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Research Updaie: Cal ISO's Serfes 2008 Revenue Buorids Assigned "A-" Issue Rating

congestion management and transmission ssrvices, and executing a real-time
market for balancing energy. Additicnally, the Cal IS0 administers reliability
must-run contracts and is a clearinghouse, collescting payments from users of
Cal IS0 services (e.q., locad) and passing these revenues on to providers of
thege gervicee (e.g., generators and transmission owners).

The Cal IS0 is regulated by the Federal Energy Regulatory Commission
(FERC), which oversees Cal IS0 operations and has racemaking authority over
it, Sincge 2004 kthe Cal ISQ has set its GMC rate under a formulzs ratemaking
rrocess, requiring no formal FERC approval, so long as bthe methodeology is
followed. The Cal IS0 sets its annual GMC revenues requirement to meet its
exuenses, which include operacions and wmaintenance (OxM)}, debt service, and
capical investment. The Cal ISC budgekts into its annual GMC revenue
reguirement a 1.25% coverage target for debt service, which is held in an
operaking reserve account. To prevent ths growth of the operating reserve in
instances in which the GMC is overcollected, the Cal ISO's tarifif and bond
documsnts permit it to offset futures year revenus requirements if the
operaking reserve is in excess of 15% of the budgeted O&M.

The GMC's budgeted billing detzrminants are based predominately on
volumetric charges (approximately 73% of GMC revenues are based on volumetric
chargas) . &s a resullb, shortfalls could cccur if there are significantc
deviations in actual versus forecasted volumes in the Cal ISQ. Butb the Cal
ISO's rate setting process allows it to adjust rates guarcerly if its current
forecast differs from the volume forecast used tc set rates by more than by
more than 5%. While the Cal ISQ advises its board of such an inerease, neither
FERC nor board approval is required, and the rate change takes affect the
first of the following month.

We would note that the Cal IS0 is not afforded the opportunity to adjust
rares within a budget year if its expenses deviate from budget. The majoritcy
of the Cal ISC's expensss are stable and predictable, which should gensrally
result in an ability to accurately forscast expenses collected through the
GMC. We would note however, that all of the Cal IS0's rated debt outstanding
is in variable-rate demand bonds that are wrapped by bond insurer AMBAC for
the term of the debt and remarketed weekly. The Cal IS0 is incurring
higher-than-expected intersst expenss on its debt obligations, hut it is
exploring options to manage this exposure and its operating reserve provides a
mzasure of cushion if the debt continues to reset at a high coupon rate. Cash
coverage of debt service in 2006 and 2007 was arcund 1.0x without the
operating reserve, and 1.4x and 1.5x%, respectively, including the operating
re|sgrvs.

The most critical underpinning of the Cal IS0's credit ratings (and cne
that allows us to assign the issue credit ratings above those of the senior
unsecured ratings of its largest parkicipants, Pacific Gas and Electric, or
PG&E, and Southern California Zdison, or SCE}, is a feature in the entity's
tariff that allows it to dip into market revenues to fund its GMC meonthly
revenue ragquirements if there is a shortfall in payment, such as would pccur
if there were a participant default.

Specilically, GMC revenues have a priority claim against any
markst-related receipts. Because the dollar value of the revenues that Ilow
through the Cal ISD for market services i1s well in excess of the GMC's revenue
reguirements, there is substantial cushion toc meet the GMC. For example, in
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2007 the Cal ISC billed a1l market participants $194 million to meet iks CGMC
revenue requiresment. At the same time, in its role as a clearinghouse, the Cal
T30 billed and collected approximately 3617 million from participants that had
net load reguiremsnts, which it then paild to parties that provided these
services. Including the availability of these paymente, GMC coverage
{ecalcoulated as net total market and GMC billings divided by GMC billings)
exceaded 4x in 2006 and 2007.

This mechanism was put to the test during the western ensrgy crisisz when
the California Power Bxchange (CalPX), PG&E, and SCE defaulted an GMC and
other paymente owed to market participants. Partial market collections were
sufficient for the Cal IS0 to comfortably collect its GMC and meet dsbt

saervice -- that is, there were enough market participante thzst paid their
bills for services provided by other members of the Cal ISC that when the Cal
150 exercised its firskt claim cn these revenues, thers was sufficlient cash co

mest its own ohligations. This resulted, however, in shorcfalls in the -
payments that were owed To generators and other participants that provide
services within the Cal IS0 system. These claims are still being resolwved.

Through the period when the Cal ISO'e revenues were under the most
pressure from participant defaults (e.g., February through June 2001}, the
ratio of total collecticns to GMC billings for each month stood at 12x, 5%,
5x, 3x, and Bx. {Actual coverage of thes debt was much higher, as during that
time only about 27% of the @MC charges collected were for debt zervice.)}

Itz should be nokted, howaver, that part of the strong coverage sesn during
the western energy crisis was due to the encrmous increase in energy supply
that f£lowed through the Cal IS0 real-time markst. When the CalPX ccllapsed,
snergy volumes that typically flowed through iks day-ahead market moved ta the
Cal IsSO's real-times market, meaning that about 30% of all the state's energy
was purchased In the real-time Cal ISO markst. In contrast, only 2%-3% cf the
enexgy supply is purchased in the Cal IS0 real-time markst today, which
gxplains the high coverage of the GMC during a period of dramatic instakbilitcy
in the California wholesale market. Neverths=less, based an 2007 daka we
estimate that even under a default scenario of PG&E and SCE, the priority
claim the Cal ISC has on market revenues would be adequate to meet all GMC
cbligations. Such a calculaticn, however, assumes implicitly that the Eactors
that would cause a default of California IOUs would not affect other market
parkticipants, which may not be the case. For this reason, the cradit qualikty
0f the pool of participants in the Cal IS0, and particularly that of the
largest utilities, remains a primary rating consideration. The averagyge credit
quality of all Cal 130 participants, weighted by their payment of the 2007
GMC, i1z between 'EBB' and 'BBB+'.

No transmission service owners have exited the Ual IS0 since 2006, which
is a credit concern because the GMC coverage is eroded by ghrinkage of the Cal
IS0 control area, as volumes are reduced. Management has addressed cost creep
by aggressively reducing its 0O&M budget in recent years. Reduction in
stafifing, communication costs, computer outscurcing costs, and lsgal costs,
and a cne-time operating reserve drawdown have resulted in a decrease in the
0&M budget to 3153 million in 2008 from $£172 millien in 2001 and the total
revenus reguirzment to $192 million from about $22%5 millicn during the same
pericd. The I50's overall GMC costs in 2007 were 50.76 per megawatt-hour,
which are lower than even 1998 lsvels, on par with 2005 rates, and about 9%
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lower than 2005, when the company began cost reduction strategies. Howeaver,
qoing forward, debt financing used to fund a portion of the MRTU and plans to
build a new facility to relocate the Cal ISC's operations and headgquarters
will pressure management's goal to keep its rates in their current range, in
line with its peer I30s across the U.5. of similar size.

MRTU is the greatest near-term challenge faced by the Cal IS0, which will
significantly restructurs its electricity marke:t. MRTU involves the
introduction of locational marginal pricing [LMP) and a day-ahead market, the
lacter of which has been missing from state's wholesale power markst desiqn
since the demise of the CalPX in 2001. In 2007, the Cal ISO announced it was
again delaying introduction of tha MRTU, which is now scheduled to go live in
the fall of 2008, 3Sirnulzstions are expected to ke ongoing throughout the
summer. If tke Cal IS0, ths= California Public Utilities Commissicn, the FERC,
and cothers who overses the operation of California's electricity markets fail
o create a market that is stable over the long cterm and sxhibits predictable,
reasonable prices, there could be credit quality implications for the state's
utilities. Poor utility credit quality and an unstable market structure could
indirectly negatively affect the ISO0's rating. There i1s alsc significant
pressure on thg Cal IS0 to deliver on its plans as schaduled,

While there is risk in moving to LMP pricing and a day-ahead market, if
in the long run METU proves successful from an operaticns standpoint and
provides value to its customers, MRTU could be a credit benefit. It is
poesible that the addition of a dav-aliead market may actually strengthen the
financial cushion provided by markst funds given that the Cal IS0 will serve
as the clzaringhouss for the day-ahead market as well.

Liquidity

Liguidity 1s adequate, despite the absence of credlt lines. The company relies
largely on cash balances for working rcapital needs and has substantial
investments, some of which it could rezadily liquidate in a funding emergsncy,
wnich we view as unlikely given the stabilitcy of the Cal I50's business and
the lack of exposure to any form of commodity risk.

At year end 2007, the Cal ISO recorded $221 million in cash and cash
equivalence on its balance sheet; however, a portion of this is restricted and
represents items such as participant security deposits. Unrestricted liquidizy
consists of 560 million in cash and cash eguivalents, nearly $2 million in
short-term investmsnts {maturing in less than a year), and 564 million in
investmencs maturing between one and five years cubt. This $128 willion
compares to the Cal ISO's annual revenues requirements that are expectsd to be
in the range of $200 million in the coming years.

Of note is that thea Cal IS0 has recordsd a $52 million liability on its
balance sheet in association with generator aconcompliance fines that wsre paid
to it by some market participants during the western energy crisis. The
company has accrued interest on this potential liability, which is included in
the total liability. The resclution of litigation around this matter is
expected in the next several yeare and could result in the Cal ISQ having to
make a cash payout that would have to be internzlly fundsd (e.g., cannot be
collected as part af the GMC) . Unrestricted cash and short-term investments
totaling ahout $64 million are expected to be adequate to meet a refund, if it

o

www.standardandpoars.com/ratingsdirect

Standand B Foor's. Al tigfits eservel. Noaeprint or disserination withoul SBP's ponsission. Sze Terms of Jsg/Disclaimer o he last page.













