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UNITED STATES OF AMERICA
BEFORE THE
FEDERAL ENERGY REGULATORY COMMISSION
California Independent System ) Docket No. ER06-___ -000

Operator Corporation )

PREPARED DIRECT TESTIMONY
OF
MARK ROTHLEDER

BACKGROUND AND OVERVIEW

Please state your name, title, and business address.
My name is Mark Rothleder and I am the Principal Market Developer for the
California Independent System Operator Corporation (“CAISO”). My business

address is 151 Blue Ravine Road, Folsom, CA 95630.

What are your responsibilities at the CAISO?

Since joining the CAISO over nine years ago, I have worked extensively on
implementing and integrating the approved market rules for California’s
competitive Energy and Ancillary Services markets, and the rules for Congestion
Management, into the operations of the CAISO Control Area. Most recently, I
have played a lead role in the design and implementation of market rules,
operating procedures and software modifications related to the Federal Energy

Regulatory Commission’s Market Mitigation Orders issued on April 26, 2001, 95
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FERC q 61,115 (2001) (“April 26 Order”) and June 19, 2001, 95 FERC 61,418
(2001) (“June 19 Order”). I was responsible for the design and implementation of
the first phase MRTU Economic Dispatch in the Real-Time Market. Following

that, I was Director of Market Operations.

Please describe your educational and professional background.

I am a registered Professional Electrical Engineer in the state of California. I hold
a B.S. degree in Electrical Engineering from the California State University,
Sacramento. I have taken post-graduate coursework in Power System
Engineering from Santa Clara University and earned an M.S. in Information
Systems from the University of Phoenix. I have co-authored technical papers on
aspects of the California market design in professional journals and have
frequently presented to industry forums. Prior to joining the CAISO in 1997, 1
worked for eight years in the Electric Transmission Department of Pacific Gas &
Electric Company, where my responsibilities included Operations Engineering,

Transmission Planning and Substation Design.

Have you previously testified before the Commission?

Yes. In Docket No. EL00-95-045, I testified to the process by which the CAISO
calculated incremental heat rates for gas-fired Generating Units associated with
Generators that are subject to price mitigation in the CAISO’s markets pursuant to

the Commission’s April 26 and June 19 Market Mitigation Orders.
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What is the purpose of your testimony?
The purpose of my testimony is to explain the CAISO’s role in ensuring
“Resource Adequacy.” For the purposes of this testimony, I am defining
“Resource Adequacy” as the availability of an adequate supply of Generation or
Demand responsive resources to support safe and reliable operation of the CAISO
Controlled Grid.

The first portion of my testimony provides a background description of the
CAISO’s experience with the need for Resource Adequacy before, during, and
after the California Energy Crisis of 2000-01. I discuss the steps that have been
taken to address that need, and review the California Public Utilities
Commission’s (“CPUC”) Resource Adequacy proceeding. Finally, I describe the
CAISO’s role in Resource Adequacy and the specifics of the provisions of the

MRTU Tariff that address Resource Adequacy.

Will you be using specific terms in your testimony?
Yes. With the exception of “Resource Adequacy,” I will be using the capitalized
terms in my testimony as defined in the Master Definition Supplement —

Appendix A of the proposed MRTU Tariff.

What is the objective of the Resource Adequacy provisions of the MRTU
Tariff?
The Resource Adequacy provisions of the MRTU Tariff, working in conjunction

with the CPUC Resource Adequacy requirements and the provisions of California
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law applicable to Load-Serving Entities (“LSEs”) that are not under the
jurisdiction of the CPUC, are intended to establish a process that ensures
sufficient capacity will be available when and where it is needed to reliably
operate the power system. Resource Adequacy requirements along with long
term procurement proceedings by the CPUC is intended to provide sufficient
incentives for the development of new electric infrastructure investment, and
maintenance of necessary existing Generation, by mandating that entities that
serve electric customers secure sufficient resources of their own or through
contracts to meet their customers’ demands. These contracts provide a revenue
stream to compensate Generation owners for their fixed costs and enable new

projects to secure the financing they need for construction.

How is the need for Resource Adequacy related to the CAISO’s
responsibilities?
Historically, the CAISO has been charged under both California law and by
FERC with responsibility for the reliable operation of the transmission system
under its Operational Control. As I noted, Resource Adequacy is necessary for
reliable grid operations. While the primary emphasis has been, and will remain,
on procurement by LSEs, the CAISO must step in when the available resources
are insufficient for reliability needs.

In 1996, the State of California, in Assembly Bill 1890, established the
CAISO and entrusted it with the responsibility of operating the transmission

system. AB 1890 recognized that “electric industry restructuring should enhance

Exhibit No. ISO-5
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the reliability of the interconnected regional transmission system, and provide
strong coordination and enforceable protocols for all users of the power grid” and
that “[i]t is important that sufficient supplies of electric generation will be
available to maintain reliable service.” AB 1890 provided that the proposed
restructuring of the electricity industry would broaden responsibility for ensuring
short- and long-term reliability to include the Independent System Operator and it
various market-based mechanisms in addition to electric utilities and regulatory
bodies. AB 1890 thus established market mechanisms to provide incentives for
the development of greater supply, but also placed the significant responsibility
on the CAISO. It directed the CAISO “to ensure efficient use and reliable
operation of the transmission grid consistent with achievement of planning and
operating reserve criteria no less stringent than those established by the Western
Systems Coordinating Council and the North American Electric Reliability
Council,” and to obtain from FERC the authority needed “to secure generating
and transmission resources necessary to guarantee” achievement of such criteria.

In addition, FERC’s fourth ISO principle as stated in Order No. 888 is that
“An ISO should have the primary responsibility in ensuring short-term reliability
of grid operations. Its role in this responsibility should be well-defined and
comply with applicable standards set by NERC and the regional reliability
council.” FERC’s approval of the CAISO’s operations in 1997 was premised on

its recognition of the CAISO’s responsibility to fulfill that role.
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How has the CAISO fulfilled its reliability responsibilities?
As I’ve discussed, the objective of AB 1890 was to foster a competitive electric
market. It also sought to separate, to the maximum extent, the responsibility for
management of the transmission grid and the power procurement functions of
LSEs. Thus, under the paradigm of the reliability role established by AB 1980,
the CAISO’s primary operational reliability responsibilities were addressed
through its markets. They involved procuring the necessary Ancillary Services,
including Operating Reserves to protect against unplanned outages, and support
Real-Time operation of the CAISO Controlled Grid, meeting the current system
Demand through the Real-Time Imbalance Energy Market. In addition, the
CAISO took limited actions ahead of the Day-Ahead Markets to address issues
that could not be resolved through markets because of market power or timing
issues. For example, the CAISO entered into Reliability Must Run contracts to
ensure Generation would be available to meet local needs under certain operating
conditions. The CAISO has also exercised the authority established in Section
2.3.5.1.3 of our Tariff, “The ISO shall solicit bids for Replacement Reserve in the
form of Ancillary Services, short-term Generation supply contracts of up to one
(1) year with Generators, and Load curtailment contracts giving the ISO the right
to reduce the Demands of those parties that win the contracts when there is
insufficient Generation capacity to satisfy those Demands in addition to all other

Demands.”
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Did this paradigm work out as planned?
No. As I will discuss, although, as this Commission is aware, the CAISO Real-
Time Market was to be responsible only for meeting a small amount of Imbalance
Energy to account for deviations from Scheduling Coordinator’s Day-Ahead
schedules and Load forecasting error, LSEs for various reasons ended up relying
on the Real-Time Market for large quantities of their Energy. This factor was a

major contributor to the Energy crisis that started in 2000.

How has this affected the CAISO’s role with respect to reliability?

The CAISO has not proposed to stray from AB 1890’s primary reliance on
markets and its separation of the role of the CAISO and that of LSEs. Indeed,
MRTU is based on those premises. After the Energy crisis, however, both the
CAISO and the State of California recognized that additional mechanisms beyond
the existing market mechanisms were needed to address Resource Adequacy, and
in 2002, a state inter-Agency task force began to investigate Resource Adequacy
issues.

At the November 21, 2002 meeting the CAISO Board of Governors
directed CAISO management to defer to State efforts to address the broader issue
of Resource Adequacy. In addition, the Board directed management to actively
engage in the CPUC proceeding regarding the establishment of procurement rules
for the State’s Investor Owned Utilities (“IOUs”). At that meeting, the Board

acknowledged the State’s legitimate and primary role in addressing matters
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related to Resource Adequacy or, more specifically, the obligations of LSEs to
procure enough resources to serve their Load plus reserves.

Last year, the California legislature enacted A.B. 380, which directed the
CPUC to establish, in consultation with the CAISO, Resource Adequacy
requirements for LSEs that are under the jurisdiction of the CPUC. Other LSEs
must develop their own Resource Adequacy Requirements consistent with WECC
and NERC requirements. (AB 380 excluded locally publicly owned electric
utilities and the State Water Project from its definition of LSEs.) AB 380 also
required that each locally owned public electric utility: (1) meet its Planning
Reserve margin, (2) peak demand and (3) Operating Reserve sufficient to provide
reliable electric service to its customers.

AB 380, however, does not absolve the CAISO of responsibility.
Notwithstanding the State’s primary role, as recognized by the CAISO Board, the
CAISO has been assigned the statutory authority to maintain the CAISO
Controlled Grid in accordance with Applicable Reliability Criteria and Good
Utility Practice. While the CAISO fully expects that the Local Regulatory
Authorities will fulfill their AB 380 obligations, the CAISO must ensure that it
has the ability to meet established reliability criteria. The CAISO must have
sufficient resources to meet Demand. Although the Local Regulatory Authorities
and LSEs remain responsible for long-term supply planning, the CAISO must
take their fulfillment of their responsibilities into account in fulfilling its
remaining responsibility for grid management consistent with Applicable

Reliability Criteria. Moreover, the efforts of Local Regulatory Authorities to
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ensure that LSEs secure sufficient resources can only achieve the intended
reliability benefits if the procurement rules are integrated with the design of the
CAISO Markets and Bidding practices as well as the physical realities of the
CAISO Controlled Grid.

On a more granular level, the CAISO’s role can be divided into three
components: (1) assisting in the implementation of rules adopted by the CPUC
and Local Regulatory Authorities, including providing technical input, (2)
implementing rules over suppliers outside the jurisdiction of the Local Regulatory
Authorities, and (3) ensuring the objective of Resource Adequacy to have
resources available when and where needed is realized by providing for
coordination of the rules adopted by the CPUC and other Local Regulatory
Authorities with the design of the CAISO Markets and Bidding practices and the
physical realities of the CAISO’s system through appropriate MRTU Tariff
provisions applicable to Scheduling Coordinators.

The Resource Adequacy provisions of the MRTU Tariff are intended to

fulfill this role.
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THE CAISO’S EXPERIENCE WITH RESOURCE ADEQUACY

1. START-UP TO THE ENERGY CRISIS

At the start-up of CAISO operations, how was a supply of resources ensured

to meet system needs?

At the onset of CAISO operations, there was a general presumption that the
market would provide adequate resources. To promote competition and protect
against the exercise of market power, the three California IOUs were required to
sell all of their thermal Generation into and purchase all of the Energy
requirements for their retail Load from the California Power Exchange (“PX”).
While there was a specific requirement in the CAISO Tariff to assure adequate
Generation and Transmission Capacity to meet Applicable Operating and
Planning Reserve, the CAISO was not primarily responsible for ensuring that
sufficient Generation Capacity was necessarily procured in advance of the Real-
Time Market. Rather, the CAISO’s primary role with regard to capacity was to
ensure the commitment of adequate Ancillary Services, including Operating
Reserve, to address contingencies and to draw upon the supplies of Energy in the
Imbalance Energy market or from Reliability Must Run capacity when scheduled
(and unscheduled) Energy was inadequate to meet Demand. If these mechanisms

failed, the CAISO relied upon purchases of Energy out-of-market.
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The CAISO Tariff has provided a backstop mechanism if the ISO’s annual
Generation and Load forecasts indicated that there would be insufficient
Generation Capacity to meet WECC/NERC Criteria. This tariff mechanism gave
the CAISO “the ability to solicit bids for Replacement Reserve in the form of
Ancillary Services, short-term Generation supply contracts of up to one (1) year
with Generators, and Load curtailment contracts giving the ISO the right to
reduce the Demands of those parties that win the contracts when there is
insufficient Generation capacity to satisfy those Demands in addition to all other
Demands”. The CAISO has needed to use this authority on occasion, including
entering into short-term Generation supply contracts following the Energy crisis,
to ensure the availability of adequate Energy supplies to meet Demand in the
Summer months.

This method of providing for system needs worked adequately during the
first two years of CAISO operation, during which a combination of favorable
weather and hydro conditions generally resulted in low spot market prices and

sufficient supply. This all changed, however, with the California Energy crisis.

2. CALIFORNIA ENERGY CRISIS

What happened during the Energy crisis?
The existing system for ensuring adequate resources collapsed when prices rose
and supply could not keep up with Demand during the California Energy Crisis of

2000-2001. High temperatures, significant outages of existing Generating Units,
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less than normal rainfall, little investment in capacity additions, as well as
purported market manipulation fostered by the resulting tight supply conditions,
caused wholesale power costs to rise significantly above the level incorporated in
frozen retail rate levels, and an inability to serve Load at times. The IOUs’
reliance on the PX and the large exposure to wholesale spot markets created
substantial short-term cost exposure such that Pacific Gas and Electric Company
was forced into bankruptcy and Southern California Edison Company and San

Diego Gas & Electric Company faced severe financial hardship.

How was CAISO system reliability affected by the Energy crisis?

Because of the high prices and weakened financial conditions of the IOUs, they
were relying on the CAISO’s Real-Time Market to serve a large portionof the
CAISQO’s Control Area Load. Although this forced the CAISO to procure
significant amounts of power in real time to serve this Demand, Generation in the
market was often insufficient, requiring the CAISO to go out-of-market or even
curtail Load. The CAISO was forced to issue notices of emergency more than
260 times and institute rolling blackouts on seven occasions during the 2000-2001
period.

Because of a lack of Resource Adequacy, the CAISO, as the Control Area
Operator responsible for maintaining reliability standards, became the entity with
de-facto Load-serving responsibility, the supplier of last resort Thus, instead of
managing the transmission grid and using a Bid-based Imbalance Energy market

to serve a small increment of Load exposed to spot prices, the CAISO was
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scrambling to meet significant quantities of Demand with minimal lead time —

with the inevitable result of decreased reliability.

3. RESPONSE TO CALIFORNIA ENERGY CRISIS

What actions did the state of California take to help compensate for the lack
of Resource Adequacy during the crisis?

Early in 2001 the California Department of Water Resources (“CDWR”) was
empowered by Governor Gray Davis to procure electricity on behalf of the state’s
financially troubled IOUs. On February 1, 2001, AB 1X authorized CDWR to
purchase the net short Energy requirements of the IOUs. The term “net short”
referred to the difference between the amount of the produced by the Generation
the IOUs still controlled or had under contract and the total amount of Demand
they needed to meet. CDWR procured all of the net short requirements of the
I0OUs through the end of 2002 using a combination of long-term power contracts
extending until 2011, short-term power contracts and wholesale spot Energy
purchases. After 2002, the long-term power contracts were assigned to the IOUs,

who again have assumed the role of providing power for their customers.
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As a result of the California Energy crisis, did the Federal Energy
Regulatory Commission take any remedial action to address Resource
Adequacy?
Yes. FERC eliminated the requirement that the IOUs purchase all of their Energy
needs from the PX markets, which allowed them to rely upon their own units and
enter long-term contracts to provide adequate resources. The only action that
ensured that supplies would be available for grid reliability, however, was
FERC’s April 2001 imposition of a “must-offer” obligation which, as the
Commission stated in the June 19 2001 Order, was “designed to prevent
withholding and thereby to ensure that the [CAISO] will be able to call upon
available resources in the Real-Time Market to the extent that energy is needed.”
June 19, 2001 Order, 95 FERC at 62,551. Under the must-offer obligation, every
Participating Generator or any person that owns or controls a non-hydroelectric
Generation resource in California from which Energy is sold into CAISO-
administered markets or transmitted on the CAISO-Controlled Grid, including
non-public (and therefore Commission non-jurisdictional) Generators, must offer
all of its available capacity that has not been previously scheduled via bilateral
contracts or in an earlier market into the spot market in Real-Time at all hours.
Generators subject to the must-offer obligation may seek a waiver of the
obligation to offer all available capacity. In addition, all Generators obligated
under the must-offer obligation that have not submitted Day-Ahead Energy

Schedules are deemed to have requested a waiver of the must-offer obligation.
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In its non-discriminatory discretion, the CAISO may grant waivers and
allow a Must-Offer Generator to remove one or more Generating Units from
service. The CAISO may revoke waivers as necessary due to outages, changes in

Load forecasts, or changes in system conditions.

Q. What compensation do Generators receive under the must-offer obligation?
A. Under the FERC must-offer obligation, Generators receive certain variable costs
such as Minimum Load, Emissions and Start-Up costs, unless they engage in

bilateral transaction.

Q. What about the need for Generating Units with Long Start-Up times to be
online in order to respond to a CAISO dispatch?

A. If Generating Units with Long Start-Up times are denied waivers of the must-
offer obligation, then the must-offer requirement becomes in essence a “must-
run” requirement; in light of their Long Start-Up time, they need to keep their
units running in order to be available when dispatched by the CAISO. The
owners of such Generating Units are therefore compensated for the unplanned
expense of keeping their units running at minimum load status (except in cases
where a resource has entered into a bi-lateral arrangement and is self-scheduled)

and also paid for the minimum Load Energy.
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4. POST CALIFORNIA ENERGY CRISIS

Did the must offer obligation resolve the Resource Adequacy issues that were
revealed by the Energy crisis?
No. The must-offer obligation was not intended to be a permanent solution to the
lack of Resource Adequacy, but only to address the immediate crisis. The
Commission’s institution of the must-offer obligation was part of its interim
solution to the California crisis; five months earlier, it had directed the CAISO to
initiate a redesign of its markets. Moreover, Generators are not satisfied with the
compensation, asserted they could not recover their fixed costs, and considered
the program a disincentive for LSEs (“LSEs”) to enter long-term contracts. LSEs
were not satisfied with the cost of the program.

A properly designed Resource Adequacy program, as opposed to a must-
offer obligation with no compensation towards fixed costs, should be designed to
provide the appropriate incentives for investment for supply, when and where it is

needed to meet system reliability needs.

Subsequent to implementing the must-offer obligation, then, what steps did
the CAISO take with respect to Resource Adequacy following the California
Energy crisis?

The Commission’s December 19, 2001 Order directed the CAISO to file a revised
congestion management proposal and a plan for a Day-Ahead Market. On May 1,

2002, the CAISO filed the first part of what was then known as its Market Design
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2002 (“MD02”) proposal. As part of MDO02, the CAISO developed an available
capacity obligation known as “ACAP”, which was intended to enable the CAISO
to verify that LSEs were making the necessary arrangements to ensure the
availability of adequate generating capacity to meet system reliability standards.
ACAP would have required utilities using the CAISO grid to serve Loads to
demonstrate in advance that they owned or had procured sufficient supply to meet
their respective share of the CAISO peak daily operating requirements.
Resources identified by LSEs to satisfy this requirement would then be made

available to the CAISO for commitment in the Day-Ahead Market.

What happened to the CAISO’S ACAP proposal?

While the CAISO was developing ACAP, the State of California was actively
considering the issue, forming an “Inter-Agency Working Group” to facilitate
consideration of approaches to Resource Adequacy. On November 21, 2002, the
CAISO Board of Governors directed CAISO management to request that FERC
defer acting on the ACAP proposal, pending further actions by the State, in
recognition that the State of California had the primary role of resolving the issue
of Resource Adequacy. In its October 23, 2003 Order on MDO02, in response to
the ISO’s request, the Commission recognized the role of the State on Resource
Adequacy issues but stated that Resource Adequacy cannot be designed in

isolation from a market design.
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What actions was the State of California taking with respect to Resource
Adequacy?
Through a combination of legislative action and proceedings before the CPUC,
State authorities authorized the IOUs to resume procurement of capacity and the
CPUC began to establish a Resource Adequacy framework to ensure sufficient
supply will be available when and where it is needed at reasonable prices for

CPUC jurisdictional entities.

What actions did the State legislature take?

The primary legislation was AB 380 which was passed on September 13, 2005.
The objective of the bill was to (1) facilitate development of new generating
capacity and retention of existing generating capacity that is economic and
needed; (2) equitably allocate the cost of generating capacity and prevent shifting
of costs between customer classes; and (3) minimize enforcement requirements
and costs.

As I discussed previously, this law requires the CPUC, in consultation
with the CAISO, to establish Resource Adequacy requirements for all LSEs
within the jurisdiction of the CPUC. Additionally, AB 380 requires that each
locally owned public electric utility: (1) meet its planning reserve margin, (2)
meet its peak demand, and (3) maintain operating reserve sufficient to provide

reliable electric service to its customers.
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CPUC ACTIONS ON RESOURCE ADEQUACY

Please discuss the proceedings undertaken by the CPUC on Resource
Adequacy.

The CPUC, in D.04-01-050 adopted key policies for Resource Adequacy
Requirements (“RAR”) applicable to the IOUs as well as to Energy Service
Providers (“ESPs”) and Community Choice Aggregations operating within their
service territories. The CPUC described the concept of Resource Adequacy and
the role of RARs as follows:

Resource procurement traditionally involves the
Commission developing appropriate frameworks so that the
entities it regulates will provide reliable service at least
cost. This involves determining an appropriate demand
forecast and then ensuring that the utility either controls, or
can reasonably be expected to acquire, the resources
necessary to meet that demand, even under stressed
conditions such as hot weather [footnote omitted] or
unexpected plant outages. ‘Resource adequacy’ seeks to
address these same issues. In developing our policies to
guide resource procurement, the Commission is providing a
framework to ensure Resource Adequacy by laying a
foundation for the required infrastructure investment and
assuring that capacity is available when and where it is
needed.”

(D.04-01-050, pp. 10-11.)

D.04-01-050 adopted the following RAR policies, applicable to the LSEs:

(1) Each LSE within an IOU’s service territory has an
obligation to acquire sufficient reserves for its
customers’ load located within that service territory.

(2) Each LSE is subject to a planning reserve margin (PRM)
requirement of 15-17% for all months of the year. Each
LSE must meet this obligation no later than January 1,
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2008 through a gradual phase-in, with interim benchmarks
becoming effective in 2005.

(3) Each LSE must forward contract 90% of its summer
(May through September) peaking needs (loads plus
planning reserves) a year in advance, subject to adjustment
if implementation would result in significantly increased
costs or foster collusion and/or the exercise of market
power in the Western energy markets.

(4) The 5% target limitation on utilities’ reliance on the spot
market (i.e., Day-Ahead, Hour-Ahead, and Real-Time
Energy) to meet their Energy needs is continued in effect.

Also in D.04-01-050, the CPUC reiterated its commitment that full value
be given to the preferred resources identified in the California Energy Action Plan

and to the long-term CDWR contracts.

What actions did the CPUC take following Decision 04-01-050?
Following Decision 04-01-050, the CPUC instituted a series of workshops
beginning in March 2004 to address various technical, methodological,
definitional, and procedural issues, including Load forecasting protocols, resource
counting conventions, and deliverability. These workshops were conducted by
ALJ Michelle Cooke from March 16 to May 26, 2004. The Workshop Report on
Resource Adequacy Issues (Workshop Report) prepared by ALJ Cooke was
issued on June 15, 2004.

On July 8, 2004, the Administrative Law Judge’s Ruling Requesting
Additional Comments on Resource Adequacy Issues (July 8 Ruling) focused on
the reserve deadlines for the reserve and forward contracting requirements in

Decision 04-01-050. The ruling also noted that in an April 28, 2004 letter to
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CPUC President Michael Peevey, Governor Schwarzenegger indicated that the
"[CPUC’s] phase-in date [for Resource Adequacy] of 2008 is too slow" and
described President Peevey's concurrence with the Governor's assessment, and
indicated that the phase-in "needs to be accelerated to ensure system reliability."
Finally, the ruling noted that the Joint Opening Statement of President Peevey and
Commissioner John Geesman of the California Energy Commission at the April
30 prehearing conference indicated that "we will look closely not only at
refinement of the existing requirements, but also their acceleration as requested by
the Governor." The ruling invited comments and replies on: (1) accelerating the
phase-in of the full planning reserve margin from January 1, 2008 to June 1, 2006
and (2) how the year-round 15%-17% reserve requirement and the seasonal 90%

forward contracting requirement that was also adopted in D.04-01-050 interact.

Please summarize CPUC Decision 04-10-035.

The CPUC issued Decision 04-10-035 on October 28, 2004. The decision
provided clarification with respect to the Resource Adequacy policy framework
adopted in D.04-01-50, identified issues to be resolved in further proceedings, and
established certain procedural processes to be undertaken in a “Phase 2”

proceeding.

Please describe the Phase 2 proceeding.
Approximately 19 workshops were held between November 2004 and April 2005.

The CPUC staff issued its report on June 10, 2005 which can be found at
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http://www.cpuc.ca.gov/PUBLISHED/REPORT/46914.PDF. After comments

and reply comments, Administrative Judge Wetzell issued an opinion on

September 27, 2005.

Please summarize PUC Decision 05-10-042. (Phase 2 proceeding).

A. The CPUC issued Decision 05-10-042 on October 27, 2005. The decision

affirmed and clarified the policy framework established in Decisions 04-01-050

and 04-10-035. The order also expanded on such policies by implementing a

program requiring LSEs to demonstrate that they have acquired the capacity

needed to serve their forecast retail customer Load and a 15-17% reserve margin

beginning in June 2006. The CPUC noted the following key determinations:

The adoption of a monthly system peak approach to defining the Resource
Adequacy obligation.

The phased-in requirement that supply contracts that count for Resource
Adequacy requirement purposes identify the specific resources that
provide the Qualifying Capacity.

The recognition of the need for a localized capacity requirement but the
postponement of its implementation to the 2007 procurement year so that
it can be fully considered.

The affirmation that sanctions for LSE non-compliance with Resource
Adequacy requirements are required.

Of particular note, the order requires that any Generation provided under

the Resource Adequacy obligation that is not scheduled must be bid, not only in
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the CAISO Day-Ahead Market, but also into Real-Time, absent physical
constraints on the unit. This means that units that are already running and that
have unscheduled Resource Adequacy capacity shall make that unscheduled
Resource Adequacy capacity available to the CAISO, if requested. Also, unless
released by the CAISO, Short Start Resource Adequacy units must self-schedule
or offer their unscheduled capacity into the CAISO’s Hour-Ahead Market and
Real-Time Market for each hour of the operating day, subject to use limitation
and contingency designations, even if not scheduled in the Day-Ahead market or
committed by RUC.

Further, the CPUC clarified its position on RUC availability payments to
Resource Adequacy resources, specifically stating that a Resource Adequacy
resource must submit a zero dollar ($0) capacity bid into RUC and that a
Resource Adequacy resource should not be eligible for any RUC availability
payment or revenue. The CPUC also noted the importance of LSE contracts with
Resource Adequacy Resources reflecting the policy that a Resource Adequacy
Resource that receives a Resource Adequacy payment not also receive a RUC
availability payment through the CAISO.

Additionally, the CPUC found that “Liquidated Damages” contracts are
fundamentally incompatible with the objectives of a physical capacity-based RAR
program. The CPUC uses the term “Liquidated Damages” contract to refer
broadly to any bilateral agreement to provide Energy, capacity, or Ancillary
Services without reference to a specific Generating Unit or resource backing the

obligation. The CPUC specifically pointed out that the failure to identify a
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specific resource that backs a capacity obligation could undermine the integrity of
the RAR program. Accordingly, the CPUC ordered that these contracts should be
phased out, but noted the importance of doing so in a manner that fairly and
effectively balances the needs of the RAR program and the interests of LSEs that
rely on Liquidated Damage contracts. Specifically, the CPUC concluded:

(1) Liquidated Damage contracts executed on or before October 27, 2005 should
be grandfathered; (2) Liquidated Damage contracts will not count for purposes of
Resource Adequacy requirements after December 31, 2008; (3) each LSE will be
allowed to include Liquidated Damage contracts in partial fulfillment of its
Resource Adequacy obligation, subject to declining limits of 75% for 2006, 50%
for 2007, and 25% for 2008.

The CPUC also concluded that an extension of the FERC must-offer
obligation and associated waiver denial process is necessary for commitment of
Resource Adequacy Resources until the implementation of CAISO’s MRTU
process. The CPUC is concerned that if the must-offer obligation and associated
waiver process are eliminated earlier, the CAISO will not have sufficient means
to commit resources for the next day. The CPUC also noted that, as with any
major new program, unanticipated initial implementation issues are possible, and
thus, it is prudent to proceed with caution.

While the CPUC did not approve Local Resource Adequacy obligations
for implementation in 2006, it did recognize the need for the CAISO to have such
requirements as well as a backstop role to meet reliability. The order also

provided for further future proceedings for the development of future Resource
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Adequacy rules. To that end, in order to ensure that the CPUC is presented with a
comprehensive proposal for implementation of local Resource Adequacy
Resources that can be timely implemented by 2007, the order directs the IOUs

and authorizes other parties to file such proposals within 75 days of the order.

Please describe additional CPUC proceedings expected to occur relative to
Resource Adequacy prior to implementation of MRTU.

Proceeding number R05-12-013 was opened at the beginning of 2006 and will

conduct workshops or otherwise address 1) local capacity obligation, 2) multi-

year procurement requirement, 3) consideration of Capacity Markets.

MRTU AND RESOURCE ADEQUACY

1. TERMINATION OF THE FERC MUST-OFFER REQUIREMENT

What did the CAISO originally propose with respect to the must-offer
obligation in MRTU?

In its filing in July 2003, the CAISO proposed that the must-offer obligation and
the waiver denial process would continue and would be expanded to apply to the
MRTU Day-Ahead and Hour-Ahead Markets as well as Real-Time until there

was a fully effective Resource Adequacy program in California.



10

11

12

13

14

15

16

17

18

19

20

21

22

23

Docket No. ER06-  -000 Exhibit No. ISO-5

Q.
A.

Page 26 of 66
What was the Commission’s reaction to this proposal?
In its October 28, 2003 Order, the Commission proposed a flexible must-offer
obligation. Generators who bid into the Day-Ahead Market or RUC but whose
bids were not accepted would not have been required to start up for the next day’s
Real-Time Market. However, if a generator was running and had uncommitted
capacity available, it would be required to offer that into the Real-Time Market.
In addition, Generators who did not bid in the Day-Ahead Market and RUC

process would continue to be subject to the must-offer obligation in Real-Time.

What was the CAISO’s response to the flexible must-offer proposal?

On May 11, 2004, the CAISO submitted a revised proposal that would have
required suppliers to bid into the Day-Ahead Market. This proposal was to sunset
on the earlier of January 1, 2008 or the date the CPUC’s Resource Adequacy

program was fully implemented.

Did the Commission agree to extend the must-offer requirement to the
forward markets?

No. In Its June 17, 2004 Order, FERC stated that participation in the CAISO’s
Day-Ahead Market should be voluntary absent a contractual obligation, such as
that provided through a Resource Adequacy program. The Commission went on
to state that CAISO should evaluate the need for a must-offer requirement
according to whether the CPUC Resource Adequacy program at the time of the

implementation of MRTU was adequate to meet the CAISO’s operations needs,
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but that the only permissible must-offer obligation would be the Commission’s

flexible obligation.

Based on the CPUC Resource Adequacy decisions, has the CAISO concluded
whether a must-offer requirement in the Day-Ahead Market is necessary?
With the implementation of MRTU, the CAISO is proposing to remove from its
tariff the current FERC must-offer requirement and not rely on the proposed
flexible must-offer requirement at this time. The CAISO believes that the
availability requirements in its MRTU proposal in conjunction with the Resource
Adequacy programs that have been proposed and are expected to be adopted by
the CPUC and other Local Regulatory Authorities will provide sufficient
resources to the CAISO to manage the CAISO Controlled Grid in a safe and
reliable manner.

The CAISO does believe that there may be circumstances where the
provided capacity is not adequate, both because the CPUC program is just
beginning and because it currently lacks a local requirement. The CAISO is
optimistic that the CPUC will adopt an effective local requirement. Therefore,
CAISO does not believe the need is sufficient to justify a must-offer obligation, in
particular because the CAISO is proposing to maintain a backstop mechanism in
this tariff.

The CAISO recognizes that much work remains to be done prior to the
implementation of MRTU and will continue to work with the CPUC and other

Local Regulatory Authorities so that the new Resource Adequacy program will
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fully and effectively replace the current must-offer requirement. As the CPUC
has recognized, this is important because:

It appears that the MOO and associated waiver mechanism
may discourage contracting, provide inadequate
compensation, and fail to foster a stable investment
environment. For these reasons, the mechanism is not
aligned with our RAR goals and should be terminated.
Draft Decision of ALJ Wetzel on Resource Adequacy
Requirements, Rulemaking R.04-04-003 (Sept. 27, 2005).

2. THE MRT