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APPENDIX 1

ADVISORY FORWARD ENERCY COMITTMENT (AFEC)
- AN ALTERNATIVE TO ACAP
April 18, 2002

A. General Principles

The IS0 has the responsibility for reliable operation of its control arca encompasscd by
PG&L, SCL and SDG&L, nunicipal utilitics that have joined, and other municipal and
publicly owned utilitics with interconnection agreements.

Local Regulatory Authoritics (LRA) have jurisdiction and responsibility to govern
procurcnicnt of clectrie cnergy for use by the retail customers under their jurisdiction.
For the 100Us this is the California Public Utilitics Commission (CPUC) and for
Municipalitics, lirigation Districts and other similar entitics, it is their respective
governing boards, councils or commissions. Collectively, these LRAs govem more than
scveral dozen load serving entitics (LSL).!

In order forthe 1S0) to better prepare for the operation of the grid in real-tine, it is
nceessary for the IS0 to have advance knowledge (in advance of the day-ahead market)
of the cxpeeted operational capability and contractual commitments of gencrators with
PGA agreements.  In addition, the 180 nceds to understand the relationship of projected
load Jevels to expected generation levels, and the extent to which sufficient supply
resourees have been procured to meet expeeted Joad and reserves.

Both the IS0 and the State Inter-Agency Working Group (IWG) recognize the need for
LSLs to acquire sufficicnt resources to mecet their demand through an optimal
combination of owned-generation, long-, mid-, and short-term contracts and spot
purchascs. The State, through its respective authoritics, is cunrently cngaged in cnsuring
that Califomia posscsscs sufficicnt encrgy resources.

While the IWG agrees with the need for sufficient resources, as noted in our previous
commnents to the 1ISO staff and Board, the IWG continucs to have strong and nunicrous
reservations about the 18()'s Available Capacity (ACAP) proposal, particularly in the
form released April 3. These concerns are noted in our comments to the 180 Staff and in
Appendix 2 attached to IWG’s comments to the Comprehensive MDO2 proposal.

The foundation of operational reliability lies in three things: (1) accurate Joad forceast
and schedules, (2) dependable resource performance, and (3) availability of sufficient
resources to meet cxpected Joad and reserve Jevels.

! LSL aneludis mvestor-owied anhiney, imwnerpal and vileee pubhely owned wibies, and siegy seevace
providiry for dwiset seeesy custoimes.
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Our AFLC proposal implements these three foundational principles:

IR It is mandatory for load to forceast accurately and schedule aceurately.
It is mandatory for supply rcsources to schedule accurately and perform
according to schedules and aceepted bids.

3. It is cssential for the 180 to know ahcad of rcaltime operation the
quantity and Jocation of resources expected to mecet load, and to know
what is cxpected of the 180 should this load or resource schedule not
materialize or perforn.

)

The IWG belicves the AFLC proposal provides for these three clements in a way superior
to that of ACAP. In addition, the AFLC proposal recognizes the appropriate jurisdictions
of all entitics involved in the Califomia clectricity framework.

The clements of this AFLC proposal ean be jmplemented on October 1, 2002, or shortly
thereafter and will therefore begin immediately to help the 180 with operational
reliability.” In contrast, ACAP’s actua) operational impacts do not materialize unti
ACAP capacity contracts cxist between LSLs and generators, which is not likely until
2004,

To rceognize the mandate and expertise of the IS0 in operating the grid, and recognizing
the jurisdiction of those who eontrol long-term retail encrgy procurcment policics, the
following is offercd as a prefemred altemative to the ACAP element of the 1S0O MDO2
market redesign proposal.

B. General Framework

The IS0, interested State Lnergy Ageneics and LSLs will create an Advisory Forward
Energy Commitment (AFLEC) process.

The guiding principlc of the AFLC process is to cnablc the ISO to be aware, sufficicntly
inadvance of the Day Ahcad market, of the amount of cnergy resources and rescrves
acquircd by the LSLs to meet expeeted needs. The AFLC proeess will accomplish the
purposcs listed below.

1. Allow the ISO to interact with, and provide input to, LSLs and LRAs
regarding desired Jevels of supply needed to reliably operate the grid.

W

Sharc information with all intcrested partics and develop accurate supply
and demand forecasts, including cstimates of ancillary scrvices requirements
such as reserves. These foreeasts should be done on a sub-utility Jevel when

© Ina revent sk cholder meeting deewssaon the use and sehedubing of witernes for dus swminee, i 150
wrdieatied that ax mueh ax B0% ol ws ceal-mme operational unceeeannes and diffeudoes would b solvedal
load sehedules and gencrator perfonmam e were aeeurele and pradetable.

I~
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nceessary to address issucs of regional reliability and transmission
constraints.

3. Apprisc the ISO with relative cortainty of the upeoming resource situation
sufficicntly in advancc of actual operation.

4. Apprisc the ISO of the mix of resources and their respective availabil itics.

5. Allow the procurcnicnt processes overscen by the LR As to be effectively
intcgrated with reliable operation of the grid.

6. Allow development of mutually-agreed upon guidelines for tabulating
energy and capacity available from various catcgorics of resources. FFor
example, recognizing the value of capacity from the DWR/CLRS Contracts
is a critical feature for assuring supply availability. In such valations,
actual contract performance, and not contract termis and conditions, should
be the basis for these guidelines.

In addition the AFLC process should allow the IS0 to:
1. Minimize real-time balancing activity and out-of markct activity.
2. Avoid creating any new markets for capacity or purchasc capacity (other

than as currently donc in the day-ahcad and hour-ahead markets) on behalf
of any LSL.

C. AFEC Process and LSE Requirements

The structure and process of AFLC is as follows:

The AFLC proccss would rescarch and publish advisory non-binding estimates on the
level of cnergy and reserves to reliably operate the grid in real-tinie and run small
balancing markcts. This should be an open process to allow appropriate stakcholder and
other expert input. This information then forms the benchmark in the AFLC process.

LRAs commit to cnsuring that they will develop resource procurcmient processes and
mechanisms for LSLs under their jurisdiction that will require resources to match
accurate load forceasts.

The AFEC process would cxamine not only reserve levels needed in real-time, but given
historic forced outage rates, and equipnment failures, would develop the level of reserves
needed Month Ahead and Week Ahead in advance of real-time to assure availability of
minimum levels at real-tine.



200205305050 Received FERC OSEC 05-30-2002 04:47:00 PM in Docket#: EL00-95-001, ER02-1656-000

The AFLC process would develop reporting processes and timelines by which all Load
Serving Lntitics (LSLs) would report to the ISO their own level of encrgy and reserve
procurcmicnt. This may be a Month Ahcad report with Weck Ahead and Day Ahead
updates, or whatever is nceded. The content, timing and format of these reports would be
developed in the AFLC process. These reports from LSLEs arc mandatory. As a result of
reviewing these reports, the 150 would takce no action to remedy any deficicney they
belicve to exist other than to notify the respective LSE of the deficicncy compared to the
benehmark and the potential consequences to their load, such as potential for increased
costs and greater probability of rotating outages.

It is critical to notc that these reports are not to cause the 1SO to procure, or otherwise act
on behalf of the LSLs, except to acquire nceded operating reserves not sclf-provided,
consistent with WSCC standards.  Procurcmicnt s the responsibility of the LR As and
LSLs. The IS() has a legitimate interest, however, in knowing the [evel of resources
procurcd and the resources availability and readiness to provide for grid reliability. .

D. Participating Generator Reporting Requirements

in parallc! with the reports cach LSL is obligated to provide, cach generator with a PGA
is required to file a comparable Month Ahcad and Week Ahead report that deseribes the
portions of its capacity that arc cncumbered by commitnients and the portion that is
available, after adjusting for maintcnance outages previously scheduled with the 180O.
These reports arne mandatory. They should deseribe commitments in a manner that
cnables the ISO to link PGA reports to the reports cach LSL provides about its Joads and
resource commitments.

A critical deficieney in the current California market structure is the abscnee of any
obligation on supplicrs to confom to submitted schedules. The cfficacy of the AFLC
process requires that this deficicney be remedied. All resources scheduled with the 180,
therefore, should be cxplicitly obligated to perform as scheduled and according to
proffercd bids that are aceepted after scheduling timelines. The information provided by
the AFLC generator reports, together with existing PGA obligations to perforn, a
continuation of *Must-Offer” requircnients, and implementation of the proposed
“Residual Unit Commitment” process, will collectively assist the 1ISO in knowing what
resources arc available to be uscd as operating reserves and ensure reliable operation of
the systen.

E. Interaction of the AFEC Process and IS0 Grid-Operation

The AFLC process will provide greater information about forward commitments than the
IS() has had availablc to date. By comparing LSL and generator reports, the ISO can
develop an understanding of load uncovered and generation available. Once Day Ahead
is rcached, the 18O will rely upon its normal scheduling and operating practices, as
modificd by the MDO2 proposals.
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The LSLs will accurately schedule load and resources inthe Day Ahead and Hour Ahcad
processes crcated by the ISO. The 180 will then operate in real-time knowing the
resources with commitments to the LSLs will be available. The IS0 will monitor unit
performance and imports schedules provided by the LSL, and communicate significant
deviations to the LSL.

Absent other instructions from the LSL, the IS0 will assunie that cach LSL wishces to
serve all its customers at whatever prices are neeessary to obtain supply. If an LSL docs
not wish to accept the cost consequences of this policy, it may notify the 1SO of other
actions to be taken in a manncr to be detemined in the AFLEC process with necessary
input fromy LRAs and other stakcholders.

In addition, if an LSL clects to provide less than the benchmark quantitics developed in
the AFLC process, then any conscquences associated with 18O real-time activitics
undertaken to renedy the LSL’s shortfal]l would be assigned to the deficient LSL. The
IS0} scttlcment process would use cost causation principles to calculate the costs of
cnergy provided and any fines levied by WSCC for reserve deficicneics to LSLs failing
to satisfy the AFLC benehmark.

If ISO resources could not overcome physical shortages, then load curtailment programs
and rotating outages would first be injtiated for LSLs whose scheduled resources fell
short of the AFLC benchmark.

A
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Appendix 2

RELATIONSHIP OF AFEC TO OTHER
MARKET DESIGN ELEMENTS
April 18, 2002

As with any design approach, there are interrelationships between clements of the design.
The following additional design paramicters arc needed to enhance the cfficacy of the
Advisory Forward Lnergy Commitmicnt (AFLC) approach.

]. Load Forecasting Accuracy. The AFLC process must address at Jcast short-
term load forecasting. The 180, LSLs, CPUC, and CLC and other agencics with
expertise and interest should be involved to achicve a consensus regarding the
nceessary [evel of accuracy and the conventions to be uscd for weather for this
eritical feature of AFLC.

N

Schedule Accuracy. A sceond basic requircment of AFLC after accuracy of
forceast is that load is scheduled accurately. I this is not done scveral aspects of
the ISO design fail. These include:

(a) Congestion managcenicnt results will be meaningless and transmission
allocation will be irrclcvant.

(b) Ancillary service requirements must then be assigned by the ISO. This
leads to a procurcment and cost assignment schemie that gives rise to cost
shifting and other problems. When schedules arc accurate, MCP changes
arc Jess subjcet to manipulation.

{c) The numbers used to mun the grid arc completely disconnected from the
numbers used by LSLs. This results in overly complex settlcnicnt
schemes to try to compensate for Jack of accuracy and complex cfforts to
assign costs according to cost causation. In addition, numerous gaming
opportunitics cxist when Joad disappears in forward markets and cxists
only in real-time. This schedule inaccuracy according to the 180) causes
significant real-timc operational problems.

3. Obligation to Perform. Thc AFLC proposal requires that all resources
scheduled with the IS0 nmust be cxpressly obligated to perform as scheduled and
instructed by the ISO. It is insufficicnt to cxpect that counter-incentives will
anticipate all the complex interrelated issues facing cach separate supplicr. A
simplc obligatory statcent that supply is obligated to perform as a condition of
continuing markct based ratc authority is notan oncrous obligation. The penaltics
for non-performance have already been spelled out, and the I'WG is not
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nceessarily proposing new penaltics.  This explicit link “you have to perform as
advertised to have market based rates” is a simple precondition to play in the
markcet.

Must-Offer. AFLC proposal requires that the **Must-Offer”requirement” be a
continuing part of the market in California. It should continue to be applicd to all
PGA resources in California, rather than phased out as is the casc in the ACAP
proposal. The ACAP proposal phascs out “must offer” when cxpensive new
ACAP resources have been acquired. There is no need to acquire new resounces
when existing PGA resources can be assurcd to operate through a continued
“must offer” obligation. As notcd by the IS0, such a requirement is not onerous,
and should also bc a condition of markct-bascd rate authority. Such an obligation
should fairly compensate an owner for start-ups, mininun load costs, and should
protect consumers fron withholding where owners wait for the 180 call to avoid
start-up costs. Currently the 150 proposcs to net these cost bascs start-up
payments from market revenues.  This continues to be appropriate. It will be
cssential to also understand how bilateral incentives fit into this gaming
opportunity. Sonic cxceptions for cnergy limited resources and Hydro units will
continuc to be appropriate.

Resicdual Lnit Commitment. Residual Unit Commitment should continue to be
an cssential feature of the market design under cither AFEC or ACAP. Locational
markct power is not solved by any congestion reform, and is not solved by ACAP
unless it is extended to small locational arcas. Locational issucs cxist in the
steady-state, and frequently are ereated when transmission maintenance is
performed or when transmission outages occur. The current RMR schene
designed to address loeational reliability issucs is subject to gaming. When RMR
units arc out or when they arc “declarcd broken,” bids from units at the samic plant
that arc not RMR must be taken to solve the reliability issue. Depending on the
bids allowed, the plant owner may make more money with the accepted bids than
they lose in ost capacity paymicnts under the RMR contract. In addition, RMR
units do not solve reliability problenis ereated by transmission maintenance or
outages. Real locational mitigation requires that ALL units must be subject to
commitment, at cost-bascd start-up and minimun load payments and mitigatcd
bids, with appropriatc paynicnt to owncers to ensure no losses. This approach is
not inconsistent with other schenmies in place today already approved by FERCC.

Ancillary Services. Ancillary services { A/S) will probably be mainly sclf-
supplicd under the AFLC proposal, unlike the ACAP proposal in which
unscheduled ACAP resources beconic a pool from which the IS0 sclects ASS
units. Any residual procurcment must be done in a simuftancous sceurity-
constrained optimization with encrgy markets day-ashead. The WG belicves the
cunrent IS0 ASS proposal is compatible with A/S in our AFLC proposal.

[RW]
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7. State Power Contracts. The ACAP proposal raiscs major concerns about the
capacity credit toward ACAP requircments for various types of resources, State
contracts must be accorded their full value in serving load. If the AFLC proposal
is aceepted then all of the participants in the AFLC process will be able to make
the appropriate cvaluation of the capacity in the contracts. This is a correct
outcone, since the CPUC is the entity that assigns the costs associated with the
contracts to the 10Us. If the AIFLC proposal is not adopted and the 180 files
somce form of ACAP then the following points are eritical.

a. The full value of the state contracts must be recognized, and California end
usc consumers must not be required to pay for additional resources unless
they needed in fact, rather than in theory, Historie FLRC practice has been
to “honor” cxisting contracts by requiring the IS0 to accommodate the
termis and conditions of those contracts. The state contracts must be treated
as cxisting contracts, and their full capacity and energy valuc must count
toward forward commitmcnt obligations. The statc contracts were signed
well before any discussion of a forward commitment obligation by any
regulatory body.

b. What any rcgulatory authority may wish for in a forward capacity contract
at the end of the developrient of a schenic remains uncertain. Accordingly,
the cxisting state contracts must be grandfathered, similar to the
grandfathering allowed for pre-AB 1890 municipal transmission and
intereonnection contracts. Grandfathering should be to 1273102, This
would allow the state to complete any contracts needed in the interiny, while
both the ISO and the PUC are working on the future.

With respecet to accounting for the full capacity and encrgy valuc of a
forward capacity contract, the regulatory authority st look at actual
resource performance, not whether the termis and conditions perfectly
conmport to a scheme not conterplated at the tinie of signing. This will
allow an accurate valuation of the capacity contained in the contracts. To
the extent that performance under the contract is 1 00%, that contract should
be allocated 100% of its associated capacity and cnergy in asscssing the
LSL’s forward commitment obligation. If performance is loss than 100%,
the I80) should indicate cxact performance shortfalls in the previous month,
and if justificd, that contract should be given a lower MW allocation,
consistent with its actual performance.

T

d. This “performance accounting” should be used whether or not the contracts
arc unit specific. Whether or not the contracts arc initially unit specific, they
become so inthe DA time frame. CERS calls on the contracts under
existing terms and conditions. In doing so, CLRS submits a inter SC trade
to the ISO. The counterparty to the contract submits a matching inter SC
trade and identifics the resource serving the trade. The transaction as a
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wholc must pass IS0 validation. The resource is then identified in the DA
tine frame.

8. Locational Market Power. Ongoing cfforts to control locational markcet power
will be a permancnt feature of any markct design, including AFLC. However, a
rcsource planning process strongly linked to State Agencics and LRAs will have a
greater opportunity to recognize the conscquences of cxisting locational issucs and
steer physical system upgrades to reduce the magnitude of the probleny. Lven if
transmission additions arc made so there is no problen: in normal operation, odd
transmission configurations should not result in the imposition of cxorbitant rates
on a particular group of custoniers. The IWG has been specifie that it belicves that
locational market power controls should be tight and consistent with the generator
bid screens’ AMP process.



