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UNITED STATES OF AMERICA
BEFORE THE
FEDERAL ENERGY REGULATORY COMMISSION

California Independent System ) Docket No. ER02-1656-000
Operator Corporation

Investigation of Wholesale Rates of Public )
Utility Sellers of Energy and Ancillary )
Services in the Western Systems )
Coordinating Council )

Docket No. EL01-68-017

STATUS REPORT OF THE
CALIFORNIA INDEPENDENT SYSTEM OPERATOR CORPORATION

The California Independent System Operator Corporation (“I1SO”)’
respectfully submits this monthly progress report (“‘Report”) in compliance with
the Commission’s November 27, 2002 “Order Clarifying The California Market
Redesign Implementation Schedule” 101 FERC ] 61,266 (2002) (“November 27
Order”), issued in the above-referenced dockets.

The November 27 Order requires the ISO to file reports on the first
Monday of each month, beginning in January 2003, to update the Commission
on the ISO’s progress in designing and implementing the ISO’s Market Redesign
(*MDO027). Specifically, the November 27 Order required the report to include

explanations of: (1) any alternative methods of developing MD02 elements;

! Capitalized terms not otherwise defined herein are used in the sense given in the Master

Definitions Supplement, Appendix A to the ISO Tariff.
2 The ISO filed for an extension of time to file the initial report, otherwise due on Monday,
January 6, to Friday, January 10, 2003.



(2) progress in developing MD02 elements; (3) action required to establish such
elements; and (4) a detailed breakdown of the total start-up costs.>

On December 9, 2003, the Commission convened a Technical
Conference (the “December 9™ Conference”) to review the ISO’s proposed
implementation schedule for MD02 and to obtain reports from the four working
groups that had been formed to identify and attempt to achieve consensus
resolution of significant issues associated with the design and development of
the reconstituted California electricity market. At the December 9™ Conference,
Commission Staff directed the ISO also to include in the January status report:
(1) a list of the critical issues that needed Commission resolution to ensure timely
implementation of the revised market design and a proposal as to the process by
which the ISO would obtain the necessary Commission direction; (2) an
explanation of how the ISO would continue to involve stakeholders in the
development of MD02; (3) a discussion of the possible implementation of the
New England ISO’s (“NEISO”) market design software in California; (4) a report
on ISO collaboration with representatives of the California Department of Water
Resources State Water Project to address market design issues involving the
use of the State dedicated-purpose hydro resources, and (5) discussion of ISO
efforts to collaborate with the Department of Energy regarding issues arising from
the implementation of the full network model and the state estimator.

To provide the information requested by the Commission from both the
November 27 Order and the December 9" Conference, this Status Report is

organized as follows:

3 November 27, Order at P 9.



Section | -  contains a general background discussion;

Section Il -  contains a discussion of the ISO’s proposed
procedural approach to balancing timely
implementation of the elements of market redesign
with the necessary regulatory process;

Section Il - contains a report on the progress of MD02, including:
the MDO2 project implementation plan; the MD02
project budget; and market redesign alternatives
considered by the ISO, including consideration of the
adoption of the NEISO software;

Section IV - contains the ISO’s proposed approach to further
stakeholder participation into the MDO02 process; and

Section V - reports on the collaborative efforts with the California
Department of Water Resources State Water Project
and the Department of Energy.

The ISO expects that Section |1l will provide a template for the monthly updates
to be provided to the Commission. In the Instant Report additional data
presented will serve as a baseline for measuring the progress of MD02’s

implementation in future monthly updates.

. BACKGROUND
On May 1, 2002, the ISO submitted: (1) a comprehensive description of

the MDO2 redesign proposal (“Comprehensive Market Design Proposal”) and



(2) proposed Tariff language for the market redesign Phase | elements,*
including Automated Mitigation Procedures (“AMP”) reforms to real-time dispatch
and penalties for uninstructed deviations (‘“Amendment No. 44 Filing”). On
June 17, 2002, the ISO submitted detailed proposed Tariff language for the
implementation of an integrated forward Day-Ahead Energy Market (“MD02
Phase Il elements”) as well as locational marginal pricing (“LMP”) and new Firm
Transmission Rights/Congestion Revenue Rights (‘MD02 Phase lIl elements”).
On July 17, 2002, the Commission issued an order® accepting in part and
rejecting in part the Phase | elements. In particular, the Commission accepted
the proposed AMP, use of a single Energy bid curve, clearing the price overlap
through the use of real-time economic dispatch, and the application of
uninstructed deviation penalties, but rejected certain other proposed elements,
including the Interim Residual Unit Commitment (‘RUC”). The July 17 Order did
not rule on the MDO02 Phase Il and Phase |l elements as proposed in the May 1
and June 17 ISO filings, except to authorize the ISO to expend funds to begin
developing its full network model and locational marginal pricing software and to
direct Commission staff to convene a technical conference to address the Phase

Il and Phase il MD02 elements.

4 The ISO proposed that the Phase | elements be effective upon expiration of the then-

existing, Commission-approved west-wide mitigation. Such mitigation measures were scheduled
for expiration on September 30, 2002 and subsequently were extended through October 31,

2002.
5 Order on the California Comprehensive Market Redesign Proposal, 100 FERC 461,060

(July 17, 2002) (“July 17 Order).



The ISO staff, Commission staff and Market Participants held a technical
conference in San Francisco on August 13- 15, 2002, to discuss the MDO02 effort.
Four Working Groups were established as a result of this conference:

1. the Transitional Issues Working Group;

2. the Integrated Forward Markets Working Group;

3. the Resource Adequacy Working Group; and

4, the LMP/CRR Working Group.
On August 16 and 21, 2002, respectively, as required by the July 17 Order, the
ISO requested rehearing of certain aspects of that order and filed Tariff language
in compliance with such order. On August 27, 2002, the ISO filed comments on
the August 13-15 technical conference. In those comments, the ISO indicated it
might be able to implement a rudimentary forward energy market (the so-called
“Phase |l Lite”) by relaxing the balanced schedule requirement and the market
separation rule by January 31, 2003, though the I1SO indicated it did not support
doing so.

On October 11, 2002 the Commission issued its order® on rehearing of the
July 17 Order. In its October 11 Order, the Commission, inter alia, directed the
ISO to implement Phase Il Lite by January 31, 2003. On November 11, 2002,
the ISO filed a request for rehearing of the October 11 Order, indicating that,
contrary to its prior statements, it could not implement the Phase Il Lite market by
January 31, 2003. On November 27, 2003, the Commission issued the

November 27 Order in which it directed the ISO not to proceed with Phase Il Lite
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and directed the ISO to submit monthly reports as described above, of which this
Status Report is the first. Because this is the initial report, it contains significantly
more information than will be provided in subsequent reports.

On October 29, 2002, the ISO filed a request to hold a technical
conference to discuss implementation of the MD02 proposal. On November 8,
2002, the Commission set a December 9, 2002 date for that conference. The
ISO staff and consultants presented the MD02 project plan at the December 9,
2002 technical conference. In addition, representatives from the four working
groups reported on the progress that had been made in identifying and resolving

critical issues.

IL. PROPOSED PROCEDURAL APPROACH

As explained in this section, the ISO proposes to follow the practice of
other regional transmission providers in seeking the Commission’s conceptual
approval of critical market design features before proceeding with detailed
implementation work and tariff preparation.’ Accordingly, the ISO proposes to
file within approximately a month’s time an amendment to its Amendment No. 44
filing that would update the Comprehensive Market Design Proposal originally
filed in May 2002 and explain the ISO’s position on the critical issues the ISO
needs to have resolved before it can retain a primary software vendor. The
revised design proposal also would reflect the changes the I1SO has agreed to

make as a result of the discussions with stakeholders following the Amendment
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See e.g., Carolina Power and Light Co., et al., 94 FERC {61,273 (2001) (Grid South),
GridFlorida, L.L.C., et al., 94 FERC Y] 61,363 (2001), Avista Corporation, et al., 100 FERC {|



No. 44 Filing.® The ISO would need Commission approval of this revised design
proposal within 60 days of the filing in order to maintain the implementation
timeline presented at the December 9, 2002 Technical Conference. The ISO
would also proceed on parallel tracks to resolve, with stakeholder input, the many
design issues that are not time critical for the vendor contract, and to begin
drafting tariff language to reflect the new market design. The ISO would continue
to inform the Commission of the results of these stakeholder activities in future
status reports.

There are several reasons for the proposed procedural approach. First,
as experience over the past year has shown, the ISO’s market redesign process
is a dynamic process, which must proceed in stages and on parallel tracks to
balance the competing objectives of expediency and sound development
practices (including stakeholder participation), thereby maximizing the likelihood
of success of the project and minimizing the need for successive major design
changes. A strictly linear approach, i.e., an approach in which the 1SO would first
resolve all design issues, then draft and file tariff language, then receive
Commission approval, and then release a Request for Proposal (RFP”) for a
primary vendor, would result in extensive delays in implementation of the
necessary market reforms. Accordingly, the ISO is using the collaborative design
changes that have resulted from the extensive stakeholder activities that have
taken place since the May 1 and June 17 filings in finalizing the RFP for a

primary software vendor for MD02 that the ISO intends to release within the next

61,274 (2002) (RTO West), Arizona Public Service Company, et al., 101 FERC 161,033 (2002)
(WestConnect RTO), Cleco Power, L.L.C., et al. 101 FERC ] 61,008 (2002) (SeTrans RTO)



month®. However, the ISO understands that it is imperative to have conceptual
approval from the Commission of the core market design features to be
described in the revised design proposal before the ISO incurs significant costs
by contracting with a vendor.

Second, the ISO notes that MD02 implementation provides a unique
opportunity, by virtue of the extent of the required changes, to improve the
structure of the ISO Tariff in a meaningful manner. For the past five years, the
ISO has applied one patch or modification on top of another to a tariff that, from
the beginning, was extremely complex. The concept of “Tariff simplification” has
long been a goal at the ISO, but given the pace of crisis and change in the
California markets, the concept has remained a distant ideal. In preparing
revised tariff language for MDO02 the ISO would also strive to make its tariff more
consistent with those of other independent system operators (e.g., ISO New

England’s Market Rule 1).
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These changes are discussed in greater detail below.

The ISO is finalizing @ RFP for software vendors to provide Integrated Forward Energy
market (“IFM”) functionality. The IFM optimizes energy clearing, congestion management,
ancillary services procurement and unit commitment, includes a RUC process and uses a Full
Network Model (“FNM”) to derive Locational Marginal Prices (‘LMP”) at each network node.
Because the proposed IFM with LMP conforms to standard industry practices and the majority of
the design elements are consistent with the Commission’s proposed SMD, the I1SO believes it is
appropriate to proceed with the RFP. While the basic elements of the IFM, RUC, FNM and LMP
reflect industry standards and would, for the most part, be expected components of a standard
offer from a qualified vendor, there are certain elements of market functionality that the I1SO
needs to address specifically in an RFP to account for several unique aspects of the proposed
ISO market design and market conditions in California and the West. These as well as the more
standard features would all be submitted to the Commission in the revised design proposal. The
ISO notes that if any of the underlying MD02 assumptions or proposed resolution of these
elements are changed by the Commission after issuance of the RFP, the RFP would then need to
be amended or reissued. The additional time would need to be given to vendors to prepare
responses. The resulting delay to the software implementation schedule can not be specifically
quantified in advance of a specific instance of Commission modification or required change to the
RFP. However, for the ISO to have any chance of implementing the principal redesign elements
before the summer of 2004, the ISO must commence the RFP process early in 2003, even at the
risk of potentially having to amend the RFP.



Clearly an effort towards tariff simplification and standardization is an
activity that can be done in due course without delaying implementation of the
new market. For the next few months, however, it is more important for the ISO,
market participants, and the Commission to focus their attention and resources
on a limited number of core issues needed to get the primary vendor in place.
This will be the goal of the upcoming filing to revise the Phases Il and Ili
elements contained in the Amendment No. 44 Filing.

The following is a summary of the main elements the Commission can
expect to see included in the Revised MD02 Design Proposal.

1. Forward Congestion Management Based on LMP. The ISO
proposes to use a fully accurate model of the ISO transmission grid
to adjust submitted preferred schedules to mitigate transmission
overloads, ensure local reliability and, in the process, produce
congestion prices equal to the difference between locational
marginal energy prices at each node of the grid. With this change
the 1ISO will eliminate the distinction between inter-zonal and intra-
zonal congestion, eliminate the “Market Separation Rule,” and
conduct a forward spot energy market integrated with congestion
management.

2. Integrated Forward Markets for Energy, Ancillary Services and
Unit Commitment. Even without explicitly creating a new spot
energy market, the proposed LMP congestion management
approach would require energy trading among participants in order
to clear congestion on a network consisting of thousands of nodes..
The ISO proposes to use a Transmission Constrained Unit
Commitment (“TCUC”) algorithm to run integrated energy and
congestion management markets, procure ancillary services and
perform unit commitment, based on multi-part bids (start-up cost,
minimum load cost, incremental energy curve, and capacity
reservation bid for Ancillary Services). The proposed design will
allow Scheduling Coordinators (“SCs”) to self-schedule supply
resources and loads, and will allow commercial energy trading at a
few key “trading hubs.” The Ancillary Services (“A/S”) markets will
be used to procure Operating Reserves (Spin and Non-spin) and
Regulation (separate Reg Up and Reg Down as today).



Congestion Revenue Rights (“CRRs”). These new, primarily
financial instruments will allow participants to hedge the risk of
congestion charges in a manner consistent with the LMP
congestion management design. The ISO proposes to allocate
CRR Options to converted ETC rights holders, allocate CRR
obligations to load-serving entities, and release CRRs for any
remaining transmission capacity in an auction process. The
proposed limited physical scheduling priority property of CRRs
would allow a balanced schedule with corresponding CRRs to
receive higher priority against day-ahead curtailment than non-CRR
schedules.

Residual Unit Commitment (“RUC”). Because the outcome of
the integrated forward market processes is based completely on
SC schedules and bids, it may result in a total scheduled quantity of
energy that is substantially below the ISO’s forecast. The RUC
proposal, which is featured in the designs of the Eastern
independent system operators, would evaluate whether final
forward schedules include enough on-line resources to meet the
demand forecast for the operating day or hour, and if not, would
enable the ISO to commit enough additional units to ensure that on-
line capacity can meet the forecast.

Changes to Structure and Timing of Hour Ahead Market. The
ISO proposes to retain both the Day Ahead and Hour Ahead
markets that exist under the current market design. In the
Amendment No. 44 Filing, the ISO indicated that it would move the
close of the Hour Ahead market up to T-60 (60 minutes before the
start of the operating hour). At the time the ISO thought there was
near universal support for this change and that it was not
controversial. In the course of the Stakeholder Working Groups,
several parties voiced a concern that this change would eliminate
the opportunity for SCs to submit new real-time energy bids after
receiving and reviewing their final Hour Ahead schedules. At this
time, stakeholder consensus seems to be swinging back toward
preservation of the “re-bid period” and, if necessary, leave the Hour
Ahead time line approximately where it was originally (T-120).

Real-time Economic Dispatch Using Full Network Model. The
Commission has already approved real-time economic dispatch
which likely will be implemented in June 2003 based on the ISO’s
existing zonal network model (“MD02 Phase 1B”). With the
incorporation of the full network model, this approach will meet the
ISO’s real-time operating needs accurately and efficiently by fully
taking into account all transmission constraints, local reliability
needs, generator operating constraints, and system imbalance
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energy needs. This approach will produce nodal real-time energy
prices, which will be paid to supply resources but could be
aggregated to larger geographic areas for settling imbalance
energy purchases by load serving entities.

Bid Mitigation for Local Reliability Needs. The MD02 Proposal
includes Local Market Power Mitigation in both the forward and the
real-time markets and is based on the design currently being used
by PJM. The forward market mitigation of incremental bids that are
needed out of economic merit order for local reliability needs
follows the same logic and principles regardless of the underlying
network model used (i.e., nodal or zonal). With respect to local
market power in the decremental bid market, nodal pricing should
provide a natural mitigation in the first settiement market (i.e., the
day ahead). However, absent activity rules (such as precluding
bidders from submitting arbitrary decremental bids after the close of
the day ahead market), local market power in the supply of
decremental bids can emerge in the subsequent markets, again
regardiess of the granularity of the underlying network model. With
or without a forward energy market, bid mitigation for local reliability
is still a needed feature of the real time market. In the alternative
the ISO could apply AMP at the local level as is the practice in
NYISO and currently performed by the ISO in real-time.

Damage Control Price Cap on ISO Markets. To mitigate against
excessive market power abuse, the ISO proposes a Damage
Control Bid Cap (“DCBC?”) that will specify the maximum and
minimum bids allowed in the ISO’s energy and ancillary service
capacity markets.

Bid Screens and Mitigation. As ordered by the Commission, in
October 2002 the ISO implemented individual resource bid screens
and mitigation procedures in the real time market; i.e., AMP. In
subsequent phases of MD02 the AMP procedure would also be
applied to the forward energy markets and the RUC procedure.

Scheduling and Settlement of Loads. A crucial feature of the
LMP market design is the geographic granularity used for
scheduling and settling loads. In the Comprehensive Market
Design Proposal filed on May 1, 2002, the ISO recognized the
equity concerns regarding potentially large LMP cost impacts on
loads in constrained areas, and proposed a mechanism whereby
loads may schedule and settle at aggregation points, with prices
averaged over all the nodes within specified geographic areas of
the grid. In subsequent stakeholder discussions, the ISO expanded
its original proposal to allow load aggregation at the level of the

11



participating transmission owner service territory. The ISO also
proposes to allow SCs to create custom load aggregations for
scheduling and settlement, using the actual nodes at which they
serve load, provided there is appropriate revenue quality metering
to enable the ISO to verify the accuracy of the custom aggregation.
Individual loads with adequate metering and metered subsystems
may also elect locational pricing that coincides with their actual
locations.
L. STATUS REPORT
In this, this first Status Report, the ISO is attempting to provide a format
for the future updates. The ISO does not intend to provide the breadth of
introductory and general comments in subsequent reports Instead, the 1ISO
would expect that subsequent reports will focus on updating the scheduling and

budget data presented in Section Iil and informing the Commission of monthly

accomplishments and upcoming activities and milestones.®

A. MD02 Implementation Plan
1. Development Process
The ISO has retained IBM Business Consulting Services (“IBM”) for
external project management consulting with respect to MD02. IBM, in
collaboration with ISO staff, developed the MD02 implementation schedule that

was presented at the December 9" Conference.

10 Section Ill incorporates information that the 1ISO does not expect will be necessary to

include in monthly updates but which is being provided as a baseline. For example, the ISO
anticipates that future schedule sections may not include the Gantt chart contained in
Attachment B, but will consist of a narrative form highlighting the main elements for that particular
month. Similarly, the ISO anticipates that it will not be necessary to include the detailed
breakdown of the development of costs in Attachment E: Baseline Cost Estimates on a reguiar
basis, only Attachment D: Budget Status and Tracking Report with a narrative as needed.
Moreover, it is anticipated that on a going forward basis there will be less of a need to report on
alternatives considered as there is less design flexibility further along in the process. Instead the
ISO will report on key issues, including alternative design elements and items that will require
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The development of the implementation schedule followed accepted
business practices for project development. Standard formats and templates
were used by the Phase Il and IIl Managers and each of the nine Project
Managers to facilitate orderly tracking of projects and identification of synergies
and interdependencies among and between projects, and to link development
milestones to completion dates. The first step for the ISO in preparing the MD02
schedule required each of the nine Project Managers to develop their proposed
schedules. The schedules were then aggregated into an initial master program
plan. When the individual project plans were arrayed against one another, the
ISO discovered many projects were dependent upon other project(s) in either
Phase Il or Phase Il or a combination of both Phases.

Accordingly, the Phase Managers, who have the responsibility for overall
coordination of the projects in each Phase, and all Project Managers worked to
identify and coordinate the interdependencies of the projects, including those
with linkages across the phases. In one case a single project was determined to
be dependent on as many as six other projects.

Subsequently, the Project Managers submitted revised schedules and a
revised master program plan was prepared. The IBM consultants assisted the
Project Managers with staging of testing plans to assure that any non-concurrent
testing among the various projects would be incorporated into the master
program plan. Following a number of iterations, the MD02 master program plan

was finalized and presented at the Commission technical conference on

timely resolution by the Commission to meet project schedule and key issue resolution with
stakeholders.
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December 9, 2002. The master program plan will continue to be updated as
elements are completed or change.

Attachment A, MD02 Program Plan — High Level, is a summary schedule
of the MD02 Program Plan. Attachment B, MD02 Program Plan — Major Tasks
and Milestones contains a more detailed MD02 Program Plan with Phase tasks
and milestones. Attachment C, MD02 Program Plan — Training Schedule,
contains the MD02 Program Plan training schedule as requested by the
Commission.

2. Interpreting the MD02 Implementation Schedule

The MDO02 Implementation project schedule is a Gantt chart capturing
collectively all projects within each Phase and underlying deliverables grouped
by similar tasks within each of the distinct projects. The timelines shown for
particular tasks in the master project plan generally were developed based on
typical timelines for software system development. These timelines are subject
to adjustments based on the specifics associated with completion of preceding
tasks and as a result of other inputs. The schedule being provided herein is a
baseline and is linked closely to the higher level bar graph provided by the 1SO at
the December 9, 2002 technical conference.

In the ISO’s opinion, the anticipated timelines are aggressive but
achievable. The ISO would rather manage a project under this aggressive
schedule, even if unexpected delays occur, rather than include additional time up

front which could become a self-fulfilling expectation.
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While the same process was used to develop all facets of the schedule,
the training elements are being provided in their own attachment, which is
directly extracted from the master project plan. This is intended to make it easier
for the reader to understand how training is incorporated into the overall plan,
how the actual training deliverables are developed, and when training will be
available to the different users of MD02 elements. These elements of the master
project plan will continue to be monitored and updated as the program training
coordinator works through the deliverables required to deliver timely and
sufficient training.

3. Key Dependencies of Phase Il and Phase lli

As noted, many of the projects in both Phase Il and Phase Il are
interdependent. There are key elements within the phases that, without
successful implementation, would cause a failure of the Integrated Forward
Market (“IFM”) and/or Locational Marginal Pricing (“LMP") using the Full Network
Model (‘FNM”). The three key elements that are interdependent and essential
for the successful implementation of the IFM in Phase Il are Master File
Redesign, Market Transaction System, and Settlement Modifications. While
these key elements are not part of the core software being procured through the
IFM and LMP RFP, they are necessary components to the inputs of the market
participants and the processing of market data to the ultimate financial settlement
of the market. If one of these elements is not implemented as scheduled, IFM
will be delayed until such time as the dependent project is successfully

completed.
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There are four key elements for implementation of Phase 11l LMP with
FNM: Congestion Revenue Rights; Master File Redesign; Settlement
Modifications; and Transmission and Contract Optimization System. One
additional overall dependency for Phase lll is the successful implementation of
Phase Il. Without the successful implementation of IFM there cannot be a
transition to LMP using the FNM.

4, Current Schedule

The current program schedule and its implementation dates are based
upon industry-accepted practices for systems implementation. The scope of all
projects has been determined and early milestones of the project plan have been
met. Most Phase Il and Il projects have substantially completed vision
documents and are currently working through the business process design.

The following significant accomplishments have been achieved:

1. Creation of comprehensive project schedule for all phases
including analysis, design, construction, training, testing,
remediation and implementation;

2. All elements of Phase 1A are in production;

3. Completion of design details with the incumbent vendor for
the real-time security constrained economic dispatch
(*SCED”) in Phase1B;

4, Analysis and scoping of forward energy markets including
simultaneous optimization with ancillary services and

congestion management;
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5. Creation and release of RFP for Congestion Revenue
Rights;
6. Performed initial LMP studies to validate design options and
determine business rules for LMP implementation;
7. Analysis and scoping of LMP using the Full Network Model;
and
8. Resolution of a number of issues for the Phase |l and Phase
Il IFM/LMP RFP requirements through extensive
stakeholder engagement in Working Groups and JAD
sessions. These issues are depicted in Attachment F: MD02
Topics Discussed in Working Group and JAD Sessions.
In addition, the ISO projects that deliverables for Phase |l and Phase Il IFM/LMP
RFP are 60% complete.

The final schedule represents the ISO’s and IBM's current, informed best
estimate of the time required for completion of each design element within each
project for Phase Il and Phase lll. The project schedule remains dynamic until
there are specific time commitments from vendors for any outsourced elements,
most notably the core IFM/LMP software. If the vendor(s) do not complete the
work as set forth in the timeline agreed to by the successful bidder, and/or the
ISO or the Commission deny or otherwise modify the revised MD02 design, the
current schedule likely will change.

At the December 9" Conference, certain market participants expressed

concern regarding the proposed schedule for market testing prior to proceeding
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with full implementation of the new market design. The ISO is very sensitive to
the concern that market participants must have sufficient time and training to
adjust to the significant changes to systems and procedures. The ISO will
continue to evaluate the testing schedule to determine if adjustments are
warranted and will include updates in subsequent Status Reports as warranted.

B. MDO02 Budget

In response to the Commission’s request for data regarding MD02
implementation costs, the ISO is providing confidential budget information in two
formats: (1) the “Baseline Cost Estimates” and (2) the “Budget Status and
Tracking Report.” Both these documents are being provided on a confidential
basis because it would be commercially imprudent to reveal estimates of vendor
costs prior to negotiation and contracting with successful bidders.

Attachment D, the Budget Status and Tracking Report shows how money
is actually being spent compared to forecast. It shows the budgeted amounts,
the amounts authorized by the Board of Governors, the amounts that have been
approved through the internal ISO accounting process, and actual expenditures
to date. Attachment E, the Baseline Cost Estimates, shows each phase cost
breakdown by individual project element. Because the ISO has not yet
contracted with vendors for all of these elements, these budget numbers,

particularly for Phases Il and Ill, are very preliminary.

18



C. Market Design Alternatives Considered

1. Alternatives Considered in the Working Groups and JAD
Sessions

In the November 27 Order, the Commission asked the ISO to explain
“alternative methods of developing the MD02 elements.” November 27 Order at
P 9. Inits Statement of Position filed in this proceeding on December 2, 2002,
the ISO discussed alternatives it considered in the course of the Stakeholder
Working Groups and its reasons for proposing either modifications to the initial
MDO2 proposals or continuing with the original market design. Since that filing,
some of these issues have been discussed further in Joint Application
Development (“JAD") sessions with stakeholders that were conducted during
December. The discussion below reflects any relevant modifications that have
been made to the positions enunciated in the ISO’s December 2 Statement of
Position.

a. Proposed MD02 Modifications

As a result of discussions with stakeholders and based upon further
consideration of alternatives, the ISO is in the process of finalizing the following
modifications to the MD02 elements originally proposed in the Comprehensive

Market Design Proposal filed on May 1, 2002:

1. Load aggregation: In its Comprehensive Market Design Proposal
and June 17 Tariff filing, the ISO initially proposed to schedule and
settle loads at the Demand Zone level and, when technically
feasible, at the Load Group level. The ISO contemplated that
there would be approximately 20 Demand Zones in the 1ISO Control
Area and over 40 Load Groups. Certain parties expressed anxiety
that LMP pricing will have a significant negative cost impact on
them. The ISO has consistently recognized the equity concerns of
these parties and is willing to accommodate such concerns.
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Specifically, in response to these concerns, the ISO believes that it
is appropriate to establish default load aggregation groups at a high
level, at least for a transition period. This high level aggregation
would have four distinct pricing areas for load settlement: the
current NP15 and ZP26 zones (which comprise the Pacific Gas &
Electric transmission service territory); and the Southern California
Edison Company and San Diego Gas & Electric Company
transmission service territories (which today comprise the SP15
zone). All Load Serving Entities (“LSEs”) within these boundaries —
including municipal utilities and non-utility retail service providers —
would schedule loads at this level and would settle those loads at
load-weighted average nodal prices for each of those four areas.
This approach is consistent with the approach taken by PJM and
the NYISO, both of which settle loads at a high level of aggregation.
This approach would address the concerns of parties regarding
LMP cost impacts on loads without sacrificing the primary benefits
of LMP for the California market.

Penalties for Failure To Maintain Resource Adequacy: If it is
determined that an ISO-established resource adequacy mechanism
is necessary, and in order to move resolution of this issue

forward, the ISO is prepared to support an alternative approach
that it proposed in the Comprehensive Market Design Proposal.
The I1SO would propose that, instead of penalties based on a
forward-market assessment of resource adequacy, the 1ISO would
establish a forward-market priority curtailment list, to be utilized in
real-time if necessary.

Timing of the Hour-Ahead Market: The ISO perceives this issue as
a simple choice between moving the Hour-Ahead market closer to
Real Time and eliminating the current re-bid period (i.e., the
opportunity to re-submit real-time energy bids after final Hour-
Ahead schedules are published), or retaining the re-bid period and
keeping the Hour-Ahead market timeline roughly where it is today.
Either option could be compatible with the comprehensive market
design. The ISO originally proposed the first option in response to
what it believed was universal support for this change. However,
some parties have expressed a strong desire to retain the re-bid
period, and no consensus was reached on this issue in the Working
Group. Therefore, the ISO is revisiting its initial proposal and
continuing to discuss this issue with stakeholders.

Virtual Bidding: The original MD02 proposal did not address the
question of Virtual Bidding. In discussions in the Working Group,
most (but not all) parties felt that Virtual Bidding should not be
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permitted when MDO2 is first implemented, but may have merit at a
later date, once the new markets have demonstrated stable
performance. One issue related to virtual bidding that was raised in
the Working Group is whether the newly acquired software and
systems to implement market redesign should accommodate
“explicit virtual bidding”. Because the Commission’s Standard
Market Design Notice of Proposed Rulemaking contemplates the
accommodation of explicit virtual bids and Eastern independent
system operators have implemented explicit virtual bidding
successfully, the ISO believes it would be prudent for its new
software and systems to accommodate the potential future
implementation of explicit virtual bidding.

Bilateral Schedules: Although the Comprehensive Market Design
Proposal explicitly recognized the need to accommodate bilateral
schedules, at the time it was drafted, the ISO had not yet
considered certain other aspects of the “bilateral scheduling” issue
that have surfaced in the course of the IFM working group. Several
participants have pointed out that it may be problematic to try to
accomplish self-scheduling through the use of price-taker bids in
the context of the ISO’s mitigation measures, specifically the $250
bid cap and the AMP mechanism and requested the option to set a
flag on their bids which would explicitly distinguish self-schedules
from other bidding practices that could trigger mitigation. The ISO
has accommodated this concern by allowing the Scheduling
Coordinator the option not to submit bids with a preferred self-
schedule (subject, of course, to any applicable must offer
obligation), and to thereby be distinguished from Scheduling
Coordinators who bid as price takers.

CRR Scheduling Priority: The ISO originally proposed to accord a
Day-Ahead scheduling priority to point-to-point (“PTP”) CRRs. PTP
CRR schedules would have the second highest scheduling priority
(after ETC schedules) and, in particular, would have a scheduling
priority over other price takers in the Day-Ahead Market. The ISO
did not propose to extend scheduling priority to Network Service
(“NS”) CRRs because it would lead, in the event of uneconomic
curtailment, to potentially excessive curtailment of CRR schedules
to maintain the correct distribution proportions across the multiple
injection and take-out nodes that make up the NS-CRR.
Stakeholders pointed out that the same problem can occur with
PTP-CRRs when the take-out point is a load aggregation. The
following options have been identified to resolve this problem:

(1) limit the scheduling priority to PTP CRRs with sources and sinks
that are single nodes (rather than Load Aggregation Points or
trading hubs); (2) extend scheduling priority to all CRRs (including
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Network Service Rights) but, in the event that pro rata adjustments
are needed to clear congestion, do not attempt to keep the nodal
distribution pattern fixed; or (3) not provide a scheduling priority for
CRRs. This issue is still open, pending further discussion with
stakeholders.

7. Rolling CRRs: In its Comprehensive Market Design Proposal, the
ISO proposed to offer a portion of the available transmission
capacity ("“ATC") as long-term (three-year) CRRs once every three
years. Some parties expressed concerns that, in the intervening
years, this proposal would not allow them to procure CRRs for a
three-year time horizon, and expressed a need to be able to
procure such CRRs at any point in the cycle, not just once every
three years. Other options include offering only a portion of the
total allowable long-term CRRs annually, or offering the full amount
of allowable long-term CRRs for the third year annually. Based on
further discussions with the working groups, the 1ISO believes that
the concept of rolling CRRs has merit and will continue to discuss
this matter with stakeholders. With respect to certain parties’ desire
for even longer-term CRRs (e.g., five-year CRRs), the ISO
believes that it is prudent to limit CRR availability to the proposed
three-year period, at least initially, until the ISO and market
participants gain experience with LMP in California. The I1SO is
willing to revisit this issue in the future.

8. Local Market Power Mitigation: Options discussed by the Working
Group with regard to local market power mitigation included:
(1) the approach proposed by the ISO in the May 1 filing, which is
similar to the methodology that the Commission approved for PJM,
(2) the methodology in place in the NYISO, and (3) the
methodology in place in ISO New England." Throughout the
working group process the ISO has been amenable to discussing
alternative local market power mitigation measures with
stakeholders. Thus far, however, parties have not presented strong
concerns about the ISO’s original proposal to use the PJM

n In PJM, the bids of Generators called to operate for local reliability purposes are capped

at: (1) the average LMP during a recent comparable period when the Generator was in merit
order dispatch or (2) a level based on cost plus a 10 percent adder. Atlantic City Electric
Company, et al., 86 FERC 61,248 at 61,899 (1999). In ISO New England, units running out of
economic merit order are subject to a screen price ranging from five to fifty percent above the
reference price. If the reference price, multiplied by the screening percentage is less than the
current day or hour out-of-merit bid, and the market structure screen identifies fewer than three
total competitors, mitigation pricing will apply. See Section 17.3.2.2 and Appendix 17-A of
NEPOOL’s Market Rules and Procedures. The NYISO sets In-City load pocket conduct and
impact thresholds according to a formuta'’ that is proportional to the number of congested hours
experienced over the preceding 12-month period. The In-City bid will be mitigated if it exceeds
the reference level by more than two percent." New York Independent System Operator, Inc., 99
FERC 11 61,246 at 62,046 (2002).
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approach, nor presented any reasons why another approach would
be superior.

b. Original Design Features the ISO Proposes to
Retain

The ISO recommends that the original proposal should be retained and

certain proposed alternatives should not be adopted with respect to the following

market design elements:

1.

RUC vs Continuation of the Must-Offer Waiver: The ISO continues
to believe that its proposed RUC procedure is an integral element
of the MD02 comprehensive market design, is fully consistent with
the implementation of LMP by other independent system operators
and is an absolute necessity for the ISO to perform its core, NERC-
mandated function of reliable grid operation. Although the ISO’s
Must-Offer Waiver procedure, as adopted by the Commission, does
take into account a Generating Unit's Minimum Down Time,
including its Start-up Time, the Must-Offer procedure is not an
effective substitute for a structured, objective and transparent unit
commitment process.

Timing of Unit Commitment Decisions: The ISO proposed to follow
PJM’s approach and make its residual unit commitment decisions
after the completion of the Day-Ahead market and to carry over any
minimum load energy resulting from RUC to a subsequent market
(i.e., either to be scheduled by the Scheduling Coordinator against
load in the Hour-Ahead market or to be viewed by the I1SO as a pre-
dispatch of Real Time Energy). Some parties have raised the issue
whether the ISO’s unit commitment decisions should be included in
the Day-Ahead market. Participants have suggested two variations
of this concept. The first variation entails running RUC after the
Day-Ahead market as originally proposed in the Comprehensive
Market Design Proposal, but then incorporating the minimum load
Energy associated with RUC-committed units into the final Day-
Ahead Schedule. The NYISO follows this approach. The second
variation would be to incorporate the RUC procedure into a
complete re-run of the Day Ahead market by having the 1SO bid
load in an amount equal to the shortfall between the ISO’s load
forecast and the final Day Ahead schedule that resulted from
Market Participants’ bids and schedules. With respect to the latter
proposal, the ISO believes that it is inappropriate to have the 1ISO
bid load into a re-run of the Day Ahead market. The Day-Ahead
market outcome should reflect the bids and schedules submitted by
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market participants.’® With respect to the two options for treating
the minimum-load energy of RUC-committed resources, the 1ISO
continues to prefer the PJM approach because it completely
insulates Day-Ahead market prices from any impacts of ISO RUC
decisions.

Ancillary Services Capacity Bids - whether the 1SO should permit
one capacity bid or four capacity bids: In its the Comprehensive
Market Design Proposal, the ISO advocated a design which would
utilize four capacity bids, one for each type of Ancillary Service.
The ISO continues to believe that four capacity bids are
appropriate. Regulation, Spin and Non-Spin impose different
operational requirements on a unit and, therefore, should be bid
separately. Because Reg-Up and Reg-Down are procured and
priced separately, they should also be bid differently. Finally,
because Ancillary Services capacity bids include only two figures,
MW and $/MW, submitting a separate bid for each service is not a
burden on the I1SO.

Whether There Should Be Bid Limitations Between Sequential
Markets (Day-Ahead to Hour-Ahead to Real-Time): Under the
ISO’s proposal, the portion of the energy bid curve associated with
capacity selected in the day-ahead market and the RUC process
cannot be increased in a subsequent market. The ISO’s proposal
is consistent with the bidding limitations in place in the Eastern
independent system operators and is necessary to prevent bidders
from exercising market power.”™ The Commission has recognized
in the SMD NOPR that bidding limits may be imposed to mitigate
market power. SMD NOPR at §] 273.

Should Locational Marginal Prices Be Used for Settlement With
Supply Resources: Although some participants question the use of
nodal prices to settle supply resources, the 1ISO believes that
settlement of supply resources at nodal prices is so fundamental to
an effective market design that such element cannot be
relinquished without compromising the effectiveness of the entire
redesign effort.

If the 1ISO were to bid load into this market, it would totally defeat the ability of market
participants to limit their purchases in Day-Ahead and would force them to purchase Day-Ahead
energy up to whatever amount the ISO's purchasing procedures dictate. Moreover, it would mean
that ISO energy purchasing procedures — rather than participants’ economic decisions — become
the ultimate determinant of Day-Ahead prices.

For example, absent this provision, a supplier could submit a low energy bid curve in
order to have its unit committed in the 1ISO’s residual unit commitment process and then once
selected, modify its energy bids upwards for dispatch in the real-time market.
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What Power Flow Model Should the ISO Use: The ISO proposes
that the Integrated Forward Market optimization and the Real-Time
dispatch will be based on the results of an AC Optimal Power Flow
(“OPF”) that will minimize the Real-Time cost of imbalance Energy,
determined from Energy bids submitted by participating resources,
subject to transmission interface, nomogram, and resource
capability constraints, while accounting for transmission losses. In
general either a DC model or an AC OPF model can be used. The
DC models are widely used and are generally easier to operate.
They are also more robust and can provide repeatable solutions.
However, the DC models do not incorporate accurate calculations
of losses and do not model factors such as voltage constraints,
reactive power limits, and other dynamic features of the
transmission network. Although an AC OPF is more complex than
a DC OPF, it has numerous benefits that outweigh the complexity. '

Options vs. Obligations: The ISO proposes allocating Obligation
CRRs to LSEs and to offer Option CRRs only to ETC rights holders
who convert. Parties have raised the following alternatives to the
ISO’s proposal: (1) allocate only Options to LSEs; (2) permit LSEs
to request their mix of Options and Obligations; and (3) not grant
Options to any entity including ETC conversions. The ISO is willing
to offer Options CRRs to LSEs in the future once the ISO
determines that it is technically feasible to do so on such a large
scale. This is consistent with the position the Commission has
taken in the SMD NOPR. The ISO proposed to allocate Options
CRRs only to converting ETC holders, if desired. Although this
complicates the release of CRRs by requiring a distinct allocation
procedure and creating different “flavors” of CRRs, and may
decrease the total amount of transmission capacity available to the
market, the ISO recognizes the value of encouraging ETC holders
to convert to CRRs and has determined that it will be technically
feasible to grant Options CRRs on this limited basis.

Allocation vs. Auction of CRRs: The ISO proposes to allocate
CRRs to LSEs and converted ETC rights holders. Parties have
suggested several alternatives pursuant to which CRRs would be
allocated during some specified transition period only, after which
all CRRs would be auctioned. The ISO submits that the proposal to
require the auction of all CRRs exalts form over substance. Under
a full auction scheme, entities that are entitled to an allocation of

AC models can incorporate the “dynamic” features of the transmission system by
observing voltage constraints and reactive power limits. An AC model calculates losses on a
marginal loss rate, which tends to result in “over-collection” of loss costs. The loss characteristics
of the AC-OPF increase the accuracy of dispatch of resources by calculating the effects of losses
on congestion in the network.
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CRRs would instead be entitled to a share of CRR auction
revenues. Thus, any LSE that desires to maintain its rights could
bid an arbitrarily high price for the CRRs and retain their full value
because all of the revenues from the auction sale would return to
that LSE, i.e. LSEs would essentially be paying themselves.
Requiring the I1SO to release all CRRs at auction would impose an
additional and unnecessary administrative burden on the ISO and
the parties entitled to CRRs. Moreover, under the Comprehensive
Market Redesign Proposal, CRRs follow the load, not the LSEs. If
a load should switch from its existing LSE to a new supplier, then
the associated CRRs would be shifted to the new supplier.
Moreover, the ISO proposes to allocate CRRs to LSEs only in the
quantities necessary to serve their load, net of local generation,
based on historical patterns of load and grid usage. Based on the
ISO’s proposed allocation rules, there should be additional
transmission capacity available in the CRR Auctions.

As noted in the December 2™ Statement of Position, throughout the
working group process and in developing the positions stated in this filing, the
ISO has maintained a focus on the big picture, i.e., on the internal consistency of
the entire design and the inter-relationships of the various elements and issues.
In light of previous Commission orders to avoid a piecemeal market design
approach, the ISO has continually tried to assess the impacts of specific design
proposals on the functioning of the whole system, and to develop its positions on
the issues accordingly, while at the same time remaining open to making feasible
changes in design to address the concerns and needs of market participants.
Statement of Position at 6. The ISO submits that the need to ensure internal
consistency must inform the Commission’s determinations with respect to the
California and Western market designs. Options cannot be examined in isolation

but must function together in a workable market structure.
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2, Additional Consideration of Alternatives
a. Use of ISO New England Software and Market Rules

With regard to alternative methods of developing the MD02 elements, the
Commission Staff at the December 9" Technical Conference expressed
particular interest in an offer from ISO New England regarding potential use by
the 1SO of their market design software. The ISO subsequently discussed this
offer with ISO New England and began a detailed comparison of the ISO
New England market design as embodied in its “Market Rule 1” against the
MDO02 design. The following discussion is intended to inform the Commission
about the ISO’s findings

Because the ISO anticipates that any vendor capable of providing the core
elements that the ISO requires, either has this base functionality in production in
other ISOs/RTOs or is poised to provide it in the very near future, the efficiencies
that the Commission seeks to capture are, to a significant extent, already
imbedded in the ISO implementation plan. Because the MD02 design closely
follows that of existing markets and the Commission’s proposed in the Standard
Market Design, any vendor responding to the RFP being issued would
incorporate any features or design efficiencies from these other operating
markets in order to provide a competitive bid. The ISO never anticipated that a
qualified vendor would build software from the ground up to meet its
requirements, but instead would adapt existing software to meet any of the

additional market enhancements set forth in the RFP issued by the 1SO.
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The following discussion is divided into two parts. First, the ISO discusses
the ISO New England software and certain of the issues involved with its
utilization by the ISO. Second, the ISO reviews ISO New England’s market
design as embodied in its Market Rule 1, and identifies similarities and
differences to MDO2.

(1). 1SO New England Software

The ISO understands that in March 2001, ISO New England began a
major market redesign effort. This project, which was based on the rules of PJM
as modified by some of the “best practices” of New England’s market
management, will begin its third round of market trials in January 2003 and is
expected to go live on March 1, 2003. The project is expected to cost
approximately $70 million. ISO New England has licensed the PJM market rules
and enhanced them: (1) to better accommodate hydro resource dispatching and
(2) to include a loss component in locational marginal price. 1ISO New England
refers to this modified set of PJM-based rules as “Market Rule 1.” It is likely that
Market Rule 1 would need further enhancement to be useful in a market such as
California’s that has significantly more hydro resources, heavy reliance on
imports and a substantial number of existing transmission rights.

The market software implemented at ISO New England is based on
ALSTOM ESCA Corporation (“ESCA”) platform. The ISO understands that ISO
New England’s payments to ESCA for the SMD software have totaled to date
approximately $12.5 million. In addition, Accenture built ISO New England’s

original settlements system, but this system has been almost entirely re-designed
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for the enhanced market design using ISO New England resources. 1ISO New
England has spent considerable time and effort developing business process
definitions and training materials.

ISO New England appears willing to share the material it has developed.
This would include the business process definitions and the training material. It
may also include the settlements system. While the enhancements contained in
Market Rule 1 are the work of ISO New England, the original package was
developed by PJM. Thus, the ISO might have to license the original rule set from
PJM. Pursuant to the license agreement, ISO New England may not give away
the ESCA software. Therefore, the ISO would have to license the ESCA
software separately. With this approach, there would be some difficulty in
integrating an implementation of what, despite the efforts to move to standard
interfaces, are highly customized integrations into existing legacy systems
including the existing Energy Management System (‘EMS”). Through the
development of an RFP, the ISO sets forth the specifics of the required
integration so that the vendor can evaluate the difficulty of integration into legacy
systems. This is a much more efficient method of integration as opposed to first
determining the required customizations of the NEISO implementation and then
adapting them to the ISO requirements.

The value of utilizing the ISO New England program to California would
depend greatly on the extent to which California’s MD02 implementation mirrors
ISO New England’s market design. An analysis of the New England and

California market designs is provided in the next section.
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The highest value would be obtained if Market Rule 1 were to be adopted
essentially intact. The ISO would then save the effort associated with business
rule development, business process definition, development of training materials,
and development or acquisition of a new settlements system. However, given
the market design accommodations required for the ISO, substantial hydro
resources, significant reliance on imports and existing transmission contracts,
much of this value would be lost as discussed in further detail below.

(2). Comparison of Market Rule 1 with MD02

Subsequent to the December 9 Technical Conference, the ISO began a
systematic comparison of MD02 with ISO New England’s market design as
embodied in Market Rule 1 (MR-1). As part of this comparison the ISO initiated
discussions with ISO New England staff to understand in greater detail exactly
how MR-1 is being implemented. The present section offers some preliminary
observations. In a subsequent report the ISO will provide a more detailed
discussion of the similarities and differences between MR-1 and MD02, and an
assessment of the pros and cons of adopting MR-1, with suitable adaptations, as
the basis of the ISO’s market redesign.

At first glance MR-1 and MDO02 are quite similar to each other and to the
Commission’s SMD NOPR. Both are based on Locational (i.e., nodal) Marginal
Pricing (LMP) and an integrated forward market which simultaneously performs
congestion management, clears the energy market and procures ancillary
services. Both MR-1 and MDO02 contain a reliability unit commitment procedure

that runs after the Day-Ahead market to commit adequate capacity to meet the
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next day’s load forecast. Finally, both designs offer point-to-point transmission

rights (FTRs or CRRs) that are of the obligations type.

Based on an initial review, the ISO understands that the following

elements appear to be the main differences between MR-1 and MD02:

MR-1 provides for the submission of limit prices for
congestion costs associated with Day-Ahead “external
transactions,” which signals the forward market optimization
to curtail such schedules in order to stay below the limit
price.

MR-1 allows for the submission of no-load bids, rather than
requiring minimum load to be cost-based as in MD02.

MR-1 requires Day-Ahead energy bid curves to be the
same for all hours of the trading day, whereas MDO02 aliows
different energy bids curves for each hour.

MR-1 proposes to disaggregate LMPs into energy,
congestion and loss components.

MR-1 allows capacity bids only for regulation service, and
prices operating reserves at the opportunity cost of energy in
the same market in which they are procured.

MR-1 does not provide for AS self provision to the extent the

ISO proposes.
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MR-1 accommodates only symmetric regulation ranges;
MDO2 proposes to maintain separate regulation up and
regulation down services.

With respect to the reliability unit commitment, MR-1
minimizes only the commitment costs, whereas MD02
proposes to minimize the expected cost of energy dispatch
from committed resources to meet the forecasted real time
imbalance.

MR-1 is a two-settlement system (Day-Ahead and real
time), whereas MDO02 has an Hour-Ahead settiement market
as well.

MR-1 does not provide penalties for uninstructed real time
deviations by supply resources, whereas MD02 sees these
as necessary to prevent physical withholding in real time.
MDO02 proposes to perform real time settlement for each 10-
minute interval, as an additional incentive for supply
resources to follow dispatch instructions; MR-1 proposes
hourly real time settlement.

MR-1’s transmission rights (“FTRs”) are purely financial, with
no day ahead physical scheduling priority; MDO02 provides
Day-Ahead priority against curtailment for balanced

schedules with corresponding CRRs.
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b. SMD Proposal on Existing Contracts

Over the years the ISO and several market participants have in various
filings with the Commission noted the inefficiencies and complexities created by
the requirement that the ISO accommodate existing transmission contracts
(*ETCs”) in allocating transmission to grid users, the most notable inefficiency
being “phantom congestion.” Nevertheless, the ISO’s May 1 Comprehensive
Design Proposal continued to fully accommodate ETCs, based on the
expectation that the Commission would maintain its existing policy. With the
release of the SMD NOPR, however, the Commission has offered an alternative
approach that has the potential to resolve many of the inefficiencies and
complexities associated with ETCs that the ISO had expected to carry forward in
implementing MD02. Although the ISO is still evaluating the pros and cons of the
SMD approach, the ISO believes that because of this potential it would be

premature at this time to exclude it from further consideration.

IV.  ONGOING STAKEHOLDER PARTICIPATION

A. Background On Stakeholder Participation in Development of
MD02

The ISO has provided for stakeholder comments and design input
consistently, dating from the early stages of development of MD02. On
January 9, 2002, the ISO posted to its website a draft comprehensive Design
Proposal used for discussion purposes with stakeholders on January 14-17,
2002. This marked the beginning of the ISO’s development of a program of

market design changes that would address current problems in a systematic
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fashion and create a framework for a sustainable, workably competitive electric
industry that benefits California consumers and is compatible with the rest of the
western region. Through a stakeholder process the ISO completed its
Comprehensive Market Design proposal on April 19, 2002. This is the
comprehensive proposed market design that was filed on May 1 and June 17,
2002.

The ISO has proposed to implement the MD02 proposal in three phases.
Since the May 1% filing, Phase IA was implemented on October 30, 2002, which
included market power mitigation measures. Phase IB is targeted for full
implementation in June 2003.

B. Current Stakeholder Activities

The ISO now is transitioning from the conceptual design phase to the
implementation phase. Even though many of the design-related issues are being
resolved, this does not mean the ISO no longer needs stakeholder input. Rather,
the I1SO fully intends to continue utilizing its stakeholder process through the Joint
Application Design™® (“JAD") sessions that have been very successful. The well-
received JAD sessions began with Phase IB and have continued with the
development of design details for Phase 1l and Phase III.

As a part of the on-going stakeholder process, the ISO has offered
multiple educational papers, seminars and discussions on basic aspects of

market design. Early recognition of the need for a common, fundamental

'> JAD sessions are a commonly used method in standard software development projects to
resolve technical design issues and to establish a common set of business requirements. The
ISO has engaged a small group of market participants with business and technical expertise that
represents a broad cross-section of stakeholders to work with 1ISO staff to resolve design details.
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understanding of market issues and a common vocabulary for discussing such
issues led the ISO to work with stakeholders to identify topics and concepts of
concern. The ISO then attempted to inform all interested Market Participants in
the basic elements of such market design topics and concepts.

The ISO recently completed three weeks of JAD sessions on
December 18, 2002 for Phase Il and Phase lll. The JAD stakeholders identified
a total of 55 issues for both phases, many of which are the same as those raised
in the stakeholder work groups. These are listed in the matrix provided as
Attachment F. After the column describing the issue, the “Status” column
indicates whether the issue has been resolved. The third column, “Resolution,”
describes either the final solution for the issue or the solution(s) under
consideration. There still remain elements within Phase Il and Phase il that will
require further discussion with stakeholders. Therefore, the ISO proposes to
continue using JAD sessions either via conference call or meetings for focused
design-related issues that surface throughout the implementation process.

In the November 27, 2002 Order the Commission directed the I1SO to
update its implementation plan on a monthly basis, indicating its progress and
upcoming steps. The ISO now proposes to hold monthly stakeholder meetings
on the first Tuesday of each month following its first Monday of each month
progress report that the ISO will file with the Commission. The focus of the
monthly stakeholder meeting will be twofold: (1) to provide a status update of
each MDO02 Phase, highlighting the key issues that have been resolved over the

past month and answering any stakeholder questions about the previous day’s
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filing, and (2) to develop an agenda and work plan for issues that must be
resolved over the coming month and, as time may permit, begin working to frame
and clarify each such issue. The ISO proposal for these regular stakeholder
meetings and issue identification will allow all parties to determine the level and
type of effort that will be needed and accordingly to commit adequate resources.
As the ISO transitions to the implementation phase, the ISO recognizes
the importance of establishing a Technical Locational Marginal Pricing Working
Group (“LMP-WG"), similar to the Technical Standards Working Group that has
provided an ongoing technical forum for stakeholders for the past several years.
It is envisioned that this working group would evaluate prices runs and studies
during the testing stage of LMP implementation to determine the accuracy of
pricing results. In addition they would help to develop business practices as they
relate to scheduling protocols and other changes required in the LMP
environment. It should be emphasized that the LMP-WG must be small, to
ensure that as implementation issues arise, resolution is made in a timely
manner so as not to slow down the ISO’s proposed timelines for Phase Il and
Phase lll. The entities selected for this group should have a technical
background, and should be willing to commit to continuing participation in all
working group activities. The ISO proposes the working group have the following
representation: WestConnect, RTO West, the California municipal utilities, the
generators, Direct Access customers, the three I0Us and the State of California,

for a total of nine non-ISO members.
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C. Resource Adequacy

On May 1, 2002, as part of its MD02 proposal, the ISO filed to establish an
Available Capacity (“ACAP”) obligation on load-serving entities in California. The
ACAP obligation was intended as an integral element of the proposed new
market design necessary to support the ISO’s core function, i.e., providing non-
discriminatory and reliable transmission service to all customers. In addition, the
ACAP proposal was intended to create a viable platform for long-term forward
contracting, thus promoting investment in new supply (and demand) resources.
In many respects, the ISO’s proposal is aligned with many aspects of the
resource adequacy proposal put forth by the Commission in its SMD NOPR.
Concurrent with the development of the ISO’s MD02 proposal, a number of
California state agencies initiated rulemakings related to resource adequacy.
The I1SO previously submitted information regarding these initiatives to the
Commission in its Statement of Position, filed December 2, 2002 (See
Appendix A to the ISO’s Statement of Position). As noted in the ISO'’s filing, the
progress of the State’s efforts regarding resource adequacy has been significant.

In its July 17 Order, the Commission directed the ISO and stakeholders to
develop, through the “technical conference” process established therein, a long-
term resource adequacy proposal. Subsequent to the July 17" Order and the
Commission-sponsored technical conference that occurred shortly thereafter, the
ISO and stakeholders formed the “Resource Adequacy Working Group” or
“‘RAWG”. As noted in previous ISO submissions to the Commission, California

State agencies, represented by the State’s “Inter-Agency Working Group” or
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“IAWG”, were chosen to facilitate the RAWG discussions. To date, and as
previously articulated to the Commission, the RAWG discussions have focused
on three subject areas:

1. Allowable Resources — whose purpose is to develop principles for
determining the eligibility of various types of resources to provide
capacity that could be procured by LSEs to satisfy a resource
adequacy requirement.

2. Nature and Level of Obligation — whose purpose is to develop
principles on the nature of the resource adequacy obligation and
the appropriate level of reserves.

3. Jurisdiction/penalties - whose purpose is to develop principles
on the appropriate delineation of responsibilities regarding which
entity oversees and monitors compliance with an established
resource adequacy requirement and whether and how
penalties/incentives for non-compliance/compliance should be
applied.

At this time, as previously outlined to the Commission, and in recognition
of the primary role and significant progress of the State of California’s own efforts
at developing a policy framework for resource adequacy within California, the
ISO supports further development of those State efforts before defining what, in
the end, may be required with respect to a limited and appropriate resource
adequacy requirement for users of the ISO Controlled Grid. Thus, as it pertains

to the process for resolving resource adequacy related issues going forward, the
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ISO thinks that the State activities should be the primary forum for addressing
certain fundamental resource adequacy-related issues. To support those efforts,
the ISO Board, at its November meeting, passed a resolution that directed
management to file at the Commission a request to defer action on the ISO’s
ACAP proposal and for management to reassess the need for such a
requirement upon conclusion of the State efforts currently underway, but no later
than November 1, 2003. Shortly, the ISO will file a motion requesting that the
Commission defer action on the ACAP proposal.

Notwithstanding the State efforts, the ISO supports continuation of the
RAWG discussions. To date, there has been broad participation in the RAWG
discussions, with participation by the state’s investor-owned utilities, direct
access providers, municipal utility systems, generators, State agencies and, of
course, the ISO. The RAWG's broad-based discussion forum has been effective
in vetting and fully understanding the implications for various entities’
participation in the ISO’s markets.

Subsequent to the November ISO Governing Board meeting, the RAWG
discussed the going-forward process for addressing these issues. It is the ISO’s
understanding that most participants in the RAWG process support continuing
those discussions. To that end, and to ensure that the views of RAWG
participants are shared with other participants in the State proceedings, certain of
the State agencies agreed to hold workshops to discuss further resource
adequacy related issues and their interrelationship with the ISO’s MDO02 effort.

Specifically, in what is likely to be the first of a series of State-sponsored
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workshops regarding this matter, the California Consumer Power and
Conservation Financing Authority (“CPA”) is sponsoring, on January 8, 2003, an
open workshop to discuss reserve margin requirements and other matters
related to resource adequacy. It is the ISO’s understanding that the California
Public Utilities Commission (*CPUC”") and the California Energy Commission
(“CEC”) also intend to hold open workshops regarding matters pertinent to the
CPUC’s procurement rulemaking and the CEC’s development of a state-wide
integrated plan. The ISO fully supports those efforts and intends to engage in
those discussions.

Finally, the ISO also supports continuation of RAWG discussions focused
specifically on the ISO’s MD02 proposal. A number of issues related to resource
adequacy will have a direct impact on the resolution of Phase Il and IlI
implementation issues and vice versa. For example, the manner and extent to
which resources are compensated and qualify (i.e., are rated) for resource
adequacy purposes will have a direct bearing on the “availability” requirements
placed on those resources in the ISO’s markets. As outlined in the ISO’s original
MDO02 filing, on a long-term basis the ISO envisions that whatever resource
adequacy mechanism or framework is in place will supplant aspects of the
existing Must Offer Obligation. While that view is not universally shared, the
interrelationship between these elements is, the ISO contends, self-evident. In
addition, the resolution of issues related to the final form and structure of the
integrated forward markets — specifically the optimization program — will have a

direct impact on how resource adequacy subscribed resources are used in the
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ISO’s markets and reliability programs. Once again, this could influence both the
compensation to and the availability requirements of these resources. For
example, a key issue for resolution with respect to the ISO’s proposed integrated
forward markets is the use, by the ISO, of energy or use-limited resources in the
context of the IFM’s optimization program and the Residual Unit Commitment
process. As stated repeatedly by the ISO, resolution of these issues cannot be
done in a piecemeal or sequential manner. Thus, if MD02 implementation is to
proceed and successfully result in an integrated design, all parties need to
address these issues expeditiously. RAWG discussion should continue so as to
ensure an integrated comprehensive market design package. The ISO does not
suggest, however, that this should in any way diminish the State’s legitimate and
primary role in developing a resource adequacy policy framework and

mechanism(s) for California.

V. OTHER ISO COLLABORATION EFFORTS

A. California Department of Water Resources State Water Project
Issues

As the result of comments made by representatives of the California
Department of Water Resources’ State Water Project (“SWP”) on the ISO’s
market redesign filings and at the December 9, 2002 Technical Conference,
Commission staff directed the ISO to work with SWP and try to determine how
SWP’s special-purpose hydroelectric resources could better participate in the
ISO’s proposed markets. On January 9, 2003, ISO technical staff and SWP

technical staff met to discuss a list of approximately twelve issues SWP staff
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identified as important to enhancing SWP’s participation in the current and future
ISO markets. The discussions resolved several of the issues and initiated further
ISO/SWP efforts to resolve the other issues. The ISO and SWP will jointly
prepare a paper detailing the resolution or status of all these issues which the
ISO will report on in future monthly Status Report.

B. U.S. Department Of Energy

Also as a result of Commission Staff comments expressed at the
Technical Conference on December 9, 2002, the 1ISO was directed to initiate
communications with the U.S. Department of Energy to assist the ISO in
determining the adequacy of meter data as an input to the full network model and
state estimator. The ISO has yet to establish the appropriate contact at the DOE
to further this discussion. It should be noted that the ISO has recently been
successful in deriving a convergent State Estimation solution with data made

available by the incumbent Transmission Owners.
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Vi. CONCLUSION

In Section Il of this Report, the ISO has responded to the Commission’s
request for specific information on progress, critical issues, budget and
alternative methods for the MDO02 effort. This Section Il will be the format the
ISO will employ in subsequent Status Reports. Inasmuch as this is the first such
monthly report, and in response to certain additional requests for information
from Commission Staff, the ISO has included, as a one-time-only filing, additional
information on budget, the MDO02 planning processes and ISO outreach efforts
with Market Participants and other entities. The ISO hopes that the inclusion of
this additional information will help this Status Report serve as a reference report
for future use and as a background review for all interested parties. The ISO
thanks the Commission for the opportunity to comment and report on the

progress being made in MD02.

Respectfully submitted,

Charles F. Rpbinson
Anthony lvafcovich

Counsel for the California Independent
Operator Corporation

Dated: January 10, 2003
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CERTIFICATE OF SERVICE

I hereby certify that | have this day served the foregoing document upon

the Public Utilities Commission of the State of California, upon all parties of the

official service lists maintained by the Secretary for Docket Nos. ER02-1656-000
and EL01-68-017.

Dated at Folsom, California, this 10" day of January, 2003.

-~ ]lA
Anthony Ivancovich
The California Independent System
Operator Corporation
151 Blue Ravine Road
Folsom, California 95630
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