4. Regulatory and Institutional Environment

The regulaory framework goplicable to energy marketsin the West is composad of acomplex
interaction of federd and tate requirements rdated to energy and the environment.! As described
bdow, in Cdlifornia, restructured markets were designed through a palitical processinvolving Sate,
federd, and gakeholder inputs. The result of this process was an extremdy complicated market
design, with continued date and federd oversght a every organizationd levd. Furthermore, the new
market entities created to implement restructured markets in Cdlifornia, the Cdlifornia I ndependent
Sysem Operator Corporation (Cd-1S0) and the Cdifornia Power Exchange Corporation (PX), are
governed by interested Sakeholder boards which are charged with sorting through these palitical and
market complexities while maintaining afidudary duty to the Cd-1SO and PX. These are further
overseen by an Eledtricity Overdght Board. Al of thisisin addition to the traditiond regulatory
oversght of the Federd Energy Regulatory Commisson and the Cdifornia Public Utilities Commisson
(CPUC).

Environmentd regulaion in Cdifornia affects the Sting and operation of generation and
tranamisson projects. Asdiscussad beow, the regulaory structure is complicated and involves many
layers of date and federd regulaion. Locd ar qudity factors have become of particular importance.
Conseguently, the review process for Sting new tranamisson or generdion fadlitiesis frequently very
lengthy; and, once condructed, environmentd gandards can Sgnificantly affect operations and
generation codts.

A. Economic Regulation of Utilities
1. Federal Economic Regulation
The Federd Energy Regulatory Commisson (Commission) isthe principa federd regulatory

agency respongble for dectric regulaion in the Western Systems Coordineting Coundil (WSCC)
region.? The Commisson regulates the rates, and terms and condiitions governing the sde and

Lwhile other statesin the West have passed restructuring initiatives, they have not been fully
implemented and do not pose the regulatory complexities observed in Cdifornia. Therefore, our
primary focusis on the regulatory structuresin Cdifornia

2The Commission aso regulates. (1) the licensing, operations, and safety of dl non-federd
hydrod ectric facilities located on navigable streams and facilities congtructed after 1935 which are
located on waters over which Congress has Commerce Clause jurisdiction and which affect the
interests of interstate or foreign commerce; (2) the rates, terms and conditions for the trangportation and
sdefor resde of gasin interstate commerce; and (3) the Sting, congtruction and abandonment of
interstate pipelines.
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trangmission of bulk power in interstate commerce under the Federd Power Act® The Commisson's
mandate under the FPA isto assure that rates and terms and condiitions are just and reasonable and not
unduly discriminatory or preferentid. The Commisson's authority extends to the structure of both 1SOs
and the RTOs* The Commisson has limited authority over municipd, sate, or federdly owned
generating and tranamission fadilities under the Federd Power Act. The Commission has permitted
many generding entitiesin the west to charge market-basad rates for the power they sl.

2. Economic Regulation of Electric Utilities in California
The State Regulatory Structure

Eoconomic regulaion of dedtric utilitiesin Cdiforniais conducted by severd agencies  Electric
redructuring in Cdiforniawas initiated by the CPUC, which issued aseries of policy decisonsin 1994
and 1995. These decigonswere followed by legidaive enactment of Restructuring Legidation, under
Assmbly Bill 1890 (AB 1890). These date actions were taken in conjunction with amassve
sakeholder processin which dl ssgments of the Cdiforniadectric indudry participeted in developing
the new market dructure. Ultimatdy, the fruits of this process were submitted to the Commission for
review.

Among ather things, the new regime provided for establishment of two new etities, the
Cdifornial SO and PX, to rdiably operate the Cdiforniatranamisson grid and to provide a oot
mearket for dectric energy; mandatory divedtiture by CdifornialOUs of Sgnificant portions of thar
generdion; trandfer of operationa control of 10U tranamission fadlities to the Cal-1S0O; implementation
of retall access as of January 1, 1998, a non-bypassable Competition Trandtion Charge (CTC) which
will dlow 10Usto recover sranded cods through March 2002, arate freeze to remain in place until
the I0OUs recover thar sranded cods, amandatory buy-sdl requirement to ensure that the PX isa
viable market entity; market monitoring within the 1SO and PX; and overdght by severd date agendes

The CPUC regulatesthe retal rates of dl privaidy owned dectric utilitiesin Cdlifornia, but
does not regulate municipa dedtrica corporations, which indude some 14 municipa power companies,

SFederal Power Act, Part |1, 16 USC § 824, et seq; Pacific Gas and Electric Co., et d., 77
FERC /61,818 (1996).

4ce, e.g., Regiona Transmission Organizations, Order No. 2000, 65 Fed. Reg. 809 (January
6, 2000), FERC Statutes and Regulations 1 31,089 at 30,994 and 31,037 (2000). In reviewing 1SO or
RTO filings, the Commisson consgders: the tariffs of such organizations, the terms for accessto the
interstate grid, the structure of their governing boards, del egated enforcement activities, and provisons
such as an OASIS designed to assure non-discriminatory access to information regarding the operation
of the dectricity grid.
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1 cooperdive, and 4 Sate power authorities. The CPUC isregpongible for evauating the economic
need for additiond tranamisson capacity and reviews the reasonableness of proposed condruction
codts for rate making purpases once condruction has been completed. Under AB 1890, the CPUC is
charged with implementing direct retail access, regulaing retail rates and services of date-regulated
IOUs, retail digtribution operation and rdighility, IOU mergers, consumers protection and education
programs regarding retall dectridity services adminidration of |OU contracts with qualifying fadlities,
examination of market behavior of |0Us and their affiliate transactions, and implementing the CTC
mechanism as anon-bypassable charge on dl customers®

AB 1890 created anew regulatory entity, the Cdifornia Electricity Overdght Board (EOB), to
provide an overdght function over the ISO and PX. Asmodified by Senate Bill 96, the EOB’s
functions indude monitoring, evaluating and representing Sate interests concerning the operation and
rdichility of the interconnected dectric tranamisson sysem and the markets for generation and bulk
energy induding the 1SO and PX and Smillar entities, and the rules and policies affeting these entities®
In addition, the EOB has the right to gpprove procedures and qudifications of, and to confirm the
gppointments of, Cal-1S0 and PX governing board members representing retail and end-use classes”’
Furthermore, the EOB has the right to serve as an apped body for mgority decisons of the 1ISO
governing board rlaed to maters exdusvey within Cdifornidsjurisdiction. The EOB condds of
three vating members gopointed by the Governor of Cdifornia, and two non-vating members
gopointed by the Cdifornia House and Senate, repectively, plus a professond deff of andysts and
lavyers

Under the AB 1890, two new entities were established to operate and to maintain the riability
of the interdate transmisson grid and to operate a oot market for dectric energy. The CA-1SOis
respongible for operating mogt of the tranamisson sysem in Cdifornia. The |SO-contralled grid
exdudeslocd didribution fadilities and fadilities owned by municipdities thet have not joined the 1SO.
The SO contrals, but does not own the network which remainstitied in the name of its member
companies. The 1S0 recelves ba anced operating schedules from the various scheduling coordinetors
to tranamit power throughout the gate. The SO is responsble for resolving congestion issues within its
gysem, for purchasing power nesded to maintain sysem rdiahility, and for evauating and determining
the need for tranamisson sysem upgrades of the network it is responsible for operating. The authority
of the 1S0 to reguire upgrades of the network it is charged with operaing is subject to the concurrence
of the owning utility. ThelSO dso operates ared time baancing market and andillary sarvices
markets, and isrespongble for dl coordinating and regiond rdiability obligationsinvolving the WSCC.

SSee Draft Memorandum of Understandii ng between the EOB and CPUC, January 20, 1999.
5.

"The EOB hasthe exclusive right to decline to confirm representatives of the agriculturd end-
user, industrial end-user, commercid-end-user, resdential end-user, end-user at large, nonmarket
participant and public interest group classes.
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ThelSO isgoverned by a 26-member stakeholder board, congsting of representatives of the
fallowing dasses CEO and Presdent; Investor-Owned Utility Trangmisson Owners (3 members);
Munidpd Utilities (4 members); Government Market Participant Entities (1 member); Non-Uitility
Electric Sdlers (2 members); Public Byers and Sdlers (1 member); Private Buyaersand Sdlers (1
member); Agriculturd End-Users (1 member); Indudtria End-Users (1 member); Commerdd End-
Usars (1 member); Resdentid End-Users (2 members); End-User a Large (4 members); Public
Interest Groups (2 members); Non-Market Participants (2 members); plus severd non-vating Advisory
representatives. The | SO bylaws and structure require & least amgority vote to passmotions. This
dructure ensures thet no two dasses of customers can combine to dominate 1SO Board decison
meking. The Cd-ISO has amarket monitoring unit, caled the Department of Market Andlyds and an
externd Market Survelllance Committee

The PX was created under AB 1890 to function as the principa power market in Cdifornia
The PX etablishes prices for a day-ahead market based on demand quantities and prices it recaives
from parties trading through the PX. These pricesincorporate the amount thet parties are willing to pay
as congetion rdief charges. The PX isdso ascheduling coordingtor in the 1SO. Once the day-ahead
price and quantities are established, the PX submits the balanced schedules to the 1SO.  If congedtion
deveops, another round of schedules, which incorporates congestion charges, is developed and
submitted to the 1SO. The PX dso acts asadearing house for the daily and hourly markets. Under
AB 1890, the three mgor dectric utility companiesin Cdifornia(SDG& E, SoCd Edison and PG&.E)
arerequired to make dl of their purchases through the PX. Since 1999, the PX has operated a block-
forward market in an attempt to provide grester depth and to alow participants to hedge againg price
voldility. The PX has bath an internd market monitoring compliance unit and an externd Market
Monitoring Committee to maintain vigilance againg market abusesin the newly restructured
environmern.

Likethe ISO Governing Board, the PX Governing Board is a sakeholder board, representing
thefdlowing dasses  CEO and President; Privatdy Owned Didribution Companies (3 members);
Publidy Owned Didtribution Companies (3 members); Public Buyers and Sdlers (2 members); Private
Buyersand Sdlers (2 members); Non-Utility Generators (3 members); Agriculturd End-Usars (1
member); Indudtrid End-Usars (1 member); Commercid End-Usars (1 member); Residentid End-
Users (2 members); End-User a Large (3 members); Public Interest Groups (2 members); Non-
Market Participants (2 members); plus severa non-voting Advisory representetives. Like the ISO, the
PX Governing Board has structurd checks againg dominance by any one or two voting dasses

The CPUC and EOB recently have recommended that the sakeholder boards should be
diminated and replaced with boards appointed by the Governor.2 They have dso recommended that
the EOB's authority over the PX and Cd-1S0 should be darified and that ether the CPUC or the

8EOB/CPUC Report to the Governor, at 46-47.
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EOB should be given authority to sanction power plant owners, dectricity sdlers or scheduling
coordinators.

CPUC Policiesfor |OU Generation and Purchases

The CdiforniaCommisson's Preferred Policy Decison, 64 CPUC2d, 1 (1994) required
PG& E, SoCd Edison and SDG& E to bid dl of tharr generation into the PX and to procure dectric
energy for their full service cusomersby purchesesfromthe PX. (Id. & 95). This*buy/sdl
requirement” remainsin effect for a period congsent with the rate freeze and the IOUs callection of
sranded cogts through the CTC.

The CPUC's dated rationde for the buy/sdl requirement was to provide price trangparency,
mitigate market power and reduce regulatory burdens, to ensure that customers relying on their
didribution utility to procure their dectric energy would recaive the benefits of competitive mearket
prices, and to provide sufficient depth to the PX that its market Sgnds may berdied upon asa
benchmark for choices to opt for contracts for differences or direct access arangements. (64 CPUC
2d 1, at 38).

Initsinitid orders on the proposad restructuring, the Commisson independently adopted the
Cdiforniabuy/sd| requirement. Although the Commission Sated thet it might be concerned if thiswasa
long-term requirement, it found that the buy/sdll requirement was important to the entire restructuring
proposal and thet it was acceptable as atrangtion mechanism that would bein place for alimited, 5
year period. ° Until the PX implemented the block-forward market, the buy/sdll requirement limited the
|OUsto the PX day-ahead market for their supply, and precluded the use of forward contractsto
hedge the risk of price spikesin the spot market.

Asorigindly proposad and authorized, the PX block-forward market was limited to bilaterd
energy transactions up to 12 monthsin advance of ddivery.’® The Cdifornial OUs were required to
secure pamisson from the Cdifornia Commission to participate in the PX block-forward market.
Prior to the implementation of the block-forward market, the CPUC gave vary limited authority to the

|OUsto engegein hedging.™

9pacific Gas and Electric Company, et dl., 77 FERC 1 61,265 at p. 62,088-89 (1996).
10caifornia Power Exchange Corp., 87 FERC 61,203 (1999);

117he decisions of the CPUC are reported in the following cases. PG& E, D.97-08-
058(1997)(denied request to use financia instruments to hedge); PG& E, D.98-06-076(1998)(granted,
with conditions, request to use gas-indexed financid instruments to hedge gas costs for power
production); SoCal Edison, D.99-07-018(1999)(dismissed request to implement pilot program for
bilatera agreements for energy and capacity purchases up to 2000MW); SDG&E, D.97-12-
088(1996)(denied request to purchase power in bilateral market which would then be bid into the PX
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The 1OUs sought authority to participate in the block-forward market in April and May 1999.
On duly 8, 1999, the CPUC granted the IOUs permission to use the PX block-forward market through
October 2000, for up to onethird of ther respective hourly loads per month. 2 For the summer of
2000, these limits were: 300-400 MW for SDG& E; 2,000 MW for PG& E; and 1,800-2,000 MW for
SoCd Edison. The CPUC dso conditioned such hedging on ressonableness reviews. 3

The PX began offering expanded block-forward market products in the spring of 2000,
indluding super pesk and shoulder peek energy products and peek energy products from surrounding
dates. The PX aso proposed to offer a block-forward market for ancillary services effective May 1,
2000. In January 2000, SoCd Edison and PG& E requested permisson to participate in the new PX
markets, an extendgon of the termination date from October 2000 to March 2002, and expanded
hedging limits  SoCd Edison requested thet the limits be increased to the fallowing quarterly levels
2,000 MW (1% and 2 Qtr); 5,200 MW (3 Qtr); and 3,000 MW (4" Qitr).

On March 16, 2000, the CPUC granted SoCd Edison and PG& E's requests to purchase new
PX energy products* The hedging limits were revisad to PG& E and SoCd Edison’s respective “net
short pogtions” or the utilities total bunded service hourly demand less the amount of generation the
utility providesin that hour, through the end of the rate freeze. Spedificdly, SoCd Edison's limit was
increased to 5,000 MW per month, while PG& E'slimit was increased to goproximatdy 3,000 MW.
PG&E and SoCd Edison subsequently received permisson to participete in the PX block-forward
market for andillary services™® SDG& E requested smilar expansion of its participation in the PX new
products marketsin July 2000. The CPUC granted this request in August 2000.%6

In addition, on July 6, 2000, the CPUC authorized SoCd Edison and PG&E to purchase
enargy inthe PX daly and baance of the month block-forward markets, and dlowed further increases

day-ahead market); SDG& E, D.00-96-034(2000)(denied request for limited authority to purchase
outsde the PX and to use financid instruments outside the PX in connection with an Electric
Commodity PBR to be implemented at the end of the rate freeze).

12 A ccordi ng to the Cdlifornia Commission, limitation is necessary to ensure that the IOUs do
not over-procure supply, and to reduce opportunities for speculation and the exercise of market power.
CPUC Resolution E-3618, issued July 8, 1999.

13q.

14Resolution E-3658, issued March 16, 2000.

1oResolutions E-3666 and E-3672, issued May 4 and June 8, 2000.
16p 00-08-021 (2000).

4-6



in daily (but not monthly) block-forward trading levds, through the end of the rate freeze!” On duly 21,
2000, PG& E filed an emergency moation reguesting authority to enter into bilaterd contracts through
December 31, 2005. The CPUC granted this request on August 3, 2000, up to the exigting block-
forward market limits®® SDG& E filed arequest for smilar authority on August 9, 2000.

During the summer of 2000, SDG& E, PG& E and SoCd Edison did nat fully utilize their
authorized hedging limits In response to gt queries, PG& E reported that it purchased goproximatey
1,100 MW in the block-forward market in June and about 1,800 MW in July and August. For the 6-
month period ending August 2000, PG& E dated thet it hedged approximetdy 90 percent of itstotd
average load of 40,783,831 MWh, primarily through its own generation (31,857,241 MWh) and
block-forward market contracts (4,682,496 MWh). SoCa Edison hedged about 1,750 MW of its
2,200 MW in June and about 3,000 to 3500 MW of its 5,200 MW limit for July through September.*
SoCd Edison requested confidentid trestment for its hedging srategies and levdls. SDG& E responded
that it usad the authority for a100-MW transaction for September 1999, SDG& E o pointed out
that the block-forward market is not a hedge, astheterm is used in trading, and that pursuant to CPUC
Oeterminations it has not used any finendd hedges

3. Economic Regulation of Electric Utilities in Other Western States

In the ather western Sates Utilities are generdly regulated by public utility commissonswhich
regulate rates, terms and condiitions of sarvice, and which dso may issue cartificates for the condruction
of power plants and tranamisson fadilities by investor-owned utilities. These regulatory commissons
generdly have only limited jurisdiction over cooperatives and none over munidpd dectricity operations.
Open- access programs have been enacted by the gates of Arizona (effective on January 1, 2001);
New Mexico (phased-in between January 1, 2001, and January 1, 2002); Nevada (retail access
delayed snce January 1, 1999); Oregon (effective October 1, 2001); 1daho; and Montana (phased in
between Jduly 1, 1998 and duly 1, 2006). The gates of Utah, Washington, South Dakota, Colorado,
Nebraska, and Wyoming have not enacted open acoess or retail competition programs.

B. Environmental Regulation of Electric Utilities

1. Federal Environmental Regulation of Electric Utilities

17Resolution E-3683, issued July 6, 2000.
18p 00-08-023 (2000).

19Report on California Energy Market | ssues and Performance: May-June 2000,
Cdifornial SO Department of Market Analysis, August 10, 2000, p. 20.
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The Commisson isthe primary agency invalved in the environmentd review of licenang and
condruction of jurisdictiond hydrodectric fadlities In the West asgnificant amount of the
hydrodectric resources are from federdly run projectsthat are not subject to the Commisson's
jurigdiction. These are subject to federd environmentd laws, and their power output can be
sgnificantly affected by their need to comply with environmentd reguirements, such as Endangered
Soecies Act requirements to protect endangered fish in the Northwest. Federd reviews of dectric
tranamisson or generaion Sting proposas may invalvethe U.S. Army Corps of Enginearsif wetlands
areinvolved, the Depatment of Interior if ahidorica gteisinvalved, and/or review by the Fish and
Wildife Agency of the Department of the Interior if federd lands or aprotected spediesisinvalved. In
al casss the prgject must comply with the minimum requirements administered by the Environmental
Protection Agency (EPA) for dean ar and water discharge sandards, which usudly are enforced
through a permitting process at the date and locd levd.

Minimum EPA sandards dso goply to projectsinvolving the digpogtion of certain types of
hazardous wagte and chemicas. Economic and safety review of proposed nudear power plants
(induding dte sfety matters and digpostion of hazardous wagte) is vested in the Nudear Regulatory
Commission and DOE, repectively, with mogt ather environmenta and land use issues resarved to the
datesor locd jurigdictions.

Utility operations are dso governed by minimum federd sandardsfor deen ar under Title'V of
the Clean Air Act. Regiond ar qudity plans are developed under EPA supervison and adminisered
by the daes Maogt important among the Sandards are ozone, sulfur, particulate, and nitrogen dioxide
(NOx), and carbon dioxide emissons

2. Environmental Regulation of Utilities in California

Cdifornia environmental regulations are based on: (1) rdated federd ar quaity and water
quelity requirements of the Clean Air Act and the Cleen Water Act administered by the EPA,; (2) the
Cdifornia Environmentd Qudity Act (CEQA), (3) severd CdiforniaCleen Air Adts, (4) locd ar
qudity sandards, and (5) locd land use planning and zoning regulations.

Siting Requirements

The gting processfor new generation in excess of 50 MW or rdated tranamission fadilitiesis
adminigered by the Cdifornia Energy Commisson (CEC). Thisreview indudes adetermination of
whether the proposed fadility is conggtent with the Siate's energy neads and plans and whether it
conformsto environmentd requirements. The Sting processis complex and requires the gpplicant to
SHect a leadt three possble stesfor the fadility, induding at leest one thet isnot acoadd Ste. Certain
wetland, conservation, and shore Stes are exduded by Satute and others have ahigher leve of
protection unless the Commission finds thet mitigation will be effective. CEC aso must eveluate
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possible dternaive Stes that are nat listed by the gpplicant. CEC review involvesinput from locd ar
qudity agendes which provide areport which is reviewed by the Cdifornia Air Review Board.

Locd jurigdictions such as dties, towns and counties have extensve land use and zoning
authority under Cdifornialaw. If aproposed project isinconsstent with alocd land use plan or rdlated
zoning provison, then agpedd exoeption or variance mudt be obtained a thelocd levd. Individuas
and locdlities are given extensive opportunities to participate in Siting decisons. The CEC may override
locd land use and zoning regulaions only if it finds thet the faality is required by the public convenience
and necessity and that there are nat any prudent and feesible dternatives

On September 7, 2000, the Cdifornia assembly passed AB 970, to address the immediate
need for cartain additiond generating cgpecity inthe date. AB 970 crested an interagency task force
of not more than 15 members gppointed by the Governor from the various Cdiforniaregulatory
agendes, rdaed federd agendes, and locd governments to compile and provide dl guidance
documents and procedures to parties desiring to condruct power plants, induding best available
technology, to provide assstance in processing goplications, without compromising public participation
or environmenta protection, and to hep gpplicants obtain essantid inputs such as gas and water
upplies and emission offsats. The hill expires on January 1, 2004, unless extended.

AB 970 ds0 provides for expedited review of new powerplants medting cartain criteria by
locd deen air districts ™ and limits these diricts in the use of their discretion to require more stringent
contrals than are required by federd and gate minimumsin light of the current shortage of generation
cgpacity in Cdifornia AB 970 dso requires the CEC to establish an expedited processtoissueits
find certification of any gpplication on the bads of aninitid review thet showsthet there is subdantia
evidence that the proposed thermd power plant will not cause a sgnificant adverse impect on the
environment or dectrica system and will comply with dl gpplicable Sandards, ordinances, or lavs
However, dl of the informetion requirements for gpplications, induding compliance with locd lavsand
regulations, mugt dill be induded in the gpplication. Further, the CEC may not issue an expedited
catificateif it determines, basad on subdantia evidence, thet the project would result in asgnificant
adverse impact on the environment or dectric sysem or does not comply with an gpplicable

gandard, ordinance or law. All agendiesthat would otherwise have juridiction are
required to submit thair comments within 100 day's efter the gpplication isfiled.

ZOSpecifichy, a proposed powerplant may not emit more than five parts per million of NOx
over a 3-hour period, must displace eectric generation that has a higher emisson rate, must be
connected to the grid at a point that urgently needs generation in order to provide reliable dectrica
generation, and must contract with the ISO for al of its output. Second, the proposd to ingtal a power
plant must not be inconsistent with federd clean air requirements, and the proposed power plant must
cease operations within 3 years and be modified, replaced, or removed within 3 years with a
combined-cycle plant that complies with al gpplicable laws and regulations.
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AB 970 do requires the CEC to indtitute a proceeding, consgtent with the Clean Air Act and
Cdiforniaenvironmentd law, for the expedited Sting of smple cydethermd plants induding a
determination within 25 days of whether the gpplication qudifies with this portion of the gatute. 1t must
meke its determination within four monthsfor al projectslikely to bein sarvice on or before August
2001. Therequired catificate will issueif the plant is not amgjor ationary source or amodification to
adationary source as ddfined the Clean Air Act, will not have aggnificant adverseimpact onthe
environment from operations or condruction, asaures protection of the public hedth and sefety,
complieswith afederd, date, and locd laws ordinances and sandards, will cease operaionswithin 3
years and will be modified within 3 yearsto acombined-cyde plant usng best avalladle technology and
complieswith al laws and ordinances. The plant is aso required to obtain pollution offsets or to pay
the required environmental mitigetion fees

Emissions Requirements

In Cdiforniathe prindipd environmenta issuesinvolved in dectric generation and trangmission
aerdated to ar qudity. The CdiforniaAir Review Board (CARB) isresponsble for developing Sate
ar pollution gandards from dl sources. It oversees the operation of 35 ar qudity digricts within the
date. These didricts are regpongble for implementing state and federd dean air Sandards and plans,
paticularly the regiond ar quality attainment plans required by federd law. Basad on these Sandards,
these didricts (1) advise the CARB whether aproposed generation or transmisson project will comply
with the ar quality Sandards for the digrict, within which it will be located, and (2) regulate theleve of
pollutants dlowed for agiven ste

Thefederd and Cdifornia gandards address Sx pollutants ozone (O;), nitrogen dioxide
(NOy,), suifur dioxide (SO;) carbon monoxide (CO), fine particulate matter (PM10), and lead.
Cdiforniadso has sandards for sulfates, hydrogen sulfide, vinyl chloride, and vishility. Locd aress
which exceed sandards for any of these pollutants are designated as “non-atainment” aress, and are
ubject to increaaingly sringent regulations, depending on the severity of the pollution. Aresswith ar
qudity better than the federad dandards are regulated under Prevention of Sgnificant Deterioration
rules which are intended to keep ar qudity from reaching unhedthful leves

Under these rules, new sources of air emissons, induding power plants must have pallution
control devicesthet meet “Best Available Control Technology” and must obtain pollution offsets before
beginning operations. In addition, exiding power plants must reduce their emissons according to pre-
set schedules by retrofitting old plants, adding new contrals, or reducing total emissons by purchasng
credits from other sources. For older plants, emisson control presents a conflict between maximum
power production and compliance with the air attainment quaity Sandardsin aparticular ar atanment
aea. Maximum operations may dday the converson to more effident eguipment or result in finesif the
maximum sandards for agiven areaare exceeded. \When power plants produce excessive NOx
emissons, thisregricts the possible use of emergency generators when generaing capecity is short.

4-10



All locd ar queity management didricts and ar pollution control digtricts must adopt emisson
reduction credit banking programs. Within each didrict, goplicants may obtain credits for permanent,
red and quantifiable emissons reductions, through fadility shutdowns or emissons controls The
digrictsissue Banking Certificates which may then be traded with other parties a market prices The
program requires thet offsets be a a one-to-oneratio or grester.  These may then be traded through
tranders of Banking Certificates

Thelocd digricts dso collect rdlevant informetion about off st transactions and publish this
information annualy. The CARB then compiles thisinformation from dl 35 didricts and issues areport
summarizing these transactions. The CARB's 1999 Report indicates that both the number of NOx
transactions and highest price paid for transactions increased subgtantialy Snce reporting beganin
1993. In 1999, the average price paid was $13,884 per ton, or $6.94 per Ib. Thisleve had incressed
dramaticaly, by the end of the summer of 2000.
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