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L. INTRODUCTION AND EXECUTIVE SUMMARY
In accordance with California Public Utilities Commission (“CPUC”) Rules 77.2 and
77.3, and the Notice of Availability of ALJ Draft Decision Interim Order Regarding Electricity
Reliability Issues, the California Independent System Operator Corporation (“CAISO”)
respectfully submits its comments on the Draft Decision of ALJ, titled Interim Order Regarding
Electric Reliability (“Draft Decision”), which was mailed on June 28, 2004. The CAISO
supports the Draft Decision and urges the CPUC to adopt the Draft Decision at its July 8, 2004
meeting, with the CAISO’s proposed clarifications regarding cost recovery and market power.
The Draft Decision establishes the proper direction and, as suggested by the CAISO, should
include, an expedited process to determine implementation details. This expedited process
should last approximately two weeks following issuance of a final CPUC order and would allow
the CAISO, the utilities and the CPUC to work out the details associated with up front guidance
that can be provided to address market power concerns and facilitate cost recovery and general

compliance with the CPUC’s order.



The CAISO submits that the Draft Decision constitutes a major step toward addressing
certain scheduling and procurement practices that affect the efficient and the reliable operation of
the electric transmission system in California. The CAISO commends the CPUC on its swift
action to address acknowledged conditions that adversely impact the CAISO’s ability to operate
the transmission grid reliably.

The Draft Decision accurately recognizes that, in recent months, the CAISO has had to
increasingly manage congestion and address location-specific operating requirements in real-
time, rather than in the day-ahead time frame in certain parts of the transmission system. The
CAISO concurs with the Draft Decision that transmission congestion arises in these areas, in
part, due to the scheduling of resources that are not deliverable to load. These scheduling
practices pose operational difficulties for the CAISO and raise concerns about reliability.
Adoption of the recommendations in the Draft Decision will improve reliability by mitigating the
excessive volume of real-time dispatch now experienced by the CAISO and allowing utilities to
effectively serve their load.

The CAISO agrees with the characterization of the roles of the various parties as set forth
in the Draft Decision. In particular, the CAISO agrees that it has the responsibility to ensure and
maintain grid reliability on a day-to-day basis and that Load Serving Entities (“LSEs”) have the
responsibility to procure and schedule resources in a manner that enables the CAISO to
reasonably carry out its responsibilities. The CAISO wholly endorses the Draft Decision’s
emphasis on the utilities’ responsibility to effectively meet their customers’ needs by taking into
account of all CAISO-related commitment costs (e.g. congestion, re-dispatch, and must offer) in
their procurement practices. The CAISO also agrees that the principles adopted in the Draft

Decision should apply statewide to all jurisdictional entities. The CAISO recognizes that actions



taken by LSEs to comply with this decision may result in costs being incurred by LSEs that are
different from those being incurred today. As stated in the Draft Decision, it is the expectation
that, while procurement based on deliverability may add to the total costs incurred by LSEs, the
significant reliability costs currently being incurred by the CAISO (and thus, the LSEs) will be
reduced with effective LSE forward scheduling and dispatch. Accordingly, the CAISO commits
to assist the CPUC as necessary in developing upfront standards and criteria that the LSEs can
rely upon for purposes of subsuming purchases made pursuant to this order within the protection
of AB 57.

The CAISO also is committed to providing the information and data necessary to permit
the CPUC to monitor effectively the utilities’ compliance with any final CPUC order. Further,
the CAISO will work within the confines of its Tariff to provide useful information and guidance
to facilitate compliance with any CPUC order.

Finally, the CAISO believes that any final CPUC order should provide further
clarification and guidance regarding cost recovery and market power issues. First, the CAISO
believes that the utilities should be permitted to recover all of their prudently incurred reliability
costs through their FERC Reliability Services Tariffs and/or applicable CPUC cost recovery
mechanisms, including AB 57. Second, the CPUC should set some guidelines for determining
the prudence of expenditures associated with supporting reliable grid operations in the face of

potential market power.



For the reasons set forth below, the CAISO urges the CPUC to adopt the proposed
Findings of Fact and Conclusions of Law in the Draft Decision with the CAISO’s clarifications
regarding cost recovery and market power.

II. THE CPUC SHOULD ADOPT THE DRAFT DECISION SUBJECT TO THE

CAISO’S CLARIFICATIONS REGARDING COST RECOVERY AND MARKET
POWER

A. The Practices Addressed By The Draft Decision Affect Reliability

The Draft Decision appropriately recognizes the CAISO’s concerns regarding reliability
noting that:
[S]cheduling of resources that are not deliverable to load ... [poses] operational
difficulties for the CAISO and concerns about reliability, particularly for summer months
when the system is stressed.'
The scheduling of resources without regard to deliverability and the CAISO’s location-specific
operating requirements directly impacts the CAISO’s ability to operate the grid reliably. In that
regard, such practices require the CAISO to re-dispatch large volumes of energy in real time to
account for forward schedules that are undeliverable or fail to satisfy other operating
requirements. The excessive daily volume of real-time redispatch complicates the CAISO’s
efforts to maintain system reliability. Reducing that burden and its attendant complications will
enable the CAISO to operate the grid more reliably, thereby benefiting all users of the
transmission system.

The Draft Decision also appropriately recognizes that the summer months are a
particularly stressed time for the transmission system in California. The CAISO is, therefore,

especially appreciative of the speed with which the CPUC has acted to address reliability

concerns and its continued attention to this ongoing issue. This will enhance the CAISO’s ability
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to operate the grid reliably during this summer when conditions are expected to be very
challenging, as well as during the following months, and until resource adequacy provisions and
the CAISO’s market redesign ensure that adequate locational capacity is made available to the
CAISO.

B. The Clarification Of Roles Regarding Reliability

The CAISO agrees with the Draft Decision’s conclusion that:

The CAISO has the authority, experience, knowledge, tools,

process and ability to fulfill its responsibility to assure reliable grid

operations. Procurement, however, is not part of CAISO’s core

functions.’
Stated differently, the CAISO has the responsibility to ensure and maintain reliable grid
operations, and LSEs have the responsibility to procure sufficient and appropriate resources to
make that reasonably possible.” The CAISO’s procurement authority should be a “backstop
reliability tool” only.

The CAISO appreciates the Draft Decision’s understanding of the role of the CAISO
because it serves to illuminate the role of LSEs as the entities primarily responsible for
procurement and scheduling. The Draft Decision also appropriately recognizes that, in making
procurement and scheduling decisions, LSE’s must take into account the capabilities, and
limitations, of the transmission system. In that regard, “the CAISO’s ability to operate the
transmission system in a reliable fashion is contingent on the utilities fulfilling their
responsibility to have sufficient resources to serve load (not just systemwide but also locally) and

. . . . . . 4
to schedule resources in a manner reasonably consistent with reliable grid operations.” The

Draft Decision fairly allocates the responsibility for reliability between the CAISO and the

2 Ibid at 7.
Ibid.
4 Ibid at 8.



utilities. The CAISO endorses the implications that this has for LSEs, i.e., to take into account
of all cost-related factors — including CAISO-related forward commitment costs —in their
procurement and scheduling decisions. Procurement at minimum cost should not be deemed to
exclude reliability-related costs.

Further, the Draft Decision states “we rely on the CAISO to take all reasonable steps to
enable market participants to increase reliability by scheduling and procuring resources in a
manner that minimizes CAISO operational problems while letting CAISO fulfill its fundamental
mission of ensuring reliable grid operation.” The approach adopted in the Draft Decision will
serve to improve system reliability and efficiency to the benefit of all grid users. The CAISO
fully commits to working collaboratively with the utilities and the CPUC to facilitate compliance
with the Draft Decision.

Finally, the Draft Decision states it is a “utility responsibility to procure all the resources
necessary to meet its load, not only service area wide but also locally” [R04-04-003 pg2].
Additionally, the Draft Decision makes it clear that the LSEs are responsible for procuring
resources that are deliverable to their load. The CAISO strongly supports these conclusions.

C. The Role Of RMR Contracts And Bilateral Contracts

The CPUC has been clear elsewhere regarding its desire to minimize the use of and
reliance upon RMR contracts.” The CAISO agrees that RMR contracts should be a “backstop”
measure in the long-term reliability equation. It should be noted that RMR contracts play a
significant role by providing a mechanism to limit the potential market power of resources within
transmission constrained areas of the grid. However, the CAISO has long taken the position that

it is not the supplier of last resort. Rather, it is the responsibility of all LSEs to procure sufficient
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resources to serve their load. Therefore, the CAISO believes it will be able to phase-out the
quantity of RMR contracts it enters into. That position notwithstanding, the CAISO still requires
recourse to RMR contracts at this time. In any event, RMR contracts do not address or resolve
the problems being addressed in the Draft Decision. See CAISO’s Reply Comments On
Assigned Commissioner’s Ruling Regarding Reliability Issues, at 5-6, June 21, 2004. Not only
would greater reliance on RMR be shortsighted, as the Draft Decision recognizes, it is too blunt
an instrument to deal with the particular reliability concerns presented by the excessive and
repetitive use of infeasible schedules. In that regard, the CAISO may only dispatch Energy
under the RMR contract to maintain “local” reliability and manage intra-Zonal congestion (and
only when market bids cannot be used in merit order to meet local reliability needs or manage
intra-zonal congestion). Further, the CAISO is prohibited from dispatching energy under the
RMR contract to manage inter-zonal congestion or to meet general imbalance energy
requirements. Moreover, the CAISO does not have authority to reduce or limit a unit’s output
under the RMR contract — a key functionality when managing congestion.

For similar reasons, bilateral contracts may only provide perceived relief to the CAISO’s
reliability concerns if they do not result in feasible schedules or fully satisfy applicable locational
requirements.

D. Statewide Applicability Of The Principles Adopted In The Draft Decision

The CAISO endorses the Draft Decision’s conclusion that any order must have statewide
application to all jurisdictional entities. In that regard, congestion concerns are not limited to the
SCE service area. Further, it is reasonable that all utilities be required to schedule resources so
as to not increase known or reasonably anticipated congestion and to schedule resources

consistent with established reliability requirements. Further, all LSEs should be procuring



resources that are deliverable to their respective load, therefore this obligation is not unique to
SCE. The CAISO is heartened by the Draft Decision’s conclusion that the principles adopted in
the order should apply to “other areas with the same facts causing the same problems”.® The
CAISO urges the CPUC to adopt the approach in the Draft Decision which addresses both
known and anticipated issues of system reliability.

E. The CAISO’s Position On Providing Data

The Draft Decision anticipates the establishment of a program to monitor the
implementation of the order in the Draft Decision. The CAISO agrees with the Commission that
there is a need for such monitoring, and the CAISO commits to cooperating with the CPUC to
effectively implement such monitoring. The CAISO believes that any criteria the CAISO will
apply in its monitoring role must be clearly spelled out and communicated to the LSEs and the
CAISO in advance, , and that monitoring should be based on key indicators of procurement and
scheduling practices of each LSE that would be reflective of the impacts that each LSE practices
may have on reliability. The CAISO also notes that in many, if not most cases, the CPUC will
need to combine data from the CAISO with data from the LSE’s to accurately monitor the
impacts of the order in the Draft Decision.

The CAISO notes that in its Amendment No. 60 Tariff Filing with the Federal Energy
Regulatory Commission, the CAISO stated that it ..

has agreed to publish on OASIS, for each hour, the total number of
units, total MW of minimum load, total MW capacity, and total
minimum load cost for units whose waivers were revoked or
denied, categorized by Zone and the reason the unit’s waiver was
revoked or denied. The CAISO will also publish total monthly
start-up costs categorized by Zone and the reason the units’ waiver

was revoked or denied. This information will be published for an
entire month 30 days after the end of the proceeding month.
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The CAISO anticipates that it would utilize a similar approach for re-dispatch costs, either by
Zone or by location (e.g., Miguel).

The CAISO also stands ready and willing to work collaboratively with the CPUC and
affected market participants to provide useful and relevant information and guidance in order to
facilitate compliance with the Draft Decision and minimize the incurrence of real-time redispatch
costs, subject to the constraints in the CAISO Tariff that apply to the disclosure of information.
Under CAISO Tariff Section 20.3, the CAISO is not authorized to disclose to any third party
confidential or commercially-sensitive information unless there is a legal requirement to do so
and adequate protection is in place to maintain the confidentiality of that information. Further,
under CAISO Tariff Section 2.1.1, the CAISO must provide open and non-discriminatory access
to the grid and cannot accord any Market Participant preferential treatment by providing it
information or access to information that is not equally available to other Market Participants.
Within these constraints, the CAISO commits to provide the CPUC and affected Market
Participants information containing the maximum specificity the Tariff allows.

As a final matter, the CAISO also recognizes that further discussions may be needed
between the CAISO, the CPUC and the utilities to work out implementation details of any final
CPUC order. The CAISO is fully committed to working collaboratively with the parties to
resolve any such outstanding issues and providing the maximum amount of guidance consistent
with the provisions of the CAISO Tariff. This should take place on an expedited timeframe —the
two week time period identified above -- to ensure that the benefits of this order are achieved for

this summer.



F. Market Power

The CAISO agrees with comments made by others that there is a risk that forward
procurement actions taken by LSEs to ensure deliverability to load can result in some market
participants having market power. To this end, the CAISO recommends that the CPUC modify
the decision to provide for a mechanism that limits the ability of market participants to exercise
market power. The Order should encourage procurement of such resources by LSEs by
providing for cost recovery of prudently incurred expenses, along with clear up front guidelines
or criteria for determining the prudence of such expenditures. For example, these guidelines
should include specific formulas or other similarly specific standards that may be used by LSEs
for the minimum and maximum prices that may be offered by LSE’s for incremental capacity
and energy necessary to meet locational reliability requirements identified by the CAISO. Any
such guidelines for minimum prices that may be offered must reflect the fact that in many cases
the operating costs of some capacity (and energy) needed to meet local reliability requirements
exceeds market prices, and is therefore not in operation unless the price offered for such capacity
and energy is in excess of market prices. At the same time, for most of the major locational
constraints within the CAISO system, there are typically only one or two suppliers with non-
committed capacity that may be procured to meet locations requirements, so that upper purchase
price limits are necessary to prevent suppliers with locational market power from demanding
unreasonably high prices. Since all local market power mitigation mechanisms administered by
the CAISO’s require approval by FERC, the locational market power of suppliers in forward
spot markets can only be addressed purchase price limits established for LSE procurement by the

CPUC. Market power mitigation administered by the CAISO serves as a “backstop” in the event
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that sellers demand a price higher than any such purchase price limits, and the power must
ultimately be purchased in the CAISO market.

In developing such criteria, the CPUC needs to balance the fact that any local capacity
and energy requirements not met by LSE purchases will result in the CAISO incurring both the
costs and grid management problems associated with real time mitigation efforts.

G. Cost Recovery Issues

The utilities likely will have concerns about the recovery of any reliability-related cost
that are incurred in complying with the Draft Decision. The CAISO acknowledges that these cost
recovery concerns are valid. Although the utilities should not be given a “blank check,” they
should be permitted to recover all prudently incurred reliability-related costs through their FERC
Reliability Services Tariff and/or any applicable CPUC cost recovery mechanism, including AB

57.
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III. CONCLUSION

The CAISO respectfully urges the CPUC to adopt the Draft Decision with the CAISO’s
proposed clarifications regarding market power and cost recovery. The approach adopted in the
Draft Decision clarifies the roles and responsibilities of the entities whose scheduling and
procurement practices have a significant impact on system reliability in California and will

promote the maintenance of a more efficient and reliable transmission system.
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