISOs’ practice of
netting uplift payments®’ and provides a reasonable mechanism for cost recovery. We
accept the netting provisions proposed in the MRTU Tariff.

that ensures that units running at minimum load receive Minimum Load Cost
Compensation); and San Diego Gas and Electric Co., 111 FERC 1 61,207, at P 24 (2005)
(rejecting CAISQO’s “double payment” argument).

247See Midwest 1SO Open Access Transmission Tariff (OATT), sections 39.2.9(f),
40.2.13; New England ISO OATT, section 3, Market Rule 1, Appendix F, sections
I.F.2.1.4, 111.F.2.1.14.
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2. Non-Dynamic System Resources

505. SoCal Edison argues that certain proposed sections**® of the MRTU Tariff are
unworkable, and subject to gaming. SoCal Edison contends that the CAISO has no
means to verify the accuracy and validity of any “cost-based” data submitted by non-
dynamic System Resources.?*® SoCal Edison requests that the CAISO remove the entire
categories of “non-dynamic System Resources,” “non-dynamic resource-specific System
Resources” and “dynamic resource specific System Resources” from the MRTU Tariff
along with all associated definitions and usages, including those found in sections
30.5.2.4,30.5.2.6,30.5.2.6.2, 30.5.2.6.3, 34.9.1, 34.11.2, 34.15.1. In the alternative,
SoCal Edison argues that these resources should not be eligible for bid cost recovery until
the CAISO has accurate data on the actual performance of the units associated with the
sales, including oversight of cost-based data submitted by these resources.

506. The CAISO states that it agrees with SoCal Edison that adequate data is crucial to
verifying that non-dynamic resource-specific System Resources” meet the bid cost
recovery performance eligibility requirements set forth in the MRTU Tariff. To this
extent, the CAISO agrees to revise the bid cost recovery provisions to add a requirement
that “any non-dynamic resource-specific System Resources that wish to be eligible to
recover their start-up and minimum load costs under bid cost recovery must submit
revenue-quality meter data to the CAISO demonstrating that they have performed in
accordance with their CAISO commitments.”?* The CAISO states that having
interchange schedules and meter data will allow the CAISO to verify whether units have
met the bid cost recovery performance eligibility requirements necessary to recover start-
up and minimum load costs.

507. Powerex disagrees with SoCal Edison’s claim that the CAISO has no means of
verifying eligibility for bid-cost recovery. Powerex states that SoCal Edison does not
provide an ample explanation as to why the CAISO cannot administer bid production
cost payments for external resources. Powerex states that the Commission has already
ruled that external resources cannot be barred from receiving bid cost recovery
payments.”? Accordingly, Powerex urges the Commission to rule that generators

248 soCal Edison cites sections 30.5.2.4, 30.5.2.6, 30.5.2.6.2, 30.5.2.6.3, 34.9.1,
34.11.2 and 34.15.1.

229 A non-dynamic System Resource can generally be described as a resource
located outside the CAISO Control Area that is not able to respond to real-time dispatch
instructions.

20 Non-dynamic resource-specific System Resource is a resource that is
physically connected to an actual generation resource outside the CAISO Control Area.

%1 CAISO Reply Comments at 176.

52 powerex Reply Comments at 13. Powerex cites to New York Indep. Sys.
Operator, Inc., 92 FERC {61,073 (2000), in which the Commission addressed claims by
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external to the CAISQO’s Control Area are eligible for recovery of their bid costs.
Powerex also seeks clarifications regarding section 30.5.2.4 and the submission of NERC
tags when System Resources submit a bid to the CAISO. Powerex requests that these
provisions be deleted from the MRTU Tariff.

508. The CAISO states that Powerex is correct with respect to the submission of NERC
tags for bids. The CAISO clarifies that NERC tagging does not apply to bids, and agrees
to modify section 30 to remove references to submitting NERC tags with bids.

Commission Determination

509. SoCal Edison highlights a reasonable concern regarding non-dynamic external
resources. We agree that the ability to verify the bid cost data submitted by external
resources plays a crucial role in deterring market manipulation and gaming. We find that
the CAISO’s proposal to require external resources to provide revenue-quality meter data
to the CAISO, demonstrating that they have performed in accordance with their CAISO
commitments, is reasonable. Market participants located within the CAISO Control Area
are closely monitored to assure unit specific performance; it is prudent to apply similar
rules to external resources.

510. We accept the CAISO’s response regarding NERC tagging in section 30. We
direct the CAISO to revise the MRTU Tariff to reflect its proposed changes regarding
NERC tagging section 30 in a compliance filing to be submitted within 60 days of the
date of this order.

3. Tolerance Band

511. SoCal Edison contends that section 11.8.2.1 involving day-ahead market bid cost
recovery penalties should be rescinded in part. SoCal Edison states that the MRTU Tariff
proposes an overly punitive penalty that will set the bid cost recovery to zero if units
perform outside of their schedules and CAISO instructions beyond a tolerance band.
SoCal Edison argues that the tariff should be modified in a manner that limits the
maximum penalty in any interval to the amount of recovery that would have been paid in
that interval, but-for the excessive deviation. SoCal Edison argues that this penalty
should be revised for sections 11.8.3.1, 11.8.3.1.2., 11.8.4.1 and 11.8.4.1.2.

512. The CAISO acknowledges SoCal Edison’s concern regarding penalty provisions
for deviations outside of the tolerance band, and proposes a compromise solution for
section 11.8. The CAISO states, that it will amend the MRTU Tariff to rescind energy

a transmission owner that the New York 1SO should not pay Bid Production Cost
Guarantees, which, as Powerex argues, correspond to the CAISO's proposed Bid-Cost
Recovery Guarantees to external generators.
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bid cost recovery in the day-ahead and real-time markets. The CAISO states that it will
not rescind fixed-cost recovery for start-up and minimum load costs in the day-ahead,
RUC and real-time market, and will not rescind the RUC availability bid.

513. WPTF/IEP argue that the Commission should reject the CAISO’s proposal to
condition bid cost recovery on performance within the tolerance band. WPTF/IEP state
that the Commission has already concluded that cost recovery cannot be predicated on
performance within a tolerance band.”>®> WPTF/IEP contend that uninstructed deviation
penalties and market behavior rules are a sufficient deterrent to deviations outside the
tolerance band. WPTF/IEP argue that the CAISO must first seek authority to impose
financial settlement of uninstructed deviation penalties before seeking authority to
condition bid cost recovery on performance within the tolerance band.

514. Inits reply comments, the CAISO concedes that the Commission has previously
rejected the CAISO’s pre-MRTU proposal to eliminate bid cost recovery payments for
resources operating outside a tolerance band.** However, the CAISO argues that
without the tolerance band, units operating pursuant to a bilateral contract will have an
incentive to wait to be committed by the CAISO and then engage in uninstructed
deviations to meet their bilateral obligations and receive a bid cost recovery payment
from the CAISO. The CAISO states that this will place units that declare contractual
obligations via a self-schedule at a distinct disadvantage. The CAISO argues that, with
the exception of self-schedules, it has no way of knowing whether a unit is operating
pursuant to a bilateral contract obligation.?*®

515. Moreover, the CAISO clarifies that under the MRTU Tariff, direct telemetry will
be used to dispatch resources in real time based on where the resource is actually
operating. The CAISO states, “that this is a fundamental difference as compared to the
current design, in which dispatch is based on the CAISQO’s prior dispatch, regardless of
the resource’s actual operating level.” The CAISO states that the tolerance band plays a
crucial role in deterring market participants from violating dispatch instructions. The
CAISO explains that, under the MRTU Tariff, resources could continuously ignore
dispatch instructions and operate at a level in which the resource’s bid is greater than the
LMP. The CAISO contends that resources may attempt to receive bid cost recovery
payments even though they are not following dispatch instructions. The CAISO states
that this would result in outcomes contrary to the intended goal of the bid cost recovery
mechanism, and states that it is essential to maintain a mechanism to dissuade resources
from purposely deviating from dispatch instructions in order to obtain bid cost recovery.

23 \WPTF/IEP cite to Cal. Indep. Sys. Operator Corp., 108 FERC { 61,141 (2005);
Cal. Indep. Sys. Operator Corp., 108 FERC 61,142 (2005).

2% The CAISO cites to Cal. Indep. Sys. Operator Corp., 111 FERC { 61,342.

2> Rahimi Testimony at 202-203.
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Commission Determination

516. We agree with SoCal Edison and WPTF/IEP that the current bid cost recovery
penalties for deviation outside of the tolerance band are improper. However, we do not
agree fully with the CAISO’s proposed solution. We do not believe the CAISO’s
response adequately addresses concerns regarding the appropriate determination of bid
cost recovery payments. Resources that fall short of day-ahead dispatch instructions
should only be guaranteed the recovery of costs associated with the energy actually
provided, and should not receive payments for deviations from dispatch instructions.
When a resource’s energy bid exceeds the LMP, it is not appropriate to provide an uplift
payment to cover the revenue gap for energy that is not actually produced when
instructed. However, a resource that starts up and provides more energy than is
instructed by the CAISO should retain the original recovery calculated by the CAISO in
the day-ahead market, since the spot market would be receiving the full amount of energy
(and more) that it agreed to pay for in the day-ahead market. However, the resource
should not be eligible for any additional bid cost recovery associated with its additional,
uninstructed output. Thus, the resource is paid only for scheduled energy, and is not paid
for any energy in excess of its schedule. Units that are committed in the day-ahead
market, and do not start-up, should not receive any bid cost recovery payments. We
direct the CAISO to revise the MRTU Tariff accordingly in a compliance filing to be
submitted within 60 days of the date of this order.

4. Potential for RMR Double Recovery

517. SoCal Edison states that the MRTU Tariff is vague with respect to payment for
RMR start-up costs. SoCal Edison argues that the MRTU Tariff appears to allow RMR
units started by the market, and not identified by the CAISO as needed for reliability, to
receive bid-cost recovery. SoCal Edison indicates that, if the RMR unit is started for
reliability needs, the unit is paid for the startup under the RMR contract. SoCal Edison is
concerned that RMR units may be eligible for double recovery of start-up costs and
requests that the CAISO clarify that RMR units are paid for start-up costs once.

Commission Determination

518. We disagree with SoCal Edison’s concerns regarding RMR units and the potential
for double recovery of start-up and minimum load costs under the proposed bid cost
recovery mechanism. Section 11.8.2.1.1 (b) of the MRTU Tariff states that RMR units
pre-dispatched through an RMR contract will not be eligible to recover day-ahead start-
up costs. Such units recover their start-up and minimum load costs through their RMR
contract, and therefore should not be eligible for bid cost recovery.
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5. The Uplift Payment for Bid Cost Recovery in the Day-Ahead
Market

519. SoCal Edison argues that the calculation for uplift costs to Scheduling
Coordinators under section 11.8.6.4(i) requires clarification and correction. The CAISO
agrees that such clarification is necessary, and agrees to correct the calculation. The
CAISO states that a more appropriate calculation is based on the actions of each
individual Scheduling Coordinator.

520. Modesto notes that the second tier of the uplift resulting from the day-ahead
market is allocated to Scheduling Coordinators in proportion to their metered CAISO
demand plus real-time interchange export schedules (i.e., measured demand) pursuant to
MRTU Tariff section 11.8.6.4. Modesto states that there is also an uplift charge for
RUC, which is allocated, pro rata, to all measured demand pursuant to MRTU Tariff
sections 11.8.6.5 and 11.8.6.6. In analyzing whether these charges are just and
reasonable, Modesto states that the Commission should determine whether the CAISO is
adhering to its role as independent operator of a non-discriminatory grid, and not straying
from that role by becoming a de facto command-and-control operator of a tight power
pool.

Commission Determination

521. We direct the CAISO to include the correction to the calculation in section
11.8.6.4(i) in a compliance filing to be submitted within 60 days of the date of this order.

522. We, however, disagree with Modesto’s position. The second tier cost allocations
Modesto referred to are socialized because the charges can be caused by the actions of
the CAISO to ensure reliability for the benefit of the CAISO-contolled grid. Thus,
socialization of these costs is acceptable.

6. Requests for Clarification on Bid Cost Recovery and MSS

523. SoCal Edison states that in section 4.9.13.2, it is unclear whether bid cost recovery
would apply to the entire amount of the MSS generation, or just the part that is
dispatched by the CAISO. SoCal Edison argues that it would be inappropriate to allocate
bid cost recovery to generation used to follow MSS load. SoCal Edison requests that this
section be modified in order to ensure that bid cost recovery is provided only for
generation provided to the CAISO markets and not generation used to follow the load of
the MSS. In addition, SoCal Edison argues that any uplift charges generated by a load-
following MSS should be allocated to load-following MSSs. SoCal Edison states that it
Is unreasonable for their customers to pay uplift costs associated with MSS load. SoCal
Edison further requests clarification for section 30.4 regarding the default option for start-
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up and minimum load costs under a cost or bid-based option when an eligible entity does
not specify which option they would like.

524. The CAISO concurs with SoCal Edison’s comments regarding the application of
bid cost recovery to MSSs. The CAISO agrees to modify the MRTU Tariff in order to
clarify that bid cost recovery for an MSS that elects the load-following option is only for
generation provided to CAISO markets and is not available for the generation that is used
by an MSS to follow its own load.

525. However, the CAISO disagrees with SoCal Edison’s argument that uplift charges
generated by a load-following MSS should be allocated to load-following MSSs, rather
than the market at large. The CAISO argues that if the CAISO agreed to make this
change, it would also have to exempt load-following MSSs from uplift charges that are
allocated on a system-wide basis, such as Tier 2 bid cost recovery charges. The CAISO
states that change proposed by SoCal Edison would be cumbersome, and provide little
benefit.

526. The CAISO responds to SoCal Edison’s concerns regarding section 30.4 by stating
that, unless the Scheduling Coordinator has submitted bid-based start-up and minimum
load costs, they are subject to the cost-based option. The CAISO explains that in the
event a unit does not provide sufficient data for the CAISO to determine its cost, the
CAISO will assume that the unit’s start-up and minimum load costs are zero.

Commission Determination

527. We direct the CAISO to modify the MRTU Tariff to provide that bid cost recovery
for a load-following MSS is only for generation provided to the CAISO markets. We
direct the CAISO to make the proposed change in a compliance filing to be submitted
within 60 days of the date of this order. Regarding the socialization of uplift charges
generated by a load-following MSS, we find that modifications to this section are not
necessary. Furthermore, we direct the CAISO to incorporate the clarification regarding
section 30.4 in a compliance filing within 60 days after the date of this order.

7. Ambiquity of Certain Definitions

528. WPTF/IEP and the State Water Project raise several concerns regarding
definitions found within section 11 as they pertain to bid cost recovery and argue that
these issues should be clarified prior to the implementation of the MRTU Tariff. The
State Water Project further states that the definitions of settlement interval, settlement
period, and trading interval are duplicative and/or contradictory.

529. The CAISO agrees that certain provisions highlighted by WPTF/IEP are vague
and agrees to review the bid cost recovery provisions in the MRTU Tariff in order to
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ensure greater consistency between definitions. The CAISO also agrees to modify
section 11.8 to ensure that resources that are committed by the CAISO are eligible for bid
cost recovery even though the resource is synchronized to the grid and is operating at a
level lower than its established minimum operating level during starting up or shutting
down. The CAISO disagrees with the State Water Project’s assessment of the terms
settlement interval, settlement period, and trading interval. The CAISO states that while
there is overlap between the terms settlement period and trading interval, it fails to see
how the terms are contradictory or duplicative. Furthermore, the CAISO states that the
State Water Project’s contention that the CAISO has not identified the actual time frame
associated with the settlement interval is incorrect. The CAISO explains that it has used
10-minute settlement intervals since October 2004. The CAISO states that it does not
believe it is necessary to modify the definitions for these terms.

Commission Determination

530. We direct the CAISO to revise definitions in section 11. We believe that this
section is in need of significant work in order to assure that definitions are clear, and that
the section describes accurately how the bid cost recovery mechanism will operate. We
believe that there are numerous terms which need clarification, including: Bid Cost,
Unrecovered Bid Cost Uplift, Minimum Up Time, Commitment Intervals, and Final
Real-Time Market Self-Commitment Period. The CAISO is directed to revise these
definitions in a compliance filing to be submitted within 60 days of the date of this order.
We do not, however, believe the definitions of Settlement Interval, Settlement Period and
Trading Interval are duplicative or contradictory. The State Water Project has not
adequately supported its argument.

8. Recovery of Start-up Costs

531. SoCal Edison argues that section 11.8.2.1.1 of the MRTU Tariff is problematic
because it does not fully consider units which have run-times that exceed 24 hours.
SoCal Edison requests that the MRTU Tariff be modified to divide the start-up costs by
the total run-time of the unit even if the run-time exceeds 24 hours. SoCal Edison argues
that, absent this modification, uplift costs to market participants could be artificially
inflated.

532. The CAISO agrees that the MRTU Tariff does not sufficiently address units with
run-times greater than 24 hours. However, the CAISO states that the necessary changes
for units that run longer than 24 hours would be too difficult to implement in MRTU
Release 1. The CAISO has agreed to consider the issue for inclusion in Release 2.
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Commission Determination

533.  We find merit in SoCal Edison’s concerns and direct the CAISO to more fully
consider the bid cost recovery for units with a run-time greater than 24 hours. We direct
the CAISO to develop and file with the Commission a plan for units facing these types of
constraints for implementation no later than MRTU Release 2.

9. Allocation of Peak Load Reliability Costs

534. The State Water Project argues that costs associated with energy purchases made
by the CAISO for reliability purposes should be allocated to peak loads because those
costs are incurred to meet peak load. According to the State Water Project, this is
common practice in other RTOs/ISOs.

535. The CAISO disagrees with the State Water Project’s request. The CAISO
explains that a unit’s bid costs are currently netted over a 24-hour period against their
market revenues in order to determine a supplier’s eligibility to recover its costs. The
CAISO states that the State Water Project’s request would not further the goal of cost
causation.

536. Six Cities also disagree with the State Water Project’s proposal to assign peak load
reliability costs on the basis of peak load. Six Cities state that minimum load costs can
occur at anytime, peak or non-peak, and therefore should not be allocated to peak load.?*®
Six Cities explain that, although the Amendment No. 60 proceeding®’ suggests that the
need to commit must-offer resources may reflect primarily on-peak loads, it does not
necessarily follow that all prospective minimum load costs will be incurred due
exclusively to peak loads. Six Cities contend that the CAISO’s approach to allocating
minimum load and start-up costs to peak or non-peak depending upon when they are
incurred is just and reasonable, and more equitable, than attempting to determine when
costs incurred during off-peak hours are for the purpose of serving the next day’s peak
load.

537. The State Water Project further argues that section 11.8.6.6 of the MRTU Tariff
proposes to socialize real-time bid cost recovery without regard to the fact that these costs
are attributed to load whose schedules are not in balance. The State Water Project argues
that real-time bid cost recovery should be allocated in the same manner as day-ahead bid
cost recovery. The State Water Project also argues that costs incurred to meet the needs
of identified geographic areas should be allocated to load in those areas.

2% gjx Cities cite to Cal. Indep. Sys. Operator Corp., 113 FERC { 63,017, at P 103
(2005).
7 See Docket No. ER04-835, et al.
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Commission Determination

538. We find that the netting approach included in the MRTU Tariff appropriately

accounts for the cost allocation of peak load costs, and does not require modification.
Contrary to the State Water Project’s contention, the cost causation principles are not
violated by allocating costs incurred to meet peak load to all load because the CAISO
incurs these costs in order to operate the grid in a reliable fashion and does so for the
benefit of all market participants.

539. We, however, agree with the concerns raised by the State Water Project with
respect to the socialization of real-time bid cost recovery costs. The CAISO has not
justified the socialized allocation of real-time uplift costs. The State Water Project’s
recommendation to allocate real-time bid cost recovery costs in a two tier method similar
to the day-ahead is reasonable. We direct the CAISO to modify the tariff accordingly in
a compliance filing to be submitted within 60 days of the date of this order.

I11. Supply Issues

A. Constrained Output Generators

540. A COG is a generating unit that, due to its operational characteristics, can only be
dispatched in one of two states: either turned off, or turned on and run at a fixed capacity
level. It is constrained because it cannot operate at any intermediate operating level. The
operational characteristics of a COG present a challenge for the CAISO because in its
security constrained unit commitment optimization, prices are set only by flexible
resources, i.e., those that can be incrementally adjusted up or down for optimum unit
commitment and dispatch.

541. The CAISO states that at an earlier stage of MRTU development, in a July 2003
filing, it had argued against allowing a COG to set the energy price in the forward
markets. However, as the CAISO explains, the Commission rejected that approach,
pointing out that each of the eastern 1ISOs had developed mechanisms that allowed non-
dispatchable units, e.g., COGs, to set the clearing price in the day-ahead market.>*® The
Commission directed the CAISO to review its approach to setting prices in the forward
market and develop a pricing mechanism for COGs that is consistent with its approach to
real-time pricing (i.e., a COG can set the market-clearing price for those dispatch
intervals in which any portion of its output is needed to serve real-time load) and
promotes the convergence of prices in the forward and real-time markets.

542. The CAISO explains that, after considering stakeholder input, it developed a COG
proposal that allowed COGs to set the prices in the forward markets. That proposal,

258 Cal. Indep. Sys. Operator Corp., 105 FERC { 61,091, at P 89 (2003).
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which the Commission approved in the June 2004 Order,”® treated COGs in the day-
ahead market as constrained in the pre-IFM runs, and as flexible in the IFM optimization
process (described further below). The CAISO states that additional stakeholder
discussions since the June 2004 Order have revealed the potential for an inappropriate
outcome when a COG is located within an import constrained area (i.e., a load pocket).
Specifically, in such situations, the LMP set in the load-pocket by the COG could affect
the pricing of a larger area of the CAISO Control Area. This is possible because the
COG eliminates the congestion into the load pocket by running at its maximum capacity
(PMax) rather than the optimal dispatch point at which it would run if it were flexible.
With the transmission line into the load pocket no longer congested, there is no price
difference between the load pocket and the neighboring area. According to the CAISO,
the price set by the COG in the load pocket would be exported to areas outside the load
pocket, even though the COG is really needed only to serve the load pocket. The CAISO
asserts that this is an unreasonable result that is contrary to the objectives of the MRTU
market design.

543. In addition, the CAISO also identified another undesirable outcome. If there is
price-responsive load bidding in the day-ahead market, that load may be scheduled in the
pre-1IFM runs and then charged a price higher than its bid in the IFM optimization
process. The CAISO states that in the IFM optimization process, COGs are modeled as
flexible resources, have three-part bids, and are eligible to set prices. The COG submits a
start-up bid and a minimum load bid, but not an energy bid. The CAISO proposes to
account for these issues by constructing the COG’s energy bid by dividing the minimum
load bid by the P-max**® (maximum capability) which results in a single price for all of
the COG’s output. The IFM optimization process then uses the energy bid to optimize
each COG as if it could operate at any point between zero and its P-max.

544. Inthe RUC process, the CAISO proposes to treat COGs as constrained because
RUC is a reliability procedure that makes procurement decisions based on an accurate
representation of resource operating parameters. Thus, the RUC process either selects the
entire capacity of a COG or none of that capacity. According to the CAISO, if the COG
was scheduled in the day-ahead market, its RUC schedule is equal to its Pmax. If the
COG was not scheduled in the day-ahead market, the RUC process either optimally
commits the COG (in which case the COG’s RUC schedule will be its Pmax) or does not
commit it at all (in which case the COG’s RUC schedule is zero). Due to the use of
actual resource operating parameters in the RUC process, a COG is not eligible to receive
the RUC availability payment.

#9 June 2004 Order, 107 FERC 1 61,274 at P 115-22.
200 CAISO tariff, Appendix A, Master Definitions Supplement defines P-max as
“the maximum normal capability of the Generation Unit.”
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545. According to the CAISO, in all the real-time market processes (the real-time unit
commitment, the real-time dispatch, and the short-term unit commitment), a COG is
treated as constrained for purposes of unit commitment and dispatch because, in the
actual operating hour, all dispatch instructions must be feasible. The real-time market
dispatches a COG either at zero or at its Pmax. According to the CAISO, this does not
prevent the COG from setting prices in the real-time dispatch. However, the real-time
dispatch has a separate pricing run that follows each dispatch run, and in the pricing run
the COG is modeled as a flexible resource using the energy bid calculated from its
minimum load as described above. Thus, a COG is subject to the same rules regarding
bidding of start-up and minimum load as other resources; namely, those bids can be
either: (a) cost-based, in which case the bids are adjusted to reflect current gas prices; or
(b) bid-based, in which case the resource can submit any values it likes for those bids, but
the bids are required to be set for a six-month period and cannot vary on a day-to-day
basis.

546. The CAISO also states that, alternatively, a COG that wants more flexibility to
change its bid on a daily basis can choose to be treated the same as other flexible units by
specifying a minimum power (Pmin) value that is less than its Pmax value, in which case
the COG would still be subject to the normal rules for the start-up and minimum load
bids, but would also be able to submit a separate energy bid for the dispatch range
between Pmin and Pmax. The CAISO notes that COGs are addressed in MRTU Tariff
section 27.7.

Discussion

547. SoCal Edison argues that COGs should not be allowed to set the LMP because,
due to physical constraints, they are not marginal units. Furthermore, SoCal Edison
states that section 27.7.1.3 improperly allows COGs to be modeled with different PMin
and PMax values. SoCal Edison argues that, if a unit has a different PMin and PMax
value, it is not a COG, and should be treated like other dispatchable generation. SoCal
Edison states that COGs should be modeled in the same manner in both the RUC process
and the IFM optimization.

548. The CAISO emphasizes that SoCal Edison has argued that COGs should not be
eligible to set the LMP in prior proceedings before the Commission, and lost.”®* The
CAISO states that the Commission has already approved the use of COGs in setting the
LMP, and that the Commission should not revisit this issue.?®* With respect to MRTU
Tariff section 27.7.1.3, the CAISO states that it agrees with SoCal Edison.

261 5ee June 2004 Order, 107 FERC ] 61,274 at P 120.
262 1d. P 121.



Docket No. ER06-615-000, et al.
Page 159

Commission Determination

549. The Commission previously accepted, in concept, the use of COGs in setting
LMP.?®® The Commission reached this determination because it found that the market
clearing price set by the COG, which is operating economically to meet load, as opposed
to satisfying minimum run times, will more accurately reflect market conditions. We
continue to believe that this approach will promote more accurate pricing signals, and, in
turn, market efficiency. In addition, we note that the MRTU Tariff treatment of COGs is
akin to the way the New York 1SO treats the same type of facilities in its control area.?*
Accordingly, we conditionally accept MRTU Tariff section 27.7 subject to modifications
outlined below.

550. As for section 27.7.1.3, “Flexible COG Dispatch Option,” we find that the CAISO
needs to modify the title of that provision because, as SoCal Edison points out and the
CAISO agrees, “COGs,” by definition, are not flexible resources. In addition, since
section 27.7 concerns COGs, it is unclear why section 27.7.1.3 is included in this section
of the tariff. Accordingly, we direct the CAISO to make a compliance filing within 60
days of the date of this order either deleting this provision, moving it to another section of
the tariff, or explaining why this provision belongs in this section of the tariff.

B. Participating Intermittent Resources

551. The CAISO proposes to accommodate Participating Intermittent Resources® in
the MRTU Tariff by continuing the Participating Intermittent Resource Program, which
was first implemented in 2004.”° According to the CAISO, the purpose of the
Participating Intermittent Resource Program is to alleviate a Participating Intermittent
Resource’s exposure to charges for real-time imbalance energy and UDPs resulting from

%1d. P 121.

264 See New York Indep. Sys. Operator, Inc., 95 FERC { 61,121 (finding the New
York ISO’s “hybrid” fixed block pricing proposal will promote efficiency in the New
York 1ISO-administered markets), order on reh’g and clarification, 97 FERC { 61,154
(2001).

255 A Participating Intermittent Resource is a generating unit that is powered solely
by wind, solar energy or hydroelectric potential derived from small conduit water
distribution facilities that do not have storage capability and meets the other CAISO
technical standards. The CAISO asserts that these resources require special treatment
because their output depends on prevailing environmental or weather conditions,
resulting in a limited ability to respond to dispatch instructions, and it is not possible to
reliably forecast the resource’s output on a day-ahead basis.

256 The Commission accepted the CAISO’s Participating Intermittent Resource
Program in Amendment No. 42 to the CAISO tariff. Cal. Indep. Sys. Operator Corp.,
98 FERC 1 61,327 (2002).
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the fact that the resource operator cannot control the output of the resource so that it stays
on its hour-ahead schedule. Under the program, Scheduling Coordinators for
Participating Intermittent Resources are required to submit schedules that are consistent
with an hourly energy forecast developed under CAISO supervision.?®” Energy from
Participating Intermittent Resources is scheduled in the HASP. The CAISO explains that
the Participating Intermittent Resource’s real-time deviations are summed over each
month, monthly deviations are netted against positive deviations, and the net result is
settled at the monthly weighted average real-time LMP at the Participating Intermittent
Resource’s node.

552. The CAISO states that in the coming months, and as part of its development of a
Business Practice Manual on the RUC procurement target,®® it intends to address the
issue of how to account for Participating Intermittent Resources that take part in the
Participating Intermittent Resource Program in establishing the RUC procurement target.

1. Scheduling Accuracy

553. FPL states that it largely supports the CAISO’s proposal to mirror in the MRTU
Tariff, to the extent possible, the current Participating Intermittent Resource Program,
and urges the CAISO to continue the policy of exempting wind units from allocations of
costs that they cannot afford. FPL argues, however, that the provisions to allow
Participating Intermittent Resource units to net imbalances and avoid UDPs are
insufficient to ensure that Participating Intermittent Resource units avoid charges
associated with imbalances. It states, however, that the details of the CAISO’s financial
settlements under MRTU are still being developed. Accordingly, rather than specifically
identifying the derivative allocation charge types to which it objects, FPL requests that
the Commission direct the CAISO to allow Participating Intermittent Resource units to
avoid allocations of charges that are generally intended to encourage or penalize
scheduling accuracy and are derived from energy imbalances or are a direct consequence
of the scheduling mechanisms of the Participating Intermittent Resource Program.

554. The CAISO agrees with the premise of FPL’s approach regarding real-time
imbalance energy and UDP. However, the CAISO believes these issues are already
addressed in the MRTU Tariff, so the broad language concerning charge exemptions
requested by FPL is unnecessary. The CAISO states that an eligible intermittent resource
that participates in the Participating Intermittent Resource Program and self-schedules, in
each hourly HASP process, will be settled for deviations from its HASP Schedules based

27 The forecasting process is designed to provide statistically unbiased forecasts
of generation output on an hourly basis. Participating intermittent resources are assessed
a Forecast Fee to defray the CAISO costs of the forecasting services.

258 The CAISO points out that MRTU Tariff section 31.5.3 addresses RUC
procurement targets.
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on the net MWh of those deviations over the month times a monthly average LMP at the
resource’s PNode. The CAISO further adds that “the monthly average LMP will be the
generation-weighted average of the real-time settlement PNode LMPs, where the weights
are proportional to the MWh delivered by the resource in each Settlement Interval.”?*®

Commission Determination

555. Consistent with our prior orders, we find that the CAISO’s Participating
Intermittent Resource Program proposal, which continues the policy contained in
Amendment No. 42, is just and reasonable. The proposed Participating Intermittent
Resource Program is largely unchanged from the existing tariff. The Participating
Intermittent Resource Program exempts Participating Intermittent Resources, such as
wind, from hourly imbalance penalties, and substitutes monthly netting of imbalances in
return for centralized wind delivery forecasting. Furthermore, using monthly rather than
hourly netting of instructed energy deviations reasonably balances the policy goal of
promoting wind development with the principle of cost causation. As for FPL’s request
to add broad language concerning charge type exemptions, the CAISQO’s response
indicates that the implementation of the Participating Intermittent Resource Program in
the MRTU Tariff already achieves this objective. Until we are presented with a specific
additional charge type from which an eligible Participating Intermittent Resource
arguably could be exempt, we do not find it appropriate to grant a blanket exemption.
Accordingly, we do not find it necessary to direct the CAISO to make the modification
requested by FPL.

2. Settlement of Monthly Net Imbalance

556. FPL states that the definition of the month-end Participating Intermittent Resource
Program settlement price is vague and requires clarification. FPL states that the CAISO
should identify the location of the dispatch interval LMP, and asserts that the CAISO
should settle the monthly net imbalance at the generation-weighted average of the LMP
at the delivery point for the Participating Intermittent Resource unit.

557. The CAISO clarifies that it proposes to use “the monthly weighted average with
weights equal to total real-time generation (not just the deviation)” as the price for
calculating the monthly netting amount.

Commission Determination

558. We agree that the definition of month-end Participating Intermittent Resource
Program settlement price is vague and that the CAISO should identify the location of the
dispatch interval LMP at the location of the generator. We direct the CAISO to use the

269 CAISO Reply Comments at 255.
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monthly weighted average with weights equal to total-real-time generation (not just the
deviation) for calculating the monthly netting amount. The proposed approach modifies
the basic method for settlement under the existing Participating Intermittent Resource
Program to make it consistent with the change from zonal to nodal pricing. We direct the
CAISO to make a compliance filing within 60 days of the date of this order modifying
the tariff accordingly.

3. Participating Intermittent Resources in the Day-Ahead Market

559. CERS/Sempra argue that significant benefits could be realized if Participating
Intermittent Resources were included in the day-ahead market. CERS/Sempra state that,
in the alternative, the CAISO could consider a mechanism that would enable
Participating Intermittent Resources to schedule and settle their output generation in the
day-ahead market without undue exposure to penalties.

560. CERS/Sempra state that the MRTU Tariff may deter Participating Intermittent
Resources from participating in the day-ahead market because of the lack of protection
from penalties. CERS/Sempra further suggest that the CAISO should consider
implementing a plan that will extend the protections of the Participating Intermittent
Resource Program to the resource adequacy portion of Participating Intermittent
Resources that schedule in the day-ahead market.

561. The CAISO states that it does not believe that the expansion of the Participating
Intermittent Resources Program to the day-ahead market is appropriate at this time. The
CAISO explains that Participating Intermittent Resources may participate in the day-
ahead market based on their own forecasts, but they will not receive the protections
against imbalances, as those are currently tailored to shorter-term forecasts and
scheduling.

Commission Determination

562. There are physical constraints that limit the accurate day-ahead forecasting of the
generation available from a Participating Intermittent Resource. Given these constraints,
and the fact that the CAISO has made special accommodations to promote intermittent
resource participation in the HASP, we will not require the CAISO to further
accommodate Participating Intermittent Resources by protecting them from penalties, if
they choose to participate in the day-ahead market. We find it appropriate to place the
risk of forecasting error on the Participating Intermittent Resource that chooses to
participate in the day-ahead market.
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4. RUC Procurement

563. FPL supports the accommodations made by the CAISO with respect to
Participating Intermittent Resource generation in the RUC targets as reasonable. FPL
states that it agrees with the CAISO’s decision to defer the development of RUC
procurement targets for inclusion in the Business Practice Manuals.

564. The CPUC agrees that the CAISO must address the over-procurement issue in the
RUC procurement process. The CPUC indicates that the availability of Participating
Intermittent Resources in the real-time market have the potential to displace RUC
procurement. The CPUC suggests that any rules regarding the RUC procurement target
be reflected in amendments to section 31.5.3, and that only minor issues be resolved in
the Business Practice Manuals.

565. The CAISO states that details of the RUC procurement target are underway and
will be the subject of a complete stakeholder process. The CAISO agrees to incorporate
the specifics of the RUC procurement target in the Business Practice Manuals.

Commission Determination

566. The CAISO has commited to resolve the issues surrounding the potential over
procurement of RUC. However, the changes should not be limited to the Business
Practice Manual. We direct the CAISO to incorporate any significant changes into
section 31.5.3 and to make a compliance filing within 60 days of the date of this order
with these changes. We encourage stakeholders to work diligently to develop a plan that
Is mutually beneficial to all parties involved in the process.

C. Modeling Combined-Cycle and Peaker Units

567. The CAISO states that combined-cycle units are modeled in the current (i.e., pre-
MRTU) market as a composite resource across various sequential combined-cycle
configurations. According to the CAISO, since the composite resource must have a
continuously increasing incremental heat rate, some heat rate segments are exaggerated.
The CAISO states that this is because the incremental heat rates of a combined-cycle unit
can vary at various configurations. According to the CAISO, the incremental heat rate at
a given operating point may drop largely after a configuration change. Thus, composite
modeling of combined-cycle resources results in unnecessary increases in the modeled
incremental heat rates. These modeling constraints are based on the fact that composite
resources have two or more generators, with different operating characteristics, located
behind one meter. Existing modeling technology only allows for the consideration of one
generator and does not fully take into account the different operating constraints of the
other generators that are in operation. This limitation is problematic because it may
result in inaccurate settlements for start-up and no load costs.
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568. The CAISO states that it has explored changes to this modeling approach that
would allow combined-cycle units to be modeled as a separate generation resource for
each configuration. According to the CAISO, this approach would require a different
resource registration for each combined-cycle configuration and, after further
consultation with its software vendor, it concluded that such an approach was too
complex to implement for Release 1. The CAISO states that the complexity of
developing this type of software is highlighted by the fact that no ISO currently has
software in place that allows combined-cycle units to be modeled as a separate generation
resource for each configuration.

569. The CAISO states that rather than rushing an untried software revision into
development for Release 1, it has decided to continue with the existing modeling of
combined-cycle units as a composite resource. As a result, in Release 1, under MRTU
Tariff section 30.5.2.2, combined-cycle generating units may only be registered under a
single resource ID. The CAISO plans to consider software modifications to address the
treatment of combined-cycle units for Release 2.

1. Combined Cycle Units

570. WPTF/IEP and Constellation/Mirant raise several concerns regarding the
CAISQ’s ability to properly model combined-cycle units. WPTF/IEP argue that the
CAISO cannot efficiently operate the day-ahead market and RUC without better
modeling.

571. The CAISO recognizes that the combined-cycle model employed in Release 1 is
sub-optimal. The CAISO explains that it plans to implement a more robust model in a
later release. The CAISO points out that no other ISO has software in place that models
combined-cycle units as separate generation resources for each configuration.

572. The CAISO argues that the Release 1 does take into consideration the constraints
of combined-cycle facilities. The CAISO explains that it has “provided for market
participants to bid in intermediate dead bands and multiple ramp rates across the
operational range of a resource for a single given configuration of the combined cycle
facility.”?”® The CAISO further notes that market participants can modify the operational
ramp rates for combined-cycle facilities to reflect changes in operating configurations
during the operating day. The CAISO explains that, while a more encompassing
software system to model combined-cycle units is ideal, at this time, it is not possible.

210 CAISO Reply Comments at 269.
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Commission Determination

573. We find, as the CAISO itself acknowledges, that more comprehensive modeling
software is necessary to accurately reflect the operating characteristics of combined-cycle
units. Significant market benefits can be realized by developing models that accurately
consider the ramp rates, and start-up and no-load costs of the different generators. The
CAISQ’s hesitation to rush into the implementation of an untested model is prudent and
acceptable. However, recognizing the software constraints the CAISO is faced with, we
direct the CAISO to continue working with software vendors to develop an application
that will accurately detail the constraints of combined cycle units and to file tariff
language for our review for implementation of such improvements no later than MRTU
Release 2.

2. Peaker Units

574. WPTF/IEP raise concerns regarding peaker units that are dispatched by the
CAISO. WPTF/IEP argue that the CAISO system cannot recognize the individual nature
of two or more units that are located behind one meter. As a result, WPTF/IEP state that
the CAISO models them as if they are one. WPTF/IEP argue that this shortcoming can
lead to settlement issues that result from a disconnect between dispatch instructions and
verbal communications with the CAISO.

575. The CAISO states that it recognizes that the modeling limitations outlined by
WPTF/IEP are not ideal. The CAISO explains that it has a limited ability to model
resources that are located behind one meter because the CAISO has limited telemetry
data and control of the individual units. The CAISO states that WPTF/IEP has not
provided any useful information from which the CAISO can propose a solution and
suggests that the Business Practice Manual stakeholder discussions are the appropriate
place to address these issues.

Commission Determination

576. We recognize the importance of accurately modeling peaker units, and the
difficulty of modeling multiple units located behind one meter. It is important for the
CAISO to work with stakeholders to develop a more effective model for peaker units
because it will allow for more accurate settlements. Under the current model, the CAISO
Is unable to differentiate between multiple units that are located behind one meter.
Ideally, the CAISO would receive real-time information about the unique operating
constraints of each generator. With this information, the CAISO can develop more
appropriate dispatch instructions and provide settlements that more accurately reflect the
true operations of the units. We direct the CAISO and stakeholders to collaborate in
developing a plan that more fully addresses these problems. We note that, to the extent



Docket No. ER06-615-000, et al.
Page 166

any modifications developed would affect rates, terms or conditions, we expect the
CAISO to make a compliance filing to the Commission.

D. Opportunity Costs for Hydro Units

577. SoCal Edison states that the unique nature of opportunity costs for hydro units
require special consideration. SoCal Edison explains that hydro opportunity costs have
two states: opportunity costs during normal operations, and opportunity costs during spill
conditions. SoCal Edison specifies that during spill conditions, the opportunity cost is $0
or even a negative amount and must be replaced with energy that has a positive cost. In
light of these constraints, SoCal Edison requests modification of MRTU Tariff section
39.7.1.1 to provide for a “normal” and a “spill”” variable cost option for hydro units.

578. The CAISO agrees that hydro units require special treatment for spill and non-spill
conditions, and notes that hydro units have the option to seek a consultative default
energy bid in section 39.7.1.3 that reflects spill and non-spill conditions.

Commission Determination

579. We understand SoCal Edison’s concerns regarding section 39.7.1.1 and direct
market participants, including hydro units, that believe the applicable default value will
cause them to under-recover their costs, to consider electing the negotiated option for
establishing the default energy bid. We add that any negotiated default energy bid for
hydro units should allow the unit to price its product at the true market value. As directed
below, if the parties cannot reach agreement after 60 days from commencement of
negotiations, then the parties may bring the dispute to the Commission.

E. Uninstructed Deviation Penalties

580. The CAISO states that the current CAISO tariff includes a UDP provision, which
applies to certain generators and dynamic system resources that incur uninstructed
deviations that exceed a tolerance band defined as the greater of five MW or three
percent of a unit’s maximum resource capacity.”’* Under the current CAISO tariff,

2! The CAISO states that certain generating units are currently exempt from the
uninstructed deviation penalties mechanism and will remain exempt from the
uninstructed deviation penalties provisions under MRTU. Specifically, the exempt units
include: (1) those units without Participating Generator Agreements (PGAS);

(2) Participating Intermittent Resource units with PGAs; (3) Qualifying Facilities with a
power purchase agreement under which, pursuant to the Public Utility Regulatory Policy
Act of 1978 (PURPA), they are obligated to sell all of their output net of their own use;
(4) RMR Condition 2 units; and (5) Regulatory Must-Take units. Under MRTU, the
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uninstructed incremental deviations beyond the tolerance band are not paid for the
imbalance energy if the price for that settlement interval is non-negative; however,
uninstructed decremental deviations beyond the tolerance band are subject to a premium
of 50 percent of the energy price in that settlement interval if the interval price is non-
negative. The CAISO states that the UDP provisions in the current CAISO tariff are
suspended.?"

581. Under MRTU Tariff section 11.23, the CAISO proposes to include a UDP
provision in the MRTU Tariff. Like the provision under its current tariff, the CAISO
proposes to suspend the UDP provisions unless and until it separately files under section
205 of the FPA to implement UDP. The CAISO states that its UDP proposal is similar to
its existing provisions: it assesses penalties for uninstructed imbalance energy in excess
of a tolerance band in each 10-minute settlement interval; and it applies to non-negative
real-time prices. However, the UDP is calculated as the real-time energy price times an
energy-price penalty factor times the relevant scaled uninstructed deviation quantity in
MWh outside the tolerance band (i.e., MWh deviation times the multiplier). The CAISO
states that under MRTU the deviation quantity is determined by multiplying the actual
MWh deviation subject to UDP (i.e., the number of MWh outside of the tolerance band)
by a multiplier that increases based on the number of infractions in an hour. The CAISO
states that the number of infractions is reset to zero at the top of each hour.

582. Also, the CAISO states that the dispatch methodology employed in the CAISO’s
current market design calculates the dispatch range for each resource based on the last
dispatch operating target (defined as the resource’s operating target issued in the previous
dispatch for the current interval), which assumes that the resource followed the preceding
dispatch instruction, as well as the applicable ramp rate and capacity limits.

583. The CAISO states that in contrast, under MRTU, a resource is dispatched based on
its ramp rate, physical limits, and its current telemetered output. It states that this last
factor is particularly important, because, as a result, dispatch instructions under MRTU
are feasible because prior uninstructed deviations are taken into account before the
CAISO issues new dispatch instructions. The CAISO explains that, under MRTU,
because telemetered output is considered in issuing dispatch instructions, a resource that
does not follow dispatch instructions will be exposed to UDP only for the amount of
energy that can be ramped within a dispatch interval. Thus, its uninstructed deviation
guantity does not accumulate as it does under the CAISQO’s current market design. The
CAISO reasons that absent the application of the multiplier, UDP under MRTU would be

CAISO states that MSS units designated as load-following are also exempt from
uninstructed deviation penalties. The CAISO references MRTU Tariff section 11.23(e).
272 According to the CAISO, it has been monitoring certain reliability metrics with
the intention of filing a tariff amendment to propose an immediate effective date for
application of uninstructed deviation penalties if those metrics exceed a certain threshold.
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diluted and reduced to a level that would cease to be a credible deterrent against
uninstructed deviations. Therefore, the CAISO states that the application of a multiplier
IS necessary to ensure that UDP under MRTU is comparable and as effective as it would
be under the current market design in discouraging Scheduling Coordinators from
deviating from dispatch instructions.

Discussion

584. WPTF/IEP contends that the Commission should eliminate UDP because the
CAISO never uses it. If the Commission denies this request, WPTF/IEP asserts that the
Commission should direct the CAISO to demonstrate that the UDP remains just and
reasonable under MRTU and require the CAISO to demonstrate, at least annually, that
UDP remains a just and reasonable feature of the market. WPTF/IEP also notes that
other ISOs have a less stringent form of UDP, or, as in the case of PJM and the New
England I1SO, have no UDP at all.

585. Powerex argues that the UDP should take effect on the MRTU implementation
date because it would induce generators and System Resources to be more accurate in
their generation output. According to Powerex, a Commission finding now that UDP
must take effect upon implementation of MRTU provides market participants with more
notice than they would otherwise be given if the CAISO makes a FPA section 205 filing
in the future to make uninstructed deviation penalties effective. Powerex also notes that
the Midwest I1SO tariff section 40.3.4 includes similar deviation penalties but provides
exceptions for intermittent resources and for other situations.

586. Six Cities state that the Commission approved uninstructed deviation penalties
approximately four years ago to mitigate incentives latent in the structure of the energy
markets that might have increased the likelihood of deviations from the CAISO’s
operating instructions,?”® and contrary to the assertions of WPTF/IEP, eliminating the
CAISO’s authority to impose uninstructed deviation penalties is not appropriate at this
time. Six Cities contend that the CAISO must retain uninstructed deviation penalties to
ensure that generators adhere to the CAISO’s instructions so that the markets operate
effectively and reliably.?”

273 See July 2002 Order, 100 FERC 61,060 at P 150 (“[i]n light of concerns
regarding the adequacy of generation supply for California and the West in the near term,
the Commission believes that appropriate incentives to prevent deviations from schedules
or ignoring dispatch instructions are justified.”).

274 Six Cities state that the fact that the CAISO has not found it necessary to
impose uninstructed deviation penalties certainly does not demonstrate that uninstructed
deviation penalties are unnecessary. To the contrary, absence of the need to impose
penalties is consistent with the conclusion that the potential for penalties is deterring
significant uninstructed deviations.
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587. Six Cities argue that, while PJM and the New England 1SO control areas may not
have uninstructed deviation penalties, neither experienced the California energy crisis.
Further, they may not have a history of market conditions that provide incentives for
deviating from ISO instructions in the same manner as the CAISO Control Area or have
concerns regarding the adequacy of generation supply to the same degree as the CAISO.
According to Six Cities, the mere fact that those RTOs do not have uninstructed deviation
penalties authority or the fact that other RTOs such as the Midwest ISO, ERCOT, and the
New York ISO have curtailed, less strict forms of that authority does not mean that
elimination of or limiting the CAISO’s uninstructed deviation penalties authority is
proper. Further, Six Cities contend that the CAISO’s alterations to its existing
uninstructed deviation penalties authority contained in the MRTU Tariff are properly
tailored to the redesigned market structure and should not be revised given the
uncertainty that transitioning to a new market system engenders.

588. The CAISO contends that the underlying rationale for uninstructed deviation
penalties still exists today; thus it monitors the imbalance energy market in order to
evaluate the impact of uninstructed deviations and thereby determine whether immediate
implementation of uninstructed deviation penalties is appropriate. Thus, it states that in
the event the monitored reliability metrics exceed a certain threshold, it will file with the
Commission to propose an immediate effective date for application of uninstructed
deviation penalties. Further, the CAISO states that it has fully met the conditions that the
Commission previously established for uninstructed deviation penalties implementation,
including an electronic reporting mechanism for reporting changes in availability of
generating units and multiple ramp rates to better reflect differences in capability across
the full operating range of a generating unit.?”

589. Also, the CAISO states that the MRTU Tariff uninstructed deviation penalties
provisions, similar to the current uninstructed deviation penalties provisions, are not
enforceable until the CAISO files for Commission permission to implement uninstructed
deviation penalties. Further, the CAISO’s decision not to implement the uninstructed
deviation penalties program at this time is not based on a determination that uninstructed
deviation penalties implementation would not be beneficial. Rather, it is based in large
part on the opportunity cost of staff and resources that would be devoted to uninstructed
deviation penalties implementation rather than focused on MRTU design and
implementation issues. Additionally, the CAISO states that it is prepared to implement
the uninstructed deviation penalties proposal if circumstances warrant it; however, it
believes the better strategy is to continue uninstructed deviation penalties suspension
while monitoring the market and participating in a stakeholder process to resolve
outstanding concerns.

27> July 2002 Order, 100 FERC 1 61,060.
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590. Finally, according to the CAISO, similar to other ISOs with Commission-
approved uninstructed deviation penalties, such as the Midwest ISO and the New York
ISO, the CAISO uninstructed deviation penalties under MRTU, if implemented, are
designed to be an effective tool to discourage Scheduling Coordinators from deviating
from dispatch instructions. Also similar to other Commission-approved uninstructed
deviation penalties, the currently-suspended CAISO UDP is specifically tailored to
address the needs of the California market.

Commission Determination

591. The Commission previously stated, when acting upon the CAISQO’s request for the
UDP provision in 2002, that

In light of concerns regarding the adequacy of generation supply for
California and the West in the near term, the Commission believes that
appropriate incentives to prevent deviations from schedules or ignoring
dispatch instructions are justified... Therefore, we will accept the CAISO's
proposal regarding uninstructed deviations, subject to the software
modifications described above. However, as market conditions improve,
we will consider requests to adjust the level of, or eliminate, the penalty
provisions.276

592. We continue to believe that it is reasonable for the CAISO to have the ability to
implement the UDP provision in order to discourage uninstructed deviations during
adverse market conditions. A failure to follow the CAISO’s dispatch instructions may
threaten reliability during supply emergencies, and it may allow entities with market
power to exercise that market power.

593. However, the CAISO’s voluntary suspension of the UDP provision because
conditions do not warrant its application at this time indicates that the affected generators
performance has improved, concurrent with improved market conditions, such that the
current magnitude of the penalty is no longer necessary. Therefore, we reject the
proposed multiplier as an unnecessary provision of the UDP mechanism, consistent with
our previous commitment to consider adjusting the level of the penalty if market
conditions improved. Accordingly, we direct the CAISO to make a compliance filing
within 60 days reflecting this change.

594. We also note that, under the MRTU proposal, the CAISO is required to file under
section 205 of the FPA to implement the UDP provision. In the event the CAISO files
such a request, WPTF/IEP and other parties may challenge the need to implement the

276 1d. P 150.
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UDP provision, at that time. Furthermore, as discussed above,”"* the Commission
expects that the CAISO will increase the number of accepted operational ramp segments
prior to implementation of UDP or provide greater detail why nine segments are no
longer feasible.

277

1VV. Demand Issues

A. LAP Load Settlement

595. Since the beginning of the CAISO’s operations, the prices for energy at any given
time have been the same for all generators and loads within a large area. The
introduction of locational marginal pricing reflects a shift in that approach, one that
provides different prices at different locations to reflect locational differences in costs.
As a result, LMP will provide transparent price signals that should serve to enable
appropriate decisions concerning investment in new generation and transmission. The
CAISO argues, however, that such location price differences should not apply, at least
initially, to loads. The reason, according to the CAISO, is that consumers in congested,
high-priced areas should not be punished based on infrastructure investment decisions
made under the prior regulatory regime. While it is appropriate for suppliers to be paid
prices that reflect the cost of providing energy at each point on the grid, the CAISO
argues that consumers in congested, high price areas should receive some protection by
paying an aggregated or average price for energy regardless of their location on the grid.

596. Under MRTU Tariff section 27.2, the CAISO proposes to charge consumers for
the quantity of energy they use based on an aggregation of locational marginal prices
over a larger area or zone. The CAISO proposes to calculate and settle energy charges
for the majority of loads in the CAISO Control Area according to the zone in which the
load is located. The CAISO has created three pricing zones for this purpose called Load
Aggregation Points (LAPs). The three pricing zones correspond to the service territories
of the three major California IOUs: PG&E, SoCal Edison and SDG&E.?"® For each

277 See the discussion on the Reduction in the Number of Segments for Operational
Ramp Rates.

278 Initially, the CAISO proposed to settle energy charges for loads using
approximately 20 zones. See CAISO’s May 1, 2002 Filing, Docket Nos. ER02-1656-000
and EL00-95-001. In response to that proposal, numerous market participants claimed
that, because they were located in constrained areas on the grid, they would be subjected
to extremely high prices for energy. They argued that the high prices were a result of
constraints that occurred because the transmission system was designed and constructed
under a different regulatory regime. In response, the CAISO revised its proposal to allow
demand in the CAISO Control Area to settle at three LAP zones which corresponded to
the service territories of the three major California I0Us. See CAISO’s July 22, 2003
Filing, Docket Nos. ER02-1656-015 and EL01-68-028. The Commission found that the
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pricing zone, the CAISO calculates an average zonal price based upon the weighted
average of the nodal LMPs within that zone.”’® According to the CAISO, in general, the
use of LAP zone pricing for settling energy charges protects consumers in load pockets
from high nodal LMPs and ensures that most consumers pay an average zonal price for
energy regardless of their location on the grid.

597. However, according to the CAISO, under certain rare conditions, its approach to
clearing LAP demand bids can lead to some inefficient and undesirable consequences.?®
However, both Dr. Rahimi and Dr. Kristov contend that such situations are unlikely to

CAISO’s revised proposal was a reasonable approach to introducing LMP while
minimizing its impact on load. See October 2003 Order, 105 FERC { 61,140.

Subsequently, in 2005, the CAISO filed revisions to the mechanical steps it would
use to calculate and settle energy charges. In response, some parties argued that the
number of LAP zones should be increased to provide for more granular settlement of
energy charges. They also argued that wholesale load customers should be permitted to
opt-out of the LAP prices, and instead, calculate and settle their energy charges based
upon the nodal prices. The Commission, after a technical conference and a series of
orders, found that customers should not be allowed to opt-out of LAP zones because
doing so would delay the implementation date of MRTU. See July 2005 Order,

112 FERC 1 61,013. The Commission also directed the CAISO to increase the number
of LAP zones, but, rather than specifying the number of zones, the Commission directed
the CAISO to work with its stakeholders to determine the appropriate number of LAP
zones it should propose in its MRTU Tariff filing.

2% To facilitate the settlement of energy charges for load using LAP pricing
zones, the CAISO clears the demand bids using an iterative process. The CAISO clears
the demand bids in each LAP as follows: (1) it uses load distribution factors to distribute
LAP demand bid quantities to each node in the LAP; (2) it clears the day-ahead market
based on these nodal demand quantities, which are treated as price takers; it then uses the
resulting LMPs to calculate the price in each LAP; (3) it clears the LAP demand bids
based on the LAP prices and uses this information to determine the day-ahead schedules
for demand in the LAP; and (4) it repeats steps 1 through 3, revising the LAP demand
quantity until it is consistent with the quantity of demand that clears in the LAP level at
the LAP price. The CAISO states that its proposal is similar to the demand aggregation
approach used in the New York 1SO.

280 Dr. Kristov and Dr. Rahimi note that the load distribution factors that are used
to distribute the LAP demand bids and self-schedules to nodes are preserved in the
clearing of demand against supply for the LAP. According to the CAISO, Dr. Rahimi
states that this feature has the potential to create a local transmission bottleneck, which in
conjunction with insufficient local supply bids, could shift scheduled LAP demand from
the day-ahead market-clearing process to subsequent markets (i.e., the RUC and the real-
time market). According to Dr. Rahimi, such an outcome may lead to very high day-
ahead LMPs at the locally constrained and supply bid deficient areas of the LAP.
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occur under the MRTU because the design is based on a strong physical local resource
adequacy program, as well as an obligation for resources in that program to offer capacity
to the CAISO.

598. The CAISO also states that, even if the MRTU design did not use LAPS, high
LMPs in a load pocket could result when there is supply insufficiency in a constrained
area of the grid. According to the CAISO, for this reason, all LMP markets have
effective local market power mitigation mechanisms. The CAISO states that, in the
unlikely event this situation arises and it precludes the CAISO from resolving a non-
competitive transmission constraint using all effective economic bids, the CAISO will
schedule energy from self-provided ancillary services that utilize capacity that is
obligated to offer an energy bid (i.e., resource adequacy and RMR capacity) or take other
appropriate measures to address the constraint, which could include relaxing the fixed
load distribution factor constraint, consistent with operating practices. The CAISO states
that it recognizes that the LAP construct and software limitations may in rare cases result
In inconsistent market outcomes and commits to employing necessary resources and
working with the Department of Market Monitoring to develop appropriate procedures
that yield correct market outcomes.

599. Also, in response to concerns raised by the Commission in prior orders and as a
result of input provided by stakeholders and consultants, the CAISO allows participating
loads to settle at the individual nodal level rather than the LAP level. Furthermore, the
CAISO proposes to provide more granular load scheduling and settlement for MSSs,
ETCs, TORs and exports submitted at an intertie.”®* The CAISO proposal does not allow
customers the option of opting-out of their designated LAP zone.

Discussion

600. The CPUC, PG&E and Bay Area Municipals support the CAISO’s proposal to
settle energy charges for load using three LAP zones. Six Cities renew their objections to
mandatory LAP pricing on the grounds that it unreasonably exposes LSEs with internal
resources to the risk of congestion charges for the use of their own resources to serve
their own loads. Trinity Public Utilities District (Trinity PUD) argues that MRTU limits
the impact of LAP on 10U customers by excluding loads in other control areas and
MSSs, but does not exempt Trinity PUD and other small public power utilities. Trinity
PUD contends that the CAISO’s proposal to settle energy charges for load at the LAPs
and the move from a physical rights model to a financial rights model reduces the value
of the mitigation measures Congress promised to Trinity PUD County residents.?*

281 \We discuss the specific details regarding these exceptions below.

282 Trinity PUD states that, in 1995, Congress recognized that severe local
economic impacts would occur as a result of constructing the Trinity River Division of
the Central Valley Project under the Trinity River Division Act, Pub. L. No. 84-386.
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Trinity PUD also asserts that MRTU increases the cost of obtaining that entitlement to
power by increasing the costs, complexities and volume of data with regard to scheduling
and accounting.

601. SoCal Edison argues that Six Cities and Trinity PUD do not acknowledge that, as
LSEs, they are eligible to be allocated CRRs to hedge their exposure to congestion costs.
SoCal Edison states that the CRR source would be the nodal location of any generation
serving their load and the CRR sink would be the default LAP of the load.

602. BPA contends that imports to the CAISO system are selectively exposed to LMP,
unlike loads and generation within the CAISO Control Area. SoCal Edison responds that
importers that import generation to the CAISO Control Area from resources located
outside of the CAISO Control Area serve load that is part of a LAP zone (with exceptions
such as ETCs and TORs); therefore the importer faces the same LAP zone price that
other entities face.

603. Western asserts that the LAP zone pricing may result in the unnecessary
curtailment of load, does not send the proper price signals, and provides no incentive for
parties to execute bilateral contracts. Bay Area Municipals disagree, noting that the
MRTU Tariff allows participating load to bid in and be paid on a nodal basis, thus
sending the appropriate price signal to those loads that are able and willing to respond to
locational price signals.

604. Arizona/Southwest Coops contend that small loads should have the choice of
opting into the LAPs of the IOU that is located closest to their service territory or the
IOU that is party to the ETC that governs other portions of their load. The CPUC, Bay
Area Municipals and SoCal Edison oppose allowing customers to opt-out of the LAP
zones. The CPUC notes that permitting customers to opt-out of the three LAP zones
would result in customers located at lower-priced nodes departing the LAP zones which
would result in only the highest priced nodes remaining in the LAP.

605. PG&E contends that, under MRTU Tariff section 31.3.1.2, the CAISO suggests
that it may relax constraints if economic bids cannot clear the market. PG&E argues that
the parameters that would govern this flexibility should be detailed in the MRTU Tariff
because they could significantly impact rates and charges.

According to Trinity PUD, to mitigate that impact, Congress included in the Trinity River
Division Act a provision that grants to Trinity PUD a first preference to 25 percent of all
energy resulting from the construction of power plants authorized by the Trinity River
Division Act.
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606. The CAISO states that Six Cities’ objection to mandatory LAP pricing is
tantamount to a rehearing request of the Commission’s November 2005 Order and should
be denied.

607. The CAISO states that the concern that importers into the CAISO Control Area
and entities outside the CAISO Control Area are the only entities exposed to LMPs under
the CAISQO’s proposal is unfounded. The CAISO notes that other ISOs and RTOs have
implemented aggregated or zonal energy settlement for load under an LMP-based market
without undue discrimination to importers or entities outside their control areas.”®®* The
CAISO states that both the suppliers providing imports into its control area and the
suppliers from resources within its control area are paid the nodal LMPs and have the
same opportunities to use trading hubs. Further, the CAISO states that export bids from
Scheduling Coordinators representing external load are settled at the export nodal price
which serves as LAP zones for external loads. According to the CAISO, if the export
nodal price is higher than the adjacent LAP price, it is reflecting the higher price caused
by competition among external buyers. LMP price signals do provide the CAISO and
transmission developers with information that highlights the benefits of relieving
transmission constraints, and this information can be taken into account in the CAISO’s
planning process.

608. With respect to Western’s comments regarding bilateral contracts, the CAISO
states that, although it expects bilateral contracts to serve much of the load in its control
area, it is not relying upon the LAP element of MRTU to provide incentives for such
contracts. The CAISO states that the MRTU Tariff promotes the use of forward contracts
through its market power mitigation provisions that reflect and complement the
implementation of resource adequacy requirements in California and the CPUC’s long-
term procurement proceedings.”*

609. The CAISO also disagrees with Western’s argument that the LAP proposal should
be rejected because it may result in high day-ahead LAP prices or curtailment. The
CAISO notes that the LAP clearing mechanism is used in the New York 1SO and no such
outcome has occurred there. Moreover, the CAISO asserts that this situation is unlikely
to occur in the CAISO market because its resource adequacy program and the obligation
for resource adequacy resources to offer capacity to the CAISO minimize the occurrence
of local bid-insufficiency conditions.”®® According to the CAISO, even if the CAISO did

283 Citing 1SO New England, Inc., 91 FERC { 61,311, at 62,070-71 (2000).

284 See, e.g., Casey Testimony at 3-4.

285 According to the CAISO, if such conditions were to occur, they would create
two inter-related, but separate, issues involving LAP clearing and LAP pricing that can
be addressed. The CAISO states that the main concern with LAP clearing is ensuring
that large amounts of load are not curtailed at the LAP to address a local bid insufficiency
issue. The CAISO states that the main concern with LAP pricing is ensuring that the
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not settle load at the LAP level, high LMPs in a load pocket can occur in any LMP-based
market when supply into that load pocket is severely constrained. The CAISO states that,
as a result, all LMP-based markets have local market power mitigation measures to
minimize the impacts of such conditions on load.?*®

610. The CAISO asserts that the Commission’s decision not to allow opt-outs is still
appropriate because a provision allowing load in low-priced LMP locations to opt-out of
LAP pricing would raise the LAP price for loads in high-priced LMP areas that are the
result of infrastructure development that never contemplated L MP-based markets.

Commission Determination

611. We find that the CAISQO’s approach to calculating and settling energy charges for
load based upon three LAP zones provides a reasonable and simplified approach for
introducing LMP pricing, while minimizing its impact on load.?®’ We appreciate that
some areas could experience higher prices under a nodal model and, thus, understand the
CAISQO’s interest in softening the distributional impacts of LMP. We also recognize that
LMP could create an economic hardship on entities located in load pockets.
Accordingly, we find that the instant proposal is an acceptable starting point.
However, consistent with the Commission’s prior guidance, we direct the CAISO to
increase the number of LAP zones for Release 2. We continue to believe that increasing
the number of LAP zones will provide more accurate price signals and assist participants
in the hedging of congestion charges.?®

288

CAISQO’s proposal does not cause unduly large LMPs (much higher than the bid cap) at
supply locations with bid insufficiency. The CAISO states that the three-step procedure
for LAP clearing and results-verification process described in Dr. Rahimi’s testimony are
designed to address both these issues. Rahimi Testimony, Ex. ISO-4 at 24-28; MRTU
Tariff section 31.3.1.2. The CAISO also commits to working with its Department of
Market Monitoring to develop additional procedures that consistently yield efficient
market outcomes.

288 Citing Kristov Testimony, Ex. 1SO-1 at 38.

%7 See, e.g., October 2003 Order, 105 FERC 1 61,140; July 2005 Order, 112
FERC 1 61,013; September 2005 Order, 112 FERC { 61,310; November 2005 Order, 113
FERC 1 61,151 (2005).

288 \We note that Trinity PUD has not explained how LAP and the financial rights
model will reduce the value of mitigation measures promised to it by Congress; therefore,
we are not able to respond to this concern. Additionally, based upon our acceptance of
the CAISQO’s proposal for three LAP zones in Release 1, we will dismiss as moot
NCPA’s rehearing request in Docket No. ER02-1656-031, challenging the Commission’s
directive to disaggregate beyond 3 LAP zones.

289 See July 2005 Order, 112 FERC § 61,013 at P 35.
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612. We disagree with the arguments that the use of LAP pricing zones exposes LSES
to congestion costs when serving load with their own generation. As SoCal Edison
points out, the entities relying on this argument have ignored the fact that CRRs** are
available for LSEs. MRTU Tariff section 36.8 explicitly states that CRRs will be
allocated to LSEs serving load internal to the CAISO Control Area.

613. We also find that the CAISO has satisfactorily addressed the concern that imports
to the CAISO are exposed to unmitigated LMPs through the use of LAP zone pricing and
we find that imports are not being discriminated against. As the CAISO points out,
suppliers that provide imports are paid nodal prices just like internal suppliers and the
load associated with the imported energy is settled at the LAP just like load associated
with internal resources. We find that this result is reasonable and non-discriminatory.

614. In addition, we find that the CAISO has sufficiently addressed Western’s claims
regarding the impact of LAP pricing on price signals and bilateral contracts. However,
we note that the Commission has stated in previous guidance orders that the CAISO
should consider an eventual move to nodal pricing for load because of the many
advantages to full nodal pricing. For example, it sends more accurate price signals to
load and, therefore, can encourage more demand response, which is an important element
in mitigating market power and promoting an efficient market. We continue to believe
that full nodal pricing will provide these benefits and direct the CAISO to move to nodal
pricing for load in the future.

615. With respect to Western’s arguments that high LMPs and curtailments may result
from the LAP clearing process proposed by the CAISO, we find that the CAISO has
proposed a reasonable process, including relaxing certain constraints, to mitigate this
situation, should it occur. Western has not demonstrated, through testimony or other
documentation, that a better solution to this rare circumstance is available, nor has it
provided discussion acknowledging or finding fault with the CAISO’s proposed solution.
Accordingly, we find that the CAISO’s proposal and its commitment to work with the
Department of Market Monitoring to develop appropriate procedures that yield efficient
market outcomes, provide adequate protection to the market participants and are
reasonable should this problem arise in the future. Accordingly, we direct the CAISO’s
Department of Market Monitoring to monitor the LAP clearing process and to notify the
Commission of anomalous occurrences.

616. We interpret Six Cities’ objection to mandatory LAP pricing to be a request for an
opt-out provision. As the CAISO points out, in an order issued on November 14, 2005,
the Commission did not require the CAISO to provide wholesale customers with the
opportunity to opt-out of the three LAPs by creating their own customer-specific LAP

29 \We further discuss CRRs below.
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zones because it might have delayed MRTU implementation.”®* The Commission did
state, however, that the CAISO and market participants could revisit the issue in a later
release of MRTU after a period of experience with LMP.*** Consistent with our guidance
in prior orders, we continue to find that it is not appropriate to permit an opt-out
provision until the CAISO and market participants have had some experience with LMP.
Thus, we reject the request to include a LAP opt-out provision in Release 1.

617. We also disagree with Arizona/Southwest Coops’ argument that small loads
should have the ability to opt-into the LAP zone “of the party to the ETC that governs
portions of their load.” We believe that this option is unnecessary because the ETC rights
holder can use the perfect hedge settlement mechanism, which exempts valid ETC
schedules from all congestion charges, as discussed below. In short, Arizona/Southwest
Coops have not demonstrated that the ETC perfect hedge instrument does not provide
adequate protection; thus, we deny the request.

618. We agree with PG&E that the parameters that govern the CAISO’s use of MRTU
Tariff section 31.3.1.2 could significantly impact rates and find that the CAISO should
provide further details on those parameters in MRTU Tariff section 31.3.1.2. This
section currently states that “the CAISO will evaluate the validity of the binding
constraints and if it is determined that the constraint can be relaxed based on the
operating practices, will relax the constraint consistent with operating practices” and “the
CAISO may “soften’ the Load Distribution Factor constraints on a node or sub-LAP
basis, i.e., adjust load at individual nodes or, in aggregate, a group of nodes to relieve the
constraint in such a way that minimizes the quantity of load curtailed.” While the CAISO
anticipates using these provisions only under rare conditions, the provisions must be fully
developed and transparent. Thus, the CAISO must revise this section to include the
parameters that would govern its use of MRTU Tariff section 31.3.1.2. Accordingly, we
direct the CAISO to file a compliance filing within 60 days of the date of this order
reflecting this change.

;z; November 2005 Order, 113 FERC {61,151 at P 21.
Id.
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B. Metered Sub-Systems

619. The CAISO states that it intends to provide maximum flexibility to each MSS**
while integrating them into the MRTU structure.®®* The CAISO proposes that, for each
element of MRTU, MSS operators have the option of being treated like any other market
participant, or, to the extent that the MSS operator wants treatment that recognizes its
unique features and functions, it will be accommodated accordingly. The CAISO
explains that MSS operators can elect on an annual basis to opt into or out of RUC with
respect to their load. Further, an MSS operator may elect to accept the special treatment
proposed for one element of the MRTU design and not another, where it is logically
consistent and practically feasible to do so.

620. The CAISO states that under MRTU, three initial decisions must be made for each
MSS Agreement: (1) will the MSS operator follow its own load:;** (2) does the
Scheduling Coordinator for the MSS operator select gross CRRs and gross settlements, or
net CRRs and net settlements;?* and (3) will the MSS operator opt into or out of the
RUC procurement process. Pursuant to MRTU Tariff section 4.9.13, a MSS operator
makes these three elections annually, and directs its Scheduling Coordinator to
implement such decisions. The elections will be coincident with, or just prior to, the

298 Appendix A of the MRTU Tariff defines an MSS as a geographically
contiguous system located within a single zone that has been operating as an electric
utility for a number of years prior to the CAISO operations date as a municipal utility,
water district, irrigation district, state agency or federal power administration. It is
subsumed within the CAISO Control Area and encompassed by CAISO-certified revenue
quality meters at each interface point with the CAISO-controlled grid and CAISO
certified revenue quality meters on all generating units or, if aggregated, each individual
resource and participating load internal to the system, which is operated in accordance
with a MSS Agreement. An MSS operator is the entity that owns the MSS and has
executed a MSS Agreement. MRTU Tariff, Appendix A, Master Definitions
Supplement.

2% The CAISO states that it intends to respect and update the existing MSS
Agreements between the CAISO and the NCPA, Roseville and Silicon Valley Power that
were approved in connection with the Commission’s approval of CAISO Tariff
Amendment No. 46 and the MSS Agreements with the Cities of Anaheim and Vernon
that have subsequently been approved by the Commission.

2% | oad following, while not defined in the MRTU Tariff, is typically defined as
the use of generation to meet the hour-to-hour and daily variations in system load.

2% Under gross settlement the CAISO will pay the MSS for its generation and bill
the MSS’s load for its demand. Under net settlement the CAISO will net the MSS’s
generation against its demand prior to billing the MSS’s load for excess demand or
paying for excess generation, as appropriate.
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annual CRR allocation process for the monthly CRRs, to allow the alignment of CRR
allocation with the implementation of the chosen energy settlement option.

621. The CAISO states that these elections are interrelated from the perspective of both
the MSS operator and the CAISO. According to the CAISO, if the MSS operator
chooses the load-following option, it is expected to use its generating unit capacity to
supply its own load and, therefore, is considered to have opted out of the RUC process.
The CAISO states that, in this case, settlements based on the use of the CAISO-controlled
grid (i.e., net settlement) would be consistent with the CAISO’s economic dispatch,
which would not necessarily have included the MSS units used for load-following.

622. According to the CAISO, pursuant to MRTU Tariff section 11.2.3.2.1, loads
settling on a net basis must be settled at an MSS-specific LAP.?” The CAISO states that,
since limiting load-following MSS operators to net settlements would prevent load-
following MSS operators from participating in the large area default LAP pricing, MRTU
allows load-following MSS operators to choose gross settlements. To address the
inconsistency of this policy with economic dispatch, if the load-following MSS operator
chooses gross settlements, the costs of the load-following dispatches are not included in
the price of the LAP. The CAISO also states that load-following MSSs that choose gross
settlements are subject to the load-following deviation penalty for load-following MSSs,
a penalty that is distinct from, but somewhat analogous to, the CAISO’s UDP provision
that applies to non-MSS resources. According to the CAISO, pursuant to MRTU Tariff
section 4.9.9.2, calculation of the load-following deviation penalty for a load-following
MSS is intended to discriminate between resource deviations that actually follow MSS
load deviations or CAISO dispatch instructions and those that do not, and to penalize the
latter but not the former.

623. The CAISO states that all MSS resources that elect load-following resources,
regardless of gross or net settlement election, are subject to the load-following deviation
penalty, and all MSS resources not designated as load-following resources, regardless of
gross or net settlement election, are not subject to the load-following deviation penalty.
According to the CAISO, non-load-following resources of the MSS will be subject to the
same resource-specific UDP provisions that apply to non-MSS resources under the
CAISO tariff.

624. According to the CAISO, pursuant to MRTU Tariff section 36.10, if the MSS
operator elects net settlement, then CRRs are allocated based on the MSS’s net load,
whereas if the MSS operator elects gross settlement, then CRRs are allocated on a gross
load basis.

27 The CAISO states that, in consultation with its consultants and stakeholders, it
determined that settling such loads at the default LAP price would create a disincentive to
using high-priced generation to relieve congestion.
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625. The CAISO states that it has not had the opportunity to fully address how day-
ahead market and real-time market Bid Cost Recovery costs should be allocated to an
MSS based on the different election options. The CAISO states that it intends to address
how the allocation of Bid Cost Recovery will apply to MSS in a subsequent filing.

Discussion

1. MSS and Default LAP

626. San Francisco, Bay Area Municipals, and Cities/M-S-R state that the MRTU
Tariff does not provide an adequate explanation of how MSS-specific LAPs will be
developed, how congestion will be handled at the MSS-specific LAP level, or what
impacts the MSSs will be exposed to as a result of this treatment. They argue that, absent
clarification, MSSs will be left with unjust and unreasonable outcomes that force them to
pay exorbitant prices. San Francisco and Bay Area Municipals request that the
Commission order the CAISO to revise the MRTU Tariff to provide that MSS
settlements of demand, on a net or gross basis, will be performed utilizing the default
LAPs. Bay Area Municipals and Cities/M-S-R further add that the MRTU Tariff does
not net output of resources located outside of the MSS against the MSS demand.

627. The CAISO responds to Bay Area Municipals’ concerns regarding net and gross
elections by explaining that an MSS entity in the situation described by Bay Area
Municipals could choose to be a load-following MSS and to net settlements. The CAISO
states that the financial liability Bay Area Municipals allude to would be reduced by this
option, because the high prices paid by the MSS load would be offset by the high prices
the MSS would receive from sales of its load-following generation. The CAISO does not
believe that an MSS entity electing net settlements should be able to have their load
settled at the default LAP.

628. The CAISO responds to San Francisco, Bay Area Municipals, and Cities/M-S-R’s
concerns regarding MSS-LAP definitions by explaining that the “MSS LAP is made up
[of the pricing nodes] within the MSS that have load served off of those nodes; and MSS-
LAPs have unique Load Distribution Factors that reflect the distribution of the MSS
Demand to the network nodes within the MSS.”*® The CAISO states that congestion at
the MSS LAP level will be handled according to the provisions established in MRTU
Tariff sections 4.9.4.6, 27.5.2, and 31.3.3.

629. The City of Santa Clara, California (Santa Clara) agrees with Bay Area
Municipals’ concerns regarding the net settlement of demand.”® Santa Clara contends

2%8 CAISO Reply Comments at 263.
2%9 \We note that, while Santa Clara originally filed its intervention jointly with the
City of Redding and M-S-R Public Power Agency, it filed reply comments individually.
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that, while the CAISO response appears to address the financial liabilities outlined by
Bay Area Municipals, it fails to consider MSSs which do not use internal generation to
meet load. Santa Clara argues that if an MSS serves load located within a load pocket
with energy from resources external to the MSS, the MSS could receive lower nodal

LMP prices for its external generation and pay higher sub-LAP prices for its net load.
Santa Clara states that the CAISO’s answer, which argues that the financial liabilities
identified by Bay Area Municipals would be hedged against the higher prices MSS load
pays in the congested area, are unsubstantiated. Santa Clara contends that it is unjust and
unreasonable and unduly discriminatory for the CAISO to treat net-settling MSS load in a
congested area differently than non-MSS load in a congested area.

Commission Determination

630. We conditionally accept the MRTU Tariff provisions dealing with MSS. The
CAISO has provided flexibility to the MSS; this is important not only for the MSS but for
the CAISO. Each MSS may voluntarily choose between the gross and net settlement
options. These options provide the MSS with flexibility, enabling it to select the option
that best suits its system, after considering its system constraints. We further find that,
while the CAISO, through testimony, has adequately defined the process by which MSS-
LAPs will be developed,® it has not sufficiently explained the process in the tariff. The
Commission directs the CAISO to include a more thorough explanation of the MSS-LAP
development process in its tariff in a compliance filing within 60 days of the date of this
order. In addition, we find that section 36.10 adequately addresses congestion concerns
voiced by San Francisco, Bay Area Municipals, and Cities/M-S-R. Section 36.10 sets
forth the relationship between MSS gross or net settlement elections and CRR allocation,
which is the foundation for the CAISO’s congestion management system.** MRTU

%0 CAISO Reply Comments at 263 & n. 598. We note that the CAISO cites Ex.
ISO-9 at 9, but we believe it meant to cite Rahimi Testimony, Ex. ISO-4 at 9.
%L MRTU Tariff section 36.10 provides:

An MSS that elects gross settlement may participate in the CRR allocation
processes and be allocated CRR Obligations in accordance with Section
36.8. An MSS that elects net settlement may participate in the CRR
allocation processes and be allocated CRRs in accordance with Section
36.8, except that its CRR Eligible Quantities will reflect its net load and its
allocated CRRs will use MSS-LAPs as CRR Sinks.
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Tariff section 36.8.4 defines sources and sinks for CRR allocation processes, including
MSS-LAPS for MSS that elect net settlement. 3

631. We are furthermore not convinced by Santa Clara’s objections to the CAISO’s
response regarding the netting of demand. An MSS with external generation will not be
affected insofar as it schedules the external generation in the day-ahead market and has
the appropriate source to sink CRR from the generation LMP to the MSS LAP. Under
the CRR program, the MSS would recover deficiencies from the netted external
generation LMP to the higher priced load (MSS LAP). While it is true that MSS’s
located within a load pocket will face higher prices in the congested area, these prices
will be offset by the CRRs an MSS receives for generation that is external to the MSS
load.

2. Net Settlements

632. SoCal Edison opposes the net settlement option afforded to MSSs, asserting that it
would allow an MSS to “cherry-pick” the net settlement option if the MSS is located at a
low-price location and has an opportunity to pay the low nodal price for its load. SoCal
Edison argues that all MSSs should be settled on the basis of their gross loads and
generation. SoCal Edison states that the MRTU Tariff is discriminatory in this aspect,
and does not afford other market participants the same rights as MSSs. SoCal Edison
argues there is no operational requirement that net settlement should be available to
MSSs, and that the option should therefore be eliminated.

633. Bay Area Municipals, Six Cities and Cities/M-S-R disagree with SoCal Edison’s
assertion regarding netting, and argue that the netting option is important because it
allows an MSS to hedge internal congestion and be allocated CRRs on the basis of its net
load. They request that the Commission reject SoCal Edison’s argument, and retain the
provision which allows an MSS to elect net or gross settlements.

634. The CAISO disagrees with SoCal Edison’s assertion that all MSSs should be
settled on a gross basis, and clarifies that if an MSS entity chooses net settlements, the
generation of the MSS entity is not paid the LMP as long as it is used to balance its load;

392 MRTU Tariff section 36.8.4 states:

Sources for CRR nominations in the annual and monthly CRR
Allocation processes can be either pricing nodes or Trading Hubs.
Sinks for CRR nominations in the annual and monthly CRR
Allocation processes can be either LAPSs, or sub-LAPs to the extent
permissible under Section 36.8.3, or MSS-LAPs for those MSS that
elect net settlement per section 11.2.3.2.
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only the excess, if any, will be paid the LMP. The CAISO requests that the Commission
reject SoCal Edison’s suggestion.

Commission Determination

635. We find that MSSs are uniquely situated entities that merit treatment that differs
from that accorded to PTOs.*®® The MRTU Tariff, coupled with the MSS Agreements, is
designed to provide governmental and non-PTO entities with flexibility to enhance
participation in California markets. The CAISO has worked diligently with MSSs to
develop a plan that accommodates the historic operation of an MSS, and we will not
diminish these accommodations by denying MSSs the right to net settlements. Rather,
we find that it is reasonable and consistent with our prior determinations to allow MSSs
to have a choice of settlement options.**

3. MSS Agreements

636. Vernon and Cities/M-S-R argue that changes are necessary to MRTU Tariff
sections 11.2.1.6 (Allocation of IFM Marginal Losses Surplus Credit), 11.5 (Real-Time
Market Settlements), 11.8 (Bid Cost Recovery), and 11.18 (Emissions Costs). Vernon
and Cities/M-S-R state that newly defined cost components require clarification so as to
avoid violating the intent of MSS agreements. Vernon and Cities/M-S-R urge the
Commission to direct the CAISO to amend the filing to assure that MSSs shall not be
allocated costs in violation of the terms of their MSS agreements.

637. Cities/M-S-R assert that, under MRTU Tariff section 11.8.6, a load-following
MSS could be allocated uplift costs, which it states would be inconsistent with the MSS
Agreements. The uplift costs addressed in MRTU Tariff section 11.8.6 include IFM,
RUC, and Real-Time Market Bid Cost Uplifts.

638. NCPA argues that MRTU Tariff section 31.4 violates the cost causation principles
outlined in the MSS agreements. NCPA states that the MSS agreements protect MSS
loads and schedules from being cut if an LSE in the control area is short of resources for
economic reasons. NCPA explains that a load-following MSS is intended to meet load in
real-time, and cannot achieve this goal under the current provisions of section 31.4.
NCPA requests that a load-following entity be exempt from section 31.4.

303 Cal. Indep. Sys. Operator Corp., 100 FERC { 61,234, at P 45-46 (2002).

%94 1d. (finding proposal to allow the MSS Operator to choose whether to be
charged by the 1SO on a gross load basis or a net load basis for start-up and emission
charges to be reasonable; net metered demand option would avoid double-charging the
MSS Operator’s customers that pay the MSS Operator’s start-up and emission costs in
their contracts).
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639. SoCal Edison argues that load-following MSS should not be excluded from the
uplift costs outlined in section 11.8.6. SoCal Edison states that Cities/M-S-R have not
provided a compelling argument explaining why load-following MSS should be exempt
from these charges. SoCal Edison contends that it is perfectly reasonable to allocate
these costs to load-following MSSs.

640. According to the CAISO, the MSS agreements require the CAISO to base charges
on the principle of cost causation. The CAISO contends that allocating uplift charges to
load-following MSSs is consistent with this aspect of the MSS agreement(s). The
CAISO reasons that load-following MSSs should not be exempt from these uplift charges
because the fact that an MSS follows its own load does not mean that the MSS load and
generation are isolated from the CAISO grid and are not benefiting from the reliable
operation of the grid. The CAISO argues that it has developed a cost allocation program
for MSS entities under the MRTU Tariff that is just and reasonable. The CAISO further
states that it has “not had the opportunity to fully address how day-ahead market and real-
time market Bid Cost Recovery costs should be allocated to an MSS based on the
different (gross/net) elections.”® The CAISO states that it intends to address how the
allocation of Bid Cost Recovery will apply to MSSs and to address this in a subsequent
filing.

641. The CAISO addresses NCPA'’s concerns by reiterating that it will not behave in a
manner contrary to the provisions of its MSS agreements. The CAISO further explains
that NCPA did not distinguish between a load-following MSS and a non-load-following
MSS or an MSS electing net or gross settlements. The CAISO states that the congestion
management provisions applicable to an MSS entity under the MRTU Tariff will depend
upon the elections of the MSS entity.>®

642. NCPA states that MRTU Tariff section 4.9.14.2 is inconsistent with its MSS
agreement. NCPA states that the MRTU Tariff requires the MSS to show sufficient
“generating capacity,” while the MSS agreement requires a showing of sufficient
“capacity reserves.” NCPA requests that the MRTU Tariff be modified in order to more
directly align with the terminology present in the MSS agreement.

643. The CAISO does not believe the MRTU Tariff needs to be modified to address
NCPA'’s concerns. The CAISO states that the terminology used to define “generating
capacity” in the MRTU Tariff and “capacity reserves” are virtually identical, and do not
necessitate change. Furthermore, the CAISO points out that the term *“generating
capacity” was contained in the existing CAISO tariff, and does not need to be altered for
the MRTU Tariff.

305 CAISO Reply Comments at 265 (citing CAISO Transmittal Letter at 87).
%% CAISO Reply Comments at 259-260 (citing MRTU Tariff sections 4.9.4.6,
27.5.2 and 31.3.3).
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644. Cities/M-S-R argue that MRTU Tariff sections 33.1 and 33.3 make it difficult for
load-following MSSs to stay within their three percent deviation and Scheduling
Coordinator portfolio. Cities/M-S-R argue that it is necessary to modify section 13.12 of
the MSS agreement, because the deviation band is currently determined based on the
lower of hour-ahead and metered demand. Cities/M-S-R state that the deviation band
should be based on metered demand, if the hour-ahead demand cannot be changed.

Commission Determination

645. We disagree with Cities/M-S-R and Vernon regarding their interpretation of the
cost allocations in MRTU Tariff sections 11.2.1.6 (Allocation of IFM Marginal Losses
Surplus Credit), 11.5 (Real-Time Market Settlements), 11.8 (Bid Cost Recovery), and
11.18 (Emissions Costs). MRTU Tariff sections 11.2.1.6, 11.5 and 11.8 each introduce
new market features for California. As such, these market features are subject to section
3.6 of Vernon’s and Cities/M-S-R’s MSS agreements. MSS agreement section 3.6 states
that “[i]f components of the MRTU design are not known until after the execution of this
[MSS] Agreement, the Parties agree to amend this Agreement in accordance with
Sections 3.4 and 3.5.2.” Clearly, the MRTU Tariff sections at issue here are new market
design elements that were developed after the execution of the MSS agreement and are
the type of future market design component contemplated by section 3.6 of the MSS
agreements. Consequently, the MSS Agreements may be modified to accommodate
these new market design elements. In addition, MRTU Tariff section 11.18, which deals
with emissions costs, contains minor changes that should have a minimal effect on the
cost allocation issues Cities/M-S-R and Vernon identify. We therefore reject Cities/M-S-
R’s and Vernon’s arguments.

646. The CAISO states that it has not had the opportunity to fully address how day-
ahead market and Bid Cost Recovery costs should be allocated to MSSs, based on
different elections, and promises to make a future filing addressing this issue. We direct
the CAISO to make a compliance filing within 30 days after finalizing its proposal
concerning how to allocate day-ahead market and Bid Cost Recovery costs to MSSs, but
no later than 180 days prior to the effective date of MRTU Release 1. In addition, we
note that the CAISO has committed to work with parties to update existing MSS
agreements so as to minimize any confusion between these agreements and the MRTU
Tariff.

647. We agree with NCPA that section 31.4 of the MRTU Tariff conflicts with section
7.5 of NCPA’s MSS Agreement, which provides that NCPA shall not be curtailed in a
system emergency due to failure of other LSEs to provide sufficient resources or
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maintain an approved credit rating.™ While the CAISO promises not to act contrary to
the provisions of its MSS Agreements, the MRTU Tariff must explicitly state the
CAISO’s intentions. Accordingly, we direct the CAISO to make a compliance filing
within 60 days of the date of this order modifying section 31.4 to clarify that the
provisions of that sub-section apply only to the extent they do not conflict with any MSS
Agreement.

307

648. NCPA expresses concern that MRTU Tariff section 4.9.14.2, which requires the
MSS to show sufficient “generating capacity,” is inconsistent with its MSS Agreement,
which requires a showing of sufficient “capacity reserves.” While the CAISO indicates
that the two terms are “almost identical,” it does not justify why different terms are
needed, other than to note that the language exists in the current CAISO tariff.
Accordingly, we direct the CAISO to modify section 4.9.14.2 within 60 days of the date
of this order and replace “generating capacity” with “capacity reserves.”

649. Itis not apparent why Cities/M-S-R ask to modify their MSS Agreement to base
the deviation band (for penalty purposes) on metered demand, if the hour-ahead demand
cannot be changed. In the event that hour-ahead demand is lower than the metered
demand for a particular interval, the current provision of the MSS Agreement would be to
Cities/M-S-R’s advantage. The CAISO has informed us that it is committed to working
with MSSs to update MSS agreements to make them more compatible with MRTU. We
urge Cities/M-S-R to pursue this issue with the CAISO.

4. Load-following MSS deviation from forecast

650. NCPA and Cities/M-S-R argue that section 31.5.2.2 improperly penalizes MSSs
that deviate from their forecast. NCPA further explains that if the MSS entity collects
penalty points above a specific limit, it would lose its exemption from RUC and be
subject to the RUC process (and allocation of RUC costs) for the remainder of the
applicable time period. NCPA and Cities/M-S-R argue that these penalties are not
appropriate for load-following MSSs and require clarification by the CAISO.

651. The CAISO agrees with NCPA and Cities/M-S-R regarding the penalty points that
are assigned to MSSs that deviate from their forecast. According to the CAISO, an MSS
entity that elects to be a load-following MSS automatically elects to opt-out of the RUC.
The CAISO states that MRTU Tariff section 31.5.2.2 is only applicable to non-load-
following MSSs, but acknowledges that this aspect of the MSS proposal needs to be
reflected in the MRTU Tariff. The CAISO states that it will provide the necessary tariff
changes in a compliance filing.

%07 |SO First Replacement Tariff, Vol. No. 1, Service Agreement No. 457 (NCPA
MSS Aggregator Agreement) section 7.5, Docket No. ER02-2321-003 (filed Sept. 27,
2002).
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Commission Determination

652. We direct the CAISO to make a compliance filing within 60 days of the date of
this order clarifying that MRTU Tariff section 31.5.2.2 is applicable only to a non-load-
following MSS, which retains the choice to opt-in or opt-out of RUC.

5. Deviation Band

653. NCPA argues that the description of the deviation band must be clarified
throughout section 4.9.9. NCPA states that section 4.9.9.1 requires load-following MSSs
to match the metered demand in the MSS and exports for the MSS. NCPA asserts that,
while “Metered Demand” is defined, the term “exports” is not defined, and the definition
of “Metered Demand” could be interpreted to include exports. NCPA appears to argue
that the additional term “exports” should be deleted from section 4.9.9.1.

654. The CAISO states that the terms identified by NCPA in section 4.9.9 are
incorporated in the existing CAISO tariff and do not require clarification.

Commission Determination

655. We find that the terms used in section 4.9.9 to define the Deviation Band are
sufficiently clear, and require no further clarification or modification. While we agree
with NCPA that the term “Metered Demand” could be interpreted to include “exports,”
the addition of the term “exports” in the MRTU Tariff makes plain that exports should be
included in assessing whether the MSS is within the Deviation Band.*® Furthermore,
these terms are already incorporated in the existing CAISO tariff and have not been the
subject of confusion in the past.

6. Load-Following Estimates

656. NCPA and Cities/M-S-R argue that section 34.6 improperly turns the MSS’s
“upcoming 120 minute” preview of its estimated amount of generation over the next two
hours into dispatch instructions that bind the MSS entity. NCPA and Cities/M-S-R assert
that this provision is problematic because failure to abide by dispatch instructions could
result in uninstructed imbalance energy charges/penalties under sections 11.5.2, 11.23,
34.11.1 and 34.12. Cities/M-S-R highlight section 34.12, which provides that “MSS
Operators are responsible for following Dispatch Instruction,” as raising a concern that
MSSs could be subjected to uninstructed deviation penalties. NCPA asserts that a load-

%% |n addition, retaining the term “exports” in 4.9.9.1 creates a parallel
grammatical structure between “Generation and imports,” on the one hand, and “Metered
Demand and exports,” on the other, which adds to the clarity of how deviations from the
Deviation Band are assessed.
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following entity is supposed to meet its load in real time and should not be penalized for
deviation from estimates because load cannot be forecast with “ironclad certainty” or
controlled by the MSS. Cities/M-S-R assert that this would create an atmosphere too
strict for load followers, and ask the Commission to instruct the CAISO to delete or
amend 34.6(e) to reflect the understanding NCPA and Santa Clara have with the CAISO
that Santa Clara/NCPA’s submission of their load-following plans in section 34.12 may
result in the CAISO’s submission of Dispatch Instruction to other, non-MSS generating
units — but not back to the MSS.

657. The CAISO disagrees with NCPA’s assumptions regarding the load estimates
provided to the CAISO by a load-following MSS. The CAISO states that in order to
efficiently dispatch the rest of the system in real time, the CAISO needs to have a means
to estimate the expected behavior of the load-following MSS. The CAISO states that
section 34.6 is necessary because it allows the CAISO to coordinate the dispatch of a
load-following MSS entity’s resources if the entity has both load-following and non-load-
following resources.

658. The CAISO states that NCPA is misguided with respect to its characterization of
uninstructed imbalance energy as “penalties” under sections 11.5.2 and 11.23 of the
MRTU Tariff. The CAISO explains that a load-following MSS has always been subject
to the imbalance energy provisions of the CAISO tariff as well as the additional 200
percent deviation penalty for shortfalls of generation outside the deviation band.

659. The CAISO further clarifies that NCPA, as a load-following MSS, is exempt from
MRTU Tariff section 11.23 penalties. The CAISO agrees to clarify any grammatical
errors in this section that may lead a load-following MSS to believe it is subject to section
11.23 penalties.

Commission Determination

660. We find that section 34.6(e) is reasonable because, as the CAISO explains, it
provides the CAISO with the means to estimate the load-following MSS’s anticipated
behavior, which in turn enables the CAISO to dispatch efficiently the rest of the system
in real time. Also, section 34.6 allows the CAISO to coordinate the dispatch of a load-
following MSS entity’s resources if the entity has both load-following and non-load-
following resources.

661. We also find that section 11.5.2 is reasonable because a load-following MSS that
improperly relies on the CAISO system should be required to pay for imbalance energy
as well as any pertinent deviations. As the CAISO points out, load-following entities are
already subject to imbalance energy provisions under the current CAISO tariff. We
further accept the CAISO’s 