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May 13, 2005 

 

 

The Honorable Magalie R. Salas 
Secretary 
Federal Energy Regulatory Commission 
888 First Street, N.E. 
Washington, D.C.  20426 
 

 Re: California Independent System Operator Corporation 

Docket No. ER02-1656  
Further Amendments To The California Independent System 
Operator Corporation’s Comprehensive Market Design Proposal 

 

Dear Secretary Salas: 
 
 Pursuant to Section 205 of the Federal Power Act (“FPA”), 16 U.S.C. § 824d, 
Section 35.13 of the Commission’s regulations, 18 C.F.R. § 35.13, and Rules 212, 216 
and 2008(a) of the Commission’s Rules of Practice and Procedure, 18 C.F.R. §§ 385.212, 
385.216, and 385.2008(a) (2002), the California Independent System Operator 
Corporation (“CAISO”)1 hereby submits for filing an original and six copies of a further 
amendment to its Comprehensive Market Design Proposal (“MRTU Proposal”).2  The 
CAISO requests that the Commission approve the market design elements proposed 
herein, without modification, by July 31, 2005. 
 
 

                                                

By this filing, the CAISO requests that the Commission approve certain 
amendments to its MRTU Proposal.3   Specifically, the CAISO is requesting that the 

 
1  Capitalized terms not otherwise defined herein are defined in the Master Definitions Supplement, 
Appendix A to the ISO Tariff, as filed August 15, 1997, and subsequently revised. 
2  The CAISO also is making this filing in compliance with the Commission’s September 20, 2004 
Order in which the Commission directed the CAISO to file additional information pertaining to (1) 
resource adequacy and (2) the CAISO’s proposed Hour-Ahead Scheduling Process.  
3  In its January 10, 2003 Status Report filed in the instant docket (“January 10 Status Report”), the 
CAISO indicated that, consistent with the Commission-approved approach already taken by other entities 
(e.g., Midwest ISO, RTO West, Grid South, and SeTrans RTO), the CAISO would  seek Commission 
approval of market redesign elements before submitting detailed Tariff language.  The CAISO proposed 
that approach for several reasons.  First, a process that required the CAISO to develop Tariff language and 
then wait for Commission approval before proceeding with vendor selection and software development 
would delay the redesign process significantly.  Second, the CAISO’s proposed approach would provide 
the CAISO with adequate time to develop a new, more simplified and effective Tariff consistent with the 
tariffs of other independent system operators. Similar to the approach the CAISO has followed with respect 
to other elements of its proposed market redesign, the CAISO is seeking conceptual approval of the market 
design elements identified herein and will file detailed tariff language regarding the implementation of such 
elements when it makes its MRTU Tariff filing later this year. 
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Commission conceptually approve the following market design elements, as described in 
greater detail herein: (1) the clearing of demand bids at the Load Aggregation Point 
(“LAP”) level; (2) a revised Hour Ahead Scheduling Process (“HASP”); and (3) the 
market power mitigation measures that will be in place upon implementation of MRTU. 
To facilitate the Commission’s evaluation of the proposed amendments to the MRTU 
design, the CAISO’s filing is comprised of several primary components: (1) the instant 
Transmittal Letter; (2) a White Paper entitled Comprehensive Market Redesign Update 
which is contained in Attachment A hereto (“Market Design White Paper”); (3) a White 
Paper entitled Proposed MRTU Market Power Mitigation Provisions which is contained 
in Attachment B hereto(“MPM White Paper”); (4)  a Report from LECG, Inc. entitled 
Comments on the California ISO MRTU LMP Market Design (“LECG Report”) that is 
contained in Attachment C;  (5) the Comments of Scott M. Harvey and William W. Hogan 
On the CAISO’s Proposed Hour-Ahead Scheduling Process (“Hogan & Harvey HASP 
Comments”) that are contained in Attachment D; (6) a summary of stakeholder 
comments  --  and the CAISO’s response thereto  -- that is contained in Attachment E; 
and (7)   the Opinion on the California ISO’s Market Redesign and Technology Upgrade 
(MRTU) Conceptual Filing (“MSC MRTU Opinion”) submitted by the CAISO’s Market 
Surveillance Committee (“MSC”) which is  contained in Attachment F. 
 

The Transmittal Letter briefly describes and provides support for the specific 
market design elements for which the CAISO seeks Commission approval.4 These 
proposals are discussed in greater detail in the two White Papers, which also set forth the 
reasons why the CAISO believes the proposals are just and reasonable. In addition to 
providing a general evaluation of the CAISO’s proposed market design, the LECG 
Report also describes the motivation and provides further support for the CAISO’s 
demand clearing proposal.  The Hogan & Harvey HASP Comments provide support for 
the CAISO’s HASP proposal.  
 

As a result of the stakeholder process that has occurred subsequent to the 
Commission’s October 28, 2003 Order, the CAISO has made certain modifications to the 
MRTU design that it had filed as part of its Amended Comprehensive Market Design 
Proposal on July 22, 2003 (“July 2003 Filing”).  The CAISO must reiterate, however, that 
the instant filing is a conceptual filing similar to the previous CAISO conceptual filings 
related to the market redesign effort.  As such, the filing provides the framework, but 
does not specify all of the details that will ultimately be included in the CAISO’s filed 
MRTU Tariff.  Some stakeholders are concerned about knowing all of the details of the 
design elements.  Subsequent to the instant filing and in the course of preparing its 
comprehensive Tariff filing for the redesigned CAISO markets, the CAISO intends to 
conduct a several-month process with stakeholders, including meetings, CAISO white 
                                                 
4  The Transmittal Letter also identifies certain elements of MRTU where the CAISO is committed 
to working with stakeholders to finalize specific design details that do not need to be resolved until the 
filing of tariff language because they do not directly impact software and systems development.  The fact 
that some details of the design have not yet been finalized does not detract from the internal consistency of 
the comprehensive MRTU design or the CAISO’s ability to proceed with software and systems 
development to implement MRTU and, therefore, should not deter the Commission from approving the 
market design amendments proposed herein. 
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papers and written stakeholder comments, to develop the additional details of its market 
design.  Thus, the Commission should not delay ruling on the instant filing merely 
because such filing does not specify all such details.  
 
 To the extent necessary, the CAISO requests waiver of any applicable 
Commission filing requirements.  Because of the stage the CAISO is at with respect to 
development of the software and systems needed to implement the market redesign, 
Commission approval of the instant filing will serve to assure that the CAISO can remain 
on track for February 2007 implementation.  The CAISO requests that the Commission 
approve the instant filing by July 31, 2005 so the CAISO can keep the MRTU schedule 
on track.  Once the Commission approves the filing, and provided there are no significant 
changes, the CAISO can be better assured that the risk of having to change the current 
design -- and the corresponding potential for delay in the implementation schedule --  will 
be mitigated.  In that regard, the ultimate implementation schedule will depend on the 
development of other systems besides the primary IFM/LMP system, including the 
Settlement system and the Scheduling Interface Business Rules (“SIBR”) system by 
which Scheduling Coordinators interface with the CAISO markets, all of which need to 
be in a state of development that allows them to be integrated in a seamless manner 
beginning in January 2006.  
 

Commission approval of the three market design elements on a conceptual basis, 
without significant modification, will permit the CAISO to continue expeditiously with 
development of the software and systems required to implement the market redesign with 
the knowledge that the design and software functionality will not change significantly.  In 
order for the CAISO to meet the proposed February 2007 implementation date for the 
market redesign, the CAISO requests that the Commission issue an order approving these 
market design elements on a conceptual basis by July 31, 2005.  Critical software 
development activity with key vendors is set for completion in the third and fourth 
quarters of 2005, and the functionality associated with these design elements must be 
incorporated and finalized by this time for inclusion in subsequent testing stages. 
Integration and Integration testing will commence during the first quarter of 2006, and 
the functionality associated with these elements must be in place and finalized within the 
individual systems by then.  The CAISO has categorized issues according to their 
potential impacts on the implementation effort.  The current development and testing 
schedules established by the CAISO and its vendors contemplate that the design elements 
in this filing, as ultimately approved by the Commission, will substantially remain as 
proposed herein. Consistent with that assumption, the CAISO’s vendors are already 
building the core features necessary to implement the three design proposals included 
herein.  While the CAISO understands that certain stakeholders have expressed concern 
that the CAISO is expending time and money on market design elements for which the 
CAISO has not received conceptual approval from the Commission, it is necessary for 
the CAISO to proceed with software development in order to ensure timely 
implementation of the overall design.  Accordingly, any significant departure from the 
instant proposal will have a negative impact on the overall development and testing 
schedule for MRTU (and on the overall MRTU implementation schedule) and could 
result in the CAISO not being able to implement MRTU for February 2007 because 
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additional functionality would need to be specified.  In particular, the CAISO would not 
be able to meet a February 1, 2007 implementation date if it were required to implement 
a financially binding Hour-Ahead settlement market instead of the Hour-Ahead 
Scheduling Process that the CAISO is proposing.  
 

As previously noted, Commission approval of the design elements specified 
herein on a conceptual basis will not preclude continued work with stakeholders on the 
details of these design elements, such as the level of the proposed bid adder for frequently 
mitigated units, the pricing of Ancillary Services procured in Real Time, and the other 
issues identified in the Market Design White Paper and the MPM White Paper for 
resolution in the upcoming stakeholder process.  These issues will ultimately be 
addressed in the MRTU tariff to be filed by November 30, 2005.   The CAISO anticipates 
that it will be able to accommodate any resolution of the remaining policy issues in its 
software after the Commission rules on the MRTU tariff filing without any significant 
impact on the software design or the implementation schedule. 
 
I. EXECUTIVE SUMMARY  
 

By this filing, the CAISO is requesting that the Commission conceptually approve 
the following three elements of its comprehensive market redesign: (1) the clearing of 
demand bids at the LAP level; (2) a revised HASP proposal; and (3) market power 
mitigation measures.  The CAISO requests that the Commission conceptually approve 
these proposals by July 31, 2005, without significant modification, so that the CAISO can 
remain on track for February 2007 implementation of MRTU.  The design elements the 
CAISO is proposing herein are currently being incorporated into the MRTU systems. The 
CAISO needs Commission approval of these design elements so that it can finalize the 
software and systems prior to integration testing. The functionality associated with these 
design elements must be finalized and fully incorporated into systems and software no 
later than the second half of this year so that the CAISO can commence system 
integration and integration testing in the first quarter of 2006. Any significant changes 
will adversely impact project development and testing and, hence, the implementation 
schedule. 
 

The first modification that the CAISO is proposing to its July 22, 2003 
Comprehensive Market Design Proposal is to clear LAP-level load bids based on LAP 
prices.  The CAISO its modifying its original proposal in response to concerns raised by 
LECG that the CAISO’s proposed approach of distributing load bids to individual nodes 
using Load Distribution Factors (“LDFs”), and then re-aggregating the nodal loads 
cleared in the IFM back to the LAP level, is problematic and could have adverse 
consequences. In particular, LECG described how the proposed re-aggregation of nodally 
cleared load bids into LAP-level schedules would distort the nodal load distribution 
inherent in the LAP LDFs and result in infeasible Day-Ahead schedules, which in turn 
could produce revenue inadequacy in Real-Time settlements. Further, the CAISO’s 
original approach would provide incentives for inefficient bidding to exploit predictable 
inconsistencies between Day-Ahead schedules and Real-Time operating requirements. 
The CAISO’s revised proposal addresses these concerns and will ensure that final Day-
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Ahead schedules are feasible and, in particular, that LAP-level load bids result in 
schedules that are consistent with the LDFs for each LAP.  The CAISO’s approach 
proposed herein is consistent with the approach that has worked effectively in the NYISO 
markets. During the stakeholder process, no stakeholder has raised concerns with the 
CAISO’s proposed adoption of LECG’s recommended modification of the design to 
address this issue.  
 

Second, the CAISO is requesting that the Commission approve a revised Hour-
Ahead Scheduling Process (“HASP”). The CAISO is proposing three modifications to the 
HASP proposal originally filed by the CAISO on May 11, 2004 (which at that time was 
called the “Simplified Hour Ahead Market”) and conceptually approved by the 
Commission in its order issued on June 17, 2004. These three modifications are as 
follows: (1) using Hour-Ahead prices for settlement of import and export schedules 
accepted in the HASP on congested interties;5(2) purchasing Ancillary Services (“A/S”) 
from imports on a 60-minute basis in the pre-dispatch time frame; and (3) for a 
Scheduling Coordinator (“SC”) who has demand (load and exports) and submits Hour-
Ahead supply bids and self-schedules (generation and imports), the CAISO would net the 
SC’s final Hour-Ahead increase in its supply schedule  against  the SC’s demand 
deviation between Day-Ahead and Real-Time in the settlement process for the purpose of 
assessing any uplift charges due to HASP or Real-Time commitment of units by the 
CAISO.  To the extent that the SC’s HASP supply schedule increase does not equal its 
Real-Time demand deviation, any excess of one over the other would be treated as a sale 
into (excess Hour-Ahead supply) or purchase from (excess demand deviation) the 
CAISO’s Real-Time energy market.6  
 
                                                 
5  The CAISO’s original proposal for a simplified Hour-Ahead market, as contained in the May 11, 
2004 Comments, was to settle Hour-Ahead inter-tie schedules on a “bid-or-better” basis, i.e., at the better 
of their bid price or the Real-Time price. As explained in greater detail infra and in the Market Design 
White Paper, the CAISO concluded, based on a recommendation in the LECG Report,  that the appropriate 
modification would be to settle intertie schedules at Hour-Ahead prices, but only when there is Hour-Ahead 
congestion on the associated interties. However, the optimality of this approach has been called into 
question as a result of issues that have recently arisen with respect to the settlement of pre-dispatched 
intertie bids under Phase 1B. Given these issues, it may be optimal to settle pre-dispatched intertie 
schedules at Hour-Ahead prices in all hours without regard to Hour-Ahead congestion.  The CAISO intends 
to examine this issue more closely with stakeholders over the next several months and identify a preferred 
solution to this problem.  The CAISO will file its proposed ultimate resolution of this issue as part of the 
MRTU Tariff language to be filed in November. The fact that the CAISO will be re-evaluating this issue 
over the summer should not preclude the Commission from conceptually approving a HASP (as opposed to 
a financially binding   Hour-Ahead settlement market).  In the event the   CAISO desires to modify the 
intertie settlement aspect of the instant HASP proposal, the CAISO will seek Commission approval of such 
modification in connection with approval of the MRTU Tariff. The CAISO notes that the basic HASP 
construct can easily be modified to accommodate any changes that result from the CAISO’s effort to 
develop a long-term solution to the intertie bidding issue identified and initially addressed in Amendment 
No. 66 to the CAISO Tariff. 
6  The portion of the demand deviation that is matched with accepted Hour-Ahead supply would be 
exempt from any Hour-Ahead and Real-Time unit commitment uplift charges, and would be deemed non-
participating in the CAISO energy market for credit purposes. This feature would be implemented as a 
post-market process that affects only settlements and not the operation of either the HASP or the Real-Time 
market. 
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The first two modifications address the concerns raised by the Commission in its 

September 20, 2004 Order regarding the impact of HASP on imports.  These 
modifications will facilitate the importers’ participation in CAISO energy markets and 
provide a mechanism that will allow importers to bid their available capacity to Ancillary 
Services in the Hour-Ahead and Real-Time markets. The third modification adequately 
addresses parties’ concerns that, absent an ability to submit Hour-Ahead schedules to 
load changes, they might incur additional unit commitment costs and/or face increased 
exposure to the CAISO’s spot markets.  
 

The CAISO submits that the HASP Proposal meets the following objectives: (1) 
reducing design complexity; (2) reducing implementation costs for the CAISO and 
market participants; (3) reducing ongoing operating costs for the CAISO and market 
participants; and (4) meeting, to the maximum extent possible, the primary Hour-Ahead 
operational and business requirements of the CAISO and market participants. In 
particular, the HASP moves the deadline for submitting Hour-ahead schedules closer to 
Real-Time (T-75) than would be possible with a financially binding Hour-Ahead 
settlement market (T-120). 
 

In their testimony supporting the HASP proposal, William Hogan and Scott 
Harvey state that the primary concerns about not having an Hour-Ahead settlement 
market – import scheduling, Ancillary Services scheduling, and load scheduling  --  are 
adequately addressed by the CAISO’s HASP proposal without the need to incur the costs, 
time-lags and market design complications associated with implementation of a 
financially binding Hour-Ahead market. They conclude that there would be few, if any, 
additional benefits from implementation of a full Hour-Ahead market that would offset 
the substantial increase in cost and complexity associated with such a market. In this 
regard, they note that if the CAISO were to implement a full Hour-Ahead settlement 
market that cleared against demand bids, there would still be a need for a HASP-like 
process after the Hour-Ahead market to enable the CAISO to pre-dispatch imbalance 
energy offered by importers to meet the Real-Time load forecast. Thus, an Hour-Ahead 
settlement market would be in addition to, not a substitute for, the proposed HASP.  
 

The eastern markets have functioned effectively under LMP without the need for 
a financially binding Hour-Ahead settlement market. There is no valid reason to impose 
one in California especially given the modifications the CAISO has made to facilitate 
import energy and A/S scheduling and to limit load exposure to additional unit 
commitment costs. Finally, if the Commission were to order significant modifications to 
the HASP proposal, such as approving a full, Hour-Ahead settlement market, that would 
require the CAISO to extend the overall MRTU implementation beyond February 2007.  
 

Finally, the CAISO is proposing a comprehensive market power mitigation 
package for implementation under MRTU. The CAISO’s market power mitigation 
package consists of the following elements: 

8  



1. Strong and effective local market power mitigation, comparable to the PJM 
approach, applied to energy bids in the Day-Ahead and Real-Time markets, 
including additional default energy bid options; 

2. Local market power mitigation applied to Residual Unit Commitment (“RUC”) 
Availability bids; 

3. An explicit threshold for defining Frequently Mitigated Units (mitigated in 80% 
run hours over a rolling 12-month period); 

4. A PJM-style bid adder for Frequently Mitigated Units that are not under a 
Reliability Must Run   or Resource Adequacy contract; 

5. Elimination of the CAISO’s previously proposed bid conduct and market impact 
System Market Power Mitigation for energy bids (System AMP); 

6. A $250/MWh soft bid cap for energy bids with a three-year transition plan that 
would enable  the energy bid cap to be increased  in annual increments of $250 
until it reaches $1,000 (and be converted to a hard cap);  

7. A $250/MW hard bid cap for RUC Availability bids that will transition to 
$100/MW in annual decrements of $50, in step with the energy bid cap transition 
to $1,000/MWh; and 

8. A $250/MW hard bid cap for Ancillary Services that will transition to $100/MW 
in annual decrements of $50/MW, in step with the energy bid cap transition to 
$1,000/MWh or sooner if ancillary services markets are found to be non-
competitive under more granular procurement regions.  

The mitigation package contains numerous modifications to the mitigation 
package included in the July 22, 2003 Filing. With these modifications, the CAISO has 
strived to develop a mitigation package that more closely resembles PJM’s mitigation 
package. The CAISO also believes that its comprehensive market power mitigation 
package is responsive to the concerns expressed in the Commission’s October 28, 2003 
Order and the Commission Staff’s January 18, 2005 Guidance Letter. In particular, the 
mitigation package (1) provides effective measures against the exercise of local market 
power, (2) provides an explicit mechanism for addressing revenue adequacy of frequently 
mitigated units not under long-term contracts, and (3) provides a transition mechanism 
for increasing energy bid cap levels so that, in the future, system market power concerns 
can be addressed more effectively through demand response and greater incentives for 
forward energy contracting. The CAISO also submits that the comprehensive market 
design and resource adequacy regime that will be in place in California will provide the 
necessary incentives and revenues for suppliers to recover their going forward fixed costs 
and invest in sufficient infrastructure to maintain reliability and reasonable prices. 
 

There are two issues that bear some additional discussion here  -- the level of the 
energy bid cap and local market power mitigation measures. These are two issues of 
extreme importance to market participants and State policymakers. 

 
As discussed herein, the CAISO is proposing to retain the existing $250/MWh 

energy bid cap on Day 1 implementation of MRTU. However, the CAISO also is 
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proposing a three-year transition plan that would enable the bid cap to be increased in 
increments of $250/MWh annually (upon a finding that raising the bid cap is just and 
reasonable) until it reaches a level of  $1,000/MWh.  During the stakeholder process, 
suppliers argued for a more rapid increase in the bid cap to   $1,000/Mwh without any 
analysis of market conditions, and load serving entities and representatives of the State of 
California argued for a more deliberate process without necessarily having a definite and 
inflexible timetable for arriving at a bid cap of  $1,000/MWh.  
 

The CAISO believes that its proposal strikes the right balance and is prudent for a 
number of reasons. First, the California marketplace is still struggling with the remnants 
of the energy crisis, and numerous market participants and policy makers are 
apprehensive about the implementation of a new and unfamiliar market design, namely 
LMP. The CAISO believes that it makes sense to gain some favorable experience under 
the new market design (and a new resource adequacy program) before increasing the 
energy bid cap. The CAISO is concerned that if prices were to increase dramatically upon 
implementation of the new market design, it could jeopardize the future of markets in 
California. Second, California is dependent on imports and hydroelectric power, and 
supply margins can shift dramatically depending on the availability of these resources. If 
the bid cap were to be raised to $1,000/MWh on day one of MRTU implementation and a 
dry hydro season were to occur, market power at a system level could become extremely 
prevalent and could result in a significant and sustained increase in prices at or near 
$1,000/MWh. Allowing an increased bid cap to be phased-in over a three-year period 
(upon a determination that acceptable market conditions exist and an increase is just and 
reasonable) will allow additional generation to be constructed before the price cap 
reaches $1,000/MWh, thereby mitigating the risks associated with a dry hydro season. 
The three-year transition to a higher bid cap proposed by the CAISO is reasonable and 
will address these concerns. In particular, it will provide a greater incentive for load 
serving entities to enter into forward energy contracts before the bid cap reaches 
$1,000/MWh, which in turn will provide a vehicle for new generation investment. This 
approach will provide greater protections to consumers until additional generation is built 
(along with appropriate hedging by load serving entities).  
 

For all of these reasons, the CAISO strongly opposes a rapid increase in the 
energy bid cap. The CAISO’s proposal will allow the bid cap to be raised in a rational 
and prudent manner upon a finding(s) that the appropriate market conditions and 
fundamentals exist to   support such an increase. However the CAISO also opposes a 
slower increase in the energy bid cap or deferring an increase in the bid cap for an 
indefinite period. As noted above, the CAISO believes that there are benefits associated 
with a higher bid cap, and provided market conditions are acceptable, these benefits 
should not be delayed beyond a reasonable phase-in period. The CAISO’s Market 
Surveillance Committee (“MSC”) supports the CAISO’s proposed transition to a 
$1,000/MWh energy bid cap, provided it is coupled with adequate demand response and 
forward energy contracting.  

 
Another issue of significant importance is the design of local market power 

mitigation (“LMPM”) measures under MRTU. The CAISO and the MSC both agree that 
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establishment of effective LMPM measures are an essential element of any market 
design, but particularly an LMP market design. Effective LMPM measures will help allay 
stakeholder and policymaker fears that the implementation of LMP might make 
consumers more susceptible to the exercise of local market power. Many California 
parties consider effective LMPM measures to be a pre-condition to moving forward with 
LMP. The CAISO submits that its proposed LMPM measures will provide effective 
protection against the exercise of local market power in an LMP environment. In 
addition, they will provide adequate revenues to suppliers. In that regard, the CAISO is 
proposing a bid adder (the level of which will be determined in a subsequent stakeholder 
process and incorporated into the CAISO’s MRTU tariff filing) for frequently mitigated 
units along the lines of what the Commission recently approved for PJM. This will 
provide a clear and effective mechanism for frequently mitigated units that are not under 
a long-term contract with an LSE or the CAISO to recover their going forward fixed 
costs. The MSC, in its recent opinion included as Attachment F, expressed concerns that 
the CAISO was providing too much revenue by incorporating this PJM accepted practice. 
The CAISO acknowledges these concerns, but believes it has struck an appropriate 
balance given the Commission’s deliberations and approval of these aspects of LMPM in 
PJM and the CAISO’s desire to model its proposal after a Commission approved LMPM 
package. 
 

For the reasons set forth herein, the Commission should expeditiously approve the 
CAISO’s demand clearing, HASP and market power mitigation proposals on a 
conceptual basis without modification. 
 
II. BACKGROUND  
 

A. 

1. 

Procedural History  
 

May 1, 2002 Filing 
 

On May 1, 2002, the CAISO filed its Comprehensive Market Design Proposal. At 
that time, the CAISO proposed to implement the market redesign in three phases: 

 
z Phase I included, inter alia, market power mitigation measures designed to 

prevent physical and economic withholding, Real-Time economic dispatch 
and use of a single Energy bid curve; 

 
z Phase II had as its centerpiece an integrated forward market (“IFM”) and 

included, inter alia, elimination of the market separation rule and balanced 
schedule requirement and implementation of simultaneous Congestion 
Management, an Energy market, and Ancillary Services (“A/S”) 
procurement utilizing a security constrained unit commitment process on a 
zonal basis; and 
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z Phase III provided for implementation of the full network model, 
redesigned Firm Transmission Rights (“FTRs”),7 a resource adequacy 
requirement for Load Serving Entities (“LSEs”) and an integrated 
Congestion Management, Energy and A/S market based on locational 
marginal pricing (“LMP”). 

 
On June 17, 2002, as supplemented on June 28, 2002, the CAISO submitted Tariff 
provisions for the Phases II and III market design elements. 

 
On July 17, 2002, the Commission issued an order in which it accepted, rejected 

and modified, in part, the CAISO’s May 1 Filing.8  The Commission ruled on the merits 
of the Phase I elements of the Comprehensive Market Redesign Proposal.  While the 
Commission did not rule on the merits of the Phase II and Phase III elements, the 
Commission directed the CAISO to expedite implementation of the Phase II reforms.  
Further, the Commission authorized the CAISO to expend funds for the development of 
LMP and the full network model, but determined that the specifics of implementation of 
those elements should be addressed in technical conferences established by the July 17 
Order.  
 

Beginning in the late summer of 2002 and extending through the end of the year, 
the CAISO met regularly with stakeholders to address issues associated with the long-
term market redesign. In particular, four working groups were established to discuss and 
attempt to resolve outstanding issues regarding the long-term market design.  These 
working groups were as follows:  the Transitional Issues Working Group; the Integrated 
Forward Markets Working Group; the Resource Adequacy Working Group; and the 
LMP/Congestion Revenue Rights Working Group.   On December 9, 2002, Commission 
staff held a technical conference on the market redesign in Washington, DC.  At the 
technical conference, the CAISO presented a schedule for implementing the market 
redesign and representatives from the Working Groups  reported on the progress of their 
groups’ efforts. 
 

2. 

                                                

July 22, 2003 Market Redesign Filing  
 

On July 22, 2003, the CAISO filed an Amended Comprehensive Market Design 
Proposal (“Revised Proposal”).   The Revised Proposal amended the market redesign 
proposal submitted by the CAISO on May 1, 2002.  

 
The Revised Proposal built upon the same fundamental market design elements 

that comprised Phases II and III of the May 1, 2002 Comprehensive Market Redesign 

 
7  In the CAISO’s July 22, 2003 Amended Comprehensive Market Design filing, the CAISO 
adopted the term “Congestion Revenue Rights” (“CRR”) to avoid any confusion between the rights being 
issued under the proposed LMP market design and the CAISO’s “Firm Transmission Rights” (“FTR”) that 
exist today under the zonal market design.  
8  California Independent System Operator Corporation, 100 FERC ¶ 61,060 (2002) (“July 17 
Order”). 
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Proposal and incorporated modifications to certain of the design elements made as a 
result of the stakeholder and internal CAISO discussions. The primary design elements of 
the Revised Proposal were as follows: (1) Day-Ahead and Real-Time Must Offer 
obligations; (2) an integrated forward market (“IFM”) based on LMP; (3) congestion 
revenue rights (“CRRs”); (4) a Residual Unit Commitment  (“RUC”) process; (5) Day-
Ahead, Hour-Ahead and Real-Time energy markets; (6) scheduling and settlement of 
loads on an aggregated basis; (7) bid mitigation for local market power; (8) measures to 
honor existing transmission contracts; and (9) Metered Subsystems. 
 

The primary elements of the current MRTU comprehensive market design 
proposal are described on pages 26-30 of the Market Design White Paper. 

 
3. 

4. 

October 28, 2003 Order   
 

On October 28, 2003, the Commission issued a “Further Order On The California 
Comprehensive Market Redesign Proposal.” California Independent System Operator 
Corporation, 105 FERC ¶ 61,140 (2003) (“October 28 Order”).  In its October 28 Order, 
the Commission approved in principle many of the conceptual market design elements 
submitted by the CAISO as part of its Amended Comprehensive Market Design Proposal 
filed on July 22, 2003. The Commission also provided guidance as to other issues, sought 
additional explanation of and information regarding other elements, and set a number of 
issues for discussion at Technical Conferences to be held during 2004.  
 

In particular, the Commission accepted the CAISO’s proposal to implement LMP 
and the IFM.  The Commission accepted, subject to modification, the CAISO’s RUC 
proposal.  The Commission also accepted the CAISO’s proposed bidding and scheduling 
concepts, subject to further review of tariff language.  The Commission revised the 
CAISO’s Must Offer proposal to give generators the choice to fulfill the must offer 
obligation either in the Day-Ahead market or the Real-Time market.  The Commission 
directed the CAISO to complete and publish results of a study of the proposed CRR 
allocation process, required the CAISO to file detailed information regarding the 
expected first year allocation when it files its proposed tariff instituting the CRR 
allocation method, and directed the CAISO to make an initial filing of the allocation 
information at least three months prior to its tariff filing. Further, the Commission 
directed the CAISO to conduct further analysis of its ETC proposal before the 
Commission could provide a definitive ruling. The Commission also directed the CAISO 
to submit a filing with the Commission outlining any necessary changes to its market 
redesign proposal resulting from the California Public Utilities Commission resource 
adequacy proceeding.  The Commission also   set the ISO’s proposed market power 
mitigation measures for technical conference to establish a comprehensive mitigation 
package that would be effective within the overall market design, including the CPUC 
Resource Adequacy Requirements design.   
 

June 17, 2004 Order   
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During the first three months of 2004, the Commission Staff convened a series of 
technical conferences to discuss certain market design issues.   The issues discussed at 
the technical conferences included, inter alia, (1) the Commission’s flexible must offer 
obligation proposal; (2) the RUC process; (3) pricing for constrained output generators; 
(4) marginal losses;  (5) Ancillary Services (“A/S”) procurement; and (6) the ISO’s 
proposal for a simplified Hour-Ahead market, now referred to as the Hour-Ahead 
Scheduling Process (“HASP”). Subsequent to the technical conferences, the CAISO and 
other parties filed comments with the Commission setting forth their positions and 
proposals on the aforementioned issues. In particular, on May 11, 2004 the CAISO filed 
comments that proposed modifications to certain of the market design elements contained 
in the Amended Comprehensive Market Design Proposal. 
 

On June 17, 2004, the Commission issued an “Order On Further Development Of 
The California ISO’s Market Redesign And Establishing Hearing Procedures.”9  In its 
June 17 Order, the Commission, inter alia, provided guidance on the six outstanding 
issues that had been discussed in the technical conferences held during the winter of 2004 
as well as the issue of virtual bidding.  In particular, the Commission conceptually 
approved the CAISO’s proposal for a simplified hour ahead market. The Commission 
directed the CAISO to file tariff language on the seven design elements within 180 
days.10  Further, the Commission directed the CAISO to submit, as part of the tariff filing 
either tariff sheets to implement virtual bidding simultaneously with the implementation 
of the Day-Ahead market, or a full explanation of why this should not be done, and the 
date when it would be implemented.  
 

Finally, the Commission instituted a Section 206 proceeding to address issues 
regarding the compatibility of   Sellers Choice contracts with a LMP regime.  
 

5. 

                                                

September 20, 2004 Order  
 

On September 20, 2004, the Commission issued an Order on Rehearing.11  In the 
September 20 Order, the Commission modified or clarified its guidance on the following 
issues: the application of the flexible offer obligation to extra-long start-up time units; 
Start-Up/Minimum Load payments; self-provision of RUC; the level of detail in the 
CAISO proposal on marginal losses; alternate proposals for intermittent resources; and 
virtual bidding.  The Commission reserved decision on aspects of three issues: mitigation 
measures for the California markets; whether the hour-ahead market should be of a 
simplified or financially binding design; and ancillary services procurement.  Finally, the 
Commission affirmed its rulings on other issues, including the must-offer waiver process; 
netting of start-up and minimum load costs; mitigation of RUC bids; constrained output 

 
9  California Independent System Operator Corporation, 107 FERC ¶61,274 (2004) (“June 17 
Order”). 
10  On December 13, 2004, the CAISO filed a Motion for Extension of  Time, until November 30, 
2005, to make the tariff filing required by the June 17 Order. 
11  California Independent System Operator Corporation, 108 FERC ¶ 61,254 (2004) (“September 20 
Order”). 
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generators; the appropriateness of marginal losses for the California market; and the 
distribution of surplus revenue from marginal losses.  
 
 In the September 20 Order, the Commission directed the CAISO to provide a 
comparison of the costs and benefits of a simplified hour-ahead market, versus the costs 
and benefits of a financially binding hour-ahead market.12  This information was to enable 
the Commission to reach a decision either to approve the Simplified Hour Ahead Market 
or Hour Ahead Scheduling Process (“HASP”)13 proposed by the CAISO in its May 11, 
2004 filing, or to reject this proposal and direct the CAISO instead to implement a full 
hour-ahead settlement market (“HAM”) as originally proposed in the CAISO’s July 22, 
2003 Amended Comprehensive Market Design Proposal.  
 

6. 

                                                

January 18, 2005 Letter Regarding Market Power Mitigation 
 
 On January 18, 2005, the Commission Staff submitted a Letter to the CAISO in 
which it sought to provide guidance to the CAISO in the CAISO’s development of 
market power mitigation measures (“Guidance Letter”). The Guidance Letter identified 
issues that the CAISO should address in its next conceptual MRTU filing. These issues 
included the following:  
 

¾ System AMP – Commission staff raised concerns about the use of system-
wide mitigation measures without scarcity pricing or identification of scarcity 
v. market power.  Also, Commission staff raised concerns about potential 
“seams” issues that might arise under System AMP from having mitigated 
prices in California and unmitigated prices in neighboring control areas. 

¾ Bid Cap Level of $250 – Commission staff stated that a low Damage Control 
Bid Cap could adversely impact the efficient use of energy limited resources 
and may not establish appropriate incentives for the development of needed 
demand response. 

¾ Soft Bid Cap for Energy – Commission staff questioned whether having a 
soft bid cap for energy and a hard bid cap for A/S may create unintended 
consequences. 

¾ Frequently Mitigated Units and RMR – Commission staff raised the concern 
that with stringent local market power mitigation measures, frequently 

 
12  On January 18, 2005, the CAISO filed a Motion for Extension of Time in which the CAISO 
sought an extension of time to make its filings to comply with (1) the requirement in the October 28 Order 
that the ISO submit a filing explaining any market design changes that result from the CPUC’s resource 
adequacy decision, and (2) the requirement in the September 20 Order that the CAISO provide additional 
information on the merits of the HASP proposal. The CAISO indicated that it anticipated including both of 
these elements in a single conceptual filing to be made in the April 2005 timeframe.  he instant filing 
complies with the directives in the October 28 and September 20 Orders. 
13  The CAISO herein proposes to substitute the name “Hour Ahead Scheduling Process” (“HASP”) 
for the original “Simplified Hour Ahead Market” to better reflect the nature of the proposed design.  As 
explained below, the HASP enables Scheduling Coordinators to revise their supply schedules and the 
CAISO to assess such schedule revisions for feasibility prior to Real Time, but is not intended to be a 
complete market comparable to the Day Ahead and Real Time markets.  
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mitigated units may not be adequately compensated and incentives for 
upgrades / investment may not be present.  Commission staff stated that the 
CAISO should explain market mechanisms it might implement for dealing 
with this and the time frame for such changes as well as any unique 
circumstances that will require the use of RMR contracts. 

¾ Default bid curves for LMPM – Commission staff stated that the CAISO 
should explain why it has limited the  default bid under the proposed PJM-
style LMPM to variable cost plus 10%, and why the CAISO does not offer 
generators the additional options available in PJM (average LMP or negotiated 
price). 

¾ CAISO Role in Resource Adequacy – Commission staff expressed concern 
that compliance / enforcement of the resource adequacy obligation (on both 
LSEs and Suppliers) may not be administered in a way that ensures reliability 
and revenue adequacy and that it was unclear how resource adequacy would be 
applied to non-CPUC jurisdictional load serving entities.  

¾ RUC Availability Payments – Commission staff suggested that the Resource 
Adequacy contracts should address CAISO concerns about double-payment 
and market power in RUC and that the CAISO should consider retaining the 
RUC Availability Payment for non-Resource Adequacy units. 

 
7. 

8. 

9. 

January 24, 2005 Rehearing Order 
 

On January 24, 2005, the Commission issued an “Order Denying Rehearing” in 
which the Commission denied all requests for rehearing of its September 20, 2004 Order.  
 

ETC Issues 
 

On December 8, 2004, the CAISO submitted a revised proposal for honoring 
ETCs under MRTU. On February 10, 2005, the Commission issued a Guidance Order 
On Conceptual Proposal For Honoring Of Existing Transmission Contracts. On 
February 10, 2005, the Commission approved in principle  most of the elements of the 
revised ETC proposal and sought additional information regarding the CAISO’s “perfect 
hedge” proposal for reversing congestion charges that would otherwise be incurred by 
ETC rights holders. On March 14, 2005, the CAISO submitted a compliance filing in 
response to the February 10 Order.   In its compliance filing, the CAISO provided a more 
detailed explanation of its “perfect hedge” proposal.  
 

Inter-SC Trade Proposal 
 
 On March 15, 2005, the CAISO filed a Comprehensive Design Proposal for Inter-
Scheduling Coordinator Trades.  The Inter-SC Trade Proposal allows Inter-SC Trades at 
individual generator nodes, Load Aggregation Points, and Trading Hubs. Inter-SC Trades 
at individual generator nodes include a physical validation requirement to verify that the 
trade is supported by a physical resource scheduled at the same generation node at a level 
greater than or equal to the amount of the trade. The physical validation provisions for 
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nodal trades are critical for addressing concerns relating to the compatibility of pre-
existing seller’s choice contracts with an LMP market design. Trades at Load 
Aggregation Points and Trading Hubs are not subject to the physical validation 
procedures. The Inter-SC Trade filing also included a proposal to implement Existing 
Zone Generation Trading Hubs as successor to delivery points to today’s zonal bilateral 
energy contracts.   

B. Stakeholder Process  
 
 Since issuance of the June 14 and September 20 Orders, the CAISO has, inter 
alia, worked on developing the appropriate market power mitigation measures under 
MRTU and on the proposed design of the Hour-Ahead market. In addition, the CAISO 
retained an outside consulting firm -- LECG, Inc.  --  to conduct a thorough review of  
and evaluate the proposed market design. LECG’s Comments on the California ISO 
MRTU LMP Market Design (i.e., the “LECG Report”) are attached hereto in Attachment 
C. 
 
 On February 23, 2005, the CAISO circulated the following documents to 
stakeholders for review: (1) the LECG Report; (2) a White Paper entitled Comprehensive 
Market Redesign Update (“Draft Design White Paper”); and (3) a White Paper entitled 
Proposed MRTU Market Power Mitigation Provisions (“Draft MPM White Paper”). The 
Draft Design White Paper included , inter alia, a discussion of CAISO proposals for an 
Hour-Ahead Scheduling Process and the clearing of demand bids at the load aggregation 
point (“LAP”) level. The Draft MPM White Paper set forth the CAISO’s proposed 
market power mitigation measures under MRTU.  
 
 The CAISO held a stakeholder conference on March 1-2, 2005 to discuss, inter 
alia, (1) the CAISO’s HASP, market power mitigation and demand clearing proposals; 
(2) the elements that would be included in the initial release of the MRTU design that 
will be implemented on February 1, 2007 and those items that would not be included 
until Release 2;14 and (3) the main findings of the LECG Report. On March 9, 2005, the 
CAISO held a stakeholder conference call to address further questions on the LECG 
Report. On March 11, 2005, stakeholders provided their written comments to the CAISO 
on the two White Papers. 
 
 

                                                

On March 15, the CAISO’s Market Surveillance Committee (“MSC”) held an 
open meeting in San Francisco to discuss issues pertaining to the CAISO’s proposed 
market design and market power mitigation measures, as well as resource adequacy. 

 
14  As defined in the attached  Market Redesign White Paper, Release 1 includes all of the design 
features and elements the CAISO proposes to implement in  February, 2007.  Release 2 is a general 
reference to the various design features and elements the CAISO is considering implementing some time 
after February, 2007.  For purposes of distinguishing between Release 1 and Release 2, the CAISO 
proposes to include in Release 1 all those features and elements of the market design that are necessary to: 
(1) ensure reliable operation of the grid, (2) ensure that the market design works properly, i.e., does not 
have a “fatal flaw”, or  (3) satisfy a regulatory requirement. 
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 On April 7, 2005, Commission Staff held a telephone conference with the CAISO 
and LECG to discuss certain aspects of the LECG Report. 
 
 On April 12-13, 2004, the CAISO held a second stakeholder conference. The 
stakeholder conference included a discussion of the issues raised in stakeholders’ March 
11 written comments pertaining to the CAISO’s demand clearing, HASP and market 
power mitigation proposals. In addition, the ISO discussed the rational for which design 
elements were being included in MRTU Release 1 and which were being deferred to 
Release 2. The CAISO also identified remaining MRTU policy issues that need to be 
resolved and the schedule for resolving such issues in order to incorporate their resolution 
into a MRTU tariff filing to be submitted to the Commission by November 30, 2005. 
Stakeholders were then provided with an opportunity to submit additional written 
comments on the White Papers.  A summary of stakeholder comments and CAISO 
responses thereto is included in Attachment E hereto. 
 On May 6, 2005, the CAISO’s Board of Governors approved the filing of the 
revised MRTU market design elements proposed herein. 
 
II. 

                                                

THE CAISO’S REVISED DEMAND CLEARING PROPOSAL  
 

In the July 22, 2003 Filing, the CAISO proposed that loads within the CAISO 
Control Area that are not served under ETCs would schedule, bid and settle at one of 
three large load aggregation points (“LAPs”) that correspond to the service territories of 
the three investor owned utility (“IOU”) participating transmission owners.15 Because the 
IFM optimization requires load to be located at individual nodes, the CAISO proposed to 
distribute submitted load bids and self-schedules to individual nodes using Load 
Distribution Factors (“LDFs”) for the purpose of running the IFM. Once the IFM 
determined the final schedule, the CAISO would then re-aggregate nodal load schedules 
to the LAP level for the purpose of providing these schedules to the SCs and for 
settlement. In the case of self-scheduled loads, the distribution procedure would simply 
allocate LDF-scaled quantities of self-scheduled load to each node within the LAP. In the 
case of load bids, however, the distribution procedure would place a demand curve at 
each node, having prices that were identical to the submitted LAP-level bid prices and 
quantities that were scaled by the LDFs.  In the optimization, the determination of LMPs 
would result in the load bids clearing at different points on each nodal demand curve. The 
CAISO would then re-aggregate nodally-cleared loads to LAP-level Day-Ahead load 
schedules for each SC. In the October 28 Order, the Commission found the CAISO’s 
proposal to aggregate prices for load over the three existing IOU service territories to be a 
“reasonable and simplified approach to introduce LMP pricing, while minimizing its 
impact on load.” October 28 Order at P 65.  

 
In assessing the MRTU design, LECG concluded that the CAISO’s proposed 

approach for distributing load bids (but not self-schedules) to individual nodes and then 

 
15  As proposed by the CAISO, the aggregation scheme would apply to municipal and direct access 
loads as well as the loads of the three investor owned utility distribution companies.  The CAISO also 
proposed that loads would not be permitted to opt out of the aggregation scheme.  
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re-aggregating the nodal loads cleared in the IFM back up to the LAP level was 
problematic and could have adverse consequences. The LECG Report provides detailed 
examples of the multitude of problems this would cause. LECG Report at 13-25 and 
Appendix I. For example, LECG noted that, under the approach proposed in the July 22, 
2003 Filing, zonal bids that are less than the zonal price may not entirely clear in the 
Day-Ahead market if some nodal prices exceed the zonal average price. LECG Report at 
14.  This would leave load serving entities (“LSEs”) exposed to Real-Time prices on the 
load that does not clear in the Day-Ahead market. Alternatively, if an LSE submits zonal 
bids reflecting the expected price level in the high priced portion of the zone, the LSE’s 
bid may clear the Day-Ahead market at a zonal price that exceeds the expected Real-
Time zonal price and, thus, the cost of meeting load would be too high. 
 

The LECG Report also concluded that the proposed re-aggregation of nodally 
cleared load bids into zonal schedules could produce revenue inadequacy in Real-Time 
settlements because Day-Ahead schedules would be infeasible. LECG Report at 16. 
Further, LECG noted that the CAISO’s proposed approach would provide incentives for 
inefficient bidding to exploit the inconsistencies between the Day-Ahead schedules and 
settlements. Id.  The revenue inadequacy would arise because zonal load bids would 
essentially be cleared in the Day-Ahead using one set of nodal load weights (i.e., load 
distribution factors or LDFs) and then settled in Real-Time using a different set of 
weights.  Thus, the Day-Ahead market would be cleared as if the load were 
predominantly in the unconstrained portion of the zone, and then settled in Real-Time as 
if a much larger portion of the load cleared in the Day-Ahead market were in the high 
priced constrained portion of the zone.  Because generation would have been scheduled 
in the Day-Ahead IFM based on the distributed demand bids that cleared at individual 
nodes, insufficient generation would be committed and scheduled in the Day-Ahead to 
meet the load in the constrained portion of the zone.  In essence, the Day-Ahead 
schedules would be infeasible because generation would have been scheduled to meet 
load based on the load distribution within the zone determined by the nodally cleared 
zonal bids rather than the accurate LDFs, and then this load would be moved into the 
constrained portion of the LAP in the re-aggregation process, but the generation needed 
to meet this load would not have been scheduled.  In Real-Time, the CAISO would need 
to back down generation that was scheduled to serve load at the nodes cleared in the Day-
Ahead market and then commit and dispatch higher cost generation to serve load at the 
high cost nodes where zonal load bids did not clear in the Day-Ahead market.  This 
buying back of low priced generation and purchase of higher priced generation would 
create Real-Time uplift costs that would be borne by consumers. 
 

In response to the concerns raised in the LECG Report, the CAISO proposes 
herein to modify the approach proposed in the July 22, 2003 Filing. Specifically, the 
CAISO now proposes to clear LAP-level load bids based on LAP prices. See Market 
Design White Paper at 4-5.  That is, the LAP-level demand curve would not be 
distributed to nodes for clearing in the IFM, but would be cleared against the aggregated 
LAP prices to produce a final LAP-level load schedule that is consistent with the accurate 
LDFs used initially to allocated loads to nodes.  Conceptually, the CAISO’s revised 
proposal to clear LAP bids has the following components: (1) use LDFs to distribute bid 

19  



quantities to nodes, but not bid prices; (2) clear the IFM based on these load quantities as 
if they were price takers, determine resulting LMPs and calculate LAP prices; (3) clear 
LAP-level load bids based on LAP prices to determine LAP-level final Day-Ahead 
schedules; and (4) repeat steps (1)-(3) iteratively revising the price-taker load quantities 
at each node until these quantities and the resulting LMPs are consistent with the quantity 
of load that clears at the LAP level based on the LAP price. Under this procedure, the 
nodal distribution of load in the final Day-Ahead schedule is consistent with the initial, 
accurate LDFs and, as a result, the commitment and dispatch of generation in the IFM is 
appropriate and optimal to serve the actual distribution of load.  
 

The revised approach that the CAISO is proposing herein is used in the NYISO 
markets, which use a load aggregation scheme very similar to that proposed by CAISO, 
and has been working effectively there. Further, under the CAISO’s revised approach, 
final Day-Ahead schedules will be feasible and consistent with LDFs. Thus, the IFM 
commitment and scheduling of resources will reflect actual load shares in high-LMP 
areas and throughout the grid. For these reasons and for the reasons set forth in the LECG 
Report, the CAISO requests that the Commission grant conceptual approval of its revised 
approach to the clearing of demand bids. 
 
III. 

A. 

THE CAISO’S REVISED PROPOSAL FOR AN HOUR-AHEAD 
SCHEDULING PROCESS  

 
Background of the HASP Proposal 

 
In its May 11, 2004 Comments on the Technical Conferences held in January and 

March of 2004, the CAISO proposed a “simplified” Hour Ahead Market. This simplified 
Hour-Ahead market was based on discussions with participants at the technical 
conferences. The proposed simplified Hour-Ahead market eliminated a separate 
settlement of the Hour-Ahead market and combined the Hour-Ahead market with the 
Real-Time pre-dispatch process.  In the June 17 Order, the Commission approved the 
simplified Hour-Ahead market. June 17 Order at P 93. The Commission found that the 
simplified Hour-Ahead market should cost less to implement, provide reduced settlement 
complexity and should allow market participants to make scheduling changes and supply 
bid adjustments closer to Real-Time. The Commission also noted that it was similar to 
the Balancing Market Evaluation used in the NYISO market. 

 
Several parties filed requests for rehearing of the Commission’s September 20 

Order. The following issues were raised on rehearing: (1) Scheduling Coordinators 
should be able to adjust their load schedules in the Hour-Ahead so that the CAISO can 
avoid unnecessary RUC procurement and SCs can avoid unnecessary allocation of RUC 
capacity charges; and  (2) there needs to be a mechanism that  would allow importers to 
bid their available capacity to supply Ancillary Services in the Hour-Ahead or Real-Time 
market. In response to these requests for rehearing, in its September 20 Order, the 
Commission re-visited the issue of a simplified Hour-Ahead market. Although the 
Commission recognized the goal of simplifying the Hour-Ahead market, the Commission 
also indicated its belief that a financially binding Hour-Ahead market (“HAM”) provides 
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certain benefits to the market, particularly given the hourly scheduling requirements 
associated with most imports into and exports out of the CAISO. The Commission 
intimated that the CAISO has certain unique aspects (e.g., a variable climate that makes it 
difficult to forecast loads and a reliance on imports to meet peak load) that make it 
important to have an Hour-Ahead market. Accordingly, the Commission directed the 
CAISO to provide a comparison of the costs and benefits of a simplified Hour-Ahead 
market and the costs and benefits of a financially binding Hour-Ahead market. The 
Commission stated that it would address any market design decisions that are dependent 
on the design of the Hour-Ahead market in a future order in response to the CAISO’s 
filing. The instant filing is intended, in part, to comply with the Commission’s directives 
in the September 20, 2004 Order.  
 

In response to the September 20 Order, the CAISO began exploring and 
developing   certain targeted modifications to the proposal contained in the May 11 
Comments. These modifications were intended to address concerns parties expressed in 
their requests for rehearing of the June 17 Order as well as an issue raised in an early 
draft of the LECG Report. On November 9, 2004, the CAISO Board of Governors 
approved the modified proposal, which was renamed the “Hour Ahead Scheduling 
Process” or HASP.  The CAISO decided to delay filing this proposal to assure that it was 
consistent with other aspects of MRTU that were undergoing review.  The CAISO’s 
HASP proposal is discussed below.16 Also, in support of its HASP Proposal, the CAISO 
is submitting in Attachment D, the Comments of Scott M. Harvey and William M. Hogan 
On The CAISO’s Proposed Hour-Ahead Scheduling Process (“Hogan &Harvey HASP 
Comments” or “Comments”). For the reasons set forth herein and in the Hogan & Harvey 
Comments, the CAISO submits that it has adequately addressed the concerns raised by 
the Commission in its September 20, 2004 Order. Accordingly, the Commission should 
approve the revised HASP proposal as an element of MRTU. 
 

B. 

                                                

Description Of The HASP Proposal 
 

 The HASP proposal essentially combines the Hour-Ahead market with the Real 
Time pre-dispatch process that was already part of the design proposal set forth in the 
July 22, 2003 Filing. The HASP combines the Hour-Ahead and Real-Time bid 
submissions into a single bidding and scheduling process that closes at 75 minutes before 
each operating hour (i.e., T-75). The HASP provides an opportunity for SCs to self-
schedule additional supply resources and wheeling transactions and, to the extent SCs 
desire to bid to supply energy, such bids will be treated as bids to supply energy into the 
CAISO’s Real-Time imbalance market. The CAISO will issue binding pre-dispatch 
instructions by T-45 to submitted HASP self-schedules that are determined to be feasible, 
as well as accepted energy bids from supply resources that must be pre-dispatched (i.e., 
imports). Once these pre-dispatch instructions are issued, they become the reference for 
measuring Real-Time deviations, so that differences between Day-Ahead Final Schedules 
and HASP pre-dispatch levels are not subject to any Real-Time uninstructed deviation 
penalties. Supply resources that submit energy bids to the HASP/Real-Time process and 

 
16  In addition, the revised HASP proposal is described in the Market design White Paper at pages 5-
9. 
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are dispatchable within the hour will simply roll to the Real-Time Economic Dispatch 
process that issues dispatch instructions every five minutes within the operating hour.  
 

The HASP proposal is best described in terms of the following sequence of steps that 
would occur.  

 
1. By T-75, SCs submit desired self-schedule changes and Real-Time Energy bids. 

SCs also may submit changes to wheeling schedules at this time.  
There are no bids or self-schedule changes for load in the HASP. Submitted 
Energy supply bids and supply self-schedules are cleared against the CAISO’s 
Hour-Ahead forecast of imbalance energy requirements. Because there are no 
separate HASP settlement prices (except for imports and exports, as noted below), 
participants do not need to submit HASP load bids or load self-schedule changes. 
Stated differently, there is no reason for internal load to seek to avoid the Real-
Time price by locking in an Hour-Ahead price because there is no Hour-Ahead 
settlement price – all Real-Time load that is not scheduled Day-Ahead is settled at 
Real-Time prices. Thus, a party that desires to schedule a bilateral Energy 
transaction, i.e., schedule its own generation or a supply contract in the Hour-
Ahead to serve its own load, simply self-schedules the generation. Once the Hour-
Ahead IFM optimization software accepts this generation self-schedule, the self-
schedule will not be changed by the CAISO in Real-Time because it has no bids 
(except in the event that a Real-Time transmission de-rate or other contingency 
creates a need for non-economic re-dispatch).  

2. The CAISO runs the IFM optimization to simultaneously clear congestion and 
energy and identify the optimal sources of any incremental A/S that may be 
needed. The load used in this optimization is the CAISO’s load forecast, 
distributed to nodes based on LDFs.17 Hourly pre-dispatches of inter-tie energy 
supplies and procurement of A/S imports are also determined in this process. 

a. As proposed in the July 22, 2003 Filing with regard to the Hour-Ahead 
market proposed at that time, the HASP is incremental to Day-Ahead in 
the sense that the Final Day-Ahead Schedule is modeled as a set of fixed 
quantities having highest priority protection against non-economic 
adjustment.   

b. As proposed in the July 22, 2003 Filing with regard to the Hour-Ahead 
market proposed at that time, the HASP first attempts to clear by adjusting 
submitted bids, treating self-schedules as price-takers in this process and 
preserving all appropriate priorities consistent with the original proposal. 
For example, the scheduling priority of ETCs will be honored consistent 
with the Commission’s February 10, 2005 on the CAISO’s ETC Proposal.  

                                                 
17  Performing the HASP optimization based on the CAISO’s load forecast rather than submitted load 
bids and self-schedules has the additional benefit of solving the problem of capacity being procured in the 
Day-Ahead RUC process subsequently being scheduled as an Hour-Ahead export. This problem was 
debated at great length during the technical conferences in the Winter of 2004, but the parties never reached 
a satisfactory solution. Under the HASP proposal, this is no longer a problem because the HASP is simply 
an extension of the Real-Time imbalance market, and supply bids are cleared against forecast load which is 
not price-elastic and therefore will be served before any export bids can be cleared.  
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c. As proposed in the July 22, 2003 Filing with regard to the Hour-Ahead 
market proposed at that time, non-economic adjustments to self-schedules 
submitted to the HASP are performed if bids are not sufficient to resolve 
all congestion and clear the HASP optimization.  

d. The MW quantities of self-scheduled supply, imports and exports cleared 
in the HASP constitute a binding pre-dispatch for Real-Time that are 
feasible with regard to transmission constraints and generator 
performance. These pre-dispatched quantities are then used as the 
reference for calculating Real-Time deviations. In particular, the 
differences between Day-Ahead final schedules and these pre-dispatches 
are not subject to any Real-Time Uninstructed Deviation Penalties 
(“UDP”). (The UDP would still apply as usual to any uninstructed 
deviations, outside of allowable tolerance bands, from the pre-dispatches 
and other Real-Time dispatch instructions.)  

e. Although the HASP produces complete LMPs for the system, these prices 
are not used for settlement except for import and export schedules cleared 
in the HASP. Based on the recommendation in the LECG Report on this 
topic, the CAISO had proposed to apply these HASP prices for inter-tie 
schedules only when there is Hour-Ahead congestion on the associated 
interties. However, in light of recent events with respect to the intertie pre-
dispatch under Phase 1B, the CAISO believes that it may be preferable to 
settle intertie pre-dispatches based on Hour-Ahead prices in all instances, 
not just when there is Hour-Ahead congestion. Rather than decide his 
matter definitely at this time, the CAISO proposes to set this issue for 
resolution during the upcoming stakeholder process and to include such 
final resolution in the MRTU tariff to be filed on November 30, 2005.  
The pre-dispatched quantities for internal self-schedules cleared in the 
HASP are settled based on Real-Time LMPs.  

f. The HASP also calculates estimated Real-Time A/S awards for any 
incremental A/S capacity from internal resources needed by the CAISO to 
address load forecast changes and outages. However, these estimates are 
not binding because they will be re-optimized and finalized in the Real-
Time unit commitment on a 15-minute basis.  Market clearing prices 
(“MCPs”) will be paid for  imported A/S procured in the HASP and for 
internal A/S in the Real-Time. 

3. The CAISO publishes pre-dispatch notices for accepted self-schedules and for 
accepted hourly inter-tie energy bids, as well as advisory Real-Time A/S awards 
for internal generators and 60-minute A/S purchases from imports at 
approximately (T-45). 

4. In Real-Time, the CAISO issues five-minute dispatch instructions. Energy bids 
submitted to the HASP by resources that are intra-hour dispatchable are not given 
pre-dispatch instructions and are only dispatched in Real-Time. The settlement 
rules for Real-Time dispatch are not modified by this proposal.  

5. In the settlement process, increases in a SC’s supply schedule that are accepted in 
HASP (net of any decreases) will be netted against that SC’s demand deviation 
between Real-Time and the SC’s final Day-Ahead schedule for purposes of 

23  



assessing that SC’s liability for uplift due to CAISO commitment of resources in 
the HASP/RT process. 

 
The instant HASP proposal reflects three revisions to the simplified Hour-Ahead 

market proposal contained in the CAISO’s May 11 Comments, all three of which were 
approved by the CAISO Board in November 2004. These three   changes, which are 
covered in the description above, are as follows: (1) using Hour-Ahead prices for 
settlement of import and export schedules accepted in the HASP;18  (2) purchasing A/S 
from imports on a 60-minute basis in the pre-dispatch time frame; and (3) netting a SC’s 
HASP-scheduled net increase in supply against its Real-Time load deviation from its 
final Day-Ahead schedule for the purpose of assessing uplift charges due to HASP/Real-
Time unit commitment by the CAISO.  The first two modifications address the concerns 
raised by the Commission in the September 20 Order about the impact of HASP on 
imports. The third modification addresses concerns expressed by some market 
participants about the lack of ability to modify load schedules in HASP. Further 
discussion of the rationale for the third modification is provided below.  
 

One general concern raised by LSEs during the stakeholder process was that 
HASP prevents them from scheduling Hour-Ahead changes in load. The CAISO believes 
this is not necessary because (1) the CAISO will clear Hour-Ahead supply bids and self-
schedules against its load forecast, and (2) load deviations between Day-Ahead and Real-
Time are settled at Real-Time prices. The CAISO attempted to delve deeper into the basis 
for parties’ concerns about the inability to schedule Hour-Ahead load changes, and it 
appears that not having Hour-Ahead load schedules is of particular concern to LSEs that 
want to schedule their own resources or bilaterally-procured supplies in the Hour-Ahead 
to serve their own load. Their primary reasons for concern are as follows: 
 
1. The CAISO will incur unit commitment costs in the HASP/Real-Time process that 

would be allocated to demand (load and exports) based on deviations between Day-
Ahead and Real-Time.  Load-serving SCs scheduling their own resources to serve 
their loads argue, based on cost causation principles, that they should not have to pay 
these costs because they do not contribute to the need for the CAISO to commit 
additional units in HASP/Real-Time.  

                                                 
18  Recent occurrences resulting from the rules for settlement of pre-dispatched intertie bids under 
MRTU Phase 1B have led to the need to implement Amendment 66 on an emergency basis. The CAISO 
has been monitoring and analyzing Real-Time market performance and intertie settlement costs since the 
implementation of Amendment 66 to determine whether the Amendment 66 provisions should be amended 
or replaced during the period prior to the start-up of LMP in February 2007. The CAISO has initiated a 
stakeholder process to review the issues and consider what further action is appropriate. The CAISO 
recognizes that the results of this process may have implications for the HASP treatment of pre-dispatched 
intertie bids under LMP, but at this time the CAISO does not know  -- and cannot know -- for certain  what, 
if  any, modification to the HASP proposal will be needed. This uncertainty notwithstanding, the CAISO 
believes that the Commission can and should grant conceptual approval of the HASP design, and permit the 
CAISO to address in its MRTU tariff filing any modifications to HASP that are found to be necessary as a 
result of the ongoing assessment of the recent problems, to ensure appropriate consistency between the 
treatment of interties under the current market design and under LMP.  
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2. The inability to self-schedule load changes forces larger volumes to go through the 
CAISO market. During the stakeholder working groups in the fall of 2002 and in 
subsequent stakeholder activities leading up to the July 22, 2003 Filing, the CAISO 
agreed in principle that parties who submit self-schedules containing both demand 
and supply should not be deemed as participating in the CAISO energy market for the 
quantities of load and supply that net out against each other. This is important for 
purposes of calculating a party’s credit obligations and for assessing their shares of 
any default by another party that has to be spread to the entire market. Parties 
objecting to the May 11 HASP proposal argued that if the CAISO does not allow 
Hour-Ahead load schedule changes, this will raise their level of market participation 
and will affect their credit requirements and exposure to defaults.  

 
Although the CAISO is not proposing to permit SCs to submit Hour-Ahead changes to 
load schedules, the third modification to the May 11, 2004 proposal identified above 
addresses these two concerns as follows: 
 
¾ For an SC who has demand (load and exports) and submits Hour-Ahead supply 

bids and self-schedules (generation and imports), the CAISO would deem its final 
Hour-Ahead supply schedule to be matched with an equal quantity of the SC’s 
demand deviation between Day-Ahead and Real-Time. To the extent that these 
two quantities are not equal, any excess of one over the other would be treated as 
a sale into (excess Hour-Ahead supply) or purchase from (excess demand 
deviation) the CAISO’s Real-Time energy market.  

¾ The portion of the demand deviation that is matched with accepted Hour-Ahead 
supply would be exempt from any Hour-Ahead and Real-Time unit commitment 
uplift charges, and would be deemed non-participating in the CAISO energy 
market for credit purposes.  

¾ This feature would be implemented as a post-market process that affects only 
settlements and not the operation of either the HASP or the Real-Time market.     

 
C. The HASP Proposal Is Just And Reasonable 

 
The CAISO submits that the HASP Proposal meets the following objectives that 

the CAISO identified in the Winter 2004 technical process: (1) reducing design 
complexity; (2) reducing implementation costs for the CAISO and market participants; 
(3) reducing ongoing operating costs for the CAISO and market participants; and (4) 
meeting, to the maximum extent possible, the primary operational and business 
requirements of the CAISO and market participants.  
 

The Hogan & Harvey Comments identify the numerous benefits of a HASP 
process and undertake a cost-benefit analysis of having a HASP versus a binding Hour-
Ahead settlement market.  They conclude that the benefits of a financially binding Hour-
Ahead settlement market do not justify the costs.  Hogan & Harvey HASP Comments at 
1-3.  In their Comments, Hogan and Harvey conclude that  
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The introduction of a complete hour-ahead market settlement, however, 
would likely require moving scheduling deadlines forward, would 
introduce substantial market design complexity to coordinate incentives 
between the hour-ahead market and real-time that could be difficult to 
satisfactorily resolve (and if not satisfactorily resolved could pose 
reliability risks) and would increase both implementation and operating 
costs for the Cal ISO settlement system and for Cal ISO market 
participants.  Moreover, an hour-ahead market cleared based on bid load 
prior to the determination of final import and export schedules and gas 
turbine commitment in a subsequent scheduling and unit commitment 
process based on the Cal ISO’s load forecast would not serve to support 
decisions in the subsequent scheduling and unit commitment process.  
With the improvements the Cal ISO has proposed in its hour-ahead 
scheduling and unit commitment process, there are not likely to be 
material incremental benefits from introducing an additional hour-ahead 
settlement process in conjunction with the initial implementation of the 
MRTU market design. There would be material incremental costs and 
implementation risks.  Hence, the cost-benefit tradeoff indicates that the 
benefits would not justify the costs. 

 
Id.  at 2.   
 

The CAISO also notes -- as do Hogan and Harvey  -- that both PJM and the New 
York ISO have successfully operated for years without the need for a full Hour-Ahead 
settlement.  There is no need to increase the complexity and cost of the CAISO’s market 
operations  -- and impose an additional burden on the CAISO in connection with its 
initial operation of LMP markets  -- by requiring the CAISO to implement an Hour-
Ahead settlement process that has not been implemented in the other successful LMP 
markets.  Further, there is no basis to treat the CAISO differently than other independent 
system operators especially given that the CAISO has made modifications to its proposal 
to address the import-related concerns enunciated by the Commission in its September 20 
Order.  

 
The CAISO received numerous comments regarding its HASP proposal in the 

stakeholder process. The CAISO does not believe that any of these comments justify 
rejecting the instant HASP proposal and replacing it with an Hour-Ahead market with 
Hour-Ahead Settlement. Parties comments and the CAISO’s responses thereto are 
discussed below. 

 
First, some parties claim that settling imports on Hour-Ahead prices discriminates 

against imports vis-à-vis internal generation.  This argument fails to recognize that 
imports and internal resources are not similarly situated. Internal resources are five-
minute dispatchable, but imports require 60-minute schedules and cannot be re-
dispatched in Real-Time.  In addition, paying the Real-Time price to pre-dispatched 
imports could elicit non-economic bidding by importers to compete for limited intertie 
capacity. See LECG Report at 2, 54-57.  
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Second, some parties have alleged that HASP self schedules could enable a LSE 
to avoid congestion charges. That is not correct. HASP self schedules and any associated 
load deviations are price-takers for congestion at Real-Time prices. 
 

Third, certain parties claim that HASP self schedules could enable an LSE to 
avoid unit commitment costs that its self-schedule causes. This claim too is incorrect. It is 
important to note that the HASP proposal has no effect at all on a party’s responsibility 
for Day-Ahead RUC charges. Day-Ahead RUC costs are allocated to demand deviations 
between Real-Time and final Day-Ahead schedules, which are unaffected by HASP 
schedules. In addition, HASP resource self schedules allow loads to avoid Real-Time unit 
commitment costs only to the extent the resource self-schedule is feasible and clears in 
HASP against load forecast. Submitted HASP schedules will not cause curtailment of 
other resource schedules (and thereby possibly require the CAISO to commit additional 
units as some comments suggested) unless (1) the other resources have offered DEC bids 
in their final Day-Ahead schedules, or (2) the self-scheduled resource has a scheduling 
priority unrelated to the HASP design that the CAISO must honor (e.g., regulatory must 
run).  
 

Fourth, a few parties questioned how load-following metered sub-system 
(“MSS”) will be affected by HASP. The CAISO does not perceive any change in MSS 
load-following provisions due to the HASP design. Compliance with deviation bands by 
a load following MSS is determined based on actual metered load, not on load schedule, 
and this is not affected by the HASP provision not to accept load schedules. 
 

Fifth, the Department of Water Resources, State Water Project (“SWP”) requested 
that the CAISO clarify how it will perform Hour-Ahead load forecasts needed for HASP 
optimization without Hour-Ahead schedule changes for non-conforming loads such as 
SWP pumps. Although there is no formal scheduling of load in HASP, the CAISO 
expects to continue its current practice of receiving Hour-Ahead load information from 
non-conforming loads to incorporate into its Hour-Ahead load forecast.  
 

Sixth, WPTF raised concerns that the CAISO’s HASP process does not include a 
specific mechanism for optimizing Ancillary Services.  WPTF argues that because the 
CAISO’s proposed HASP design does not provide an opportunity for market participants 
to submit new bids for ancillary serves (i.e., subsequent to Day-Ahead offers but before 
Real-Time), both energy and Ancillary Services may be more expensive than needed. 
WPTF states that a full Hour-Ahead Ancillary Services market will allow market 
participants to buy-back Ancillary Services and allow for substitution across scheduling 
coordinators, thereby supporting the convergence of Ancillary Service prices between 
day-ahead and real time and overall economic efficiency. WPTF states that the CAISO 
should not preclude the possibility that providers of Real-Time Ancillary Services be paid 
a capacity payment. WPTF recommends that the CAISO ensure that it retains the 
software flexibility to provide a capacity payment. Finally, WPTF raises concerns that the 
ISO’s software design plan has no accommodation for a full settlement in the Hour-
Ahead market.  WPTF states that this is of concern especially because of the issues raised 
above and that these issues have not yet been resolved by the Commission. 
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In response to WPTF’s concern about the lack of re-optimization of A/S in HASP, 
the CAISO submits that it is important to distinguish two issues. The first is whether the 
MRTU design should retain today’s cumbersome three-settlement market system (i.e., a 
full hour-ahead settlement market in addition to Day-Ahead and Real-Time), or move to 
a two-settlement system as employed by all other ISOs. The second is whether to re-
optimize the procurement of Ancillary Services after the Day-Ahead market, i.e., either 
within the HASP or in Real-Time.  These are two separate issues and should not be 
addressed as if they are indivisible. Whereas WPTF’s concern is focused on the second 
issue, the first issue is the primary issue that the CAISO is submitting to the Commission 
for conceptual approval at this time, i.e., the question of implementing a simplified hour-
ahead scheduling process with minimal associated pricing and settlement, versus a 
complete Hour-Ahead settlement market.  The CAISO notes that the LECG Report   also 
noted the efficiency benefits of re-optimizing Ancillary Services after day-Ahead, either 
within the HASP or in Real-Time, yet Hogan and Harvey still support the adoption of a 
HASP rather than a complete Hour-Ahead settlement market.  

The creation of the CAISO’s HASP proposal was driven by two primary 
considerations: (1) the desire to permit market participants to submit revised supply 
schedules as close to the operating hour as possible, i.e., shorten the scheduling timeline 
by combining the Hour-Ahead and Real-Time pre-dispatch scheduling processes; and (2) 
to simplify MRTU implementation and ongoing operation of the MRTU markets by 
moving from today’s three-settlement system to a two-settlement system. A third 
consideration was incorporated into the HASP design but is not essential to that design, 
namely, the desire of CAISO operators to satisfy 100% of the ancillary service 
requirements in the Day-Ahead and not facilitate the inappropriate buy-back by market 
participants of Ancillary Services in the Hour-Ahead. 

WPTF’s opposition to the HASP proposal is linked to its   concerns about the lack 
of an Hour-Ahead market for Ancillary Services.  The CAISO believes that the WPTF 
concerns regarding Ancillary Services can be addressed separately and should not hinder 
the Commission’s approval of HASP. In particular, the adoption of HASP as a primary 
design element of MRTU rather than a full Hour-Ahead settlement market does not 
preclude the possibility of creating a multi-settlement Ancillary Services market as 
LECG and WPTF recommend.  There are certain other outstanding Ancillary Services 
issues – specifically the pricing of ancillary services procured in HASP and in Real-Time 
– that must be addressed in the upcoming MRTU stakeholder process. The CAISO 
recognizes that these pricing issues are inextricably linked to the question of Ancillary 
Services multi-settlement and, therefore, the CAISO intends to include the issue of multi-
settlements for Ancillary Services in this discussion.  At the same time, the CAISO 
acknowledges that attempting to incorporate an Hour-Ahead or Real-Time re-
optimization of Ancillary Services into Release 1 would add unacceptable risk to the 
project schedule, and, therefore, in order to maintain the project schedule, the CAISO 
would need to postpone this modification, if it is determined to be needed, to Release 2. 
For Release 1, the current HASP design does enable Scheduling Coordinators to 
substitute different resources in the Hour-Ahead for ones that were scheduled in Day-
Ahead to provide Ancillary Services, provided the substitute resources are located where 
needed and meet the Ancillary Service performance requirements.  
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D. Advantages Of HASP Versus A Financially Binding Hour-Ahead 
Market 

 
In the September 20 Order, the Commission requested that the CAISO provide a 

comparison of the costs and benefits of a simplified Hour-Ahead market and the costs 
and benefits of a financially binding Hour-Ahead market.  September 20 Order at P 46. 
The HASP design has the following four benefits: 
 
1. The HASP moves the deadline for submitting Hour-Ahead schedule changes closer to 

Real-Time than would be possible with an Hour-Ahead settlement market (“HAM”).  
The HASP will close at 75 minutes before the start of the operating hour (T-75), in 
contrast to T-120 for a financially-binding HAM as proposed in the CAISO’s July 22, 
2003 Filing.  Moving the close of the Hour-Ahead process closer to Real-Time has 
been a long-standing request of virtually all CAISO market participants.19 See Hogan 
& Harvey Comments at 7.  

2. The HASP design avoids some difficult design issues and potential market distortions 
that would be associated with a HAM.  As described in the Hogan &   Harvey 
Comments (at pages 4-7) it would not be trivial to specify the rules for the HAM in a 
manner that ensures convergence of prices between Hour-Ahead and Real-Time, and 
absent such convergence the HAM could compromise the efficiency of the market 
redesign.  

3. The HASP design avoids the substantial administrative costs and burdens associated 
with the HAM.  Hogan & Harvey Comments at 6. For example, a HAM requires 
calculating, monitoring, analyzing and retaining an entire set of settlement quantities 
and prices comparable in scope and volume to the data associated with the Day-
Ahead and Real-Time markets.  This burden would fall upon all market participants 
as well as the CAISO.  

4. With the three design modifications proposed in the instant filing, the proposed 
HASP design addresses virtually all concerns expressed by the parties and by the 
Commission in its September 20, 2004 Order regarding the adoption of the HASP 
design rather than a financially-binding HAM.20  

 
The CAISO does not believe that there are any significant benefits to having a 

financially-binding HAM.  Some parties indicated a desire to have distinct Hour-Ahead 
prices for settling some portion of their energy deviation between final Day-Ahead 
schedules and Real-Time, but the CAISO does not believe that this, in and of itself, is 
necessarily a benefit to the market.  For example, load-serving SCs may prefer to settle 
some portion of their load deviations at Hour-Ahead prices if they believe that Hour-
Ahead prices will be systematically lower than Real-Time prices, but this is clearly not a 

                                                 
19   There also is the benefit of load forecasting accuracy that comes with looking ahead one hour 
rather than two which is required with an Hour-Ahead settlement market.  
20  Some of the concerns raised by parties in their Requests for Rehearing of the Commission’s June 
17, 2004 approval of the HASP design are not actually related to the differences between the HASP and an 
HAM.  For example, concerns regarding the allocation of Day-Ahead RUC charges and the CAISO’s 
policy regarding A/S buy-back would not be affected by adopting a HAM.   
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benefit to the market since it would mean that prices do not converge across market time 
frames.  
 

The CAISO notes an additional drawback of a HAM which was discussed in the 
Technical Conferences in January and March 2004 without satisfactory resolution. 
Specifically, a HAM in which demand bids clear against supply bids would make it 
impossible, without imposing a complicated and undesirable constraint on the clearing of 
the HAM, for the CAISO to prevent capacity procured in the Day-Ahead RUC process 
from being scheduled to serve export demand, thereby leaving the CAISO short of supply 
in Real-Time.  In contrast, the proposed HASP design solves this problem by clearing 
against the CAISO load forecast, instead of against bid-in demand, so that export demand 
bids submitted to HASP will be cleared only after the HASP optimization assures that 
there are sufficient supply schedules and bids to meet Real-Time CAISO control area 
load and reserve requirements.  At the same time, the HASP allows parties who wish to 
schedule exports from non-RUC capacity to do so through a balanced wheel-out schedule 
and thus does not interfere with the legitimate use of such resources to serve external 
demand.  
 

In its September 20, 2004 Order, the Commission also requested that the CAISO 
quantify the costs of implementing a financially binding HAM.  Using the costs 
associated with HASP as the baseline, a financially binding HAM adds additional costs 
and does not eliminate or reduce any costs associated with a HASP.  First, a HAM will 
involve ongoing costs for the CAISO and all market participants to conduct the 
administrative activities (identified above) associated with developing an additional 
complete set of settlement data that are not incurred in connection with a HASP.  Second, 
incorporating a financially binding HAM into the initial release of the market design at 
this time would cost in the range of $150,000 to $300,000 above the current budget for 
system development and testing of the settlement systems and greater cost impacts on the 
overall project. Also, the CAISO would not be able to meet the February 2007 MRTU 
implementation date if it were required to implement a financially binding HAM on Day1 
of MRTU.  These impacts result mainly from the delay in having all the components 
ready for the January 2006 system integration and testing, thereby deferring all 
subsequent project steps that must be done sequentially.  Depending on the scope of a 
change in direction ordered by the Commission, the vendor and the CAISO may need to 
revert to the design and development stages, rendering previously completed 
development and testing activities irrelevant or of limited value to the overall project. 
 

In the September 20 Order, the Commission also asked the CAISO to estimate the 
cost of a possible “lost opportunity” of not implementing an HAM initially and then 
deciding to add it to the market design at a later date.  Implementation of a HAM at some 
future date after the initial implementation of MRTU would not be prohibitively difficult 
or costly relative to the cost estimates above (that relate only to the settlements systems) 
because it would be facilitated by the flexibility being incorporated into the new 
settlements system.  A HAM would use the IFM optimization engine and would require 
additional charge types in the settlement system and associated reconfiguration of some 
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settlement calculations.21  In contrast, implementation of a HAM at this time poses a 
greater challenge and expense, due to the fact that the CAISO has proceeded, since the 
Commission's June 17, 2004 Order conceptually approving a simplified Hour-Ahead 
market, to develop the MRTU systems, implementation schedule and testing plan based 
on incorporating the HASP design.  To adopt a HAM at this time would require 
reworking the MRTU implementation plan and schedule to provide for integrating the 
features of an HAM with other systems and data for the market re-design, as well as 
testing the entire end-to-end market and settlement process.  Integration and testing of a 
HAM must be done regardless of whether a HAM is incorporated into the design from 
the beginning or later on, but doing it after the start-up of the new MRTU markets would 
be preferable because  (1) it would eliminate any risk to the existing MRTU 
implementation schedule and cost impacts associated with delays in the overall MRTU 
schedule, and (2) as noted above, it would not be any more costly than incorporating it 
into the MRTU design now from the perspective of costs related to the settlements 
system. As such, if the Commission were to determine that a HAM is ultimately 
preferable to the HASP proposal it conditionally approved in the June 17 Order, 
implementation of a HAM would best be deferred for a subsequent MRTU release. 
 

The Hogan & Harvey Comments discuss in greater detail the advantages of HASP 
(pages 3-8) and the advantages of a financially binding Hour-Ahead market (pages 8-14). 
Hogan and Harvey identified three broad areas of concern identified with respect to an 
Hour-Ahead Scheduling Process that is not accompanied by an Hour-Ahead market: (1) 
import scheduling; (2) ancillary services scheduling; and (3) load scheduling. However, 
Hogan and Harvey conclude that “these concerns can be addressed within the structure of 
the Cal ISO’s proposed HASP without the need to incur the costs, time lags and market 
design complications associated with the implementation of a full hour-ahead market.” 
Hogan & Harvey Comments at 9.  Hogan and Harvey also state that  
 

The Cal ISO’s proposed HASP would achieve most of the purposes of an 
hour-ahead market with the associated additional settlement process.  Both 
the Cal ISO and its market participants, however, would incur additional 
implementation and operating costs in the development of such an hour-
ahead market.  Moreover, the operation of a market in the hour-ahead time 
frame would give rise to market design complexities that could have 
unintended consequences, giving rise to both market inefficiency and 
reliability risks if not satisfactorily resolved. 

 
Hogan & Harvey Comments  at 3.  
 

                                                 
21  By the implementation date of the market redesign, including the HASP discussed herein, the 
CAISO will have some experience in modifying the new settlement system for changes to charge types   
because the new settlement system is scheduled to  be deployed initially with the current CAISO markets in 
early 2006.   Thus, the  system will  be configured initially to meet the requirements of the existing  
markets, and will require configuration changes when the full MRTU design is implemented in February 
2007.  
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In summary, in light of the comparative benefits and costs described above, the 
CAISO believes that proceeding with the HASP design is the superior Hour-Ahead 
design for incorporation in the comprehensive MRTU design for initial implementation.   

 
IV. 

                                                

MARKET POWER MITIGATION UNDER MRTU 
 
With respect to market power mitigation under MRTU, in the July 22, 2003 

Filing, the CAISO proposed to retain its existing market power mitigation elements, but 
proposed to replace the local AMP with new local market power mitigation (“LMPM”) 
measures modeled after those in effect in PJM.  In its October 28 Order, the Commission 
recognized that there are “important interrelationships among such wholesale market 
elements as the energy market design, the system for congestion management, resource 
adequacy provisions, and the means for mitigating market power.”  October 28 Order at P 
274.  In particular, the Commission recognized that “resource adequacy measures 
adopted by the region must work together with the region’s market power mitigation 
measures to ensure that there are appropriate incentives to invest in sufficient 
infrastructure to maintain reliable and reasonably priced service to customers in the 
region.” Id. (footnote omitted).  The Commission concluded that it was “not certain that 
the CAISO’s mitigation proposal would achieve the appropriate balance with other 
market design elements.” Id.  
 

On October 28, 2004, the California Public Utilities Commission (“CPUC”) 
issued its Interim Order Regarding Resource Adequacy (“Interim RA Order”).22 In the 
Interim RA Order, the CPUC ruled, inter alia, that the 15-17% planning reserve margin it 
had previously approved in its January 2004 order applied for the entire year. The CPUC 
further ruled that load serving entities have the obligation to satisfy (1) 90% of their 
capacity requirements (load plus a 15-17% planning reserve margin) one year in advance 
for the summer peak season of May-September, and (2) 100% of their capacity 
requirements one month in advance throughout the year.  The CPUC directed that issues 
pertaining to deliverability be addressed in Phase 2 workshops.  With respect to the 
important issue of local deliverability, the CPUC stated that creating local reliability 
requirements was consistent with its prior decisions and directed the parties to address 
implementation of such requirements in Phase 2. Deliverability and other Phase 2 
resource adequacy issues are currently being addressed at the CPUC. The CAISO has 
been actively involved in the CPUC’s resource adequacy proceeding and, in particular, 
the CAISO has played an active role in developing local deliverability requirements. 
Thus, the CPUC, in close coordination with the CAISO, has established a clear 
framework for forward contracting by load serving entities, thereby providing a vehicle 
for addressing revenue adequacy of existing generation and investment opportunities for 
new generation.  
 

On January 18, 2005, the Commission Staff issued a Guidance Letter identifying 
issues that the CAISO should address in its MRTU conceptual filing on market power 
mitigation. These issues are addressed in the MPM White Paper. One of the concerns 
raised in the Guidance Letter was that the CAISO market power mitigation proposal 

 
22  The Interim RA Order is summarized in Attachment B, Appendix A hereto.  
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combined elements of different market power mitigation packages that the Commission 
had approved for other independent system operators. The CAISO has considered the 
concerns raised in the Guidance Letter and is proposing several modifications to the 
market power mitigation measures proposed in the July 22, 2003 proposal to address such 
concerns.  With these proposed modifications, the CAISO has strived to develop a 
mitigation package that more closely resembles the mitigation package in effect in PJM.   
The CAISO notes that although the CAISO is not proposing a $1,000 Energy bid cap like 
PJM has on day one of MRTU, the CAISO is laying out a proposed transition plan to get 
there.  
 

Following issuance of the Interim RA Order and the Guidance Letter, the CAISO 
has worked diligently to develop a comprehensive set of mitigation measures under 
MRTU that balances the factors identified in the October 28 Order and the Guidance 
Letter. The mitigation measures that the CAISO proposes to implement under MRTU are 
set forth in the MPM White Paper --Attachment B hereto and reflect a number of 
significant changes to the original market power mitigation measures proposed in the July 
22, 2003 Filing. These changes, that were made in response to the October 28 Order and 
the Guidance Letter, include the following: 

 
1. Providing two additional Default Energy Bid options to the variable cost plus 

10% option. 

2. Providing a bid adder for Frequently Mitigated Units not under a long-term 
contract to recover their going forward fixed costs. 

3. Providing a clear definition of a Frequently Mitigated Unit as a unit that is 
mitigated for local market power in 80% of its run hours. 

4. Elimination of System Bid Conduct and Market Impact Tests. 

5. Transition plan for raising energy bid caps to $1,000 and lowering Ancillary 
Service and RUC bid caps to $100. 

 
The CAISO believes that, with these modifications to the July 22, 2003 Filing, the 

overall market power mitigation approach is consistent with, and complementary to, the 
State’s efforts regarding Resource Adequacy and responsive to the concerns the CAISO 
received in the Guidance Letter and the October 28 Order. In that regard, the overall 
market power mitigation design reflects the following fundamental objectives: 

(1) To provide strong and effective measures against the exercise of local market 
power; 

(2) To provide an explicit mechanism within the MRTU design for addressing 
revenue adequacy of Frequently Mitigated Units not under long-term contracts; 
and 

(3) To provide a definitive transition plan for relaxing CAISO imposed system market 
power mitigation so that system market power concerns can be more effectively 
addressed through greater demand response and long-term energy contracting, the 
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latter of which will provide protection against spot market price volatility and 
reduce supplier incentives to exercise market power.   

The CAISO believes that these objectives are critical for ensuring that the overall 
California market design (Resource Adequacy and MRTU) framework is a sustainable 
and stable design that can reliably and efficiently meet California’s ever-growing demand 
for electricity. For the reasons discussed herein, the Commission should approve the 
CAISO’s MRTU mitigation package as just and reasonable.  

The specific items that the CAISO is seeking conceptual approval from the 
Commission at this time include the following: 

A. Retention of the existing level of the energy bid cap and bid floor on Day 1 
implementation of MRTU and implementation of a transition plan that would 
enable the energy bid cap to be raised in annual increments of $250/MWh over a 
three year period to an ultimate level of $1,000/MWh (provided that an increase 
in the bid cap is just and reasonable given the market fundamentals existing at the 
time).  

B. Retention of the existing level of ancillary service bid caps (including RUC 
availability bid caps) and implementation of a   transition plan that would enable 
the A/S bid caps to be lowered in annual increments of $50 --  to an ultimate 
level of $100  --  in step with  the energy bid cap transition to $1,000/MWh. 

C. Maintaining the $250 energy bid cap as a soft-cap until the energy bid cap  is 
raised to $500/MWh at which time it will become a hard cap. 

D. Elimination of System AMP 

E. Local Market Power Mitigation of Energy Bids 

¾ Proposed PJM-Like Bid Mitigation Procedures 

¾ Three options for Default Energy Bids 

¾ 80% of run hours threshold for defining Frequently Mitigated Units (FMUs) 

¾ Bid adder approach for compensating FMUs 

F. Local Market Power Mitigation for RUC Availability Bids 

G. Deferral of a more extensive Reserve Shortage Scarcity Pricing approach to a 
later release of MRTU. 

H. Units considered in the Day Ahead Market Process 

¾ Limiting the pool of resources considered in the IFM to those committed in 
Pass 2 of the Pre-IFM. 

¾ Opening the pool of resources considered in the RUC Process to all units that 
offered into the DA IFM, regardless of whether they were committed in Pass 2 
of the Pre-IFM. 

In addition to being discussed in Attachment B, the CAISO’s proposed market 
power mitigation measures are described below.  Further, in Attachment F hereto, the 
CAISO has included the CAISO Market Surveillance Committee’s (“MSC”) Opinion on 
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the California ISO’s Market Redesign and Technology Upgrade (MRTU) Conceptual 
Filing (“MSC MRTU Opinion”). The MSC Opinion addresses various aspects of the 
CAISO’s comprehensive market power mitigation proposal including, inter alia, local 
market power mitigation, bid caps and system AMP. 
 

A. 

                                                

The Level of Energy Bid Caps  
 

The CAISO proposes to maintain its existing  $250 soft bid cap for energy bids 
and its existing -$30 soft bid floor for day-one implementation of MRTU.  However, the 
CAISO is proposing a three-year transition plan that would enable the energy bid cap to 
be raised in increments of $250/MWh until the energy bid cap reaches $1,000/MWh.  
Specifically, the CAISO proposes to include provisions in its MRTU Tariff filing 
obligating the CAISO to file with the Commission after 16-months of operation under 
LMP, a report (1) summarizing the performance and competitiveness of the new market 
design for the first 12-months of operation, (2) providing  additional prospective analyses 
on market conditions, and (3) including a recommendation of whether market conditions 
are conducive to raising the energy bid cap to a $500/MWh hard cap.  The assessment 
would include, among other things, the following considerations: 

¾ Overall competitive assessment of the spot energy market under the first 
year of LMP operation; 

¾ Projected future supply margins – To assess whether regional supply 
margins will be sufficiently high to support adequate competition; and  

¾ Status of demand response programs.  
 

The CAISO will conduct a stakeholder process over the next several months to 
develop more specific and additional criteria that can be incorporated into the MRTU 
Tariff filing. Absent a finding that the spot market for the following year(s) does not meet 
the criteria, which the CAISO will determine through these   market performance and 
prognosis  reports, the CAISO will recommend raising the energy bid cap in annual 
increments of $250 until it reaches a $1,000 hard cap. Assuming the criteria are met, the 
CAISO would recommend raising the energy bid cap pursuant to the following schedule: 
 

Year 2 under LMP23: $500 
Year 3 under LMP: $750 
Year 4 under LMP: $1,000  

 
Under the CAISO’s proposal, the CAISO will obligate itself to file its analysis 

and bid cap recommendation with the Commission annually even if the CAISO does not 
recommend raising the energy bid cap. This will provide market participants with an 
opportunity to respond to the CAISO’s analysis and recommendation and provide their 
own analysis if they desire. Importantly, it will provide the Commission with a “record” 
upon which to base its own determination as to whether the energy bid cap should or 
should not be raised.  Thus, CAISO will be providing the Commission and stakeholders 

 
23  Because several months will be needed to perform and file the competitive assessment for the first 
year of MRTU operation, raising the bid cap for Year 2 would not occur until approximately 16-months 
after MRTU implementation. Thereafter would occur every 12 months. . 
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both with a forum to address this issue and a detailed record of market performance and 
prognosis, as well as other considerations upon which the Commission can make a 
reasoned decision, supported by substantial evidence, whether to raise the bid cap.  
 

The CAISO recognizes that a higher bid cap may be more effective in promoting 
demand response, particularly under Real-Time pricing programs.  Additionally, a higher 
energy bid cap will better encourage forward contracting for energy.  However, the 
CAISO does not believe that raising the energy bid cap on day-one implementation of 
LMP is appropriate given the uncertainties of the new market design and a new resource 
adequacy program. A more prudent approach is to gain experience under the LMP market 
design and CPUC resource adequacy program, review the performance of the market 
under this framework, and then assess the appropriateness of raising the bid caps. The 
CAISO’s proposal creates the mechanism for addressing these matters in a rational way. 
The CAISO notes that the MSC supports the CAISO’s proposal for a transition plan to 
raise the energy bid cap, but emphasizes the need to maintain significant levels of 
forward contracting for energy and A/S. MSC MRTU Opinion, Attachment F at 11-13.  
 

There are a few other reasons why phasing-in an increased bid cap is appropriate 
in California. First, none of the other independent system operator markets has 
experienced the problems that California has experienced and, in many respects, 
California is still recovering from the energy crisis. Under these circumstances, a more 
cautious approach seems reasonable at this time. Such an approach would allow for a 
successful transition to LMP and resource adequacy before raising the bid cap. Second, 
there is a significant reliance on hydroelectric power in California, which makes 
California susceptible to large shifts in supply margins especially in dry hydro conditions. 
Phasing-in higher bid caps will provide time for additional development of generation 
before the bid cap reaches $1,000. Implementing a $1,000 bid cap before adequate 
generation is built could be problematic if dry hydro conditions were to arise. A crisis 
arising on the heels of a market design overhaul ultimately could jeopardize the future of 
markets in California.  
 

Finally, California is more import dependent than other independent system 
operators. Phasing-in higher bid caps will allow for the construction of additional in-state 
generation to commence before the higher bid caps become effective. While some have 
argued that new generation development in California is being impeded by the 
$250/MWh bid cap, the CAISO believes the primary driver of new generation 
development are long-term power contracts and that such contracting opportunities will 
increase now that the CPUC Resource Adequacy Requirements are adequately 
established and LSEs will soon have to demonstrate how they will satisfy the resource 
adequacy requirements for 2006.  

 
In its comprehensive review of the MRTU design, LECG identified the 

$250/MWh soft bid cap as a potentially problematic feature of the MRTU design and 
noted that a relatively low soft bid cap of $250/MWh could impact reliability in 
California, independent of LMP implementation, under circumstances of high gas prices 
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or capacity shortages, both of which could arise under future low hydro conditions. They  
noted: 
 

“In these circumstances the $250 bid cap, whether it is hard or soft, will 
concentrate the impact of western capacity shortages on California 
consumers and likely limit supply during period of high gas prices.” 

 
LECG Report at 3.  
 

In response to this concern, the CAISO notes that the current $250/MWh soft 
energy bid cap is not unique to the CAISO but is applicable West-wide24.  Therefore, the 
CAISO, in theory, should be not be disadvantaged under the conditions noted by LECG 
relative to the rest of the West. However, the CAISO acknowledges that in practice it 
may be disadvantaged vis-à-vis   the rest of the West if spot bilateral transactions outside 
of California occur above $250/MWh and are not reported to FERC and/or bilateral 
purchases outside of California are priced at $250/MWh over a block of hours (i.e., a 
peak hour purchase above the cap is amortized at the cap over a block of hours to avoid 
FERC reporting requirements).  However, it should be noted that latter activity could be 
performed by load serving entities within California as well. Moreover, this concern is 
not new.  The CAISO and California consumers have been living with this risk for the 
past four -years ever since the West-wide soft-cap was first implemented in June 200125. 
Ultimately, this risk must be weighed against the potential rate-payer harm that could 
result under a higher bid cap if there are sustained market power problems at a west-wide 
level and insufficient forward energy contracts by LSE’s to hedge against such high 
prices.  The CAISO believes that on balance, the prudent course is to maintain the 
$250/MWh energy bid cap until there is some proven and positive experience under both 
MRTU and the CPUC Resource Adequacy program. 

 
The CAISO notes that in the January 18, 2005 Guidance Letter, Commission Staff 

raised some additional concerns regarding the $250 energy bid cap. Those concerns are 
addressed in greater detail in the MPM White Paper (at pages 12-14).  
 

B. 

                                                

Ancillary Services and RUC Availability Bid Caps  
 
The CAISO proposes to keep the bid caps for Ancillary Services at the current 

level of $250 for day-one implementation of MRTU.  These bid caps will be hard caps. 
However, the CAISO proposes to reduce the A/S bid cap  (and the RUC Availability 
Payment bid caps) by  $50 per year as the energy bid cap transitions to $1,000/MWh, 
until the A/S bid caps reach $100/MW.  Thus, the A/S and RUC Availability bid caps 
would reach $100/MW when the energy bid cap reaches $1,000/MWh.  The transition 
plan for bid caps would be as follows: 

 

 
24  July 17 Order at PP 3, 46, 49. 
25  San Diego Gas & Electric Company v. Sellers of Energy and Ancillary Services into Markets 
Operated by the California Independent System Operator and the California Power Exchange, 95 FERC 
¶61,418 (2001).  
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LMP Year Energy Bid Cap A/S & RUC Bid Cap 
Year 1 $250 $250 
Year 2 $500 $200 
Year 3 $750 $150 
Year 4 $1,000 $100 

 
The CAISO notes that lower (than $250) A/S bid caps would be more in line with 

the A/S bid cap levels in PJM and ISO New England (see MPM White Paper at 26). 
Also, it is important to note that under MRTU, A/S prices will automatically reflect the 
opportunity cost of providing reserves and, therefore, unlike today’s market design, it 
will not be necessary for market participants to incorporate opportunity costs into their 
ancillary service capacity bids.  This change largely eliminates the need for a high 
capacity bid for ancillary services.  Further, the MSC has concluded that Ancillary 
Services are “far more susceptible to the exercise of unilateral market power than the 
energy market.” MSC MRTU Opinion, Attachment F at 13. The MSC states that this fact, 
combined with the fact that the variable cost of providing A/S is close to zero, “suggests 
a significantly lower bid cap on ancillary services as opposed to energy.” Id.  Thus, the 
MSC supports the CAISO’s plan to reduce the bid cap on ancillary services. Id.  
 

C. 

D. 

Hard Caps vs. Soft Caps 
 

The CAISO is proposing a $250/MWh soft cap for energy bids and a $250 hard 
cap for A/S bids.  In the January 18, 2005 Guidance Letter, Commission Staff questioned 
whether having a soft-cap for energy bids and a hard cap for A/S may create unintended 
consequences and has asked that the CAISO examine this in its upcoming filing. The 
CAISO has examined this issue carefully and has not identified any problems or concerns 
with having a soft-bid cap for energy and a hard cap for A/S. Moreover, the CAISO 
believes it is appropriate to maintain a soft-bid cap for energy in the event that gas prices 
throughout the west should rise such that energy bids above $250/MWh may be cost-
justified, in which case the CAISO would want to be able to accept energy bids above the 
cap. When the energy bid cap is eventually raised to $500 or above, the CAISO will 
make the cap a hard-cap because there should not be any cost recovery issues whatsoever 
for supplies with a bid cap that high.  
 

The CAISO does not believe it is necessary or appropriate to make the bid cap for 
Ancillary Services a soft-cap because there is no justifiable reason or cost basis for A/S 
capacity bids above $250, especially given that the opportunity cost of providing 
ancillary services instead of energy will be reflected in the A/S prices (i.e., A/S prices 
consist of two components  -- a capacity bid and opportunity costs as determined from 
the optimization). Further, the fact that the A/S bid caps of other independent system 
operators are significantly below $250 suggests that a soft cap of $250 is both 
unnecessary and unjustifiable (from a cost perspective).  
 

Elimination of System AMP 
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In the January 18 Guidance Letter, Commission Staff raised several concerns 
regarding the continued use of System AMP.  In light of the CPUC’s October 28, 2004 
Order which provides a framework for resource adequacy and forward contracting to 
mitigate opportunities for and exposure to system market power, and in light of the 
concerns enunciated by Commission Staff, the CAISO proposes to eliminate System 
AMP for day-one MRTU implementation. The CAISO may propose to re-implement 
system AMP at some later date upon implementation of a higher bid cap if it is 
determined that additional safeguards against the exercise of system market power are 
necessary.  The MSC supports the CAISO’s proposal to eliminate system AMP.  MSC 
MRTU Opinion, Attachment F at 13-14. 
 

E. Local Market Power Mitigation Of Energy Bids 
 

If the CAISO implements LMP, it is imperative that the CAISO have effective 
LMPM in place.  Otherwise, suppliers that are located in transmission-constrained areas 
will be in a position to exercise locational market power and artificially inflate nodal 
prices due to the lack of competitive alternatives.  Effective local market power 
mitigation is an essential element of an LMP market design.  Stated differently, an LMP 
market design is unlikely to produce just and reasonable rates unless adequate local 
market power mitigation measures are in place. 
 

The CAISO’s existing protections against locational market power are inadequate 
in a LMP regime and could result in unjust and unreasonable prices.  Indeed, the 
CAISO’s MSC has stated that “a comprehensive framework for managing local market 
power is a major shortcoming of the current California ISO market design.” MSC MRTU 
Opinion, Attachment F at 1 (footnote omitted).  The MSC concludes that  
 

[if] the MRTU process is to be successful the ISO must obtain  from  
FERC the authority to implement an effective local market power 
mitigation (“LMPM”) mechanism. An effective LMPM mechanism, 
fixed-price forward contracts for energy between suppliers and California 
load serving entities (LSEs) and active participation in the wholesale 
market by California consumers are all necessary conditions for a 
workably competitive wholesale market.  

 
Id.  Thus, the MSC strongly advocates the need for more effective LMPM measures upon 
implementation of MRTU.  The CAISO also views approval of more effective LMPM 
measures as a necessary prerequisite to the implementation of LMP. 
 

Further, Commission approval of LMPM measures that are more effective than 
the LMPM measures currently in effect would provide consumers and State policy 
makers with increased confidence that California markets will not be subject to market 
power problems immediately upon implementation of a new market design.    As the 
Commission is well aware, there is significant trepidation in California regarding a move 
to LMP.  Effective LMPM measures will help allay stakeholder and State policy maker 
fears that the new market design might be susceptible to manipulation and the exercise of 
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market power. Indeed, many California parties, including State policy makers, consider 
Commission approval of more effective LMPM measures to be an essential condition for 
their support or non-opposition to the CAISO efforts to move forward with 
implementation of LMP.  Thus, effective LMPM measures are critical to facilitating a 
smooth transition to and implementation of LMP.  
 

Finally, the CAISO notes that in its July 17 Order, the Commission found the 
PJM-like LMPM measures proposed by the CAISO in its May 1, 2002  Filing to be 
“inappropriate in light of a three-zone congestion management model.”  July 17 Order at 
P 90.  Instead, the Commission approved the use of AMP procedures to mitigate the 
exercise of local market power, finding that  “there is a need for an appropriate interim 
measure in order to provide protection from the possible exercise of local market power 
during the transition to the full network model.”  Id. (emphasis added).  Now, that the 
CAISO is moving to a nodal model, it is appropriate that the Commission approve more 
effective permanent LMPM measures similar to those in place in PJM.  
 

1. 

                                                

There Is A Need For Effective Local Market Power Mitigation 
Measures In Conjunction With LMP 

 
Within the CAISO Control Area, as on any transmission system, locational 

market power primarily arises because of local transmission constraints, which generally 
occur along transmission paths entering areas of dense population and, hence, high load.26  
These constraints require the services of specific generation resources to ensure the 
reliability of the grid in these areas and, in practically all such situations, there is not a 
workably competitive market to provide such services because local generation is 
concentrated among one or two suppliers.  As a result, the owners of resources that are 
needed to ensure local reliability are in a position to exercise locational market power.  
Mitigation is therefore essential under these circumstances. In addition, on any given day, 
contingencies can occur, such as the loss of a transmission line, that require certain 

 
26  The problems presented by the potential exercise of locational market power were aptly described 
in a study by the Department of Energy: 
 

Electricity markets are dynamic and can change dramatically over the course of just a few 
hours, creating opportunities to exercise market power even though the market may be 
very competitive under most circumstances.  For example, the geographic scope of the 
electricity market is determined by the transmission system.  Any change in available 
transmission capacity can quickly alter the geographic boundaries of the market.  To cite 
another example, certain plants may be required to run at certain times in order to meet 
reliability needs, effectively giving them market power during those periods, because no 
other plants can act as substitutes. 

 
“Horizontal Market Power in Restructured Electricity Markets”, Office of Economic, Electricity and 
Natural Gas Analysis, U.S. Department of Energy, March 2000 at 2.  Further, the Commission Staff has 
recognized the locational market power issue, and stated that “it is important to note that the presence of 
transmission constraints can redefine the market so as to affect both concentration and market share.”  
Staff’s Recommendation on Prospective Market Monitoring and Mitigation for the California Wholesale 
Electric Power Market dated March 9, 2001 at 11. 
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generation to be on-line or dispatched.  As a result of these situations, which can last 
anywhere from several hours to several months, the required supply resources are in a 
position to exercise local market power. Therefore, local market power can arise from 
both general, easily predicted (i.e., static), transmission system inadequacies and from 
unpredictable (i.e., dynamic) system contingencies. 
 
 The MSC has identified the problems associated with local market power in a 
LMP pricing and congestion management regime. In that regard, in an Opinion on the 
Necessity of Effective Local Market Power Mitigation for a Workably Competitive 
Wholesale Market, dated May 29, 2003, the MSC stated that 
 

[t]he primary consequence of these situations is that absent mitigation 
units with local market power will be able to extract substantial, 
practically unlimited, profits from the market for the output of those units.  
A secondary, somewhat less obvious consequence lies in the impact of this 
local market power on the broader market.  Knowing that there is a chance 
that a portion of a unit’s output must be taken, the owner will bid the 
output less aggressively into the market than it otherwise would.  Other 
firms, knowing that their competitors are likely to compete less 
aggressively, will also find it profitable to bid less aggressively. This 
creates a process of negative feedback that can lead to higher prices 
throughout the entire region.  Many of the difficulties encountered in 
dealing with the local market power problem arise because of this 
interface between regulated and market-based services. 

 
July 22, 2003 Filing, Attachment D at 2.27 
 

For the foregoing reasons, prior to the CAISO implementing LMP, the CAISO 
must have effective LMPM measures in place to prevent suppliers located in 
transmission-constrained areas from exercising local market power and artificially raising 
nodal prices.  The MSC agrees that the Commission must allow the CAISO to 

                                                 
27  The MSC, in its “Comments on Mitigating Local Market Power and Interim Measures for Intra-
Zonal Congestion Management” filed with the Commission on September 12, 2002 in Docket Nos. ER02-
1656, et al. (“MSC Comments”), described the local market power problems that would exist in an LMP 
scheme.  Specifically, the MSC noted that: 
 

[u]nder a locational marginal pricing scheme, local market power is exercised by withholding 
electricity from the market. This withholding will occur when a generation owner knows a certain 
amount of electricity must be supplied by some of the units it owns or local demand will not be 
met because of transmission constraints into this area.  Unless there is significant price responsive 
demand at this location, there is no limit to the price that this unit owner can bid for the required 
amount of energy.  Consequently, without the authority to mitigate the bids of this unit owner 
when it possesses local market power, there is no limit to price of energy at that location.  For this 
reason, all of the US ISOs that use locational marginal pricing have mechanisms to mitigate the 
bids of generation unit owners with local market power. 
 

MSC Comments at 2. 
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“implement an effective local market power mitigation mechanism.” July 22, 2003 
Filing, Attachment D at 11; see also MSC MRTU Opinion at 2, 5-8. 
 

2.  The CAISO’s Existing Local Market Power Mitigation 
Measures Are Inadequate And Will Result In Unjust And 
Unreasonable Rates When The CAISO Implements LMP 

 

Under the CAISO’s existing local market power mitigation measures, a bid taken 
out of merit order is deemed to have failed the AMP conduct test.  If the out-of-merit bid 
is more than 200 percent or $50/MWh greater than the MCP, whichever is lower, the bid 
will be mitigated and the generator will be paid the higher of its reference price or the 
MCP.  

 

Both the CAISO and the MSC strongly believe that the CAISO’s existing local 
market power mitigation measures are wholly inadequate to protect consumers against 
the exercise of local market power in a LMP world.  Such local market power mitigation 
measures are flawed in several respects and will result in unjust and unreasonable rates if 
the CAISO implements LMP.  The CAISO submits that its revised LMPM proposal (as 
discussed herein and in the MPM White Paper) is just and reasonable and should be 
approved by the Commission.   
 

The existing AMP thresholds are inadequate and inappropriate for several 
reasons.  First, such thresholds are too loose to mitigate effectively the exercise of 
locational market power.  In that regard, under the CAISO’s existing local market power 
mitigation mechanism, resources having local market power can simply bid the expected 
zonal MCP plus $49.99/MWh to avoid being mitigated by AMP.  This is inappropriate 
(and unjustifiable) in the local market power mitigation context because generally there is 
no (or very little) effective competition in constrained Load pockets.  A supplier can bid 
well in excess of the applicable MCP and be reasonably assured that there will not be any 
competition for its energy.  
 

The MSC provided its opinion on the CAISO’s existing LMPM measures   in the 
MSC Comments, described above.  Specifically, the MSC stressed that stricter local 
market power mitigation measures are needed in California, and the measures approved 
by the Commission in the July 17 Order were wholly inadequate.  The MSC recognized 
that “[s]ignificant amounts of local market power can still be exercised under this 
mechanism.”  MSC Comments at 1.  Indeed, the MSC concluded that the AMP 
thresholds adopted by the Commission to mitigate local market power are 
“inappropriately loose”.  Id. at 3.  The MSC also stated that “[a] generation unit owner 
can exercise a sizeable amount of local market power and still not trigger the bid 
mitigation process in the Commission’s July 17th Order.” Id.  
 

The MSC Opinion attached to the July 22, 2003 Filing reiterated these concerns. 
There, the MSC stated that “[t]he most glaring weakness in the currently operating 
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California Independent System Operator (CAISO) market design is the lack of an 
effective local market power mitigation (LMPM) mechanism. July 22, 2003 Filing, 
Attachment D at 1. The MSC MRTU Opinion attached hereto as Attachment F also 
supports the need for new LMPM measures upon implementation of LMP. 
 
 

3. 

                                                

Second, the limits on bidding flexibility that the Commission approved in the July 
17 Order are significantly less protective of consumers than those which the Commission 
has approved for PJM, after which the CAISO is modeling its proposed LMPM 
measures.  In that regard, 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; (2) a level based on cost plus a 10 
percent adder; or (3) a pre-negotiated rate.  See PJM Interconnection, L.L.C., 96 FERC ¶ 
61,233 (2001) ; Atlantic City Electric Company, et al., 86 FERC ¶ 61,248 at 61,899 
(1999).  In an order issued on January 25, 2005, the Commission modified PJM’s LMPM 
measures by approving PJM’s proposal to set offer caps for frequently mitigated units at 
incremental cost plus the higher of a $40 adder or a unit specific adder determined 
through negotiations with PJM. PJM Interconnection, LLC, 110 FERC ¶ 61,053 at P 113 
(2005) (“PJM”). 
 

On the other hand, in California, a similarly situated unit is subject to mitigation 
only if its bid exceeds the zonal MCP by $50/MWh or 200 percent, regardless of whether 
such unit is frequently mitigated.  Thus, there is a greater opportunity for units in 
California to exercise local market power than similarly situated units can exert in PJM.  
The Commission should approve LMPM measures for the CAISO that are more in line 
with those that the Commission has approved for PJM. 
 

The CAISO’s Proposed Local Market Power Mitigation 
Measures Are Just And Reasonable 

 
In its July 22, 2003 Filing, the CAISO proposed two approaches for local market 

power mitigation: (1) a preferred “PJM-Like” approach; and (2) a less preferred bid 
conduct and market impact approach similar to the NY ISO (“NY-Like”).  Both 
approaches were cost-based as opposed to bid-based methods for mitigating local market 
power.  As the CAISO indicated in its July 22, 2003 Filing, the CAISO prefers the PJM-
like approach to local market power mitigation because it provides greater protection 
against local market power and is simpler to implement. 
 

Under the PJM-like approach proposed by the CAISO in its July 22, 2003 Filing, 
a unit that is dispatched up to relieve congestion on a non-competitive path would have 
its bid curve mitigated to the higher of its highest accepted bid in a previous  
“competitive constraint” market pass or its default cost-based bid (“Default Energy 
Bid”)28.  As proposed by the CAISO in its July 22, 2003 Filing, Default Energy Bids 
would be cost-based bids, equal to the incremental cost of the unit plus 10 percent.  For 

 
28  See Attachment B, Appendix C for a more detailed discussion of the Pre-IFM Process that will be 
used to determine the units subject to local market power mitigation. 
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resources not having an applicable cost-based bid, the CAISO proposed to calculate 
mitigated bids based on the following methodology, listed in order of preference: 

1. Mean of the LMPs at the unit’s relevant location for the lowest priced 
quartile of prices during unmitigated periods that the unit was dispatched 
or scheduled over the previous 90 days.  This price would  be calculated 
separately for peak and off-peak, and adjusted for fuel prices as 
applicable; 

2. A level determined in consultation with the market participant prior to the 
application of the mitigation; 

3. A level determined by the CAISO based on the CAISO’s estimated cost of 
the generating unit; and 

4. An appropriate average of competitive bids from one or more similar 
units. 

The CAISO also proposed an alternative, NYISO-like, bid conduct and market 
impact approach for local market power mitigation.  In its July 22, 2003 Filing, the 
CAISO indicated that for the NYISO-style mitigation to be an acceptable alternative to 
the PJM-style mitigation, the mitigated bids must be cost-based (rather than bid-based 
reference levels)29 and the conduct and impact thresholds must be much lower than the 
current levels for system and local market power mitigation. Specifically, the CAISO 
suggested that the conduct thresholds be set at the lower of $10/MWh or 20 percent of the 
unit’s Default Energy Bid and market impact thresholds be set at the lower of $10/MWh 
or 20 percent effect on LMPs. 
 

In its January 18, 2005 Guidance Letter, Commission staff raised the following 
issues with regard to the CAISO’s proposed local market power mitigation measures: 
 

(1) Default bid curves for LMPM – Commission Staff stated that the CAISO 
should explain why it was proposing to limit  its proposed PJM-style 
LMPM to variable cost plus 10%, and why the CAISO does not offer 
generators the choice of additional options available in PJM (average LMP 
or negotiated price); and  

 
(2) Frequently Mitigated Units and RMR – Commission staff raised the 

concern that with stringent LMPM, frequently mitigated units may not be 
adequately compensated, and incentives for upgrades / investment may not 
be present.  Commission staff stated that the CAISO should explain what 
market mechanisms it might implement for dealing with this and the time 
frame for such changes as well as any unique circumstances that will 
require the use of RMR contracts. 

 

                                                 
29  The CAISO opposes the use of a bid-based reference price for local market power because of the 
incentives it would create for a supplier that is frequently subject to local market power to bid strategically 
in order to influence (i.e., increase) its reference price. These concerns were recently documented in 
comments that the CAISO and CASIO MSC, Chair Frank Wolak filed with the Commission. See 
Comments of the California Independent System Operator Corporation, Docket No. PL05-6, filed May 2, 
2005.  
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In light of the concerns raised in January 18, 2005 Guidance Letter, the CAISO 
has made certain modifications to the LMPM measures proposed in the July 22, 2003 
filing. In particular, the CAISO has made changes to ensure that its LMPM measures 
more closely resemble PJM’s measures. To that end, the CAISO is no longer proposing 
the alternative New York-Like conduct and impact approach to local market power 
mitigation. The CAISO is proposing only the PJM-like approach to local market power 
mitigation with the modifications to its July 22, 2003 Filing identified herein. The 
CAISO submits that its revised LMPM proposal (as discussed herein and in the MPM 
White Paper) is just and reasonable and should be approved by the Commission. 
 

In addition to being described below, the revisions to the CAISO’s July 22, 2003 
Filing are discussed at pages 19-25 of the MPM White Paper.  The CAISO’s proposed 
revisions to the Pre-IFM and Pre- Dispatch Process for Real Time under MRTU are 
described in Attachment B, Appendix C and described briefly below.  The MSC Opinion 
discusses the CAISO’s LMPM proposal and is included as Attachment F.  
 

a. 

                                                

Default Energy Bid Curves for Local Market Power 
 

PJM’s LMPM measures permit a resource owner to choose among three default 
bid options:  (1) variable cost plus 10%; (2) a weighted average LMP at the same location 
during the hours where the resource was dispatched for energy in economic merit order 
(the number of hours to be determined by the Office of Interconnection to ensure 
reasonably contemporaneous competitive market conditions for the unit); or (3) a 
negotiated amount. To be more consistent with PJM, the CAISO is now proposing to 
allow resource owners to choose among three options for Default Energy Bids: 

 
1. Variable cost plus 10%, including adjustment for fuel price changes; 
2. A weighted average LMP at the same location during the dispatches in 

the preceding 90 days, when the resource was dispatched for energy in 
economic merit order, i.e., dispatches other than those when the 
resource was dispatched up (INC’ed) to alleviate a non-competitive 
transmission constraint, provided that during the preceding 90 days the 
number of MWh the unit was dispatched in economic merit order is no 
less than 50% of the total MWh the resource was dispatched. In other 
words, if the resource is dispatched to alleviate non-competitive 
constraints for more than 50% of the unit’s total MWh dispatched in the 
preceding 90 days, it must choose one of the other two options;30 or 

3. An amount negotiated with the Independent Entity responsible for 
determining Default Energy Bids. 

 
 

 
30  The 50% criteria is designed to serve as a screen for determining whether a resource owner has an 
incentive to bid strategically high during unmitigated hours to drive up the LMPs used to calculate its 
Default Bid. If the unit typically has less than half of its output mitigated, it has less of an incentive to 
strategically drive-up its LMP in hours when the unit is not mitigated. 
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b.  Compensation for Frequently Mitigated Units  
 

One issue raised in the January 18 Guidance Letter was the issue of compensation 
for frequently mitigated units (“FMUs”). The CAISO believes that revenue adequacy for 
units that are critical to grid reliability should be met first and foremost through long term 
contracting with Load Serving Entities. The CAISO is currently in the process of 
developing locational procurement requirements to be used in the CPUC resource 
adequacy program to ensure that LSEs have an obligation to procure sufficient capacity 
in local areas to meet the reliability needs of the grid. The CPUC agrees with this 
approach and, in its October 28, 2004, Order adopted in principle the concept of local 
capacity requirements.  Interim RA Order at 34.  As part of most recent CPUC workshop 
process, the CPUC staff asked the CAISO to develop and propose technical criteria for 
determining local capacity requirements. The CAISO developed and proposed criteria for 
establishing locational capacity requirements and, at least based on the workshop 
discussions, most participants agreed with the CAISO’s proposed approach. Based on the 
workshop discussions, the CAISO is now in the process of finalizing the locational 
procurement requirements.  At this juncture, the CASIO is confident that its proposed 
locational capacity criteria – and the resultant requirements – will for the basis of the 
CPUC’s local capacity requirements under its comprehensive resource adequacy 
program.  
 

Moreover, as the CAISO has previously indicated, it is willing to offer RMR 
contracts (or a similar alternative) to units that are needed for local reliability but which 
do not have a long-term contract i.e., a Resource Adequacy Contract.. Market participants 
and Commission Staff have raised concerns as to whether RMR contracts are a suitable 
backstop to bilateral capacity contracts, and market participants have requested that the 
CAISO consider and develop an alternative capacity contract. Further, in its recent PJM 
orders31, the Commission has indicated a preference for more administratively simpler 
and market-oriented approaches than RMR for purposes of addressing revenue adequacy 
issues for Frequently Mitigated Units.  
 

The CAISO is now proposing the following measures to address concerns 
regarding compensation for frequently mitigated units: 
 

1. An explicit threshold for defining FMUs (mitigated in 80% run hours over a 
rolling 12-month period).32 This is the threshold the Commission adopted for 
PJM. See PJM, 110 FERC at P 106. The Commission found that the 80% 
level was a “reasonable cutoff level.” Id.  

 

                                                 
31 See PJM Interconnection, LLC, 107 FERC ¶61,112 at PP19-20, 40 (2004). 
32 Over the next several months, the CAISO will consider and discuss with stakeholders an interim 
approach for identifying frequently mitigated units for day-one implementation of LMP and the following 
12-months. Once finalized, the interim approach will be incorporated in the MRTU Tariff. 
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2. A bid adder for day-one LMP implementation set at a level similar to what 
was recently approved in PJM33 for Frequently Mitigated Units that are not 
under an RMR or Resource Adequacy contract. 

 
3. A CAISO administered local capacity contract for Frequently Mitigated Units 

that are not under an RMR or Resource Adequacy contract that could either 
replace or serve as an option to the bid adder34. 

 
4. On a longer-term basis (e.g., after the first year of MRTU operation), the 

CAISO would consider the development of a monthly local capacity market 
as is being proposed by ISO-NE (and is being considered in other eastern 
markets). The CAISO acknowledges that the CPUC is already considering the 
viability of some form of formal capacity market and that consideration of 
such a mechanism is appropriately a matter best considered in coordination 
with the CPUC.  

 
The CAISO will initiate stakeholder activities beginning in May of this year to 

develop, inter alia, a methodology for determining the appropriate bid adder for FMUs. 
The CAISO believes that a bid-adder approach is just and reasonable as part of a 
comprehensive mitigation package such as that proposed herein and as approved for 
PJM.  However, the CAISO does have some concerns with a bid-adder approach and 
believes that a bid-adder mechanism may lead to the following inefficiencies in the 
market35: 
 

1. Such an approach may distort spot market performance by allowing units 
within local reliability areas to bid significantly in excess of their marginal 
costs (e.g. cost plus the adder).  While such a bidding approach may optimize 
net revenues for frequently mitigated units and allow them to recover fixed 
costs, such bidding may increase prices in the broader energy market above 
levels that would result if every unit bid its marginal cost (i.e., the competitive 
market outcome).  A RMR or similar capacity contract avoids these 
detrimental impacts on broader market energy prices by having all fixed cost 
compensation received through a single fixed payment, which can then allow 
a resource owner to submit bid in the CAISO markets that are more in line 
with the unit’s true marginal cost.  

  
2. A major drawback with any approach based on “fixed cost adders” is that 

such approach involves a much wider range of uncertainty or variance in  the 
                                                 
33  The Commission approved a bid adder for frequently mitigated units in the PJM equal to the 
higher of $40/MWh or the unit-specific going forward costs as reflected in an agreement between PJM and 
the generation owner. The $40 adder was based on an analysis of older combustion turbines currently in 
service in PJM. See PJM 110 FERC at P 113. 
34  The CAISO plans to develop in the latter part of 2005 and through 2006 a CAISO alternative local 
capacity contract option for addressing revenue adequacy of Frequently Mitigated Units not under an RMR 
or Resource Adequacy contract. Such a contract could either replace the bid adder or serve as an additional 
option..  
35  The MSC has similar concerns. MSC MRTU Opinion, Attachment F at 7-9. 
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unit’s actual fixed cost recovery over the course of a year.  For example, fixed 
cost adders must be calculated based on projections of the amount of energy 
provided by each unit (over which fixed costs are allocated on a $/MWh 
basis).  In practice, the actual operation and fixed cost recovery of many units 
is likely to vary significantly from projections used in determining fixed cost 
adders --- thereby potentially resulting in significant under or over-recovery of 
fixed costs. 

 
In light of these concerns and market inefficiencies, the CAISO intends to 

examine possible alternatives to a bid-adder mechanism (e.g., a local capacity contract) 
that address the aforementioned concerns, as well as the revenue adequacy concerns 
raised in the Guidance Letter. In the event the CAISO can develop such a product, the 
CAISO may propose it later as an alternative or supplement to the proposed bid adder. 
 

c. Pivotal Supplier Test 
 

The Commission recently approved a pivotal supplier test for the PJM market 
whereby, if three or less suppliers are not pivotal in meeting local reliability needs, units 
in that location would be exempt from the PJM local market power mitigation 
procedures. July 25 Order at PP 83-87.  PJM proposes to incorporate the pivotal supplier 
test into its market software so that it can run dynamically for each hour. However, PJM 
has acknowledged that it will take 12-months to develop and implement this 
functionality.  
 

The CAISO is open to considering a similar pivotal supplier test for MRTU. 
However, due to the complexity of such a test, the CAISO is not proposing it for day-one 
implementation of MRTU. Instead, the CAISO will work closely with stakeholders to 
attempt to reach consensus on a specific methodology for a pivotal supplier test for both 
the Day-Ahead and Real-Time markets and incorporate the pivotal supplier test in a later 
release of MRTU. The CAISO believes that the development of a pivotal supplier 
methodology will benefit from some actual experience under MRTU, which will enable 
the CAISO to better identify where the significant local constraints are and the units that 
are effective in relieving such constraints. 

 
Until such time that a dynamic pivotal supplier test is implemented, the CAISO 

will utilize periodic off-line procedures for assessing whether transmission paths 
currently designated as non-competitive are in fact competitive (and therefore could be 
exempt from local market power mitigation) and vice versa. The first assessment will be 
performed in 2006, prior to day-one implementation of MRTU.  The results of this first 
assessment will be used to designate paths as competitive or non-competitive for 
purposes of applying the proposed Local Market Power Mitigation on day-one of MRTU.  
Thereafter, subsequent assessments will be performed annually (or more frequently if 
needed )until a dynamic pivotal supplier test can be implemented.  The basic approach 
and factors that the CAISO is currently considering in conducting such off-line 
assessments is provided in Attachment B, Appendix B.  A Stakeholder process is 
scheduled for this summer to further develop criteria for determining competitiveness in 
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the context of relieving congestion on specific paths.  The resulting criteria will be filed 
as part of the MRTU Tariff filing. 
 

F. 

                                                

Local Market Power Mitigation For RUC Availability Bids  
 

The CAISO’s original market power mitigation proposal did not propose to 
mitigate RUC Availability Bids because the CAISO proposed to pay RUC resources as-
bid and rescind the Availability Payment if the RUC resource was dispatched for energy 
in Real-Time. Thus, resources with market power (i.e., those most likely to be 
needed/dispatched) would not receive an Availability Payment if dispatched, thereby 
obviating the need to mitigate such units’ Availability Bids.  
 

However, certain modifications to the RUC design approved by the Commission 
in its October 28 and June 17 Orders have necessitated the development of additional 
market power mitigation provisions for RUC Availability bids. In that regard, the 
Commission ruled that RUC Availability Payments should be based on MCPs.  In 
addition, the Commission ruled that the Availability Payment would not be rescinded if 
energy was dispatched from procured RUC capacity.  To effectively implement a market 
clearing settlement of RUC availability bids, prices will need to be calculated and settled 
on a nodal basis.36 
 

Because RUC resources will be procured on a nodal basis (unlike Ancillary 
Services which are procured regionally), there is greater potential for suppliers of RUC 
capacity to exercise local market power. Therefore, the CAISO believes that it is both 
appropriate and necessary that RUC Availability bids be subject to local market power 
mitigation similar to energy bids. 
 

As proposed by the CAISO, local market power mitigation for RUC Availability 
bids would occur concurrent with the local market power mitigation of energy bids in the 
Pre-IFM runs of the forward markets37. Specifically, if a resource has its energy bid 
mitigated for local market power in the Pre-IFM process, its RUC Availability Bid will 
also be mitigated to a reference level. Reference levels for RUC Availability bids will be 
calculated based on competitive Availability Bid reference levels, which will be 
calculated on a unit specific basis as the lower of the mean or median of a resource’s 
accepted “non-mitigated” Availability Bids for the preceding 90 days.  For day-one 
implementation of MRTU, an initial seed value of RUC reference prices will be 
necessary because there will be no accepted RUC Availability bids. The CAISO proposes 
to set the seed value at $1/MW38. Once a unit has an accepted RUC Availability bid that 

 
36  Unlike Ancillary Services, which are procured on a regional basis for contingencies, RUC 
capacity is selected to serve forecasted load and therefore must be deliverable to load at a nodal level (i.e., 
it must be feasible within the full network model). 
37  A detailed description of the Pre-IFM runs is provided in Attachment B, Appendix C. 
38  As noted in the LECG Report, with accurate representation of start-up and minimum load costs 
there is no cost justification for a RUC Availability bid (LECG Report at 40-45) and, therefore, it is 
impossible for the CAISO to come up with a rational basis for determining a seed value. Presuming that the 
minimum-load and start-up cost accuracy issue will be addressed with stakeholders in the coming months 
and incorporated into the MRTU Tariff, a $1/MW amount will be used as an arbitrary day-one value that 
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was not subject to local market power mitigation, such bid will be used to determine a 
bid-based reference price for the next day’s market. Thereafter, reference prices will be 
based on all accepted unmitigated availability bids for the first 90-days of MRTU 
operation at which point the reference price calculation will convert to a 90-day rolling 
average. In the event that there are no accepted “non-mitigated” RUC Availability Bids in 
the previous 90-days, the last available bid-based reference value will serve as the default 
value until either: (1) an Independent Entity and the affected unit owner reach agreement 
on an alternative consultative value; or (2) the CAISO awards RUC capacity to non-
mitigated RUC bids, which will mean that data are once again available to calculate a 
new bid-based reference level.  
 

The CAISO submits that its proposal to implement LMPM measures for RUC 
Availability bids is just and reasonable. Because the CAISO contemplates that there will 
be instances where the CAISO will need to procure RUC capacity to satisfy locational 
needs that are not accounted for by RMR (e.g., as the result of a Day-Ahead load forecast 
error or a short-term situation such as an unexpected outage) or State Resource Adequacy 
contracts, some mechanism must be in place to protect against the exercise of local 
market power (just like a mechanism is needed to protect against the exercise of local 
market power for energy bids). The CAISO’s proposal accomplishes that goal, while still 
providing supply resources with adequate compensation in those instances in which their 
Availability bids are mitigated for local market power reasons.  
 

A resource whose Availability bid is mitigated can set the Availability MCP, and 
collect a higher Availability MCP than its mitigated bid if the MCP at its location is set 
by other accepted Availability bids.  Mitigated Availability bid prices (“Bid-based 
Reference Level”) would be calculated by an independent entity and based on 
competitive Availability bid reference levels that is based on the lower of the mean or 
median of a resource’s highest accepted “non-mitigated” Availability Payment bids for 
the preceding 90-days. The ISO notes that use of a 90-day period is consistent with the 
calculation of “bid-based” AMP reference prices (see MMIP Appendix A, Section 
3.1.1.1(a) and DEC reference prices for managing Intra-Zonal Congestion (see Section 
7.2.6.1.1). Also, a 90-day rolling average is consistent with the energy reference price 
methodology used by the NYISO.  Using a rolling average over a significant time period 
(e.g., 30 days or more) results in a more stable (less volatile) reference level.  
 

G. 

                                                                                                                                                

Scarcity Pricing 
 

In the Guidance Letter, the Commission Staff stated that the CAISO’s proposal 
differs from existing RTOs/ISOs because it has the potential to suppress prices during 
system-wide shortage periods. Staff noted that other RTOs/ISO’s have mechanisms to 
permit prices to rise during periods of such shortages. For example, PJM does not 
mitigate bids on a system-wide basis other than to have a damage control bid cap of 
$1,000/MWh. Further, although the New York ISO and ISO New England have system-
wide AMP mitigation measures in place, they apply administratively set prices during 

 
will be immediately be replaced with a bid-based value for the next operating day once a unit has an 
accepted unmitigated availability bid. 
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periods of operating reserve shortages.  Staff pointed out that the CAISO proposal 
includes system-wide AMP mitigation along with a $250/MWh bid cap, but omits the 
NYISO and ISO NE measures to ensure appropriate price signals during shortages.  
 

As indicated above, the CAISO is no longer proposing system-wide AMP 
mitigation. Thus, suppliers can bid up to the damage control bid cap without being 
mitigated except for situations involving local market power. Further, although the 
CAISO is proposing a $250/MWh bid cap for day-one MRTU implementation, the 
CAISO is proposing a transition plan to get to the $1,000/MWh bid cap in place in PJM.  
 

The CAISO recognizes that, in theory, scarcity pricing can provide incentives for 
new investment, address revenue adequacy concerns and encourage demand response.  
However, implementing an effective form of scarcity pricing that does not create 
opportunities for suppliers to induce “artificial scarcity” through physical or economic 
withholding is a challenge, particularly if scarcity pricing is done at a very granular (i.e., 
load pocket) level. Moreover, with the noted exception of preventing price mitigation 
during periods of true scarcity, the benefits of scarcity pricing can be accomplished 
through other means. For example, revenue adequacy and new investment can be 
addressed through forward contracting, and effective demand response can be achieved in 
the absence of a formal scarcity pricing mechanism. Indeed, the Commission has 
previously recognized that bilateral contracts are the most appropriate mechanism for 
addressing fixed cost recovery. See San Diego Gas & Electric Company v. Sellers of 
Energy and Ancillary Services into Markets Operated by the California Independent 
System Operator and the California Power Exchange, 95 FERC ¶61,115 at 61,364 
(2001). 
 

As noted in the Guidance Letter, both ISO New England and the NY ISO have 
implemented reserve shortage scarcity pricing. Reserve shortage pricing in ISO New 
England occurs only in the Real-Time market. The NY ISO just recently implemented a 
new market design that provides for reserve shortage scarcity pricing in both the forward 
and Real-Time markets.  
 

The CAISO notes that its   MRTU design does have a form of  “reserve shortage” 
scarcity pricing in the Real-Time market. Specifically, when the Security Constrained 
Economic Dispatch (“SCED”) used in Real-Time market is in Automatic mode, the 
software sets a high penalty bid price equal to the $250/MWh bid cap for Contingency 
Only (C-O) reserves so that they are released only when Supplemental Energy bids are 
exhausted.  If Supplemental Energy bids are exhausted, all the C-O reserves will be 
released and used in the optimization at a energy bid price of $250/MWh.39 The current 
MRTU design also provides for “energy” scarcity pricing in the Day Ahead market. 
Specifically, if there is a non-economic load reduction (i.e., self-schedule load is 

                                                 
39  However, if the SCED is run in a “Contingency Mode” (i.e., a contingency occurred), then all C-O 
reserve energy bids are released for use with their original economic bids.  The use of original economic 
bid prices for C-O reserves will not result in scarcity pricing, which is appropriate because the occurrence 
of a contingency is not an indicator of scarcity (i.e., a reserve shortage).  
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curtailed) in the forward market, the CAISO’s proposed design will automatically value 
load at the bid cap and set prices accordingly.  
 

Thus, the MRTU design does provide for some form of scarcity pricing in both 
the forward and real time markets.  In the longer run, the CAISO commits to considering 
development of a more extensive scarcity pricing design at a system level that could be 
implemented under a later MRTU software release at some point after February 2007.  
 

H. The Pre-IFM And Pre-Real Time Dispatch Process Under MRTU 
 

All of the market power bid mitigation provisions described above will occur 
prior to the Day-Ahead IFM or the Real-Time Energy market.  The process and sequence 
for the market power mitigation provisions is set forth below. The CAISO notes that it 
has made certain revisions to the process set forth in the July 22, 2003 Filing and those 
revisions are identified below. 
 

In its July 22, 2003 Filing, the CAISO proposed conducting System Market 
Power Mitigation (“SMPM”), RMR dispatch, and LMPM in a Pre-IFM Process for the 
forward markets and a Real-Time Pre-Dispatch process for the Real-Time market. The 
Pre-IFM Process would utilize submitted forward supply schedules and bids and clear 
these against forecasted load, reserve requirements, and export bids. Running these 
mitigation measures against forecasted load, as opposed to scheduled and bid load, avoids 
the need for additional market power mitigation passes in the RUC process. As proposed 
by the CAISO in its July 22, 2003 Filing, the Pre-IFM Process involved potentially four 
runs or passes. The passes and associated functions are described below. 
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Table 1: Original Pre-IFM Process as Filed on July 22, 2003 
Pass Original Proposal Purpose of the Pass 

Pass 
1a 

CC – Unmitigated - Full Network 
Model determines optimal dispatch 
by enforcing transmission limits 
only on pre-defined Competitive 
Constraints (CC)40 – All other 
transmission constraints ignored. 

Establish a baseline dispatch for system and 
possibly local market power mitigation in 
subsequent passes. 

Pass 
1b 

CC – Mitigated – Bids that violate 
the System Conduct Thresholds are 
mitigated to their reference level 
and Pass 1 is repeated.  

To determine if mitigating the bids has a material 
impact on market prices. If no material impact, 
Pass 1a bids are used for Pass 2. Otherwise, the 
mitigate bids from Pass 1b are used in Pass 2. 

 
Pass Original Proposal Purpose of the Pass 

Pass 
2a 

AC – Unmitigated - Full Network 
Model determines optimal dispatch 
using bids from either Pass 1a or 1b 
(depending on whether system bid 
mitigation was binding) by 
enforcing transmission limits on All 
Constraints (AC) 

RMR units that are dispatched up in this pass have 
their total dispatch designated as an “RMR 
dispatch”. 

Non-RMR units that are dispatched up in this pass 
are subject to local market power mitigation. The 
incremental dispatch would be mitigated to the 
higher of its accepted bid price in the CC run (Pass 
1a or 1b) or its Default Proxy Bid (cost-based bid). 
Under the preferred local market power mitigation 
approach (PJM-like), the mitigation would be 
automatic and there would be no need for Pass 2b. 
Under the alternative conduct and impact local 
market power approach the bid would be mitigated 
and tested for market impact in Pass 2b. 

Pass 
2b 

AC – Mitigated - Bids that violate 
the Local Conduct Thresholds are 
mitigated to their Default Energy 
and Pass 2a is repeated. 

To determine if mitigating the bids has a material 
impact on market prices. If not, Pass 2a bids are 
used in the IFM. Otherwise, the mitigate bids from 
Pass 2b are used in the IFM. 

 

                                                 
40  Initially, Competitive Constraints will consist of the CAISO’s current Branch Groups and other 
transmission paths interfacing with pre-determined generation pockets (i.e. Constraints like the Miguel 
substation where generation is competing to get out.). An initial assessment will be performed in 2006 to 
determine whether additional paths may be designated as being “Workably Competitive”.  As the CAISO 
gains experience under LMP, the list of Competitive Constraints will periodically be reassessed and 
additional paths may be designated as being “Workably Competitive.”  Attachment  B, Appendix B 
provides more details on the process and methodology that will be used to make these assessments.  
Additional development of this methodology will take place with stakeholders over the next several 
months, the results of which will be incorporated into the MRTU tariff filing. 
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Once the Pre-IFM process is completed, the mitigated bids and RMR dispatch schedules 
are passed on for use in the IFM (Pass 3) and RUC (Pass 4).  

The CAISO is now proposing the following modifications to the market power 
mitigation process proposed in its July 22, 2003 Filing: 

1. The CAISO will not apply the bid conduct and market impact test for System 
Market Power (System AMP) -- Pass 1b -- on day-one implementation of LMP. 
The CAISO may seek to propose System AMP at a later date upon 
implementation of a higher bid cap and an effective reserve shortage scarcity 
pricing mechanism and pivotal supplier test.  

2. The CAISO will not apply the bid conduct and market impact test for Local 
Market Power (Local AMP) -- Pass 2b. Instead, for reasons explained supra, the 
CAISO is only proposing the PJM-like approach to local market power 
mitigation, which does not require a Pass 2b. The CAISO is retaining the 
functionality for Local AMP in the software because it has already been 
developed. 

3. Units mitigated for local market power will have the entire range of their energy 
bid curve above the level accepted in Pass 1 mitigated. Originally, the CAISO had 
proposed to   mitigate only the incremental section of the bid curve dispatched up 
in Pass 2. However, the bid curve will not be mitigated below the highest 
accepted bid of that resource in Pass 1. This modification was made in response to 
concerns expressed by LECG that certain differences between the running of the 
Pre-IFM and the actual IFM may result in inadequate bid mitigation for local 
market power. More over, mitigating the entire bid curve is consistent with the 
local market power mitigation procedures used in the eastern ISOs. See LECG 
Report at 81-88.  

4. Resources that have their energy bids mitigated for local market power (i.e., 
resources that are dispatched up in Pass 2 of the Pre-IFM Process) will have their 
entire RUC Availability Bid mitigated to a pre-determined reference price. This 
modification was made because (1) the RUC design was modified to provide that 
RUC Availability payments are no longer rescinded if the RUC capacity is 
dispatched for energy, and (2) unlike Ancillary Services, RUC will be procured 
nodally, thereby making RUC capacity bids more susceptible to local market 
power problems.  

5. Previously, the CAISO had proposed to limit the pool of resources considered in 
Pass 3, the IFM, and Pass 4, the RUC, to those units committed in Pass 2 to meet 
forecast load.  To preserve the effectiveness of LMPM applied in the Pre-IFM, the 
CAISO retains the proposal to limit units considered in the IFM to those units 
committed in the Pre-IFM.  However, the CAISO is making the following change 
regarding the pool of units considered in RUC:  all resources that bid into the 
Day-Ahead IFM will be considered in Pass 4, the DA RUC.  Allowing all units 
bid into the Day-Ahead IFM to be considered in RUC can result in a lower-cost 
unit commitment resulting from RUC and will not undermine the proposed 
LMPM for energy and RUC availability bids.  
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Finally, the CAISO notes that the current methodology proposed for the Pre-IFM 
uses large penalty decremental energy bids applied to non-RMR units in Pass 2 to 
prohibit economic substitution between RMR units required to meet local conditions (not 
considered in Pass 1) and non-RMR units that were dispatched to meet system 
requirements in Pass 1.  In a review of the proposed MRTU design commissioned by the 
CAISO41, LECG identified an issue with the use of these large penalty decremental 
energy bids that may affect the accuracy of the proposed Local Market Power Mitigation.  
See LECG Report at 81-83. The CAISO has determined that pursuing an alternative 
mechanism to the use of penalty decremental bids is not feasible given the current 
implementation time frame.  The CAISO has reviewed this issue and does not believe the 
use of the large penalty decremental energy bids in Pass 2 of the Pre-IFM will 
significantly undermine the local market power mitigation. However, the CAISO will 
consider this issue for Release 2. 

 

I. 

                                                

Revenue Adequacy For Suppliers 
 

In the October 28 Order, the Commission stressed that “market power mitigation 
should address market power concerns without undermining incentives for new entry and 
long-term resource adequacy.” October 28 Order at P 274 (footnote omitted). The 
Commission added that “the resource adequacy measures adopted by the region must 
work together with the region’s market power mitigation measures to ensure that there 
are appropriate incentives to invest in sufficient infrastructure to maintain reliable and 
reasonably priced service to customers in the region. Id. (footnote omitted). Likewise, the 
January 18 Guidance Letter recognized that “mitigation has the potential to restrict the 
revenues to generation resources needed for reliability to levels that may discourage 
necessary investment or encourage retirement of needed existing resources.” Guidance 
Letter at 3-4.  The Guidance Letter noted that FERC’s recent orders allow for balanced 
rules that encourage needed infrastructure investment while controlling for the potential 
exercise of market power. 
 

The CAISO recognizes that in any market, there must be sufficient opportunities 
for suppliers to recover their costs, both fixed and variable.  Absent sufficient 
opportunities to recover costs, suppliers will exit the market, thereby leading to the 
possibility of supply deficiencies, higher prices and/or product rationing. Both the 
October 28 Order and the Guidance Letter raise  “revenue adequacy” issues regarding the 
CAISO’s proposed market redesign.  To assess (and address) those concerns, the CAISO 
has reviewed the MRTU design, as well as the CPUC’s resource adequacy framework, to 
ensure that there will be sufficient revenue opportunities available in the marketplace 
(including both bilateral and spot market opportunities) to support fixed cost recovery.  
Indeed, as discussed supra, the CAISO has made several modifications to the mitigation 
package filed on July 22, 2003 to “bolster” revenue adequacy. For the reasons set forth 

 
41  This report is available on the CAISO web site at 
http://www.caiso.com/docs/2005/02/23/200502231634265701.pdf  
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below, the CAISO believes that the comprehensive market design and resource adequacy 
regime that will be in place in California will provide the necessary incentives and 
revenues to suppliers to invest in sufficient infrastructure to maintain reliability and 
reasonable prices.  

 

First, the CAISO believes that the resource adequacy framework established by 
the CPUC’s January 26 and October 28, 2004 orders will provide (1) sufficient incentives 
for infrastructure investment in California, and (2) sufficient opportunities for suppliers to 
recover their going forward fixed costs (by entering into both short-and long- term supply 
arrangements with LSEs). Indeed, the CPUC has stressed that, in developing its resource 
adequacy policies, it was “providing a framework to ensure resource adequacy by laying 
a foundation for the required infrastructure investment and assuring that capacity is 
available when and where needed. January 26 Order at 11.  To that end, the CPUC has 
approved a year-round 15-17 percent planning reserve margin. For the summer months, 
90 percent of a LSE’s capacity obligation must be procured a year in advance. Further, 
100 percent of a LSE’s capacity requirement must be procured at least one-month in 
advance throughout the year. The CPUC adopted this latter requirement, in part, for the 
express purpose of promoting revenue adequacy.  Interim RA Order at 37.  In the 
October 28, 2004 Order, the CPUC also emphasized its commitment to implementing a 
local capacity requirement and directed the parties to develop the details of such a 
mechanism  in the Resource Adequacy workshops.  Interim RA Order at 34.  This will 
promote revenue adequacy for units needed for local reliability. 

 

Second, the CAISO’s proposed spot market pricing mechanisms are more than 
sufficient to cover any resource’s incremental costs, while providing ample opportunities 
for suppliers to earn additional contributions toward fixed cost recovery. Although, the 
CAISO is proposing a $250/MWh energy bid cap initially, the CAISO has proposed a 
transition plan to raise the level of the cap by $250/MWh annually. Further, the CAISO is 
eliminating system AMP which will allow prices to rise during shortage periods without 
any constraints other than the damage control bid cap. This provides LSEs with a 
significant incentive to enter into long-term energy contracts with suppliers and not just 
capacity contracts.  

 

In addition to receiving the nodal market-clearing price, resources participating in 
the CAISO’s markets are also eligible to be compensated for their start-up and minimum 
load costs (and as discussed in the Market Design White Paper, the CAISO is considering 
the inclusion of emissions costs).    Furthermore, suppliers participating in the A/S 
markets may submit market-based capacity bids and receive capacity payments that 
reflect the opportunity cost of reserving that capacity and potentially additional revenues 
that can be credited toward fixed cost recovery.  The CAISO is one of the few 
independent system operators that provides markets for four types of Ancillary Services, 
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i.e., Spinning Reserve Non-Spinning Reserve, Regulation Up and Regulation Down.42  
The CAISO paid out approximately $87 million in capacity payments for these services 
in 2004. Under MRTU, the CAISO will continue to provide capacity payments to A/S 
suppliers. Moreover, non-Resource Adequacy units will be eligible to receive a RUC 
Availability payment for their provision of RUC capacity, which will be paid in addition 
to the guaranteed recovery of start-up and minimum load costs.  

 

In addition to these opportunities in the daily markets, the CAISO is also 
proposing a “back-stop” revenue opportunity for FMUs not under a RMR or Resource 
Adequacy contract to recover their going forward fixed costs. Specifically, the CAISO is 
proposing a bid-adder (the level of which will be determined in the MRTU stakeholder 
process this summer) for FMUs that will provide FMUs with additional revenues that can 
be credited toward fixed cost recovery.43  This should adequately address any revenue 
adequacy concerns for units that are mitigated frequently. Finally, as a backstop 
mechanism, the CAISO will continue to designates certain resources to be RMR 
Generation to the extent such units are not already contracted for under the CPUC local 
resource adequacy requirements. 

  

V. 

                                                

PROCESS FOR HANDLING OTHER POLICY ISSUES AND THE MRTU 
TARIFF 

 
February 2007 is the target date for implementation of the MRTU market 

redesign. In order to achieve this implementation date, it will be necessary for the CAISO 
to “freeze” the conceptual design and the associated business requirements well in 
advance of that date. The CAISO does not intend to make any changes to the market 
design that would threaten the successful implementation of MRTU in early 2007 unless 
they are absolutely necessary for successful performance of the market and/or grid 
reliability or unless ordered to do so by the Commission.  The market design the CAISO 
proposes to implement in February 2007 is referred to as MRTU Release 1.44 To best 
assure that individually stable systems can be carried into the integration effort that is 
scheduled to begin in January 2006, such systems need to be built and tested by the end 
of December 2005.45 

 
42  It is important to note that initially under MRTU the bid caps in the CAISO’s A/S markets will 
remain at $250/MW/hr.  PJM currently has a $100/MW cap on regulation bids and a $7/MW cap on 
spinning reserve bids.   
 
43  The CAISO’s standard LMPM measures also ensure that units are compensated fairly. In that 
regard, a thermal unit can receive a 10 percent adder above its Default Energy bid. The MSC has 
recognized that this adder can provide additional revenues to suppliers that are not insignificant.  MSC 
MRTU Opinion, Attachment F at 7. 
44  The primary elements of the MRTU market design are identified at pages 24-28 of the Market 
Design White Paper. Pages 29-32 of the Market Design White paper contain a chart showing the status of 
the various market design elements at the Commission and the next steps for finalizing such design 
elements.  
45  As with any large project, there will be issues that surface or are uncovered during subsequent 
integration and testing phases that require immediate attention and which are critical to the successful 
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The need to finalize or “freeze” the design now is a necessity born out of certain 

looming deadlines in the implementation schedule. As it is, many of the key core 
systems, such as the IFM, are already in pre-factory and factory acceptance testing (“pre-
FAT” and “FAT”) and any significant design deviations will at this point result in 
significant delays to the implementation schedule.  Most importantly, pursuant to the 
current MRTU implementation schedule, integration testing will commence in January 
2006. Integration testing presumes that each of the MRTU component systems, the 
Scheduling Infrastructure Business Rules, IFM, RUC, etc., are complete (and have been 
separately tested) and that it is time to determine if the entirety of the MRTU design can 
work as a whole, i.e., that all the systems and subsystems can communicate with, transfer 
data between, one another and produce viable solutions. Thus, while to some the need to 
finalize the design at this juncture may appear arbitrary, the need to finalize the design 
during this timeframe was identified last June, when the current MRTU implementation 
schedule was adopted by the CAISO Governing Board.  The CAISO is sensitive to those 
that wish that the resolution of design issues not be driven by implementation dates and 
deadlines.  However, bringing a project the size of MTRU to completion requires that the 
CAISO simultaneously balance design and implementation priorities.  While many would 
prefer to finalize design issues prior to proceeding with any aspect of implementation, 
such a serial approach would necessarily result in a very lengthy design- through-
implementation schedule.  The fact is, as virtually all market participants have 
acknowledged, the current design is fatally flawed and must be replaced with due speed.   
For the foregoing reasons, and driven by the practical realities of the previously 
established implementation schedule, the CAISO is required to distinguish between those 
design elements and features that by necessity have to be included in the design 
implemented in February 2007 (“Release 1”) and those that, while they may be desirable, 
will have to be implemented some time after February 2007 (“Release 2”).46 
 

MRTU Release 1 includes the following: (1) the market design elements 
conceptually approved by the Commission in its prior orders in this proceeding; (2) the 
design elements being proposed in the instant filing (the so-called “Category A design 
elements”) and (3) certain other design elements and design details that will be addressed 
in the MRTU tariff filing, but for which conceptual approval is not needed at this time 
(“Category B design elements”). Resolution of the Category B items can be 
accommodated without impacting the MRTU project schedule. The Category B design 
elements include CRR allocation rules, treatment of transmission ownership rights, must 
offer obligations based on resource adequacy requirements, management of use limited 
resources, pricing of Ancillary Services procured in HASP and the Real-Time market, 
eligibility for ISO commitment cost compensation, RUC self-provision, inter-SC trade 

                                                                                                                                                 
operation of the MRTU markets. Rather than add risk to the implementation date  by essentially adding 
features to the design that might require development in parallel with the integration phase, it is important 
that resources be focused on repairing variances that emerge during testing. 
46  The primary elements of the MRTU market design are identified at pages 24-28 of the Market 
Design White Paper. Pages 29-32 of the Market Design White paper contain a chart showing the status of 
the various market design elements at the Commission and the next steps for finalizing such design 
elements.  
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provisions, treatment of intermittent and renewable resources under MRTU, participating 
load participation in the Day-Ahead IFM, costs included in Start-Up and Minimum Load 
for CAISO unit commitment, increased granularity of load scheduling and settlement and 
open ETC cost issues. These items are discussed in greater detail in the Market Design 
White Paper (pages 8-19). Beginning in May 2005, the CAISO will meet with 
stakeholders on a regular basis to resolve these outstanding issues and to develop the 
MRTU tariff language. The CAISO intends to file its MRTU tariff with the Commission 
by November 30, 2005.  
 

The CAISO notes that freezing the design for MRTU Release 1 does not preclude 
the CAISO from modifying the MRTU design after February 2007. Indeed, the CAISO 
has identified certain features and design modifications that the CAISO believes would 
be beneficial to the MRTU design but which do not meet the threshold of criticality for 
Release 1 (especially given that their inclusion in Release 1 would likely render the 
CAISO unable to meet the February 2007 implementation date). In that regard, the 
CAISO has carefully considered the potential impacts on the project of incorporating 
these elements now, versus the potential market performance impacts of not having them 
as part of the February 2007 implementation, and has concluded that the greater risk 
would be to add them to the project at this time. As noted above, these design 
modifications changes are referred to as “MRTU Release 2,” and the CAISO intends to 
consider these modifications for implementation at some point after implementation of 
MRTU Release 1.  
 
 The CAISO has identified two types of modifications that fall into the MRTU 
Release 2 category.  First, there are elements that the CAISO has determined are 
important and should be included in a comprehensive redesigned market, but which the 
CAISO cannot include in Release 1 for implementation in February 2007  --  and for 
which the CAISO has not yet developed the details or a timetable for implementation 
(“Category C design elements”). The Category C design elements include virtual or 
convergence bidding, a simultaneous RUC and IFM, DEC bids on final Day-Ahead 
resource schedules, and ramping limits for the Real-Time pricing run with constrained 
output generation. The Category C design elements are discussed in greater detail at 
pages 19-22 of the Market Design White Paper. Second, there are a couple of other 
elements that require considerable further assessment and which that the CAISO is 
considering for possible inclusion in MRTU Release 2 or later (“Category D design 
elements”). Category D design elements include a provision for Participating Load to 
offer demand response in the Day-Ahead market and the California Energy 
Commission’s proposal for rebate of over-collected losses associated with renewable 
resources. The Category D elements are discussed in greater detail on page 23 of the 
Market Design White Paper. 
 

In “freezing” the MRTU Release 1 design  -- which was a necessary step to 
minimize the risk to the February 2007 MRTU implementation date  -- the CAISO had to 
implement stringent threshold criteria that any further modifications would have to meet 
in order to be added to MRTU Release 1. In that regard, in assessing any potential change 
to the MRTU Release 1 items identified in this White Paper (i.e., change to an identified 
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element or addition of a new element), the CAISO had to weigh the risk of impacting the 
project implementation schedule as a result of including the proposed change, versus risk 
to the success of the MRTU market redesign (due to adverse impacts on market 
performance or grid reliability) of not including the proposed change. Based on this 
criterion, the CAISO determined that implementation of the elements listed as Category 
C or D design elements should be deferred until after implementation of MRTU Release 
1.47  
 

Finally, is important to note that MRTU Release 2 is only a generic concept at this 
time. The CAISO does not yet have a schedule for developing Release 2 elements or for 
implementing Release 2. For the remainder of this year the CAISO’s resources must be 
focused on resolving the MRTU Release 1 matters in a timely manner so that the 
February 2007 MRTU implementation date will not be jeopardized.  Accordingly, the 
process for “designing” the details of the Release 2 elements, including the associated 
stakeholder process, will be developed at a later time.  However, the CAISO intends to 
explore the possibility of engaging the software vendors in developing software modules 
for confirmed Release 2 elements early in 2006 if possible, so that the high priority 
Release 2 changes can be implemented as early as possible. If after evaluation this 
appears to be feasible, the CAISO will initiate a stakeholder process to discuss the details 
of these MRTU Release 2 elements.  
 

Virtual bidding falls into this category.  While the CAISO is not proposing to 
implement virtual bidding at this time, the CAISO understands the importance of this 
issue to both the Commission and many market participants.  While the concept of – and 
the need for – this feature may appear simple and obvious to some, virtual bidding is not 
easily accommodated in the MRTU functionality.  For the CAISO to include the virtual 
bidding functionality in Release 1 the CAISO and market participants would have needed 
to develop and specify important design and rule requirements last year.  While such 
efforts could have been undertaken, other critical elements of the design – such as the 
design and rules governing the treatment of ETCs – took priority.  As it stands now, even 
if the CAISO and stakeholders were able to quickly come to consensus on the optimal 
design of a virtual bidding feature – not likely based on the contentious nature of the 
issue – incorporation of virtual bidding into Release 1 now would result in certain delay 
of the implementation schedule. As noted above, the CAISO is committed to exploring, 
during 2006, the viability of implementing virtual bidding into the MRTU design 
sometime after February 2007. While the CAISO appreciates the Commission’s desire to 
know “how and when” with respect to virtual bidding, the CAISO requests that the 
Commission defer such consideration until 2006 so that the implementation effort can 
proceed on schedule. 

 
 
  

 
                                                 
47  Stakeholder comments on the CAISO’s proposed categorization are summarized on pages 23-24 
of the Market Design White Paper. The categorization of the various market design elements also was 
discussed at the two MRTU stakeholder conferences.  
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CAISO White Paper – Revised  
 

Market Redesign and Technology Upgrade (MRTU) 
Comprehensive Market Redesign Update 

 

1. Executive Summary  
The present CAISO White Paper is a revised version of the MRTU Comprehensive Market 
Redesign Update White Paper that was released on February 23, 2005. The CAISO has made 
revisions to the February 23 White Paper primarily in response to discussions with stakeholders 
at meetings the CAISO conducted on March 1-2 and April 12-13, and to written comments the 
CAISO received from stakeholders. The purpose of the present revised White Paper is to 
provide the Commission with: 
1. a full description of two of the three MRTU design elements for which the CAISO seeks the 

Commission’s conceptual approval at this time, specifically, Day Ahead Market Clearing of 
Demand Bids Submitted at Load Aggregation Points (LAPs), and the Hour Ahead 
Scheduling Process (HASP);1  

2. a summary of the outstanding MRTU design and policy issues the CAISO intends to resolve 
through a stakeholder process prior to filing the MRTU Tariff at the end of November, 2005;  

3. a brief description of several additional MRTU modifications and enhancements that the 
CAISO will not be able to implement when the MRTU markets first go into operation but 
which the CAISO believes are strong candidates for implementation soon thereafter;  

4. a brief summary of the stakeholder process, the comments received from stakeholders on 
the design elements discussed in this paper for which the CAISO is seeking conceptual 
approval, and the CAISO’s responses to those comments; and 

5. a summary of the CAISO’s responses to the main concerns raised by William Hogan, Scott 
Harvey and Susan Pope of LECG in their comprehensive review of the MRTU market 
redesign. To ensure a complete record on these matters the CAISO is including the 
complete LECG report on MRTU as an attachment to the present filing.  

It is important to emphasize that the crucial distinction between the elements for which the 
CAISO is seeking conceptual approval at this time (item 1 above) versus those elements and 
issues the CAISO proposes to resolve by the time of the MRTU Tariff filing (item 2 above) is that 
timely completion of MRTU software development and testing for February 2007 implementation 
of the MRTU markets depends on the Commission granting timely conceptual approval of the 
item 1 elements. Should the Commission direct the CAISO to make substantive changes to the 
design of these elements it would place the February 2007 implementation date at considerable 
risk. In contrast, the resolution of the elements and issues in item 2 above can be 
accommodated by means of flexibility and configurability that has been designed into the 
software. Therefore there is no need from a project perspective for any further guidance from 
the Commission on these matters at this time.  
 

                                                 
1  The third design element for which the CAISO seeks conceptual approval, the CAISO’s proposed 

package of Market Power Mitigation provisions, is described in a separate attachment to this filing.  

CAISO / Policy Office   May 11, 2005, page 1 
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2. Introduction 
Since the ISO’s July 22, 2003 filing of its Amended Comprehensive Market Design Proposal at 
FERC, there have been several FERC orders granting conceptual approval to the major design 
elements of the proposal and, for some elements, accepting modifications proposed by the ISO 
or ordering other modifications. These orders drew to a large extent upon discussions in two 
FERC-sponsored technical conferences held in the first quarter of 2004 and subsequent filings 
by the participants and the ISO. In addition to these developments, the ISO engaged William 
Hogan, Scott Harvey and Susan Pope of the consulting firm LECG to examine and evaluate the 
Comprehensive Market Design Proposal. LECG’s report, which was released concurrently with 
the February 23 White Paper, supports the overall MRTU design but does identify several 
problems or potential problems and offers recommendations for addressing them. Finally, there 
have been certain unresolved aspects of the MRTU market design that have been under 
development over the past few months and are now ready for submission to the Commission for 
conceptual approval. In particular, the Hour Ahead Scheduling Process (HASP) was approved 
by the ISO Board in November, 2004 but was not filed at that time to assure that it was 
consistent with other design elements under review, and the Market Power Mitigation provisions 
have been evolving in a parallel fashion with the CPUC’s Resource Adequacy proceeding and 
are now ready for Commission review and approval.  
In summary, the three MRTU design elements for which the CAISO seeks the Commission’s 
conceptual approval are: 
1. A modification to the method proposed in the CAISO’s July 2003 filing for day-ahead market 

clearing of demand bids submitted at the level of the Load Aggregation Point (LAP). The 
LECG report on the MRTU design raised a significant concern about the filed method for 
clearing such bids, and described potentially serious adverse impacts on the performance of 
the redesigned markets if this concern were not addressed. This concern is identified as the 
Number One issue in the Executive Summary of the LECG report. The LECG report also 
identified an appropriate solution to the problem, which is to adopt the approach 
implemented by the NYISO for exactly the same purpose, i.e., clearing demand bids 
submitted under their load aggregation scheme. The CAISO therefore now proposes to 
adopt the NYISO method.  

2. The Hour Ahead Scheduling Procedure (HASP). In response to the Commission’s 
September 20, 2004 Order on Rehearing (of its June 17, 2004 Order on MRTU) the CAISO 
has reviewed the design of its proposed Hour Ahead process, considering the questions 
raised by the Commission as well as concerns raised by parties who filed for rehearing of 
the June 17 Order and other concerns identified in the LECG report. The CAISO submits 
that the HASP proposal contained in the present White Paper addresses these questions 
and concerns and should be approved in concept by the Commission.  

3. A complete package of Market Power Mitigation provisions, which are described in detail in 
a separate attachment to the present filing.  

2.1 The MRTU Implementation Process 
February 2007 is the target date for implementing the MRTU market redesign. In order for a 
project of the complexity and scope of MRTU to achieve this target, it is necessary to finalize or 
“freeze” the conceptual design and the associated business requirements well in advance, and 
to preclude any modifications that would threaten the successful implementation of MRTU in 
early 2007. The frozen design for February 2007 is referred to as “MRTU Release 1”, and is the 
primary focus of this White Paper. It is the CAISO’s intent to maintain this frozen design unless 
ordered by the Commission to modify the design or unless the CAISO determines that a 

CAISO / Policy Office   May 11, 2005, page 2 



California ISO  Revised MRTU White Paper 

modification is absolutely necessary for the successful performance of the market or for grid 
reliability.   
Of course, freezing the design for MRTU Release 1 does not preclude modifying the MRTU 
design after February 2007. Indeed, the CAISO has identified certain features and modifications 
that we believe would be beneficial to the MRTU design yet do not meet the threshold of 
criticality for Release 1. In particular, the CAISO has carefully considered the potential impacts 
on the project of incorporating these elements now, versus the potential market performance 
impacts of not having them as part of the February 2007 implementation, and has concluded 
that the greater risk would be to add them to the project at this time. For the present discussion, 
such changes can be collectively referred to as “MRTU Release 2,” to be implemented some 
time after Release 1.  
It is important to understand that “MRTU Release 2” is only a generic concept at this time. The 
CAISO does not yet have a schedule for developing Release 2 elements or for implementing 
Release 2. For the remainder of this year the CAISO’s human resources must be focused on 
achieving Release 1 on time, and therefore the process for developing the details of Release 2, 
including the associated stakeholder process, will be considered at a later time. This White 
Paper does, however, identify certain specific design modifications or elements that the ISO 
believes should be included in Release 2. Moreover, the CAISO intends to explore the 
possibility of engaging the software vendors in developing software modules for confirmed 
Release 2 elements early in 2006 if possible, so that the Release 2 changes may be 
implemented as early as possible. If this appears to be feasible as we approach the start of 
2006 the CAISO will initiate a stakeholder process to discuss these elements.  
Based on the discussion above, the present White Paper distinguishes four categories of design 
elements or modifications:  

A. Included in Release 1 and being submitted to the Commission at this time for 
conceptual approval;  

B. Included in or under consideration for Release 1 and, if included, will be addressed in 
the MRTU Tariff Filing, but do not require Commission guidance at this time;   

C. Intended for inclusion in Release 2, based on the CAISO’s current assessment of the 
importance of these elements; design and development process and timetable to be 
determined at a later date; 

D. Under consideration for Release 2 or later, but require considerable further assessment. 
Elements identified for category C (intended for inclusion in Release 2) are ones the ISO deems 
to be important elements of the comprehensive market design but cannot include in Release 1. 
In “freezing” the Release 1 design – a necessary step to minimize the risk to the February 2007 
MRTU implementation date – the ISO had to implement stringent threshold criteria that any 
further modifications would have to meet in order to be added to Release 1. For any proposed 
change to the Release 1 items identified in this White Paper (change to an identified element or 
addition of a new element), the ISO has to weigh the impact on project implementation risk of 
including the proposed change, versus risk to the success of the MRTU market redesign (due to 
adverse impacts on market performance or grid reliability) of not including the proposed change. 
Based on this criterion the ISO determined that the elements listed as category C or D would 
best be deferred beyond the Release 1 implementation.  

2.2 Review of Recent Activities and Proposed Timeline for 2005 
¾ Wednesday 2/23 – CAISO released initial versions of Comprehensive Market Redesign 

Update White Paper and Market Power Mitigation White Paper, plus final LECG Report 
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on MRTU Comprehensive Market Design. At this time the CAISO intended to make the 
present filing in early April.  

¾ Thursday 2/24 – CAISO Board received letters from certain stakeholders requesting 60-
day delay of proposed April filing.  

¾ Tuesday 3/1 and Wednesday 3/2 – Stakeholder meetings to discuss CAISO White 
Papers and LECG Report.   

¾ Wednesday 3/9 – Question and answer session for stakeholders with William Hogan 
and Scott Harvey on the LECG Report (via conference call).  

¾ Friday 3/11 – Written stakeholder comments due on the 2/23 White Papers.  
¾ Tuesday 3/15 – Market Surveillance Committee meeting at CPUC in San Francisco, 

including discussion of issues in both MRTU White Papers. 
¾ Friday 3/18 – CAISO announced 30-day delay of MRTU filing and intention to hold an 

additional round of stakeholder meetings.  
¾ Tuesday 4/12 and Wednesday 4/13 – Stakeholder meetings to discuss stakeholder 

comments, proposed modifications to CAISO’s February 23 design proposals, and 
proposed plan for stakeholder activities for the rest of 2005 on remaining MRTU design 
and policy issues, development of MRTU Tariff, and technical roll-out to enable market 
participants to prepare to interact with MRTU markets.  

¾ Friday 5/6 – CAISO Board decision to approve the present filing.  
¾ Wednesday 5/18 and Thursday 5/19 – First round of stakeholder meetings on MRTU 

design and policy issues to be resolved for the MRTU Tariff filing.  
¾ November 30 – Filing of MRTU Tariff.  

 

3. Category A – Release 1 Elements Submitted for Conceptual 
Approval 

3.1 Day Ahead Clearing of Demand Bids Submitted at the LAP Level 
This addresses LECG Issue #1.2 The CAISO’s July 22, 2003 proposal stated that in most cases 
SCs would bid, self-schedule and be settled for load at one of the three large Load Aggregation 
Points (LAPs). The IFM optimization requires load to be located at individual nodes, however, 
so the CAISO proposed to distribute submitted load bids and self-schedules to individual nodes 
using Load Distribution Factors (LDFs) for the purpose of running the IFM. Once the IFM 
determined the final schedule the CAISO would re-aggregate nodal load schedules to the LAP 
level for the purpose of providing these schedules to the SCs and for settlement. In the case of 
self-scheduled loads, the distribution procedure would simply allocate LDF-scaled quantities of 
self-scheduled load to each node within the LAP. In the case of load bids, however, the 
proposed distribution procedure would place a demand curve at each node, having prices that 
were identical to the submitted bid prices and quantities that were scaled by the LDFs. In the 
optimization, the determination of LMPs would result in the load bids clearing at different points 
on each nodal demand curve.  

                                                 
2  References to LECG Issue #s in this White Paper refer to the issue numbers used in the Executive 

Summary of the LECG Report, “Comments on the California ISO MRTU LMP Market Design,” by 
Scott Harvey, Susan Pope and William Hogan, dated February 22, 2005, which is submitted as an 
attachment to this filing.  
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The LECG assessment of the MRTU design identified a serious problem with this approach for 
distributing load bids to individual nodes and then re-aggregating the nodal loads cleared in the 
IFM back up to the LAP level. In particular, because the same demand curve would be placed at 
each node within the LAP, the initial distribution of loads based on the geographically accurate 
LDFs would be distorted by the fact that large amounts of load would clear at low-price nodes 
and small amounts would clear at high-price nodes. Once these nodal loads were re-
aggregated to the LAP level, the resulting schedule would be infeasible because the loads 
actually cleared in the IFM at each node would not match the LDF distribution of the LAP-level 
load quantity. The LECG report provides detailed examples of the problems this would cause.  
The solution the CAISO now proposes to adopt is to clear LAP-level load bids based on LAP 
prices. That is, the LAP-level demand curve would not be distributed to nodes for clearing in the 
IFM, but would be cleared against the aggregated LAP prices to produce a final LAP-level load 
schedule that is consistent with the LDFs. This approach is used in the NYISO markets and has 
been working effectively there.   

3.2 Hour Ahead Scheduling Process 
3.2.1 Background 

In its May 11, 2004 comments on the Commission’s Technical Conferences held in January and 
March, the CAISO proposed a “simplified” Hour Ahead Market based on discussions with 
participants at the technical conferences. In the its June 17 Order the Commission approved 
this proposal in concept, but then in the September 20 Order on Rehearing the Commission 
indicated it was reconsidering this question and asked the CAISO to submit additional 
information. The CAISO then began to develop its response to the September 20 Order, 
including some modifications to the May 11 proposal to address the concerns parties had 
expressed in their filings for rehearing of the June 17 Order as well as an issue raised in an 
early draft of the LECG Report. On November 9 the CAISO Board approved the modified 
proposal, which was renamed the “Hour Ahead Scheduling Process” or HASP. This section 
summarizes that proposal.  
The HASP proposal effectively combines the Hour Ahead Market with the Real Time pre-
dispatch process that was already part of the July 2003 design proposal. The HASP combines 
the Hour Ahead and Real Time bid submissions into a single bidding and scheduling process 
that closes at 75 minutes before each operating hour (T-75).  
The HASP provides an opportunity for SCs to self-schedule additional supply resources and 
wheeling transactions and, to the extent SCs wish to bid to supply energy, such bids will be 
treated as bids to supply energy to the CAISO’s Real Time imbalance market. Submitted HASP 
self-schedules that are determined to be feasible, as well as accepted energy bids from supply 
resources that must be pre-dispatched (i.e., imports), will be issued binding pre-dispatch 
instructions by T-45. Once these pre-dispatch instructions are issued, they become the 
reference for measuring Real Time deviations, so that differences between Day Ahead Final 
Schedules and HASP pre-dispatch levels are not subject to any Real Time uninstructed 
deviation penalties. Supply resources that submit energy bids to the HASP/RT process and are 
dispatchable within the hour will simply roll to the Real Time Economic Dispatch process that 
issues dispatch instructions every five minutes within the operating hour.  

3.2.2 Details of the HASP Proposal 
The HASP proposal is best described in terms of the following sequence of steps.  

1. By T-75 SCs submit desired self-schedule changes and Real Time energy bids. SCs 
may also submit changes to wheeling schedules at this time.  
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There are no bids or self-schedule changes for load in the HASP. Submitted energy 
supply bids and supply self-schedules are cleared against the CAISO’s hour ahead 
forecast of imbalance energy requirements. Because there are no separate HASP 
settlement prices (except for imports and exports, as noted below), participants have no 
need to submit HASP load bids or load self-schedule changes. Stated differently, there 
is no reason for internal load to seek to avoid the Real Time price by locking in an Hour 
Ahead price because there is no Hour Ahead settlement price – all Real Time load that 
is not scheduled Day Ahead is settled at Real Time prices. Thus, a party who wants to 
schedule a bilateral Energy transaction, i.e., schedule its own generation or a supply 
contract in Hour Ahead to serve its own load, simply self-schedules the generation. 
Once the Hour Ahead IFM optimization software accepts this generation self-schedule, 
the self-schedule will not be changed by the CAISO in Real Time because it has no bids 
(except in the event that a Real Time transmission de-rate or other contingency creates 
a need for non-economic re-dispatch).  

2. The CAISO runs the IFM optimization to simultaneously clear congestion and energy 
and identify the optimal sources of any incremental A/S that may be needed. The load 
used in this optimization is the CAISO’s load forecast, distributed to nodes based on 
load distribution factors (LDFs).3 Hourly pre-dispatches of inter-tie energy supplies and 
procurement of A/S imports are also determined in this process. 

a. As proposed in the July 2003 proposal with regard to the Hour Ahead market 
proposed at that time, the HASP is incremental to Day Ahead in the sense that 
the Final Day Ahead Schedule is modeled as a set of fixed quantities having 
highest priority protection against non-economic adjustment.  

b. As proposed in the July 2003 proposal with regard to the Hour Ahead market 
proposed at that time, the HASP first attempts to clear by adjusting submitted 
bids, treating self-schedules as price-takers in this process and preserving all 
appropriate priorities consistent with the original proposal. For example, the 
scheduling priority of ETCs will be honored consistent with the July 2003 
proposal and February 2005 FERC order on honoring ETCs.  

c. As proposed in the July 2003 proposal with regard to the Hour Ahead market 
proposed at that time, non-economic adjustments to self-schedules submitted to 
the HASP are performed if bids are not sufficient to resolve all congestion and 
clear the HASP optimization.  

d. The MW quantities of self-scheduled supply, imports and exports cleared in the 
HASP constitute a binding pre-dispatch for Real Time that is feasible with regard 
to transmission constraints and generator performance. These pre-dispatched 
quantities are then used as the reference for calculating Real Time deviations. In 
particular, the differences between Day Ahead final schedules and these pre-
dispatches are not subject to any Real Time Uninstructed Deviation Penalties 
(UDP). (The UDP would, of course, still apply as usual to any uninstructed 

                                                 
3  Performing the HASP optimization based on the CAISO’s load forecast rather than submitted load 

bids and self-schedules has the additional benefit of solving the problem of trying to prevent capacity 
procured in the Day Ahead RUC process from scheduling Hour Ahead exports. This problem was 
debated at great length during the technical conferences without ever arriving at a satisfactory 
solution. Under this HASP proposal, it is no longer a problem because the HASP is simply an 
extension of the Real Time imbalance market and, just like in the original design of the Real Time 
pre-dispatch, supply bids are cleared against forecast load which is not price-elastic and therefore will 
be served before any export bids can be cleared.  
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deviations, outside of allowable tolerance bands, from the pre-dispatches and 
other Real Time dispatch instructions.)  

e. Although the HASP produces complete LMPs for the system, these prices are 
not used for settlement except for import and export schedules cleared in the 
HASP. Based on the recommendation in the LECG report on this topic, the 
CAISO had proposed to apply these HASP prices for inter-tie schedules only 
when there is HA congestion on the associated inter-ties. In light of recent events 
with respect to the inter-tie pre-dispatch under Phase 1B, however, the CAISO 
notes that it may be preferable to settle inter-tie pre-dispatches based on HA 
prices in all instances, not just when there is HA congestion. Rather than decide 
this matter definitively at this time, however, the CAISO proposes to set this issue 
for resolution during the upcoming stakeholder process and to include the 
resolution in the MRTU Tariff filing.4 The pre-dispatched quantities for internal 
self-schedules cleared in the HASP are settled based on Real Time LMPs.  

f. The HASP also calculates estimated Real Time A/S awards for any incremental 
A/S capacity from internal resources needed by the CAISO to address load 
forecast changes and outages, but these estimates are not binding because they 
will be re-optimized and finalized in the Real Time unit commitment on a 15-
minute basis. Market clearing prices (MCPs) will be paid for imported A/S 
procured in the HASP and for internal A/S in the Real Time Market.  

3. The CAISO publishes pre-dispatch notices for accepted self-schedules and for accepted 
hourly inter-tie energy bids, as well as advisory Real Time A/S awards for internal 
generators and 60-minute A/S purchases from imports at approximately T-45. 

4. In Real Time, the CAISO issues 5-minute dispatch instructions. Energy bids submitted to 
the HASP by resources that are intra-hour dispatchable are not given pre-dispatch 
instructions and are only dispatched in Real Time. The settlement rules for Real Time 
dispatch are not modified by this proposal.  

The description above reflects the CAISO’s May 2004 filed proposal, as modified to include two 
of the three changes the ISO incorporated into the HASP proposal approved by the Board in 
November 2004. The two changes from the May 2004 filing that are included above are (1) 
using Hour Ahead prices for settlement of import and export schedules accepted in the HASP,5 
and (2) purchasing A/S from imports on a 60-minute basis in the pre-dispatch time frame. One 
further modification was incorporated into the November HASP design that is not mentioned 
above, namely, to reduce the exposure of a load-serving SC to uplift charges due to CAISO 

                                                 
4  Use of HASP-determined prices to settle imports and exports on congested inter-ties addresses 

LECG Issue #3.  
5  Recent occurrences resulting from the rules for settlement of pre-dispatched intertie bids under 

MRTU Phase 1B have led to the need to implement Amendment 66 on an emergency basis. Real 
Time market performance and intertie settlement costs since the implementation of Amendment 66 
have been undergoing continued monitoring and analysis to determine whether the Amendment 66 
provisions should be amended or replaced during the period prior to the start-up of LMP in February 
2007. The CAISO has initiated a stakeholder process to review the issues and consider what further 
action is appropriate. The CAISO recognizes that the results of this process may have implications for 
the HASP treatment of pre-dispatched intertie bids under LMP, but at this time cannot know for sure 
what if any modification to the HASP proposal will be needed. This uncertainty notwithstanding, the 
CAISO believes that the Commission can and should grant conceptual approval of the HASP design, 
and permit the CAISO to address in its MRTU tariff filing any modifications to HASP that are found to 
be necessary as a result of the ongoing assessment of the recent problems, to ensure appropriate 
consistency between the treatment of interties under the current market design and under LMP.  
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commitment of units in the HASP/RT process, by netting that SC’s accepted hour-ahead supply 
resource schedule increases against its demand deviation between Real Time and its final Day 
Ahead schedule. 
Concerns raised by LSEs in Fall 2004 were considered and incorporated into the proposal as 
noted below. Recent stakeholder comments and questions about HASP did not result in the 
need to modify the proposal from the version approved by the Board in November and included 
in this filing. One concern raised by LSEs about HASP is that it prevents them from scheduling 
hour-ahead changes in load. The CAISO believes this is not necessary because (1) the CAISO 
will clear hour-ahead supply bids and self-schedules against its load forecast, and (2) load 
deviations between day-ahead and real-time are settled at real-time prices. In exploring the 
basis of the concerns, it appears that they are rooted in certain factors related to not having 
hour-ahead load schedules that are of particular concern to LSEs who want to schedule their 
own resources or bilaterally-procured supplies in hour-ahead to serve their own load. Two main 
concerns were expressed that are addressed by the third proposed design modification.  
1. The ISO will incur unit commitment costs in the HASP/RT process that would be allocated to 

demand (load and exports) based on their deviations between day-ahead and real-time.  But 
load-serving SCs scheduling their own resources to serve their loads argue that, based on 
cost causation principles, they should not have to pay these costs because they do not 
contribute to the need for the CAISO to commit additional units in HASP/RT.    

2. The inability to self-schedule load changes forces larger volumes to go through the CAISO 
market. During the stakeholder working groups in the fall of 2002 and in subsequent 
stakeholder activities leading up to the July 2003 filing, the CAISO agreed in principle that 
parties who submit self-schedules containing both demand and supply should not be 
deemed as participating in the CAISO energy market for the quantities of load and supply 
that net out against each other. This is important for calculating a party’s credit obligations, 
and for assessing their shares of any default by another party that has to be spread to the 
entire market. Parties protesting the May 11 proposal argued that if the CAISO does not 
allow hour-ahead load schedule changes this will raise their level of market participation and 
will affect their credit requirements and exposure to defaults.  

The third proposed modification addresses both of the above concerns.   
¾ For an SC who has demand (load and exports) and submits hour-ahead supply bids and 

self-schedules (generation and imports), the CAISO would deem its final hour-ahead 
supply schedule to be matched with an equal quantity of the SC’s demand deviation 
between day-ahead and real-time. To the extent that these two quantities are not equal, 
any excess of one over the other would be treated as a sale into (excess hour-ahead 
supply) or purchase from (excess demand deviation) the CAISO’s Real Time energy 
market.  

¾ The portion of the demand deviation that is matched with accepted hour-ahead supply 
would be exempt from any hour-ahead and real-time unit commitment uplift charges, 
and would be deemed non-participating in the CAISO energy market for credit purposes.  

¾ This feature would be implemented as a post-market process that affects only 
settlements and not the operation of either the HASP or the Real Time market.  

Some parties have raised the concern that the HASP proposal does not provide for a multi-
settlement ancillary services market. The concern is that the HASP proposal would result in 
inefficient A/S procurement by not allowing market participants to submit new bids for A/S and 
allowing the ISO to re-optimize both energy and A/S in the hour-ahead timeframe. 
In response, it is important to distinguish two issues. The first is whether the MRTU design 
should retain today’s cumbersome three-settlement market system (i.e., a full hour-ahead 
settlement market in addition to day-ahead and real-time), or move to a two-settlement system 
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as employed by all other ISOs. The second is whether to re-optimize the procurement of A/S 
after the day-ahead market, i.e., either within the HASP or in real-time. The CAISO would point 
out that these two issues are separable, and that whereas the expressed concern is focused on 
the second issue, the first is the primary issue the CAISO is now presenting to the Commission 
for conceptual approval at this time, i.e., the question of implementing a simplified hour-ahead 
scheduling process with minimal associated pricing and settlement, versus a complete hour-
ahead settlement market. The CAISO notes further that LECG’s comprehensive report on the 
MRTU market design also noted the efficiency benefits of re-optimizing A/S after day-ahead, 
either within the HASP or in real-time, yet still completely supports the adoption of HASP rather 
than a complete hour-ahead settlement market.  
The adoption of HASP as a primary design element of MRTU rather than a full hour-ahead 
settlement market does not preclude the possibility of creating a multi-settlement A/S market as 
LECG and some of the parties recommend. As discussed elsewhere in this White Paper, there 
are other outstanding A/S issues – specifically the pricing of A/S procured in HASP and in real-
time – that must be addressed in the upcoming MRTU stakeholder process. The CAISO 
recognizes that these pricing issues are inextricably linked to the question of A/S multi-
settlement and therefore intends to include the issue of A/S multi-settlements in the A/S pricing 
discussion. At the same time the CAISO acknowledges that attempting to incorporate an hour 
ahead or real-time re-optimization of A/S into Release 1 would add unacceptable risk to the 
project schedule, and therefore would need to postpone this modification, if it is determined to 
be needed, to Release 2. For Release 1, the current HASP design does enable Scheduling 
Coordinators to substitute different resources in hour-ahead for ones that were scheduled in 
day-ahead to provide A/S, provided the substitute resources are located where needed and 
meet the A/S performance requirements.  

3.3 Market Power Mitigation Provisions 
These provisions are addressed in a separate White Paper, being released concurrently. The 
Market Power Mitigation White Paper also discusses LECG Issues 7, 11 and 12.  
 

4. Category B – Release 1 Elements to be Resolved for MRTU Tariff 

4.1 CRR Allocation Rules  
This topic will be addressed on a longer time frame than the May filing and therefore will not be 
included in that filing. The stakeholder process will commence in May and will continue through 
Summer 2005 to make use of the results of CRR Study 2 and its various scenarios, the first of 
which will be available in late July. The Rules for CRR allocation will be finalized for inclusion in 
the November MRTU Tariff filing. There is no further discussion of this topic in the present White 
Paper. 

4.2 Transmission Ownership Rights  
Although Transmission Ownership Rights (TORs) are often discussed in conjunction with 
Existing Transmission Contracts (ETCs), the CAISO’s December 8, 2004 filing of its proposal 
for honoring ETCs under MRTU explicitly excluded TORs from that proposal, with the 
expectation of addressing TORs on a separate track in the near future. The CAISO intends to 
initiate discussions with TOR parties subsequent to the May filing and to include provisions for 
TORs in the MRTU Tariff, hence the inclusion of this topic in Category B.  
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In considering the options for how to manage TORs under MRTU, it should be noted that there 
are some limitations to the range of options due to the nature of the full-network-model (FNM) 
based congestion management approach that is central to the MRTU design. One critical 
feature of the MRTU FNM is that the Control Area boundary interties will be modeled in a radial 
fashion similar to the way they are modeled today under the zonal congestion management 
approach, whereas transmission facilities internal to the CAISO Control Area will be modeled as 
elements of a looped network.6 This distinction was a key driver of the CAISO’s ETC proposal to 
set aside capacity on the Control Area boundary interties for unscheduled ETC rights, but not to 
set aside capacity on internal ISO Controlled Grid facilities.  
In the case of TOR the same FNM considerations apply. The CAISO therefore believes – and 
proposes as a starting point for discussion with TOR parties – that the scheduling of TORs 
should be similar to the scheduling of ETCs, in the following respects:  
¾ For TOR capacity on Control Area boundary interties that are modeled radially in the 

FNM, the ISO would reduce the available transmission capacity of the intertie by the 
amount of the TOR. This effectively prevents scheduling by other CAISO market 
participants on the TOR capacity.  

¾ For TOR capacity that is internal to the CAISO Control Area and modeled as part of the 
looped network, the CAISO will not set aside capacity on the facility, but will instead 
provide highest priority source-to-sink scheduling rights to the TOR holder. The source 
and sink points for such scheduling rights will be determined by the TOR holder and the 
CAISO, consistent with the TOR holder's rights, in a manner that ensures the ability of 
the TOR holder to fully utilize its rights.  

The previous points are based on the fundamental difference, in terms of the impact on the 
effectiveness of the MRTU congestion management approach, between capacity on Control 
Area boundary interties that are modeled radially versus capacity on internal transmission that is 
modeled as part of the looped network. For Control Area boundary interties modeled radially, 
the CAISO can reduce the intertie ATC to reflect the TOR without affecting the power flow 
capacity on other network elements. In contrast, if the CAISO were to remove TOR capacity 
from the internal network, it would create a constraint that limits virtually all other network 
schedules. The CAISO believes that source-to-sink scheduling priorities for TOR holders offer a 
fully effective approach for honoring these internal TORs under MRTU. As noted above, the 
CAISO will initiate further discussions on this with the TOR parties in May.  

4.3 Must Offer Obligations Under MRTU Based on Resource Adequacy 
Requirements 

The CAISO’s filings on MRTU on July 22, 2003 and May 11, 2004 argued for an extension to 
the Day Ahead Market of today’s “Must Offer Obligation” (“MOO”) – which only requires that all 
available capacity of subject resources be offered to the ISO’s Real Time Market – once the 
MRTU market redesign begins operation. FERC’s June 17, 2004 Order rejected this aspect of 
the CAISO’s filing, directed the CAISO to rely on Resource Adequacy Requirements (RAR) on 
load-serving entities (LSEs) as the basis for any MOO that would exist under MRTU, and ruled 
that today’s FERC-ordered Real Time MOO would terminate when MRTU is implemented. The 
order did, however, suggest that the CAISO could file for a FERC-ordered “Flexible Offer 
Obligation” (“FOO”) that would apply until January 1, 2008, if the CAISO determined that the 

                                                 
6  The FNM will continue to model the looped network outside the ISO Control Area that is comprised of 

ISO Controlled Grid facilities as is done today (i.e. Mead-Phoenix Project, Mead-Adelanto Project, 
Northern Transmission System and the Southern Transmission System). 
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RAR would not be sufficient to ensure that adequate capacity would be available to the CAISO 
markets when MRTU is first implemented.  
At this time the structure of a RAR-based MOO is being discussed in the context of the CPUC’s 
Resource Adequacy proceeding, in which the CAISO is a participant. The purpose of the 
present section of this White Paper is to describe the CAISO’s proposal for how a RAR-based 
MOO should be specified, to ensure that the RAR and the CAISO’s MRTU market redesign 
function in a coordinated, complementary manner to the maximum benefit of California 
ratepayers. Although this element is not being submitted to the Commission for conceptual 
approval at this time, it is important to understand that the RAR-based Day Ahead MOO is a 
critical underpinning to the MRTU market redesign. Moreover, at this time the CAISO is 
seriously considering incorporating the RAR-based MOO in the CAISO Tariff both as a means 
to standardize the availability rules applicable to RA resources and to place the enforcement of 
those rules with the CAISO as the entity that is most affected by and will most closely observe 
day-to-day compliance with the MOO.  
The CAISO’s proposal for a RAR-based MOO can be summarized as follows.  
¾ Day Ahead MOO would apply to all resources designated by a LSE as meeting its RAR. 

The CAISO notes that in some cases a generating resource may have less than the full 
amount of its eligible capacity designated RA and committed to a LSE to meet the RAR, 
in which case the RAR-based MOO would apply only to the RA capacity for purposes of 
scheduling the resource for energy and A/S and for dispatching it in Real Time. (Unit 
commitment, of course, is a binary decision that would apply to the whole resource.)  

¾ This Day Ahead MOO would apply 24X7, with provisions for use-limited resources that 
ensure the CAISO’s daily commitment and dispatch of each such resource is consistent 
with an annual or seasonal usage plan for the resource. The subject of how use-limited 
resources will be accommodated under MRTU is addressed in somewhat more detail in  
section 4.4 of this white paper, and will be a topic for further development in the Tariff 
Filing time frame . 

¾ The Day Ahead MOO would require the resource’s RA capacity to be either fully self-
scheduled or fully offered (submitted with economic bids) in the Day Ahead market, 
unless it is forced out of service, off-line on scheduled maintenance, or unavailable in 
accordance with its use-limited usage plan. Note that a resource’s RAR-based MOO 
would not be satisfied by a self-schedule that supports a wheel-out schedule. In fact, RA 
capacity would not be used at all to support a wheel-out schedule in the Day Ahead 
market, and there would be limitations on its ability to support a wheel-out schedule in 
HASP.  

¾ Under the Day Ahead MOO, RA resources that are not self-scheduled would be 
optimally committed and scheduled by the CAISO in the Day Ahead Integrated Forward 
Market (IFM) for energy and A/S. Any RA capacity of such resources not scheduled for 
energy or A/S in the IFM would be considered in Day Ahead Residual Unit Commitment 
(RUC). RA capacity that is procured as RUC capacity would not be eligible for the RUC 
availability payment.  

¾ Long-start RA units (total of start-up and minimum run time is 5 hours or greater) that are 
not scheduled in either the Day Ahead IFM or Day Ahead RUC would not be obligated to 
be on-line and available the next day. From the CAISO’s perspective such a resource 
could self-commit after the Day Ahead Market and self-schedule a wheel-out in the 
HASP, unless precluded by terms of its RA contract or some other restrictions.   
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¾ RA units whose total start-up plus minimum run time is less than 5 hours would be 
required to offer in the Hour Ahead Scheduling Process and Real Time Market 
(HASP/RT) each hour within the operating day.7   

4.4 Management of Use-limited Resources  
In the CAISO’s July 2003 Comprehensive Market Design Proposal the CAISO proposed a two-
part approach for managing use-limited resources that are subject to Must Offer Obligations. 
The first part entails developing an annual (or possibly seasonal) usage plan for the resource, 
which lays out on a month by month basis the expected supply capability of the resource in 
terms of total MWh of generation, total run hours, or other appropriate measure. This plan would 
be developed by the SC for the resource, or by the LSE that has identified the resource as 
meeting its RA requirement, in coordination with the CAISO. The process for developing such 
plans remains to be specified, and the CAISO intends to initiate stakeholder discussions on this 
point in May, for resolution and incorporation in the MRTU Tariff Filing.  
The second part entails the SC for the resource submitting to each day’s Day Ahead market a 
schedule or bid for the resource that specifies its maximum capability for the next day, in terms 
of total MWh of generation, total run time hours, or another suitable parameter. The Day Ahead 
IFM optimization would then allocate this maximum availability over the 24 hours of the next day 
so as to make the most cost-effective (economically efficient) use of the resource. That is, the 
24-hour IFM optimization will allocate the maximum capability of the resource so as to minimize 
the total bid cost of serving load over the operating day. (This does not necessarily maximize 
the revenues earned by the resource.)  
As an alternative to offering maximum run hours or MWh to the IFM for the CAISO to optimize, 
the SC for the resource could submit a self-schedule for the next day that represents the 
resource’s maximum availability for that day. This approach may be preferable for resources 
that are not physically able to generate energy in specific periods of the day (e.g., solar power).  
There is currently no provision in the MRTU design to optimally allocate a resource’s maximum 
daily usage budget over a designated subset of the hours of the next day, so self-scheduling 
may be the best way to manage such a resource.     
In some instances a resource’s daily availability for the next day could be zero (zero MWh, zero 
run hours, etc.), in which case the resource may provide operating reserves (spin or non-spin) 
with a “contingency only” flag, so that absent a contingency it would not be dispatched in real 
time. In such case the CAISO would, of course, have the ability to dispatch the resource when it 
is needed due to a CAISO system contingency.  
Finally, at the end of each month the CAISO would review the resource’s schedules and output 
over the past month to determine whether it complied with its usage plan for that month. This 
end-of-month review would be the determinant of the resource’s compliance with its MOO. If 
appropriate, the resource’s usage plan for subsequent months could be adjusted to reflect any 
discrepancy between the actual and planned usage for the previous month.  
As noted, the CAISO intends to initiate a process to resolve the remaining issues on this topic 
for inclusion in the MRTU Tariff Filing. The CAISO also notes that this issue must be resolved in 
a manner that is consistent with the state’s Resource Adequacy proceeding.  

                                                 
7  Under the CAISO’s proposed Hour Ahead Scheduling Procedure (HASP), described elsewhere in this 

White Paper, there will be a single hourly bid submission that closes 75 minutes prior to the start of 
each operating hour (T-75) that will provide the pool of bids for both the HASP and the Real Time 
Market.  
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4.5 Pricing Ancillary Services Procured in HASP and RT Market  
The CAISO proposed in the May 2004 filing to pay any incremental Ancillary Services (A/S) 
procured in Hour Ahead or Real Time a resource-specific as-bid price equal to its opportunity 
cost of being skipped in the merit order dispatch to provide reserves instead of energy.8 The 
Commission’s June 2004 order directed the CAISO to reconsider this approach and consider 
paying an market clearing price (MCP) for HA/RT A/S based on the combination of capacity 
bids and energy opportunity cost. In addition, in developing the HASP proposal (described 
elsewhere in this White Paper) the CAISO decided to modify the procurement process and 
payment for HA A/S procured from imports, to remedy a flaw in the May 2004 HA design that 
effectively precluded imports from providing HA reserves.  
The CAISO proposes the following as a straw proposal for further discussion with stakeholders 
starting in May: 
¾ The CAISO will procure A/S in RT from internal generation on a 15-minute basis, and 

will pay a 15-minute MCP based on the Real Time Market opportunity cost of resources 
skipped in the merit order dispatch to provide reserves.  

¾ The CAISO will not consider capacity bids for A/S in RT, because in RT there is no 
justification for a capacity bid. The purpose of a capacity bid is to compensate a 
resource for preserving capacity for CAISO reserves ahead of the operating hour, 
thereby foregoing other possible opportunities it might have to sell capacity or energy 
from the resource, or for other costs the CAISO’s designation of the capacity as A/S may 
impose. Once the unit has offered the capacity or energy into the RT market, however, it 
is no longer able to pursue opportunities, and no other costs are imposed, so no 
capacity payment is justified.  

¾ The CAISO will procure A/S from imports in the HASP on a 60-minute basis, and will pay 
a MCP based on energy opportunity cost, and remains open to considering whether 
capacity bids should be included in this procurement. Under the HASP design, the HA 
process is merged with the RT pre-dispatch process, and there is only one bid 
submission for both HA and RT that closes at T-75. Therefore, just as in the case of RT 
A/S from internal generators, capacity bids for HA imports are not warranted because 
imports that have offered energy into the HA/RT process can no longer avail themselves 
of other opportunities to sell capacity or energy. At the same time, import capacity 
procured as A/S in HASP could be responsible for congestion charges if the capacity is 
scheduled on a congested intertie, which may be a rationale for a capacity bid.   

The straw proposal above will be discussed with stakeholders starting in May. 

4.6 Eligibility for CAISO Commitment Cost Compensation  
The proposed Hour Ahead Scheduling Process (HASP), discussed elsewhere in this White 
Paper, eliminates the Hour Ahead RUC that was part of the original July 2003 Hour Ahead 
settlement market proposal. Instead, unit commitment within the operating day will occur in the 
context of the Real Time pre-dispatch. It is therefore important to clarify how “short-start” 
resources (defined as resources whose total start-up plus minimum run time is less than 5 
hours) will be compensated for commitment costs when the Day Ahead RUC optimization 

                                                 
8  The May 2004 filing also specified that the CAISO would procure 100 percent of its A/S requirements, 

as determined by its day-ahead forecast, in the Day Ahead market. Therefore the need to procure 
A/S in HASP or RT will arise only in circumstances where system conditions change, or the next-day 
load exceeds the day-ahead forecast, or a contingency necessitates dispatch of some A/S, or some 
other unforeseen event.  
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identifies them as needed to meet the next day’s forecast load. Commitment cost in this context 
refers to start-up and minimum load cost,9 as potentially modified as a result of further 
assessment of the issue, “Costs Included in Start Up and Minimum Load Calculation for CAISO 
Unit Commitment,” discussed elsewhere in this White Paper.   
The following explanation makes a distinction between a resource being (1) “committed” in the 
RUC optimization, meaning that the RUC optimization identifies it as needed to meet the next 
day’s forecast load, versus (2) given a commitment instruction by the CAISO. This distinction is 
not relevant for “long-start” units, i.e., whose total start-up and minimum run time is greater than 
5 hours, because if they are committed in RUC they must be given a Day Ahead commitment 
instruction or else they may not be on-line and available the next day. In contrast, short-start 
units “committed” in the Day Ahead RUC optimization will generally not be given an CAISO 
commitment instruction because their start-up time allows them to be instructed on within the 
operating day through the HASP unit commitment optimization. In some instances, particularly 
when there is a high degree of uncertainty about the next day’s weather, CAISO operators may 
exercise discretion and give a Day Ahead commitment instruction to a short-start unit. The 
following rules clarify how such units will be compensated for commitment costs in each of 
these circumstances.    
a) A resource that is committed in the Day Ahead RUC optimization will receive a commitment 

instruction if either of the following is true: 
¾ It is a long-start unit, i.e., its start-up time plus minimum run time is greater than the 5 

hour HASP unit commitment time horizon, or 
¾ It is a short-start unit and the CAISO operator decides to issue a day-ahead commitment 

instruction regardless of the unit’s start-up time and minimum run time. 
In either situation, the resource is eligible for RUC commitment cost compensation (currently 
including start-up and minimum load cost).     

b) A unit that is committed in the Day Ahead RUC optimization will not receive a commitment 
instruction if both of the following are true: 
¾ It is a short-start unit, and  
¾ The CAISO operator decides not to issue a day-ahead commitment instruction.  
In this situation, the resource is not eligible for commitment cost compensation based on the 
Day Ahead RUC optimization. It may, however, become eligible for commitment cost 
compensation if it is eventually committed by the CAISO within the operating day, in the 
HASP unit commitment optimization.  

4.7 RUC Self-provision  
The ISO’s May 11, 2004 comments on the FERC technical conferences included a conceptual 
proposal for RUC self-provision, whereby LSEs that want to schedule less load in the Day 
Ahead market than their forecasted load for the next day would be able to self-provide RUC 
capacity rather than rely on the ISO’s RUC procedure to procure such capacity and be subject 
to RUC cost allocation. FERC’s June 2004 Order accepted the CAISO’s conceptual proposal 
and directed the CAISO to develop the details. The CAISO recognizes that to date there has 
been no discussion with stakeholders regarding the design of RUC self-provision since the 

                                                 
9  Issues related to the RUC Availability Payment and eligibility for it are not discussed in this section.  
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FERC technical conferences.10 Therefore the CAISO does not intend to submit a proposed 
design for conceptual approval by the Commission at this time. Instead the CAISO offers a 
straw proposal here for stakeholder consideration, to initiate discussion of this topic for 
resolution within the MRTU Tariff Filing time frame.  
The ISO offers as a straw proposal the following rules and procedures for RUC self-provision:   
a) The LSE-SC that wants to self-provide RUC capacity will, in its submission to the Day 

Ahead market, include a “Preferred RUC Self-Schedule” that designates specific generating 
resources and specific quantities of capacity on each such resource that will be offered for 
self-provided RUC capacity.  

b) Self-provided RUC capacity can be accepted in the RUC optimization only if it first bids into 
the Day Ahead market and is not scheduled in that market. Self-provided RUC capacity 
cannot bypass the Day Ahead IFM and only be considered in RUC. This rule applies 
regardless of whether the self-provided RUC capacity is from Resource Adequacy (RA) 
resources or from non-RA resources. One implication of this is that a portion of the LSE’s 
intended RUC self-provision may be scheduled in the Day Ahead IFM and therefore not be 
available as RUC capacity.   

c) If the self-provided RUC capacity is not scheduled in the IFM, it will be included in the RUC 
optimization with $0 bids for start-up and minimum load, and a negative RUC availability bid 
to ensure that the capacity is selected in RUC over other capacity that bids $0 availability. If 
a resource’s Preferred RUC Self-Schedule is reduced because of resource or network 
constraints, a $0 availability bid will be inserted around the “Accepted RUC Self-Schedule” 
in the RUC pricing run for setting the availability price. 

d) In the event that a resource submitted as self-provided RUC is not scheduled in the IFM, 
has long start-up time11 and is off-line when the Day Ahead IFM and RUC processes are 
run, it will be given a start-up instruction when final Day Ahead schedules are published. A 
self-provided RUC resource that has short start-up time, has no Day Ahead schedule and is 
off-line will in most cases not be given a day-ahead start-up instruction12 but may be given a 
start-up instruction within the operating day.  

e) Self-provided RUC capacity cannot be used to support a wheel-out schedule in the HASP.   
f) In settlements, a LSE’s Accepted RUC Self-Schedule will be compensated at the RUC Tier-

1 cost allocation user rate.13 In other words, the LSE’s RUC self-provision is netted against 
its RUC Tier-1 obligation to give the LSE a financial hedge against any difference between 
the per-MW payment to the self-provided RUC capacity and RUC Tier-1 user rate. To the 
extent the amount (MW) of self provided RUC exceeds the LSE’s Tier-1 RUC MW 
allocation, the excess self-provided RUC is paid the Tier-1 RUC rate only if it is provided 

                                                 
10  There has been some discussion of this topic within the narrow context of specifying the details of the 

MRTU provisions for Metered Subsystems (MSS), but the MSS provisions are not a subject of this 
White Paper.  

11  “Long start-up time” in the MRTU design means that the total of start-up plus minimum run time is 5 
hours or longer. “Short start-up time” means that this total is less than 5 hours.   

12  CAISO operators will have discretion to issue day-ahead start-up instructions to short-start RUC units 
when system conditions indicate that the unit will definitely been needed next day.  

13  The RUC tier-1 user rate is paid by each MWh of real-time load and exports that was not scheduled 
in the Day Ahead market. This hourly rate is defined as (total RUC commitment cost uplift for the hour 
including RUC start up and minimum load cost, net of any applicable market revenues, plus RUC 
availability payments if any) divided by the maximum of [(total MW of RUC capacity procured for the 
hour including any RUC minimum load) or (total MWh of RT load and exports not scheduled DA)].   
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from a non-RA resource and is not used by the LSE or the seller to substitute for a RA 
resource. Otherwise the excess self-provided RUC is paid zero.   

4.8 Modifications to Pre-IFM Passes in Day Ahead Market – partial 
Release 1  

The CAISO’s proposed design of the Day Ahead Market process consists of a sequence of four 
main “passes” or optimization steps. Pass 1 and Pass 2 are “Pre-IFM” passes, whereas Pass 3 
is the IFM itself, which creates financially binding DA schedules and the associated LMPs used 
for the DA settlement, and Pass 4 is the RUC process. The purpose of the Pre-IFM passes is to 
determine the CAISO’s needs for Reliability Must Run (RMR) generation and the appropriate 
mitigation of bids to prevent the exercise of market power in the Day Ahead IFM.  
The LECG report on the comprehensive MRTU market design identified three concerns with 
certain aspects of the CAISO’s proposed design of the DA market structure, particularly related 
to how the Pre-IFM passes work. Although the CAISO agrees that it is important to address all 
three of these concerns, the CAISO has determined that only the second concern described 
below – limiting the pool of resources in the IFM and RUC – can feasibly be added to the scope 
of Release 1 of MRTU without adding unacceptable risk to the February 2007 implementation 
date. To allay concerns about the partial treatment of these issues, however, the CAISO has 
also determined, after careful consideration and examination of numerous scenarios that could 
give rise to adverse outcomes, that there would be minimal risk to the performance of the new 
markets as a result of adopting only this partial solution for Release 1. Therefore the CAISO has 
concluded that the second aspect described below will be addressed in Release 1; that is, the 
pool of resources to be considered in RUC (Pass 4) will include all resources offered into the DA 
market and will not be limited to those resources committed in Pass 2 as the CAISO’s original 
design proposed. With respect to the IFM (Pass 3), however, the CAISO has concluded that it is 
necessary to maintain the provision of restricting the pool of resources to those units committed 
in Pass 2 of the Pre-IFM in order to not undermine the effectiveness of the local market power 
mitigation. It is necessary to retain this limitation because the CAISO is not able to address the 
first and third features below in Release 1, but will include these in the first round of 
enhancements to the MRTU design. Once the first and third issues are addressed, it will be 
possible to open the IFM to all resources that offered into the DA market. All three features are 
described in this section because of the inter-relations among them. Additional details on the 
implications of these features are discussed in the CAISO’s white paper on market power 
mitigation, which is also a component of the present filing.  
The three concerns are described in the following three subsections. 

4.8.1 Use of Bid-in Demand Rather Than Load Forecast in Pre-IFM Runs14 
The Pre-IFM passes in the Day Ahead Market, as originally proposed by the CAISO in the July 
2003 filing, use the CAISO’s load forecast cleared against available supply resources to 
determine the need to commit and dispatch RMR resources and the need to mitigate submitted 
bids to prevent exercise of market power. There was a good reason for this approach, namely, it 
would closely resemble the load conditions expected in real time, and thus would provide the 
best estimate, at the time of the Day Ahead Market, of how much supply from RMR resources 
and how much non-RMR supply in constrained areas would be needed in real time.  

                                                 
14  The problem discussed in this subsection is closely related to the issue discussed in the third 

subsection below, “Use of Extreme DEC Bids in Pass 2 of Pre-IFM Process.” These two issues 
comprise LECG Issue #10.  
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The approach also has a potentially significant drawback, however. It determines the RMR 
dispatch and the market power mitigation based on an optimal commitment of units to meet the 
load forecast, which may be somewhat different from the optimal commitment and dispatch to 
meet the (probably smaller) quantity of load that bids into the Day Ahead IFM. As a result, it is 
possible that unmitigated bids may have to be used to relieve local constraints in the IFM. This 
problem is identified and discussed in the LECG report.  
Thus there are trade-offs that need to be considered empirically, and therefore the impact of the 
problem is uncertain. Obviously the impact depends on how much of a gap there is between the 
load that clears the Day Ahead IFM and the forecast. If this gap is small then the unit 
commitment and dispatch in the Pre-IFM passes and in the IFM will generally be nearly if not 
completely the same, and the choice of Pre-IFM approach will make very little difference. In 
general, the CAISO believes that to the extent bid-in load clears the IFM at a level below the 
forecast, this should generally result in fewer binding constraints than with the load forecast, and 
therefore less need for dispatching unmitigated bids to relieve local constraints. For this reason 
the CAISO has determined that this issue does not warrant the additional project risk of 
incorporating it into Release 1. 

4.8.2 Restricting the Pool of Resources in IFM and RUC Passes to Those 
Committed in Pre-IFM 

A second, related aspect of this problem results from retaining the load forecast approach in the 
Pre-IFM passes and introducing a constraint to reduce the impact of the different commitment 
sets. The constraint is to limit the pool of supply resources available to the IFM to those 
resources that were committed in the Pre-IFM passes. Under this constraint, a particular unit 
may have submitted bids to the Day Ahead Market and not been selected in the Pre-IFM runs. 
Under the CAISO’s original proposal this unit would then be excluded from the remainder of the 
Day Ahead Market process, i.e., from both the IFM and from RUC. This helps mitigate the first 
problem because it precludes the possibility that this unit – which was not mitigated in the Pre-
IFM because it was not selected there – might displace a larger unit that was committed in the 
Pre-IFM against forecast load and mitigated, but would not be needed when the IFM clears a 
smaller quantity of bid-in load. At the same time, the constraint could also result in higher day-
ahead prices than necessary because it does not allow the IFM to optimize the market 
commitment by considering all resources that submitted bids to the market. As noted above, the 
CAISO now proposes to retain this constraint with respect to the IFM, but to eliminate it with 
respect to RUC so that the RUC process will consider all units that offered into the DA market 
process.  

4.8.3 Use of Extreme DEC Bids in Pass 2 of Pre-IFM Process 
In the Pre-IFM process, Pass 1 enforces only the “competitive constraints” – i.e., today’s inter-
zonal interfaces and interties and, potentially, any generation-pocket constraints where supply 
resources will tend to compete for limited transfer capacity into the load centers of the ISO 
grid.15 The purpose of Pass 1 is to establish a “baseline” unit commitment and dispatch, to serve 
as a reference against which to compare the Pass 2 unit commitment and dispatch, in which all 
constraints of the FNM are enforced. The comparison of the Pass 2 results against those of 
Pass 1 indicates the need for supply resources at specific locations to ensure that all local, 
“non-competitive” constraints are not violated in establishing final DA schedules. The fact that 
specific resources are needed at these locations indicates the potential for exercise of market 

                                                 
15  The CAISO will be undertaking an assessment of competitive paths in 2006 and based on that 

analysis may designate additional transmission paths as “competitive constraints” for day-one of 
Release 1. 
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power, which is then addressed through the dispatch of RMR and the mitigation of non-RMR 
resources.  
The specific problematic aspect of the CAISO’s proposed design, which is the subject of this 
section, is the use of the Pass 1 dispatch with “extreme DEC bids” on the Pass 1 resource 
schedules as the starting point for Pass 2. The intention of this feature was to prevent RMR 
resources at contract bid prices from being dispatched beyond the levels actually needed to 
manage the local constraints. LECG pointed out that, while the objective was appropriate, the 
method would lead to inefficient unit commitment and inaccurate market power mitigation in 
Pass 2.  
CAISO staff, in discussions with LECG, developed an alternative to the “extreme DEC bid” 
approach that addresses this problem. First, note that Pass 1 will result in LMPs at each node in 
addition to a unit commitment and dispatch. Under the CAISO’s original proposal, the Pre-IFM 
process would ignore the Pass 1 LMPs and just use the commitment and dispatch. Under the 
new proposal the Pass 1 LMPs – instead of the Pass 1 commitment and dispatch – would be 
used as the means to prevent excessive use of RMR and mitigated non-RMR bids. That is, 
each RMR unit would be put into the Pass 2 optimization with its energy bids set to the higher of 
its contract bid prices or the Pass 1 LMP at its node. In addition, the bid prices for a mitigated 
non-RMR unit would have its bids mitigated to the higher of its Default Energy Bid or the Pass 1 
LMP at its node. After utilizing the Pass 1 LMPs in this manner, the Pass 1 commitment and 
dispatch would not be relevant and would be ignored, allowing Pass 2 to optimize over the full 
range of capacity of all available units in determining the optimal commitment and dispatch 
when all FNM constraints are enforced. The CAISO intends to include this in Release 2, along 
with the other remaining changes discussed in this section.  

4.9 Inter-SC Trade Provisions  
This topic has been addressed on a parallel track with the other MRTU issues, in conjunction 
with the FERC settlement proceeding on Seller’s Choice contracts. The proposal developed by 
ISO staff in conjunction with stakeholders was approved by the Board on January 27, 2005, and 
was filed on March 15. There is no further discussion of this topic in the present White Paper.  

4.10 Treatment of Intermittent and Renewable Resources Under MRTU 
Today participation in the CAISO markets by intermittent generating resources such as wind 
generation is facilitated through the provisions of the Participating Intermittent Resources 
Program (PIRP). Up to now the CAISO has not discussed with stakeholders how the PIRP 
provisions will work in the context of MRTU. The CAISO has therefore identified this topic as 
one of the outstanding issues to be addressed in the stakeholder process beginning in May. In 
addition to PIRP, the CAISO also acknowledges the Commission’s explicit direction to the 
CAISO in its June 17 and September 20 Orders to consider other proposals offered by the state 
and other parties to facilitate participation by intermittent resources, for example by mitigating 
the impact on these resources of the over-collection of revenues as a result of incorporating 
marginal losses in the LMPs. In the forthcoming stakeholder process the CAISO will consider 
proposals offered by parties, to the extent these are consistent with the MRTU design and are 
feasible to implement without adding risk to the February 2007 implementation date.  

4.11 Participating Load Participation in DA IFM  
The present section deals with a feature that was originally proposed by the CAISO in its July 
2003 filing but is now being withdrawn for reasons discussed herein, for reconsideration at a 
later time. Withdrawing this feature addresses LECG Issue #6 regarding the structure of 
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demand response compensation (see Section V. C. of the LECG report). The CAISO believes 
that withdrawing this feature addresses the main concern raised by LECG while altering only 
one of the opportunities for Participating Loads (PL) originally proposed under MRTU.  
The primary concern identified by LECG is the “money machine” that would exist for PL at high-
LMP locations if they were allowed both to buy day-ahead energy at the LAP price and to sell 
back demand reduction day-ahead at their LMP. The CAISO’s proposal for demand reduction in 
MRTU is contained in Attachment A to the July 2003 Proposal, Section 2.6. In paragraphs 124 
and 127 of that section the CAISO suggests that PL will be able to buy energy in the DA market 
at the LAP price and sell demand response in the DA market at the LMP. The CAISO now 
clarifies that it will not provide such a feature in Release 1 of MRTU. The CAISO will, however, 
continue to work with state agencies and other parties to consider options for incorporating day-
ahead demand response into MRTU in Release 2, if such a feature is determined to be valuable 
and workable.  
The CAISO also acknowledges that the second concern raised by LECG in this area is valid. 
The second LECG concern is that it would not be profitable for PL at low-LMP locations to offer 
demand reduction because the LMP payment for such reduction would be below the LAP price 
they paid to buy energy. The CAISO agrees with this observation, and notes that demand 
reduction in constrained areas, where LMPs will be high relative to LAP prices, constitutes the 
higher value demand reduction in most instances, as reflected by the LMPs. From the 
perspective of the CAISO’s role as operator of the transmission grid and the spot markets, and 
given the CAISO’s limited role in demand response programs relative to that of the LSEs, the 
CAISO believes that provisions to incent demand reduction in constrained areas of the grid are 
the most important provisions to have in place when MRTU is first implemented. Of course, as 
noted above the CAISO will continue to explore ways to enhance its role in demand response 
programs as appropriate.  
Other elements of the CAISO’s July 2003 proposal with respect to PL will remain unchanged. 
To be specific, the MRTU design will retain the PL’s ability to:  
¾ Submit three-part bids to the DA market and be committed in RUC, for potential dispatch 

in RT;   
¾ Offer non-spinning reserves to the A/S market;  
¾ Offer supplemental energy to the HASP/RT market; 
¾ Earn the LMP for RT demand reduction in response to an ISO dispatch instruction.  

The CAISO notes that the last of these elements does not raise the “money machine” concern 
raised by LECG because the LMP is paid only for a reduction in RT from a higher consumption 
level to a lower level. Thus, the PL must actually be consuming energy at the higher level; it 
cannot buy DA energy it does not intend to consume and then sell it back at a higher price.  

4.12 Costs Included in Start-up and Minimum Load for CAISO Unit 
Commitment – potential Release 1 

LECG Issue #5 raises the concern that the formulas used by the CAISO for calculating start-up 
and minimum load cost compensation, which are used in the unit commitment processes in both 
the IFM and the RUC, do not cover all actual costs. LECG specifically identifies NOx allowances 
and current gas prices, and argues that bid-week gas prices are not appropriate for determining 
day-ahead unit commitment, market power mitigation and the day-ahead IFM dispatch. LECG 
argues that there are times and circumstances where gas prices vary significantly from day to 
day, to such an extent that running the IFM based on bid-week gas prices will not result in 
optimal commitment, mitigation and dispatch. The CAISO will discuss this issue in the course of 
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the stakeholder process beginning in May, and if appropriate will incorporate any modifications 
in the MRTU Tariff Filing. 

4.13 Increased Granularity of Load Scheduling and Settlement – potential 
Release 1 

The LECG Report (LECG Issue #2) identifies the CAISO’s proposal to schedule and settle load 
using three large Load Aggregation Points (LAPs) as the second most significant concern about 
the MRTU design. LECG’s concern appears to be based mainly on the size and expected 
internal LMP variation of the three large LAPs, and is not a concern about load aggregation per 
se. Indeed, load aggregation appears to be working well in the NYISO markets, where load is 
scheduled and settled using 11 load zones. In the NYISO, however, the 11 load zones were 
established based on the topology of the grid so that each zone would have relatively uniform 
LMPs. In contrast, the MRTU proposal simply adopted as the LAPs the transmission service 
territories of the three Investor Owned Utility (IOU) Participating Transmission Owners, and did 
not attempt to create LAPs that would have uniform internal prices.   
The CAISO recognizes the various problems LECG has identified that may result from the 
proposed LAP specification, but at this time does not propose to consider more granular load 
settlement and scheduling for Release 1. It should be noted, however, that the CAISO and the 
stakeholders will be in a position, well in advance of February 2007, to assess the potential 
impact of the one of the major problems identified by LECG in conjunction with the three large 
LAPs. In July 2005 the CAISO expects to have results from CRR Study 2, which will among 
other things estimate the difference in the effectiveness of CRRs as a congestion hedge for 
LSEs depending on whether the CRR sinks are defined by the three large LAPs or by a set of 
smaller, more numerous and more price-homogeneous load zones. The CAISO will discuss 
these results with stakeholders and could, at that time, open discussions on implementing more 
granular load scheduling and settlement if the study results indicate that this change would 
materially enhance the hedging capability of allocated CRRs. The CAISO has determined that 
the MRTU software will be able to accommodate greater granularity in the number of LAPs 
should that become necessary or desirable.   

4.14 Consideration of Import Capacity in RUC – potential Release 1 
The Commission’s October 28, 2003 order questioned the CAISO’s proposal to include energy 
bids from imports along with commitment costs of internal generators in the RUC optimization, 
and to procure a mix of import energy and unloaded generating capacity in the RUC process. 
This type of optimization would have required the CAISO to include energy bids – both for the 
imports and for the internal generation – in the optimization. The Commission included this topic 
on the agenda for its technical conferences on MRTU that were held in January and March of 
2004. As a result of those conferences the CAISO agreed not to include energy bids in the RUC 
optimization and not to procure a mix of imported energy and internal capacity in RUC.  
The LECG report notes that the CAISO could procure energy from imports in RUC in an 
alternative manner, by viewing import energy offers as units with minimum-load blocks equal to 
their total capacity. This would enable the CAISO to consider import energy in RUC on the 
same basis as it considers internal generators, without requiring energy bids to be included in 
the optimization. As noted in LECG report, inclusion of imports in this manner could avoid the 
start-up of an internal generator and thus substantially reduce the cost of RUC. To date the 
CAISO has not considered this approach, but notes that adopting it would not require any 
software functionality beyond what is being developed to procure RUC capacity from internal 
generators, and therefore it would be possible to include this in Release 1 without any change to 
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the software requirements. The CAISO intends to consider this approach in the forthcoming 
stakeholder process, for possible inclusion in the MRTU Tariff Filing.   

4.15 Open ETC Cost Issues – potential Release 1 
In the CAISO’s December 8, 2004 filing of its Proposal for Honoring Existing Transmission 
Contracts (ETCs) under MRTU, the ISO committed to hold further discussions with stakeholders 
to discuss other charges (besides congestion, which is addressed through the perfect hedge 
mechanism) that ETC schedules will face under MRTU. One topic of particular concern to the 
parties to the ETC process was marginal losses. The CAISO intends to initiate discussions on 
these issues in May, for possible inclusion in the MRTU Tariff Filing.   
 

5. Category C – Elements Intended for Release 2   

5.1 Virtual or Convergence Bidding 
The CAISO’s July 2003 filing acknowledged that explicit virtual bidding (also referred to as 
“convergence bidding”) would be a desirable element of the MRTU design, but that the CAISO 
preferred not to implement it upon start-up of the redesigned markets in order to avoid adding 
the complexity of a market design element that would be unfamiliar to most of the CAISO’s 
participants. Instead the CAISO proposed to consider implementing explicit virtual bidding in the 
MRTU markets at a later date, once Market Participants have gained substantial experience 
with LMP and other aspects of the new markets.  
The Commission’s June 2004 Order directed the CAISO to reconsider that position and to 
consider including explicit virtual bidding in the MRTU markets from the beginning. In response 
to that order the CAISO began to develop a design for incorporating explicit virtual bidding into 
MRTU and decided that the preferred approach was the one in operation at the New York ISO 
(NYISO). As a result of this assessment and having given considerable thought to how the 
NYISO approach might be incorporated into MRTU, the CAISO remains open to incorporating 
NYISO-style explicit virtual bidding into the MRTU design, but will not be able to do so in 
Release 1. Implementing virtual bidding in Release 1 would entail a major addition to the MRTU 
project which the CAISO has determined would add unacceptable risk to the February 2007 
implementation date. The CAISO intends to return to this issue at a later date and, through the 
stakeholder process, develop a virtual bidding design for consideration as a  Release 2 element. 
At that time it will be necessary to address a number of critical policy issues, including (1) 
defining, monitoring and enforcing credit requirements on virtual bidders, and (2) determining 
the need for limits on virtual positions, to prevent the use of virtual bidding for inefficient market 
manipulation. 

5.2 Simultaneous RUC and IFM 
There have been ongoing discussions over the past several months regarding the relative 
merits of “simultaneous RUC” – i.e., structuring the IFM to include RUC so that clearing the IFM 
and procuring RUC capacity are fully integrated and co-optimized – versus “sequential RUC” – 
i.e., the current MRTU design in which RUC is performed following the clearing of the IFM. In 
particular, the CAISO’s Market Surveillance Committee has advocated simultaneous RUC and 
discussed it at some of its public meetings. The LECG Report also discussed this question and 
identifies potential efficiency benefits that would be gained from simultaneous RUC because the 
larger pool of committed resources that results from RUC (which clears the CAISO’s load 
forecast) in comparison to the IFM commitment (which clears bid-in load) would allow for more 
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efficient commitment and dispatch in the IFM and procurement of A/S. LECG also cautions, 
however, that unless the shortfall between bid-in demand in the Day Ahead and the CAISO load 
forecast is large enough, there would be no efficiency benefit from simultaneous IFM and RUC.   
The CAISO also recognizes that a fully simultaneous RUC and IFM design has not been 
implemented elsewhere. It is an untried innovation whose development will require significant 
involvement by the some of the same CAISO human resources engaged in meeting the 
February 2007 MRTU start-up date. Therefore incorporating this design change in Release 1 
would represent an unacceptable risk for timely implementation of Release 1. Moreover, the 
LECG report also notes that one of the major benefits of simultaneous RUC – having a larger 
pool of committed resources for procuring A/S – could also be achieved through another means, 
namely, the NYISO approach of procuring A/S after running RUC, rather than procuring A/S 
before running RUC as MRTU proposes. This observation reinforces the CAISO’s conclusion 
that the consideration of any substantial changes to the structure of the Day Ahead market 
passes should be given more careful assessment than would be possible if we were to try to 
incorporate this change into Release 1.  
Considering all these factors, the ISO believes that simultaneous RUC should be included in 
Release 2, provided a determination is made that the difficulty and cost of this modification – 
which are yet to be determined – are justified by the benefits.   

5.3 DEC Bids on Final Day Ahead Resource Schedules 
The July 2003 Proposal stated that all final DA schedules would be given high priority against 
any downward adjustment in the subsequent HA and RT markets, unless they explicitly submit 
DEC bids to those markets. This means that for resources scheduled economically in the DA 
IFM (i.e., ones that cleared the DA IFM based on their energy bid curves), the portion of their 
bid curves below their scheduled operating levels would be ignored and their schedules would 
come to the HA/RT markets with no DEC bids unless the SCs explicitly submitted DEC bids to 
HA/RT.  
In addition the July 2003 Proposal included an activity rule prohibiting resources that were 
scheduled economically in the DA IFM from submitting DEC bids to a subsequent market at 
lower prices than the prices at which they were scheduled in the DA IFM. The rationale for this 
rule was to prevent DA scheduled resources from playing the DEC game in situations where a 
facility outage or derate on the system caused their final DA schedule to be infeasible and 
required the ISO to DEC that schedule in HA/RT. For example, if a line derate occurred at 6 PM 
the day before the operating day and required a unit’s final DA schedule to be reduced by 100 
MW for every hour of the day, then absent this activity rule the unit could submit -$30 DEC bids 
and earn $3,000 per hour playing the DEC game.  
The LECG Report (LECG Issue #8) found these aspects of the CAISO proposal to be 
problematic. The main issues are: 
¾ The “default” of ignoring the DA energy bid curve in the HA/RT markets would tend to 

create shortages of DEC bids when they are most needed, causing the -$30 bid floor to 
be hit more often than it would if the DA energy bids were retained for re-dispatch in 
HA/RT.  

¾ The activity rule precluding reduction in DEC bids ignores valid economic reasons why a 
SC would want to lower its DEC price below its highest accepted bid price in DA. Under 
these circumstances, the SC would tend to submit no DEC bids at all, limiting the 
efficiency of the HA/RT dispatch and potentially exacerbating any DEC bid shortage for 
the ISO.  
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To address the LECG concerns the CAISO proposes the following provisions to replace those in 
the July 2003 Proposal. 

1. The energy bid curves submitted in DA by supply resources (internal or imports) that 
were scheduled economically in the DA IFM based on those bid curves, would carry 
over to subsequent markets for re-dispatch by the CAISO, unless explicitly modified by 
the SC for the resource through a re-submission of the bid curve.  
Note that the term “subsequent markets” means the HASP for imports and the RT 
market for internal generators. Under the HASP design, there will be a single bid 
submission that closes at T-75 for both the HASP and the RT market. Imports will 
receive dispatch instructions for the full operating hour as a result of the HASP. Internal 
generators will not receive dispatch instructions from the HASP, but will only be re-
dispatched on a 5-minute basis in the RT market.  

2. Allowable modifications to such DA energy bid curves will be as follows: 
a. The prices associated with energy that was scheduled in the DA IFM can be 

reduced only within the first two hours after final DA schedules are published. 
Publication will occur at 1 PM each day for the next operating day, so such 
changes would be accepted by the ISO up to 3 PM.  
SCs who want to minimize the possibility of a DA resource schedule being 
economically DEC’d in HA or RT could protect the DA schedule by submitting a 
DEC bid at the bid floor (-$30/MWh) at this time.  

b. There is no restriction on raising the prices associated with DA scheduled 
energy, nor is there any restriction on raising or lowering the prices associated 
with portions of the energy bid curve that did not clear the DA IFM, as long as the 
entire energy bid curve is monotone non-decreasing in price. Of course, 
applicable bid caps and other market power mitigation will apply.  

3. There is no restriction on the post-DA energy bids that may be submitted by resources 
that were self-scheduled in the DA IFM. Of course, applicable bid caps and other market 
power mitigation will apply.  

After acknowledging the problem and determining the effective solution, the CAISO then sought 
to determine whether this change was necessary to include in Release 1 and concluded that it 
was not. First, there is no potential operational problem due to not having sufficient DEC bids in 
real time because the real-time optimization will automatically determine an optimal dispatch 
based on non-economic adjustment if this is necessary. Second, the economic impacts of 
having to DEC final day-ahead schedules due to an outage or derate that occurs after the Day 
Ahead Market has run would be limited to a single day, because the next day’s Day Ahead 
Market would incorporate the outage or derate in the updated Full Network Model. Thus, 
although the CAISO believes this change would be beneficial to the MRTU design, the CAISO 
does not believe that the potential impacts of not including it in Release 1 justify adding this 
change to the project at this time.   

5.4 Ramping Limits for the Real Time Pricing Run with Constrained 
Output Generation 

LECG Issue #4 concerns the method by which the CAISO proposed to determine whether 
Constrained Output Generators (COG) should be eligible to set prices in the DA and RT 
markets. FERC’s June 2004 Order accepted the CAISO’s proposed approach for allowing COG 
to set DA and RT prices in those dispatch and settlement intervals when some portion of their 
output is needed to serve load. LECG pointed out how the CAISO’s proposed method to assess 
whether a COG is “needed to serve load” in RT would result in the COG being eligible to set the 
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RT price more often than it should. LECG also indicated that there is a ready solution to this 
problem, which is the approach used by NYISO.  
The CAISO considered the problem and agreed that it is necessary to solve it. At the same 
time, the CAISO noted that the quantity of COG in the ISO system is small – approximately 831 
MW of capacity, based on a definition of COG that FERC has already proposed. This suggests 
that the magnitude of the problem should also be small. In addition, the CAISO determined that 
implementing the NYISO solution, though doable, would not be trivial. Given these factors, the 
CAISO decided to put this issue in Category C – intended for Release 2.   
 

6. Category D – Elements Under Consideration for Release 2 

6.1 Provision for Participating Load to Offer Demand Response in Day 
Ahead Market. 

As noted in an earlier section, the CAISO’s original proposal on this topic was found to be 
problematic by LECG, and was therefore withdrawn from Release 1 of MRTU. It is mentioned 
again here to include it in the set of design changes that will be considered in determining the 
contents of Release 2. At this point, however, the CAISO has not yet determined whether such 
a feature would actually be valuable to market participants and feasible to implement without the 
problematic aspects identified by LECG.  

6.2 CEC Proposal for Rebate of Over-collected Losses Associated with 
Renewable Resources 

The California Energy Commission (CEC) presented a proposal for the CAISO to consider 
regarding the rebate of over-collected marginal loss revenues associated with renewable 
resources. The proposal involves creating a separate accounting track from the one created for 
the market at large (which utilizes the CRR Balancing Account as approved by FERC), 
specifically for the market loss revenues associated with these resources. After some 
preliminary consideration from the perspective of implementation, the ISO determined that it 
would be a significant effort to incorporate this proposal into Release 1. The CAISO therefore 
intends to consider this and other proposals to support the state’s renewable portfolio standard, 
but must do so in the Release 2 time frame rather than Release 1.  
 

7. Stakeholder Comments on CAISO’s Categorization  
The following table summarizes the comments received by the CAISO on the categorization of 
design elements and issues as presented in the February 23 White Paper, as well as the 
CAISO’s responses to those comments.  
The first item, 100% Day Ahead scheduling constraint, was contained in the CAISO’s February 
23 draft of this white paper and was broadly opposed by stakeholders and therefore dropped 
from further consideration.  
Several stakeholder comments urged that items 4.1, 4.2, 4.5, 4.12 in the February 23 White 
Paper be moved from Category B to Category A. The CAISO decided not to make this change 
because this change would not be consistent with the logic behind the definitions of these 
categories. Category A was intended only for those design elements that require early 
conceptual approval by the Commission in order to assure continuity and timely completion of 
the MRTU software to meet the February 2007 implementation date. The Category B items, in 
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contrast, will not have such impacts on software development and therefore do not require 
further Commission approval at this time.   
Some parties argued that RUC self-provision (4.7) should be dropped, but this design element 
was approved in concept by the Commission in its June 2004 Order and therefore the CAISO 
believes it would be premature to drop it from the design without complete discussion of the 
straw proposal with stakeholders and broad consensus that this element is not needed.  
Several parties argued that greater granularity of load settlement should be a Release 1 item. 
The CAISO is open to this possibility, and has confirmed that the software will be capable of 
accommodating a larger number of Load Aggregation Points if it is determined that such an 
arrangement would benefit market participants. The CAISO views CRR Study 2 as providing 
needed empirical analysis to evaluate the pros and cons of staying with the current three-LAP 
proposal versus increasing the number of LAPs.  
The last three items (5.1, 5.4, 6.2) were recommended for Release 1, but the CAISO has 
determined that including any of these in the Release 1 project scope would add unacceptable 
risk to the February 2007 implementation date.  
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Section Item Stakeholder Comment ISO Response 
 100% Scheduling Constraint Drop or Move to 

Category D 
Drop proposal 

4.1 CRR Allocation Rules Move to Category A Retain in Category B 
4.2 Transmission Ownership 

Rights 
Move to Category A Retain in Category B 

4.5 Pricing of RT A/S  Move to Category A Retain in Category B 
4.7 RUC Self Provision Drop Proposal Retain in Category B 
4.12 Gas Price Used for SU/ML Move to Category A Retain in Category B 
4.13 Greater Granularity of Load 

Settlement 
Move to Release 1 Reconsider Based on 

CRR Study 2 Results 
5.1 Virtual or Convergence Bidding Move to Release 1 Retain in Release 2 
5.4 Ramping Limits for RT  Move to Release 1 Retain in Release 2 
6.2 Over-collected Loss Revenues 

For Renewable Resources 
Move to Release 1 Retain in Release 2 

 
 

8. Overview of the Comprehensive Market Design Proposal and the 
Open Policy and Design Issues 

This section is intended as a high-level reference to the primary elements that comprise the 
MRTU comprehensive market design proposal and the open policy and design issues within 
each element. Section 8.1 briefly describes each of the major design elements. Section 8.2 
provides in table form a summary of the current status of the open issues in each major element 
and indicates where in the 2005 process stakeholders will have an opportunity to provide input 
on each if these issues. This table also identifies the major issues identified in the Executive 
Summary of the LECG Report and indicates the CAISO’s intended approaches for addressing 
them.  

8.1 The Primary Elements of the Comprehensive Market Design Proposal 
The MRTU market redesign is best described in terms of five primary structural 

elements, or distinct markets or market processes, identified as items 1 through 5 below. In 
addition there are six further elements that cut across or are interwoven with the other five. 
These are items 6 through 11 below.  

1. Integrated Forward Market (“IFM”) Based on LMP. The redesigned MRTU Day 
Ahead Market will be based on an integrated optimization program that performs unit 
commitment and congestion management, clears an energy market taking into account 
transmission limits and technical and inter-temporal constraints, and procures A/S on an 
area basis within the CAISO Control Area. The IFM will utilize a Security Constrained 
Unit Commitment (“SCUC”) algorithm to run the integrated markets based on multi-part 
supply bids (including start-up, minimum load, incremental energy curve, and a capacity 
reservation bid for A/S) as well as self-schedules submitted by Scheduling Coordinators 
(SCs). The IFM will use a detailed, accurate model of the CAISO grid (the “Full Network 
Model” or FNM) to select bids and adjust submitted preferred schedules to mitigate 
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congestion, ensure local reliability and, as a result, produce feasible forward schedules 
and congestion prices that are incorporated into the “Locational Marginal Prices” (LMPs) 
at each node of the grid.16 With this redesign of today’s Day Ahead Market structure, the 
ISO will eliminate the zonal congestion management approach and the market 
separation rule that exist today. The proposed design will allow SCs to self-schedule 
loads and supply resources, will provide for the optimal management of use-limited 
supply resources, and will allow commercial energy trading at a few key “trading hubs” 
via the Inter-SC Trade mechanism. The integrated A/S markets will procure Operating 
Reserves (Spin and Non-Spin) and Regulation (Regulation Up and Regulation Down) – 
the same services as are procured today. Under the MRTU proposal, supply resources 
(including Participating Loads that respond to Real Time CAISO dispatch instructions) 
will be settled at nodal prices, whereas load will be settled at aggregated prices based 
on the service territories of the three major California investor-owned utility Participating 
Transmission Owners (“PTOs”). 

2. Residual Unit Commitment (RUC). Because the outcome of the IFM is based on 
submitted SC schedules and bids, it can result in a total scheduled quantity of energy 
that may be substantially below the CAISO’s forecasted load for the next day. The RUC, 
which is a reliability commitment procedure featured in the designs of all the eastern 
ISOs, will evaluate whether final forward schedules include sufficient on-line resources 
to meet the CAISO’s demand forecast for each hour of the next operating day. If not, the 
RUC process will commit enough additional units to ensure that on-line capacity can 
meet forecast load. The RUC process will also designate unloaded capacity of resources 
scheduled in the IFM as RUC capacity to be reserved to serve CAISO Control Area load 
in Real Time. The RUC process will identify the needed RUC capacity based on an 
optimization that considers deliverability of energy from the capacity, along with energy 
already scheduled in the IFM, to meet the load forecast. Supply resources committed 
under RUC would be guaranteed recovery of start-up and minimum load costs (that 
would be netted against market profits just as in the eastern markets). In addition, RUC 
capacity that has not been designated by a Load Serving Entity (LSE) as counting 
towards its Resource Adequacy Requirements (“RA capacity”) or scheduled under RMR 
provisions would receive a bid-based availability payment in accordance with a clearing 
price determined in the RUC optimization. Because RUC commitment costs will not be 
included in Day Ahead energy prices and therefore will involve an uplift, RUC cost 
allocation will follow generally accepted cost causation principles. Specifically, Day 
Ahead RUC charges will be allocated to metered load that was not scheduled in (i.e., did 
not clear) the Day-Ahead IFM.  

3. Hour Ahead Scheduling Process (HASP). The HASP provides an opportunity for SCs 
to self-schedule additional supply resources or revise their Day Ahead supply schedules, 
and enables the CAISO to pre-dispatch energy and procure A/S from imports prior to the 
start of each operating hour. Bid and schedule submissions to the HASP will be 
combined with bid submissions to the Real Time Imbalance Energy market, and this 
submission process will close 75 minutes before each operating hour (T-75). The HASP 
will run essentially the same IFM optimization as in the Day Ahead Market to ensure that 
accepted HASP schedules and pre-dispatches are feasible. Because the HASP is 
essentially a pre-dispatch for Real Time rather than a third settlement market, the HASP 
IFM will clear against the CAISO load forecast for the hour rather than against submitted 

                                                 
16  To be more technically precise, the IFM will determine congestion prices based on transmission 

constraint shadow prices which, for the final schedules clearing the market give rise to congestion 
charges derived from the congestion components of the LMPs.  
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demand bids. At T-45 the CAISO will publish accepted HASP resource self-schedules 
(including wheel-throughs and wheel-outs), import energy pre-dispatches and A/S 
purchases from imports. There will be no HASP prices or settlements, except in the case 
of import and export schedules on interties and A/S purchases from imports, which will 
settle at prices determined in the HASP.  

4.  Real Time Market. The CAISO has already implemented the initial MRTU changes to 
the Real Time Market – including the introduction of a Security Constrained Economic 
Dispatch (SCED) algorithm – as Phase 1-B of MRTU. The Phase 1-B Real Time Market 
design changes are integral features of the MRTU package and will be retained with the 
implementation of Release 1 of MRTU. One important difference, however, is that upon 
implementation of LMP the CAISO will introduce the Full Network Model into the Real 
Time SCED, thereby initiating nodal pricing in Real Time as well as in the forward 
market. This change is essential to ensure consistent allocation and pricing of 
transmission across different market time frames. In addition the Real Time Market will 
procure any needed additional A/S on a 15-minute basis throughout the operating hour.  

5. Congestion Revenue Rights (“CRRs”). CRRs will allow market participants to hedge 
the risk of congestion charges in a manner consistent with the LMP congestion 
management design, in which schedules are defined in a source-to-sink format and 
congestion charges are based on the congestion components of nodal prices. The 
CAISO proposes to allocate CRR Obligations to all loads in the CAISO Control Area that 
pay the embedded costs of the transmission grid, with the objective of providing 
adequate CRRs – subject to simultaneous feasibility – to enable the load-serving entities 
(LSEs) to hedge, on an annual basis, the congestion charges they will be exposed to in 
serving their loads. The CAISO will offer CRRs for any transmission capacity remaining 
after the initial allocation process in an auction open to all qualified participants. 
Allocated CRRs will follow load in the event that any end-use consumers switch to a 
different LSE. The CAISO proposes to release CRRs on an annual basis and on a short-
term monthly basis. Sponsors of new transmission capacity will receive CRRs for such 
capacity provided the sponsor of the new capacity does not recover its investment costs 
through the CAISO’s transmission access charge or some other regulated cost recovery 
mechanism. The details of the CRR allocation rules will be developed in a stakeholder 
process in conjunction with review of the results of CRR Study 2 now being conducted 
by the CAISO.  

6.  Full Network Model (FNM). The FNM is a mathematical model of the CAISO grid and 
its inter-ties to other control areas, which is used in the IFM, RUC and RTED 
optimizations to ensure that accepted Day Ahead (IFM and RUC) and HASP schedules 
and Real Time dispatch instructions are feasible and that the commitment and dispatch 
of resources is optimally efficient at the system level. The FNM is also used in the CRR 
allocation and auction processes to ensure that released CRRs are simultaneously 
feasible and thus will generate revenues to CRR holders that reflect the same network 
topology that will be used to generate congestion charges in the CAISO markets. To 
accomplish these objectives the most important feature of the FNM is that it must 
represent as closely as possible the topology of the grid,17 the electrical properties of 
grid facilities, and the nomograms that must be observed in real time to ensure reliable 

                                                 
17  The FNM as currently contemplated for MRTU Release 1 will include the details of the CAISO 

Controlled Grid, but not the external network. Detailed modeling of the external network under MRTU 
is a goal for the future, but is deferred until such time that west-wide scheduling practices enable the 
CAISO to obtain the day-ahead scheduling information needed to accurately represent flows on the 
external elements of the FNM.   
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grid operation. The FNM is thus a key element in remedying the well-known flaws in the 
CAISO’s current zonal congestion management design, which does not utilize a realistic 
network model in the forward markets and therefore results in infeasible schedules. The 
LMP congestion management design proposed under MRTU will utilize the FNM to 
produce feasible schedules and ensure consistency between the CAISO markets and 
the real-time operating requirements of the transmission grid.  

7. Locational Marginal Pricing (LMP), and aggregated Scheduling and Settlement of 
Loads. A crucial feature of the LMP market design is the geographic granularity used for 
scheduling and settling loads.  The CAISO’s July 2003 Comprehensive Market Design 
Proposal recognized the equity concerns regarding potentially large LMP cost impacts 
on loads in constrained areas.  Accordingly the CAISO proposes that: (1) loads within 
the CAISO control area that are not served under Existing Transmission Contracts 
(“ETCs”) will schedule, bid and settle using a scheme of three large aggregation areas 
based on the CAISO’s three investor-owned utility participating transmission owner 
service territories, i.e., Pacific Gas & Electric (“PG&E”), Southern California Edison 
(“SCE”) and San Diego Gas & Electric (“SDG&E”); (2) the aggregation scheme will apply 
to municipal and direct access loads as well as to loads served by the investor-owned 
utility distribution companies18; (3) loads will not be allowed to opt out of the aggregation 
scheme. These three elements will address concerns that loads at low-price nodes will 
opt out and drive up the average aggregation prices, thereby undermining the intent of 
the aggregation scheme. In addition, to facilitate demand response, the CAISO will pay 
appropriate nodal prices to Participating Loads (demand-side resources) for the amount 
of their Real Time curtailment in response to CAISO dispatch instructions. Supply 
resources will schedule, bid and settle at the nodal prices where they are located or 
imported into the CAISO grid.19  

8. Market Power Mitigation. The MRTU design includes effective Local Market Power 
Mitigation (“LMPM”) measures in both the forward and the Real Time markets. The 
CAISO’s primary LMPM proposal is based on the design currently being used by the 
PJM ISO.  PJM’s LMPM measures have worked effectively for many years and should 
provide the CAISO with sufficient protections against the exercise of local market power 
by suppliers. In addition to LMPM, the MRTU design also includes local market power 
mitigation for A/S bids and RUC availability bids. The proposed MPM provisions are 
described in a separate white paper being released concurrently with this document.  

9. Existing Transmission Contracts (ETCs). The MRTU provisions for honoring ETCs 
were filed with FERC on December 8, 2004, and were approved in concept in a FERC 
ruling issued on February 10, 2005. The MRTU ETC proposal consists of three primary 
elements. (1) Scheduling. Schedules submitted by ETC holders consistent with their 
rights will have priority in the Day Ahead Market and the HASP. To the extent submitted 
Day Ahead ETC schedules utilizing the CAISO Control Area boundary inter-ties do not 
fully utilize ETC holders’ rights, the CAISO will set aside (i.e., remove from the market 
allocation process) additional transmission capacity on these inter-ties to accommodate 
post-Day Ahead ETC schedule submissions where allowed under the contracts. Apart 
from this type of set-aside, the CAISO will not set aside other transmission capacity for 
post-Day Ahead ETC schedules, but will accommodate such schedules through the re-
dispatch of non-ETC resources in the HASP and the Real Time Market. (2) Congestion 

                                                 
18  There will be an exception for Metered Subsystems (MSS), who will schedule at their actual locations 

although settlement may be at the relevant LAP. The details are described in the MSS White Paper 
referenced elsewhere in this document.  

19  With some exceptions for MSS; see MSS White Paper for details.  
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Charges. ETC holders will enjoy a “perfect hedge” settlement mechanism whereby the 
congestion charges that accrue to valid (i.e., consistent with ETC contractual rights) Day 
Ahead ETC schedules and post-Day Ahead ETC schedule changes will be fully 
reversed.20 To prevent adverse financial impacts of the perfect hedge mechanism on 
non-ETC parties the CAISO will (a) set aside CRRs Obligations in the CRR allocation 
and auction process that are estimated to generate CRR revenues equivalent to the 
annual charges reversed by the perfect hedge, and (b) exclude ETC holders from 
receiving a share of the real-time congestion charges that are rebated to parties who pay 
these charges. (3) Validation of ETC Schedules. The CAISO will perform an automated 
procedure, at the time ETC schedules are submitted to the CAISO’s markets, to verify 
that the parameters of each ETC schedule (such as source and sink nodes and MW 
quantities) are consistent with the parameters specified in a data file provided to the 
CAISO by the PTO that sold the ETC rights. This mechanism relieves the PTO of having 
to do day to day validation of ETC schedules, while maintaining the PTO’s responsibility 
for accuracy of the validation data file.   

10. Metered Subsystems (MSS). The MRTU proposal will grant Metered Subsystems 
(“MSS”) the option of fully participating in the CAISO’s markets and being treated like 
any other market participant. However, to the extent a MSS operator wants different 
treatment in recognition of its unique features and functions, the CAISO will accord them 
such treatment. The details of the MRTU provisions for MSS are described in an ISO 
White Paper issued on November 19, 2004 and available on the CAISO web site at: 
http://www1.caiso.com/docs/09003a6080/33/d8/09003a608033d85d.pdf.  

11. Resource Adequacy Requirements and Must Offer Obligations. The MRTU design 
assumes that Must Offer Obligations (MOO) that apply to the Day Ahead IFM and RUC 
as well as to the Real Time Market will derive from the Resource Adequacy 
Requirements (RAR) on Load Serving Entities. Thus the RAR-based MOO will replace 
the existing west-wide Real-Time MOO imposed by FERC, and the unit commitment 
capability of the Day Ahead IFM and RUC processes will replace today’s Must Offer 
Waiver process. Some of the details of the RAR-based MOO are still being discussed in 
the context of the CPUC’s Resource Adequacy proceeding.   

 

                                                 
20  The perfect hedge applies regardless of whether the congestion charges associated with the ETC 

schedule are positive or negative. That is, in the event that an ETC schedule flows in the counter-flow 
direction and would normally earn a counter-flow payment, this payment will also be reversed under 
the perfect hedge mechanism so that the ETC holder’s net payment or charge for congestion is 
always zero. Similarly, in the event that a transmission derate after the Day Ahead market reduces an 
ETC holder’s rights, the ETC holder is expected to reduce its ETC schedule in HASP without being 
entitled to any counterflow payments.  
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8.2 Table of MRTU Design Elements, Issues and Process for  
Resolution21 

 
Element/Issue FERC Status Next Steps / Stakeholder 

Process 

Primary Market Design Elements 

1. Integrated Forward Market (Day 
Ahead) 
Integration of Unit Commitment, 
Congestion Management, Energy 
Clearing, A/S Procurement 

FERC approved in concept 
10/28/03 

MRTU Tariff Development 
Process  

Pre-IFM Runs (for Reliability Needs 
and Market Power Mitigation) 
Use of extreme DEC bids, forecast 
load rather than bid-in load in Pre-IFM 
passes, and limiting IFM and RUC unit 
commitment to units committed in Pre-
IFM. (LECG Issue #10) 

FERC approved in concept 
10/28/03 

MRTU Tariff Development 
Process; ISO will eliminate 
extreme DEC bids for Release 
1; will address in Release 2 the 
issues of forecast vs. bid-in load 
and limiting IFM and RUC unit 
commitment.  

Constrained Output Generation (COG) 
eligibility to set prices 

FERC approved 6/17/04 MRTU Tariff Development 
Process 

Treatment of schedules utilizing 
Transmission Ownership Rights 
(TORs) 

Not yet submitted to FERC 
 

MRTU Tariff Development 
Process 

Virtual Bidding 6/17/04 FERC Order directed 
ISO to evaluate and 
determine whether to include 
in Release 1 

ISO will defer to Release 2; 
timetable for Stakeholder 
process for Release 2 elements 
to be determined  

Management of Use-limited Resources Approved in concept 10/28/03 MRTU Tariff Development 
Process, in coordination with 
CPUC Resource Adequacy 
proceeding 

Costs included in start-up and 
minimum load costs used for ISO unit 
commitment in IFM and RUC (LECG 
Issue #5) 

 MRTU Tariff Development 
Process 

   

2. Residual Unit Commitment FERC approved in concept  

                                                 
21  References to LECG Issue #s in this White Paper refer to the issue numbers used in the Executive 

Summary of the LECG Report, “Comments on the California ISO MRTU LMP Market Design,” by 
Scott Harvey, Susan Pope and William Hogan, dated February 23, 2005, which is being released 
concurrently with this White Paper. 
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10/28/03 

RUC Self-provision ISO proposal required per 
6/17/04 FERC Order 

MRTU Tariff Development 
Process 

RUC Availability Payment (LECG 
Issue #12)  

Structure of RUC availability 
payment specified by FERC in 
6/17/04 Order 

MRTU Tariff Development 
Process 

Consideration of imports in RUC using 
Minimum Load approach (as 
described in LECG report)  

Not yet submitted to FERC 
 

MRTU Tariff Development 
Process 

   

3. Hour Ahead Scheduling Process 
(HASP)  

FERC initially approved in 
6/17/04 Order, then asked for 
additional assessment in 
9/20/04 Order.  

May 2005 filing will include 
HASP proposal approved by 
ISO Board in November 2004; 
MRTU Tariff Development 
Process.  

Real-time Congestion Pricing 
Mechanism for Imports and Exports 
(LECG Issue #3) 

FERC position open on this 
issue and entire HASP 
design, per 9/20/04 Order 

HASP design for May Filing 
2005 addresses LECG issue #3; 
may be modified to address 
recent Phase 1B concerns, and 
finalized in MRTU Tariff 
Development Process. 

   

4. Real-Time Market FERC approved in concept 
10/28/03 

 

Phase 1B Tariff approved Am. 54 Implemented 10/04 

Real-time Nodal Market (RTN) FERC approved in concept 
10/28/03 

MRTU Tariff Development 
Process 

Determination of Ramp Limits for Real 
Time Constrained Output Generator 
(COG) Pricing (LECG Issue #4) 

FERC 6/17/04Order approved 
ISO’s 5/11/04 proposal 

MRTU Tariff Development 
Process; ISO will address LECG 
Issue #4 in Release 2. 

Pricing for Real Time A/S Procurement 
Lack of a Full Multi-settlement System 
for A/S (LECG Issue #9) 

ISO directed by 6/17/04 FERC 
Order to reconsider original 
proposal for Real Time A/S 
pricing.  

MRTU Tariff Development 
Process; ISO will discuss LECG 
Issue #9 at that time as well.   

Activity Rule for Changing Energy Bids 
Between Day Ahead and Real Time 
(LECG Issue #8) 

FERC approved 10/28/03 MRTU Tariff Development 
Process; ISO will address LECG 
Issue #8 in Release 2. 

   

5. Congestion Revenue Rights 
(CRR) 

FERC approved in concept 
10/28/03 

 

Complete Allocation Rules for CRRs FERC approved allocation 
rules in concept 10/28/03; 

MRTU Tariff Development 
Process, in conjunction with 
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requires estimated allocation 
quantities prior to MRTU Tariff 
filing.   

assessment of CRR Study 2 
results.  

   

Elements Interwoven with Primary Market Design Elements 

6. Full Network Model FERC approved in concept 
10/28/03 

MRTU Tariff Development 
Process 

   

7. Locational Marginal Pricing (LMP) FERC approved 10/28/03  

LMP for Supply Resources FERC approved 10/28/03 MRTU Tariff Development 
Process 

Load Settlement at Aggregated Prices FERC approved 10/28/03 MRTU Tariff Development 
Process 

Use of Three Large Load Aggregation 
Points (LAPs) (LECG Issue #2) 

FERC approved 10/28/03 MRTU Tariff Development 
Process. ISO will consider more 
granular LAPs for Release 2, or 
possibly sooner if CRR Study 2 
results indicate need. 

Nodal Clearing of LAP-level Load Bids 
(LECG Issue #1)  

FERC approved 10/28/03 May 2005 Filing will submit 
design change to address LECG 
issue #1; MRTU Tariff 
Development Process. 

Structure of Compensation for 
Demand Response (LECG Issue #6) 

FERC approved 10/28/04 MRTU Tariff Development 
Process; ISO will address LECG 
issue #6 by deferring  
problematic Day Ahead Market 
proposal for further 
consideration at a later date.   

Trading Hubs FERC approved in concept 
10/28/03; details developed in 
Inter-SC Trade proposal in 
context of FERC Seller’s 
Choice Contract settlement 
proceeding.   

ISO Board approved Inter-SC 
Trade proposal in January 2005; 
to be filed at FERC shortly.  

   

8. Market Power Mitigation   

MPM provisions under 2/07 MRTU 
implementation 

FERC linked to resource 
adequacy 10/28/03 Order 

May 2005 Filing; MRTU Tariff 
Development Process.  

Relatively Low Soft Bid Cap (LECG 
Issue #7) 

FERC awaiting ISO’s Market 
Power Mitigation filing 

May 2005 Filing proposes 
gradual multi-year increase in 
bid cap and moving from a soft 
to a hard cap; MRTU Tariff 
Development Process. 
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Mitigation of RUC Availability Bids 
(LECG Issue #11) 

FERC awaiting ISO’s Market 
Power Mitigation filing 

May 2005 Filing will address 
RUC bid mitigation issue; MRTU 
Tariff Development Process.  

   

9. Existing Transmission Contracts 
(ETC) 

FERC 2/10/05 Order 
approved ISO proposal in 
concept; directed further 
information on “perfect hedge” 
to be filed in 30 days.  

March 11, 2005 Compliance 
Filing and MRTU Tariff 
Development Process 

   

10. Metered Subsystems (MSS) Details developed in parallel 
stakeholder process; see 
posted ISO White Paper for 
details.  

MRTU Tariff Development 
Process  

   

11. Resource Adequacy CPUC rulings issued; CPUC 
proceeding still in progress, 
with final ruling expected June 
2005.  

MRTU Tariff Development 
Process and CPUC Resource 
Adequacy Proceeding 
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I Introduction & Executive Summary 
This White Paper describes the CAISO’s proposed market power mitigation provisions 
under the MRTU design. The proposals outlined in this White Paper include a number 
of significant modifications to the CAISO’s prior market power mitigation proposal, which 
the CAISO believes makes the overall market power mitigation approach consistent 
with, and complementary to, the State’s efforts regarding Resource Adequacy and 
responsive to the concerns the CAISO received in a guidance letter from FERC staff.   
The overall market power mitigation design reflects three fundamental objectives: 

1) To provide strong and effective measures against the exercise of local market 
power; 

2) To provide an explicit mechanism within the MRTU design for addressing 
revenue adequacy of Frequently Mitigated Units not under long-term contracts; 
and 

3) To provide a definitive transition plan for relaxing CAISO imposed system market 
power mitigation so that system market power concerns can be more effectively 
addressed through greater demand response and long-term energy contracting, 
the latter of which will provide protection against spot market price volatility and 
reduce supplier incentives to exercise market power.   

The CAISO believes that these objectives are critical for ensuring the California market 
design (Resource Adequacy and MRTU) is a sustainable and stable design that can 
reliably and efficiently meet California’s ever-growing demand for electricity. 
The 2000-2001 electricity crisis in California is evidence that no market can function 
effectively – i.e., reliably, with limited volatility, and produce reasonable prices – in the 
absence of adequate infrastructure or resources.  Thus, as part of the CAISO’s original 
Market Design 2002 (“MD02”) proposal, as filed in May of 2002, the CAISO proposed to 
establish a clear obligation on the part of load-serving entities to procure, well in 
advance of the CAISO’s spot markets, sufficient resources to serve their load plus a 
reasonable reserve margin. Fundamentally, the CAISO reasoned that such an 
obligation, working in concert with the proposed changes to the CAISO’s markets, 
would: 1) support reliable operation of the transmission system both in the short- and 
long-term; 2) substantially mitigate the ability of suppliers to exercise market power and 
engage in anomalous behavior in the CAISO’s markets; and 3) promote both 
reasonable and stable prices in the CAISO’s markets. 
Concomitant, and consistent, with FERC’s statement in its Standard Market Design 
White Paper1 that states have the primary responsibility for ensuring resource 
adequacy, the CAISO began collaborating with the state to ensure that appropriate 
rules regarding the forward procurement of resources were established. To that end, at 
the November 21, 2002, CAISO Governing Board meeting, the Board directed 
Management to defer implementation of the CAISO’s preferred “Available Capacity” or 
“ACAP” obligation proposal and to instead dedicate staff’s efforts towards active 
                                                 
1  White Paper – Wholesale Market Power Platform, RM01-12-000 (April 28, 2003), at p. 11. 
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participation in the CPUC’s Procurement Proceeding. The purpose of the CPUC’s 
Procurement Proceeding is to establish the rules that obligate CPUC-jurisdictional 
entities to procure – prior to the day-ahead market - and make available to the CAISO 
sufficient resources to serve load. 
Therefore, beginning in 2002, the CAISO’s and the State’s (CPUC’s) efforts became 
inexorably linked. The CPUC – through Resource Adequacy – set on a course to 
establish Resource Adequacy Requirements that will ensure forward contracting by 
load-serving entities and thus, in part, further investment in critical infrastructure. In 
addition, through such forward contracting, the CPUC can ensure that resources 
necessary to reliably serve load on the system – including those that might otherwise 
shut down – can receive compensation adequate to cover their going-forward fixed 
costs.  The CAISO – through its Market Redesign and Technology Upgrade project – 
will create integrated forward and real-time markets that support reliable and efficient 
operation of the grid. Thus, while the State’s efforts will lay the necessary foundation for 
investment in infrastructure and thus further support the long-term service reliability 
(supply or capacity adequacy) of the system, the CAISO’s market redesign will enhance 
the short-term operational reliability of the system and will create a robust spot market 
wherein participants can optimize and satisfy their energy requirements. 
It is important to note here that while both the CAISO and the CPUC share the goal of 
establishing and facilitating a viable and sustainable electricity market in California, both 
the CAISO and CPUC support a prudent and measured implementation of the new 
hybrid market structure outlined above.  To that end, adequate market power mitigation 
measures must be in place on day one of the new market.  That includes adequate 
measures to prevent both physical and economic withholding from the market. As 
outlined below, the CAISO believes that the market power mitigation measures and 
associated transition plan proposed herein are necessary elements of the new market 
design and appropriately balance the need to both protect consumers from the exercise 
of market power and create appropriate price signals for operating and investing in the 
power system.  
In its May 2002 and July 2003 MRTU filings, the CAISO proposed three-tiers of market 
power mitigation measures: 

Tier 1 – Forward contracting by load-serving entities. Designed to ensure that 
load-serving entities are sufficiently hedged against price volatility in the spot 
markets; 
Tier 2 – Measures designed to mitigate physical withholding from the market; 
and 

Tier 3 - Measures designed to mitigate economic withholding from the market. 
With respect to Tier 1 and forward contracting, the CAISO reasoned that the best 
means to mitigate the exercise of market power in the CAISO’s spot markets was to 
promote and require adequate forward energy contracting (i.e., hedging) by load serving 
entities.  The CAISO believes that the CPUC’s October 28th Order, coupled with a clear 
transition plan for raising energy bid cap levels in the CAISO market, will provide the 
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appropriate regulatory framework2 and incentives for load serving entities to procure 
sufficient long-term energy contracts to hedge against spot market volatility and 
potential system market power.     
The second tier measures guard against physical withholding (i.e., not making capacity 
available to the market). Consistent with the CAISO’s existing Must-Offer Obligation, the 
CAISO originally proposed a Day-Ahead Must-Offer Obligation that would work in 
conjunction with the CAISO’s proposed Day-Ahead Integrated Forward market and 
Residual Unit Commitment processes. Under the originally proposed Day-Ahead Must-
Offer Obligation, all resources would be obligated to schedule or bid all available 
capacity into the CAISO’s Day-Ahead Markets. The CPUC’s requirement for load-
serving entities to make all resource adequacy related resources available to the CAISO 
is anticipated to obviate the need for an CAISO-established Day-Ahead Must-Offer 
Obligation.  
The third tier of mitigation measures is designed to mitigate economic withholding from 
the market, i.e., bidding excessively high. The CAISO’s May 2002 and July 2003 filings 
provided explicit measures to guard against the exercise of market power at a system-
wide level (e.g., a System-wide Automatic Mitigation Procedure or “System AMP” and a 
Damage Control Bid Cap or “DCBC”), as well as explicit Local Market Power Mitigation 
or “LMPM” measures. In light of the CPUC Resource Adequacy obligations and 
concerns the CAISO received in a guidance letter from FERC staff, these originally 
proposed measures have been modified to provide local market power mitigation that is 
more consistent with the PJM market and to provide less reliance on CAISO imposed 
system market power mitigation so that this concern can be more effectively addressed 
through long-term energy contracting and demand response. Specifically, Tier 3 
includes the following elements and excludes certain elements as noted below:  

1. Strong and effective local market power mitigation, similar to the PJM approach, 
applied to energy bids in the Day-Ahead and Real-Time markets, including 
additional default energy bid options; 

2. Local market power mitigation applied to RUC Availability bids; 
3. An explicit threshold (mitigated in 80% run hours over a rolling 12-month period) 

for defining Frequently Mitigated Units; 
4. A PJM-style bid adder for Frequently Mitigated Units that are not under a 

capacity contract.  The bid adder will provide a clear mechanism for units that 
have neither a Resource Adequacy contract or a RMR (or potential alternative 
CAISO local capacity contract3) to recover their going forward fixed costs.  On a 
longer-term basis (e.g., after the first year of MRTU operation), the CAISO would 

                                                 
2 While, from a Resource Adequacy standpoint, the CPUC’s efforts have been appropriately focused on ensuring that load-
serving entities procure adequate capacity (physical supply), it is very important that load-serving entities also forward contract – 
as they have over the past few years – for the energy necessary to satisfy their load requirements in order to hedge themselves 
from spot market prices.  
3 The CAISO plans to develop in the latter part of 2005 and through 2006 an CAISO alternative local capacity contract option for 
addressing revenue adequacy of Frequently Mitigated Units not under an RMR or Resource Adequacy contract that could either 
replace or serve as an option to the bid adder.  
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consider the development of a monthly local capacity market as is being 
proposed by ISO-NE. The CAISO believes that the development of a formal 
CAISO administered capacity market is more appropriately addressed on a 
longer term basis in coordination with ongoing activities at the CPUC; 

5. Elimination of the CAISO’s bid conduct and market impact - System Market 
Power Mitigation for energy bids (System AMP). However, System AMP may be 
applied at a later date upon implementation of a higher energy bid cap and an 
effective reserve shortage scarcity pricing mechanism and pivotal supplier test; 

6. Elimination of a bid conduct test and mitigation for system market power of RUC 
Availability bids; 

7. A $250/MWh soft bid cap for energy bids with a three-year transition plan for 
raising the energy bid cap (and converting it to a hard cap) in increments of $250 
until it reaches $1,000, subject to certain defined criteria relating to market 
competition and market conditions. 

8. A $250/MW hard bid cap for RUC Availability bids that will transition to $100/MW 
in decrements of $50, in step with the energy bid cap transition to $1,000/MWh; 
and 

9. A $250/MW hard bid cap for Ancillary Services that will transition to $100/MW in 
decrements of $50, in step with the energy bid cap transition to $1,000/MWh or 
sooner if ancillary services markets are found to be non-competitive under more 
granular procurement regions.  

In any market, there must be sufficient opportunities for the most efficient suppliers that 
are capable of meeting the reliability needs of the grid to recover their costs, both fixed 
and variable. The CAISO has reviewed the MRTU design in the context of the CPUC 
Resource Adequacy framework and has made appropriate modifications to the design 
(as reflected above) to ensure sufficient revenue opportunities exist to support fixed cost 
recovery. First, and as noted previously, the CAISO believes that the resource 
adequacy framework established by the CPUC in its October 28th Order will provide 
ample opportunities for suppliers to recover their going-forward fixed costs by entering 
into both short and long-term supply arrangements with load-serving entities. The 
proposed transition plan for raising the energy bid cap provides load serving entities 
with further incentives to enter into long-term energy contracts as opposed to strictly 
capacity contracts. 
Second, the CAISO proposed spot market pricing mechanisms are more than sufficient 
to cover any resource’s incremental costs, while providing appropriate opportunities for 
suppliers to earn an additional contribution to fixed costs.  In addition to receiving the 
nodal market-clearing price, resources participating in the CAISO’s markets are also 
eligible to be compensated for their start-up and minimum load. The CAISO is also 
considering the inclusion of emission costs as noted in the CAISO MRTU 
Comprehensive Market Redesign Update. Furthermore, suppliers participating in the 
A/S markets may submit market-based capacity bids and receive capacity payments 
based on A/S capacity prices that reflect the opportunity cost of reserving that capacity. 
The CAISO is one of the few independent system operators to facilitate markets for four 
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types of Ancillary Services, i.e., Spin. Non-Spin, Regulation Up and Regulation Down.4 
The CAISO paid out approximately $ 87 million in capacity payments for these services 
in 2004.  The CAISO’s MRTU proposal also provides an Availability Payment for non-
RA resources committed through the CAISO’s RUC process. 
In addition to these opportunities in the daily markets, the CAISO is also proposing a 
“back-stop” revenue opportunity for Frequently Mitigated Units not under an RMR or 
Resource Adequacy contract to recover their going forward fixed costs. This will, as 
noted above, be in the form of a bid adder that will be comparable to the bid adder 
approach adopted in PJM.   
Perhaps most importantly, in 2001 the State of California entered into more than $40 
billion worth of long-term power contracts to cover the three investor owned utilities’ 
(IOUs) net short load requirements.  During peak periods these contracts – which 
provide capacity payments to suppliers – account for approximately 70 percent of the 
IOUs’ net short load requirements, leaving the balance to be supplied by short-term 
bilateral contracts, utility-retained generation and spot purchases. Many of the State 
contracts run through the 2010-2011 timeframe. Thus, during the first several years of 
MRTU implementation, suppliers of these contracts will continue to receive a substantial 
stream of payments for supplying a substantial portion of IOU load under the State 
contracts.  
The phase out of these contracts in 2010-2011 is concurrent with the CAISO’s proposed 
transition plan for raising the energy bid cap and therefore will provide a strong incentive 
for load serving entities to replace these contracts with a significant portion of “energy” 
contracts as opposed to just “capacity” contracts, which will further ensure long-term 
revenue adequacy for suppliers. 
The CAISO believes there are several unique aspects of the California situation that 
warrant the phased increase in the energy bid cap level. Specifically: 
¾ None of the other ISOs have had a catastrophic experience under deregulation. 

California is still recovering from the devastating financial impacts of the energy 
crisis. Consequently, policy makers in California as well as the rest of the west 
are, justifiably, extremely wary and cautious about energy deregulation. Given 
this, a more reasonable approach is to first implement a viable spot market 
structure (i.e., LMP) and ensure ample supply and forward contracting through 
the CPUC resource adequacy program to minimize load serving entities financial 
exposure to spot market prices. With these elements in place and some proven 
positive experience under these reforms, raising the bid caps to achieve the 
potential benefits that could bring in terms of improving demand response is 
appropriate. 

¾ Unlike the eastern and Midwest regions, which have generation portfolios that 
are predominately thermal based, the west is extremely susceptible to large 

                                                 
4  It is important to note that under MRTU the bid caps in the CAISO’s A/S markets will remain at 
$250/MW/hr on day-one implementation of MRTU, provided the A/S markets are workably competitive 
under regional procurement. PJM currently has a $100 cap on regulation bids and a $7 cap on spinning 
reserve bids.   
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shifts in supply margins due to its substantial dependence on hydroelectric 
power.  

¾ The level of import dependence of the CAISO is far greater than the other ISOs 
therefore there is a greater potential for large swings in supply and demand 
based on broad regional factors than in the eastern ISOs. 

While these last two aspects of the California market are unlikely to change, the risks 
they present can be effectively addressed through proper energy hedging and demand 
response. 
The instant White Paper is comprised of three main sections: 

o Section I – Introduction and summary; 
o Section II- discusses the CAISO’s proposed market power mitigation measures 

in more detail;  
o Section III briefly restates the importance of resource adequacy in supporting 

both reliability and markets and provides an update on the CPUC’s Resource 
Adequacy proceeding and discusses the potential roles the CAISO could have in 
enforcement of the resource adequacy requirements. 
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II The CAISO’s Market Power Mitigation Proposal 

a. Background 
In the FERC October 28th 2003 Order, the Commission deferred ruling on the 
CAISO’s proposed market power mitigation proposal until after the CPUC ruled on 
resource adequacy. The Commission found that it could not rule on the merits of the 
CAISO’s proposal in isolation and without insuring that suppliers have adequate 
opportunities to recover their going-forward fixed costs. 
Since the issuance of the FERC October 28th 2003 Order, there have been numerous 
stakeholder activities and FERC Technical Conferences to discuss market power 
mitigation and its consistency and compatibility with the CPUC resource adequacy 
framework. In addition, FERC has issued various orders on other aspects of the 
MRTU design that have a bearing on market power mitigation. Finally, the CPUC has 
been diligently moving forward in developing the details of its resource adequacy 
requirements and on October 28, 2004, the CPUC issued an order that establishes 
resource adequacy requirements for those load-serving entities under the CPUC’s 
jurisdiction. The CPUC’s October 28th Order (and subsequent clarifying rulings5) 
establishes clear and well-defined resource adequacy requirements for load-serving 
entities. 
In addition, on January 18, 2005, the CAISO received a guidance letter from FERC 
staff (“Guidance Letter”) identifying issues that the CAISO should address in its 
upcoming MRTU filing.  These issues included: 
¾ System AMP – FERC staff raised concerns about the use of system-wide 

mitigation measures w/o scarcity pricing or identification of scarcity v. market 
power.  Also, FERC staff raised concerns about potential “seams” issues that 
might arise under System AMP from having mitigated prices in California and 
unmitigated prices in neighboring control areas. 

¾ Bid Cap Level of $250 – FERC staff stated that a low Damage Control Bid 
Cap could adversely impact the efficient use of energy limited resources and 
may not establish appropriate incentives for the development of needed 
demand response. 

¾ Soft Bid Cap for Energy – FERC staff questioned whether having a soft bid 
cap for energy and a hard bid cap for A/S may create unintended 
consequences. 

¾ Frequently Mitigated Units and RMR – FERC staff raised the concern that 
with stringent LMPM, frequently mitigated units may not be adequately 
compensated and incentives for upgrades / investment may not be present.  
FERC staff stated that the CAISO should explain market mechanisms it might 

                                                 
5  See, Assigned Commissioner’s Ruling Providing for Comments and Replies on Modification to 
the Interim Resource Adequacy Requirements (RAR) Decision (D.) 04-10-035, R.04-04-003 (Feb. 8, 
2005). 
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implement for dealing with this and the time frame for such changes as well as 
any unique circumstances that will require the use of RMR contracts. 

¾ Default bid curves for LMPM – FERC staff stated that the CAISO should 
explain why it has limited its proposed PJM-style LMPM to variable cost plus 
10%, and why the CAISO does not offer generators the additional options 
available in PJM (average LMP or negotiated price). 

¾ CAISO Role in Resource Adequacy – FERC staff expressed concern that 
compliance / enforcement of the resource adequacy obligation (on both LSEs 
and Suppliers) may not be administered in a way that ensures reliability and 
revenue adequacy and that it was unclear how resource adequacy would be 
applied to non-CPUC jurisdictional load serving entities.  

¾ RUC Availability Payments – FERC staff suggested that the Resource 
Adequacy contracts should address CAISO concerns about double-payment 
and market power in RUC and that the CAISO should consider retaining the 
RUC Availability Payment for non-Resource Adequacy units. 

b. Details of the CAISO’s Market Power Mitigation Proposal 
The CAISO’s current market power mitigation proposal now contains the following 
elements and eliminates certain elements from the July 2003 filing as noted below: 
1. A day ahead and real time must offer obligation for resources identified as 

serving a resource adequacy contract (“RA Unit”). 
2. Strong and effective local market power mitigation, similar to the PJM approach, 

applied to energy bids in the Day-Ahead and Real-Time markets, including 
additional default energy bid options; 

3. Local market power mitigation applied to RUC Availability bids; 
4. An explicit threshold (mitigated in 80% run hours over a rolling 12-month period) 

for defining Frequently Mitigated Units; 
5. A PJM-style bid adder for Frequently Mitigated Units that are not under a 

capacity contract.  The bid adder will provide a clear mechanism for units that 
have neither a Resource Adequacy contract or a RMR (or potential alternative 
CAISO local capacity contract6) to recover their going forward fixed costs.  On a 
longer-term basis (e.g., after the first year of MRTU operation), the CAISO would 
consider the development of a monthly local capacity market as is being 
proposed by ISO-NE. The CAISO believes that the development of a formal 
CAISO administered capacity market is more appropriately addressed on a 
longer-term basis in coordination with ongoing activities at the CPUC; 

6. Elimination of the CAISO’s bid conduct and market impact System Market Power 
Mitigation for energy bids (System AMP). However, System AMP may be applied 

                                                 
6 The CAISO plans to develop in the latter part of 2005 and through 2006 an CAISO alternative local capacity contract option for 
addressing revenue adequacy of Frequently Mitigated Units not under an RMR or Resource Adequacy contract that could either 
replace or serve as an option to the bid adder.  

CAISO 10 5/12/2005 



California ISO 

at a later date upon implementation of a higher energy bid cap and an effective 
reserve shortage scarcity pricing mechanism and pivotal supplier test; 

7. Elimination of a bid conduct test and mitigation for system market power of RUC 
Availability bids7; 

8. A $250/MWh soft bid cap for energy bids with a three-year transition plan for 
raising the energy bid cap in increments of $250 until it reaches $1,000, subject 
to certain defined criteria relating to market competition and market conditions. 

9. A $250/MW hard bid cap for RUC Availability bids that will transition to $100/MW 
in $50 decrements as the energy bid cap transitions to $1,000/MWh; and 

10. A $250/MW hard bid cap for Ancillary Services that will transition to $100/MW in 
$50 decrements as the energy bid cap transitions to $1,000/MWh or sooner if 
ancillary services markets are found to be non-competitive under more granular 
procurement regions. 

The following sub-sections provide further clarification and justification for these 
elements. 

i. Resource Adequacy Capacity Offer Obligation 
The exercise of market power through physical withholding is anticipated to be 
addressed through bilateral must-offer obligation (MOO) provisions that will be a 
standard component of resource adequacy contracts In which case resources 
not having RA contracts would not be listed as an RA unit and therefore will not 
be subject to the must-offer obligation. As noted in Section III, the precise details 
of how the must offer provisions will be designed and enforced will be addressed 
in coordination with the CPUC. Therefore, while the CAISO views the RA – 
based must-offer provision as a critical component of the market power mitigation 
design, it is not seeking conceptual approval from FERC of this provision given 
that the precise details of this obligation are not fully resolved. However, the 
CAISO anticipates being able to incorporate the RA-based must-offer obligations 
in the CAISO Tariff both as a means to standardize the availability rules 
applicable to RA resources and to place the enforcement of those rules with the 
CAISO as the entity that is most affected by and will most closely observe day-to-
day compliance with the MOO.  The CAISO proposal for a RAR-based MOO is 
summarized in the CAISO MRTU Comprehensive Market Redesign Update. In 
the coming months, the CAISO will be discussing this proposal with stakeholders 
and the CPUC.  
  
 

                                                 
7 The CAISO will retain the functionality in the MRTU design to impose a bid conduct test and mitigation for system market power 
of RUC Availability bids and if the need for imposing this functionality arose (i.e., significant system market power was being 
exercised in the RUC capacity market), the CAISO would make a 205 filing with Commission to request approval to implement 
this market power mitigation procedure. 
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ii. Level of Bid Caps 
The CAISO’s current proposal is to maintain current bid caps of $250 soft-cap for 
energy and $250 hard cap for A/S and RUC Availability Bids for day-one 
implementation of MRTU with the following provisions: 

o A three-year transition plan for raising the energy bid cap in increments of 
$250 until it reaches $1,000, subject to a demonstration that the market is 
workably competitive. 

o RUC Availability bid caps will transition to $100/MW in decrements of $50 
as the energy bid cap transitions to $1,000/MWh 

o Ancillary Services bid caps will transition to $100/MW in decrements of 
$50 as the energy bid cap transitions to $1,000/MWh, or sooner if ancillary 
services markets are found to be non-competitive under more granular 
procurement regions. 

In its Guidance Letter, FERC staff raised several concerns with respect to the 
energy bid cap. Each of those concerns is highlighted below along with an 
CAISO response to them. 

FERC Staff Concerns over $250 Bid Cap Level 
1.  The $250 bid cap could adversely impact the efficient use of energy 
limited resources because the cap may not be high enough to 
adequately reflect their opportunity costs. 
CAISO Response –  
This concern is addressed by a combination of three elements, which 
provide the SC for the resource with the ability to manage the resource 
without having to use high energy bids:  
¾ Contingency only flag on AS,  
¾ Self-scheduling of preferred operating levels without bid prices, and  
¾ A mechanism for managing use-limited resources that are subject to 

MOO, i.e., filing multi-month generating plans with the CAISO, and then 
submitting daily energy availability to the DA market in terms of 
maximum run hours or maximum MWh, which the DA IFM will optimize 
over the 24 hours of the next day. On any given day the resource’s daily 
energy availability may be zero, as long as a monthly ex post accounting 
shows that the resource’s monthly production was consistent with its 
plan. On “zero energy” days the resource would still offer to provide 
reserves with a contingency-only flag, to limit its dispatch to true 
contingency conditions. The self-scheduling provision applies when the 
SC wants to ensure that the resource will run at specific hourly levels 
and not be economically DEC’d by the IFM (unit still could be subject to 
non-economic adjustment if necessary). 

CAISO 12 5/12/2005 



California ISO 

Further details associated with use of energy limited resources will be 
addressed with stakeholders in the coming months and incorporated into 
the MRTU Tariff. 
2.  Other ISO/RTO demand response programs are implemented only 
at price levels that exceed $250. The CAISO should explain how the 
$250 bid cap will impact market development of needed demand 
response.  
CAISO Response –  
The CAISO has been closely following the demand response initiatives in 
California.  The CPUC has adopted specific goals for demand response for 
each of the Investor Owned Utilities; approved the 2005 Demand Response 
Goals, Programs and Budgets8; and have been working on adopting default 
Critical Peak Pricing rates, Advance Metering Infrastructure and Real Time 
Pricing.  These programs are either a price responsive program or a 
reliability-triggered program.   
For Summer 2005, the expected participation in day-ahead triggered 
demand programs is summarized in Table 1 below. 
Table 1: Summary of Day-Ahead Triggered Demand Programs for 
Summer 2005 (MWs) 

Program PGE SCE SDGE Total 
Demand Bidding Program 177 120 40 337 

Critical Peak Pricing 22 5 40 67 

Demand Reserves Partnership 
Program 9 244 117 3 364 

Other Programs (20/20, E-
Save, etc)    177 

Total 443 242 83 945 

 
In addition, there is approximately 1,400 MW of Reliability Programs, which 
are composed of programs such as: the Base interruptible Program, Non-
Firm rates, previous interruptible programs (I-6 tariff), smart thermostat 
programs, and air conditioner cycling programs. 
Finally, the CAISO still maintains its Participating Load Program, which 
allows Loads to participate in the non-spin Ancillary Services Market.  The 
program has participation from the large water pumping facilities in the 
state. 

                                                 
8 Opinion Approving 2005 Demand Response Goals, Programs and Budgets, D. 05-01-056 (Jan, 21, 2005). 
9 This program is the California Power Authorities Demand Reserves Partnership Program  
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Therefore there is a significant amount of demand response under the 
current $250 bid cap. However, the CAISO does not dispute the notion that 
a higher bid cap will likely create even more demand response. 
3.  Does a $250 bid cap adversely impact incentives for new 
investment? 
CAISO Response – 
New investment is being driven almost entirely by long-term contracting and 
not by speculation about opportunities to realize super-normal profits from 
occasional price spikes. This is a phenomenon across the country. 
4.  General appropriateness of $250 bid cap. 
CAISO Response – 
The CAISO recognizes that a higher bid cap may have a useful role under 
the MRTU design in terms of creating greater demand response, 
particularly under real-time pricing programs. Additionally, a higher bid cap 
will also properly encourage forward contracting for energy, which is a 
critical part of a market power mitigation strategy. However, the CAISO 
does not believe raising the bid cap on day-one implementation of LMP is 
appropriate given the uncertainties of the new market design and relatively 
new resource adequacy programs. A more prudent approach is to gain 
experience under the LMP market design and CPUC resource adequacy 
program, review the competitiveness of the market under this framework, 
and then assess the appropriateness of raising the bid caps.  A proposed 
“transition plan” that establishes some firm commitments for addressing the 
bid cap levels after implementation of LMP is presented below.  

iii. Proposal for a Transition Plan to Raise Bid Cap Levels 
The CAISO proposes to include provisions in its MRTU Tariff filing to file with the 
Commission after 16-months of operation under LMP, a report summarizing the 
performance and competitiveness of the new market design for the first 12-
months of operation and additional prospective analysis on market conditions.  
This report will include a recommendation of whether market conditions are 
conducive to raising the energy bid cap to a $500/MWh hard cap.  The 
assessment would include, among other things, the following considerations: 
¾ Overall competitive assessment of the spot energy market under the first 

year of LMP operation. 
¾ Projected future supply margins – Need to assess whether regional supply 

margins will be sufficiently high to support adequate competition.  
¾ Status of demand response programs. - More demand response makes it 

more possible for buyers to discipline higher bidding by suppliers.  
The CAISO will be conducting a stakeholder process over the next several 
months to develop more specific and additional criteria that can be incorporated 
into the CAISO MRTU Tariff filing. Absent a finding that the spot market for the 
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following year(s) does not meet the criteria, which the CAISO will determine 
through its annual market performance reports, the CAISO will recommend 
raising the energy bid cap in annual increments of $250 until it reaches a $1,000 
hard cap. Assuming the criteria is met in each annual assessment, the schedule 
for raising the energy bid cap would be as follows: 

Year 2 under LMP10: $500 
Year 3 under LMP: $750 
Year 4 under LMP: $1,000 

In addition, A/S and RUC bid caps will be reduced $50 per year until they reach 
$100/MW.  Under this approach, A/S and RUC bid caps would reach $100/MW 
when the energy bid cap reaches $1,000/MWh.  However, the CAISO may lower 
the A/S bid cap to $100 or consider alternative mitigation for ancillary service 
bids sooner if A/S markets are shown to be frequently non-competitive under 
more granular procurement. It is important to note that under MRTU, A/S prices 
will automatically reflect the opportunity cost of providing reserves and therefore, 
unlike today’s market design, it will not be necessary for market participants to 
incorporate opportunity costs into their ancillary service capacity bids. This 
change largely eliminates the need for a high capacity bid for ancillary services. 

iv. Soft vs Hard Bid Caps 
The CAISO’s current proposal for day-one implementation is to maintain current 
bid caps of $250 (soft-cap) for energy and $250 (hard cap) for A/S. In addition, 
as established pursuant to FERC’s June 17th Order, the CAISO proposes a $250 
hard cap on RUC Availability Bids. Under a soft-bid cap, energy bids above $250 
are permitted but are not eligible to set the MCP.  If accepted by the CAISO, 
such bids are paid as-bid, subject to cost justification. 
FERC staff questioned whether having a soft-cap for energy bids and a hard cap 
for A/S may create unintended consequences and has asked that the CAISO 
examine this in its upcoming filing. The CAISO has examined this issue and has 
not identified any problems or concerns with having a soft-bid cap for energy and 
a hard cap for ancillary services. Moreover, the CAISO believes it is appropriate 
to maintain a soft-bid cap for energy in the event that prices throughout the west 
should rise above $250, in which case the CAISO would want to be able to 
accept energy bids above the cap. When the energy bid cap is eventually raised 
to $500 or above, the CAISO will make the cap a hard-cap.  
The CAISO does not believe it is necessary or appropriate to make the bid cap 
for ancillary services a soft-cap because there is no justifiable reason for ancillary 
service capacity bids above $250, particularly since the opportunity cost of 
providing ancillary services instead of energy will be reflected in the A/S prices 

                                                 
10 Because several months will be needed to perform and file the competitive assessment for the first year of MRTU operation, 
raising the bid cap for Year 2 would not occur until approximately 16-months after MRTU implementation but thereafter would be 
based on 12-month intervals. 
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(i.e. A/S prices consist of two components; 1) capacity bid and 2) opportunity 
costs as determined from the optimization). 

v. System Market Power Bid Conduct and Impact Tests (System AMP) 
In its July 22, 2003, filing, the CAISO proposed a System Bid Conduct and 
Market Impact Test (System AMP) procedure that would be applied to submitted 
energy bids prior to the running of each of the three markets (Day Ahead, Hour 
Ahead, and Real Time).   

FERC Staff Concerns with System AMP 
In its Guidance Letter, FERC staff raised concerns about the CAISO’s 
System AMP proposal.  In particular, FERC staff noted that: 

1. Other ISOs that have System AMP also implemented reserve 
shortage scarcity pricing so that prices are not suppressed by AMP 
during periods of true scarcity. In addition, FERC staff noted that 
PJM does not have scarcity pricing but also it does not have System 
AMP. 

2. Mitigation authority for unconstrained areas should include the 
identification of the specific structural flaws that indicate the need for 
system mitigation. For example, ISO-NE has a pivotal supplier test. 

3. Potential price divergence between the CAISO’s markets and the 
rest of the west. If there is west-wide scarcity and AMP is activated 
within California, how will the CAISO prevent energy from capacity 
that is earmarked for California (via CPUC Resource Adequacy 
program) from being exported to higher price regions? 

In light of the CPUC October 28th Order, which provides a framework for supply 
adequacy and forward energy contracting to mitigate opportunities for and 
exposure to system market power and the FERC staff concerns noted above, the 
CAISO proposes to eliminate System AMP11 for day-one MRTU implementation.  
System AMP may be applied at a later date upon implementation of a higher bid 
cap if it is determined that additional CAISO imposed safeguards against system 
market power are necessary, in which case it would need to be supplemented 
with an effective reserve shortage scarcity pricing mechanism and pivotal 
supplier test. 

vi. Scarcity Pricing 
As noted above, in its Guidance Letter, FERC Staff noted that other ISO’s that 
have implemented bid conduct and market impact tests for system market power 
have also developed scarcity pricing procedures to ensure that prices are not 
suppressed by bid mitigation during periods of true scarcity. The CAISO proposal 
no longer has system market power bid conduct and market impact tests. 
However, FERC has also identified scarcity pricing as an important design 

                                                 
11 The CAISO will retain the System AMP functionality for energy bids in the MRTU software as described in the November 11, 
2004 white paper. 
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element for addressing revenue adequacy, encouraging demand response, and 
providing incentives for new investment.  
The CAISO agrees that scarcity pricing can in theory provide all of the benefits 
noted above. However, implementing an effective form of scarcity pricing that 
does not create opportunities for suppliers to induce “artificial scarcity” through 
physical or economic withholding is a challenge, particularly if scarcity pricing is 
done at a very granular (i.e., load pocket) level. Moreover, with the noted 
exception of preventing price mitigation during periods of true scarcity, the 
benefits of scarcity pricing can be accomplished through other means. Revenue 
adequacy and new investment can be addressed through forward contracting 
and effective demand response can be achieved in the absence of a formal 
scarcity pricing mechanism.  
As was noted in the Guidance Letter, both ISO New England and the NY ISO 
have implemented reserve shortage scarcity pricing. Reserve shortage pricing in 
ISO New England is done only in the real-time market. The NY ISO just recently 
implemented a new market design that provides for reserve shortage scarcity 
pricing in both the forward and real-time markets.  
The CAISO’s current MRTU design actually does have a form of  “reserve 
shortage” scarcity pricing in the Real Time market. Specifically, when the 
Security Constrained Economic Dispatch (SCED) used in Real Time market is in 
Automatic mode, the software sets a high penalty bid price equal to the $250 bid 
cap for Contingency Only (C-O) reserves so that they are released only when 
Supplemental Energy bids are exhausted.  If Supplemental Energy bids are 
exhausted, all the C-O reserves will be released and used in the optimization at a 
energy bid price of $250.12  
It is also import to note that the current MRTU design also provides for “energy” 
scarcity pricing in the Day Ahead market. Specifically, if there is a non-economic 
load reduction (i.e., self-schedule load is curtailed) in the forward market, the 
CAISO’s proposed design will automatically value load at the bid cap and set 
prices accordingly.  
In summary, the current MRTU design does provide for some form of scarcity 
pricing in both the forward and real time markets.  In the longer run, the CAISO 
will consider developing a more extensive scarcity pricing design at a system 
level that could be implemented under a second software release at some point 
in the future.  

vii. Local Market Power Mitigation for RUC Availability Bids 
The CAISO’s original market power mitigation proposal did not propose to 
mitigate RUC Availability Bids since RUC resources were paid as-bid and the 
Availability Payment was rescinded if the RUC resource was dispatched for 

                                                 
12 However, if the SCED is run in a “Contingency Mode” (i.e., a contingency occurred), then all C-O reserve energy bids are 
released for use with their original economic bids.  The use of original economic bid prices for C-O reserves will not result in 
scarcity pricing, which is appropriate because the occurrence of a contingency is not an indicator of scarcity (i.e., a reserve 
shortage).  
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energy in real-time. Therefore, resources with market power (i.e., those most 
likely to be needed/dispatched) would not receive an Availability Payment if 
dispatched, thus obviating the need to mitigate their Availability Bids.  
However, the modifications to the RUC design directed by the Commission in its 
June 17th Order necessitate the development of additional market power 
mitigation provisions. Consistent with the direction in the June 17th Order, RUC 
Availability Payments will be based on the LMP (using the MCP as established 
by submitted Availability Bids). In addition, Availability payments will not be 
rescinded nor capped jointly with the energy dispatched from procured capacity.  
Because, unlike ancillary services, which are procured regionally, RUC will be 
procured on a nodal basis, there is greater potential for suppliers of RUC 
capacity to exercise local market power. Therefore, the CAISO recommends that 
RUC Availability Bids be subject to local market power mitigation similar to 
energy bids. 
The local market power mitigation for RUC Availability Bids would occur 
concurrent with the local market power mitigation of energy bids in the Pre-IFM 
runs of the forward markets13. Specifically, if a resource has its energy bid 
mitigated for local market power in the Pre-IFM process, its RUC Availability Bid 
will be also mitigated to a reference level. 
Reference levels for RUC Availability bids will be calculated based on 
competitive Availability Bid reference levels, e.g., the mean or median of the 
highest accepted “non-mitigated” Availability Bids for the preceding 90 days. The 
90-day rolling average is consistent with the energy reference price methodology 
currently in place in the CAISO and the NY ISO. Using a rolling average over a 
significant time period (e.g., 30 days or more) results in a more stable (less 
volatile) reference level.  
For day-one implementation of MRTU, an initial seed value of RUC reference 
prices will be necessary as there will be no accepted RUC Availability bids. The 
CAISO proposes to set the seed value at $1/MW14. Once a unit has accepted 
RUC availability bids that were not subject to local market power mitigation, they 
will be used to determine a bid-based reference price for the next day’s market 
and thereafter, reference prices will be based on all accepted unmitigated 
availability bids for the first 90-days of MRTU operation at which point the 
reference price calculation will convert to a 90-day rolling average.  
In the event that there are no accepted “non-mitigated” RUC Availability Bids in 
the previous 90-days to calculate a bid-based reference value, the last available 
bid-based reference value will serve as the default value until either: 1) an 

                                                 
13 A detailed description of the Pre-IFM runs is provided in Appendix C. 
14 As noted in the LECG Consulting report on the MRTU design, with accurate representation of start-up and minimum load costs 
and relevant emission costs there is no cost justification for a RUC Availability bid and therefore it is impossible for the CAISO to 
come up with a rationale basis for determining a seed value. Assuming that these cost accuracy issues will be addressed with 
stakeholders in the coming months and incorporated into the MRTU Tariff, a $1/MW seed value will be used as an arbitrary day-
one value that will be immediately be replaced with a bid-based value for the next operating day if a unit has an accepted 
unmitigated availability bid. 
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Independent Entity and the affected unit owner reach agreement on an 
alternative consultative value; or 2) the CAISO awards RUC capacity to non-
mitigated RUC bids, which will mean that data are once again available to 
calculate a new bid-based reference level. 

viii. Local Market Power Mitigation of Energy Bids 
In its July 2003 MD02 filing, the CAISO proposed two approaches for local 
market power mitigation: 1) a preferred “PJM-Like” approach and 2) a less 
preferred bid conduct and market impact approach similar to the NY ISO (“NY-
Like”). Both approaches are cost-based as opposed to bid-based methods for 
mitigating local market power.  The CAISO prefers the PJM-like approach to local 
market power mitigation because it provides greater protection against local 
market power and is simpler to implement. 
Under the preferred PJM-like approach, a unit that is dispatched up to relieve 
congestion on a non-competitive path would have its bid curve mitigated to the 
higher of its highest accepted bid in a previous  “competitive constraint” market 
pass or its default cost-based bid (Default Energy Bid)15.  Default Energy Bids 
would be cost-based bids, equal to the incremental cost of the unit plus 10 
percent.  For resources not having an applicable cost-based bid, the CAISO 
proposed to calculate mitigated bids based on the following methodology, listed 
in order of preference: 

1. Mean of LMPs at the unit’s relevant location for the lowest priced quartile 
of prices during unmitigated periods that the unit was dispatched or 
scheduled over the previous 90 days.  This price will be calculated 
separately for peak and off-peak, and adjusted for fuel prices as 
applicable; 

2. A level determined in consultation with the market participant prior to the 
application of the mitigation; 

3. Determined by the CAISO based on the CAISO’s estimated cost of the 
generating unit; and 

4. An appropriate average of competitive bids from one or more similar units. 
Under the alternative, NYISO-like, bid conduct and market impact approach for 
local market power mitigation, a unit that is dispatched up to relieve congestion 
on a non-competitive path would be subject to a conduct and impact test for the 
accepted incremental portion of its bid. If the accepted incremental portion of its 
bid violated a conduct threshold, it would be mitigated to the higher of its highest 
accepted bid in the “competitive constraint” pass or its default cost-based bid and 
tested, along with any other mitigated bids, for market impact.  
In its MRTU filing, the CAISO indicated that for this to be an acceptable 
alternative, the mitigated bids must be cost-based (rather than bid-based 

                                                 
15 See Appendix C for a more detailed discussion of the Pre-IFM Process that will be used to determine the units subject to local 
market power mitigation. 
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reference levels)16 and the conduct and impact thresholds must be much lower 
than the current levels for system and local market power mitigation. Specifically, 
the CAISO suggested that the conduct thresholds be set at the lower of 
$10/MWh or 20 percent of the unit’s Default Energy Bid and market impact 
thresholds be set at the lower of $10/MWh or 20 percent effect on LMPs. 
In its Guidance Letter, FERC staff raised several issues with regard to the 
CAISO’s proposed local market power mitigation: 

o Default bid curves for LMPM – FERC staff stated that the CAISO should 
explain why it has limited its proposed PJM-style LMPM to variable cost 
plus 10%, and why the CAISO does not offer generators the additional 
options available in PJM (average LMP or negotiated price). 

o Frequently Mitigated Units and RMR – FERC staff raised the concern 
that with stringent LMPM, frequently mitigated units may not be 
adequately compensated and incentives for upgrades / investment may 
not be present.  FERC staff stated that the CAISO should explain market 
mechanisms it might implement for dealing with this and the time frame for 
such changes as well as any unique circumstances that will require the 
use of RMR contracts. 

FERC Staff also raised concerns that the CAISO market power mitigation 
proposal combined elements of different FERC-approved ISO market power 
mitigation packages. The CAISO has reviewed all of these concerns and is 
proposing several modifications to its July 2003 proposal to address these 
issues, which are described below. Given these proposed changes to its local 
market power mitigation proposal along with the other proposed changes 
including elimination of System AMP, the CAISO believes that its market power 
mitigation “package” now closely resembles the PJM approved “package”.  Thus, 
the CAISO is eliminating from the proposal, the alternative NY-Like conduct and 
impact approach for local market power mitigation.  

Default Energy Bid Curves for Local Market Power 
The actual PJM design allows a resource owner to choose among three 
default bid options:  1) cost plus 10%, 2) a weighted average LMP at the 
same location during the hours where the resource was dispatched for 
energy in economic merit order (the number of hours to be determined by 
the Office of Interconnection to ensure reasonably contemporaneous 
competitive market conditions for the unit), or 3) a negotiated amount. 
To be more consistent with PJM, the CAISO is now proposing to allow 
resource owners to choose among three options for Default Energy Bids: 
1. Cost plus 10%, including adjustment for fuel price changes. 

                                                 
16 The CAISO strongly opposes the use of a bid-based reference price for local market power because of 
the incentives it would create for a supplier that is frequently subject to local market power to bid 
strategically in order to influence (i.e., increase) its reference price. 
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2. A weighted average LMP at the same location during the dispatches in 
the preceding 90 days, when the resource was dispatched for energy in 
economic merit order, i.e., dispatches other than those when the 
resource was dispatched up (INC’ed) to alleviate a non-competitive 
transmission constraint, provided that during the preceding 90 days the 
number of MWh the unit was dispatched in economic merit order is no 
less than 50% of the total MWh the resource was dispatched. In other 
words, if the resource is dispatched to alleviate non-competitive 
constraints for more than 50% of the unit’s total MWh dispatched in the 
preceding 90 days, it must choose one of the other two options.17  

3. An amount negotiated with the Independent Entity responsible for 
determining Default Energy Bids. 

Reliability Compensation for Frequently Mitigated Units  
As previously discussed, the CAISO believes that revenue adequacy issues 
for units critical for reliability should be met first and foremost through long 
term contracting with Load Serving Entities. And as previously noted, the 
CAISO is currently in the process of developing locational procurement 
requirements to be used in the CPUC resource adequacy program to 
ensure that LSEs have an obligation to procure sufficient capacity in local 
areas to meet the reliability needs of the grid. Additionally, the CAISO has 
previously indicated that it would be willing to offer RMR contracts (or a 
similar alternative) to units that are needed for local reliability but are unable 
to adequately cover their going forward fixed costs. Market participants and 
FERC staff have raised concerns as to whether RMR contracts are a 
suitable backstop to bilateral capacity contracts and market participants 
have requested that the CAISO consider and develop an alternative 
capacity contract. Additionally, FERC in its recent PJM orders18 has 
indicated a preference for more administratively simpler and market 
oriented approaches than RMR for addressing revenue adequacy issues for 
Frequently Mitigated Units.  
The CAISO is now proposing four measures to address these concerns: 

1. An explicit threshold (mitigated in 80% run hours over a rolling 12-
month period) for defining Frequently Mitigated Units (FMUs).19 

2. A bid adder for day-one LMP implementation set at a level similar to 
what was recently approved in PJM20 for Frequently Mitigated Units 

                                                 
17 The 50% criteria is designed to serve as a screen for determining whether a resource owner has an incentive to bid 
strategically high during unmitigated hours to drive up the LMPs used to calculate its Default Bid. If the unit typically has less 
than half of its output mitigated, it has less of an incentive to strategically drive-up its LMP in hours when the unit is not mitigated. 
18 See FERC Order on PJM: Order on Rehearing and Compliance Filings and Terminating Proceeding, January 25, 2005. 
19 The CAISO will consider and discuss with stakeholders options for addressing the start-up issue of identifying FMUs on day-
one implementation of MRTU. To the extent special provisions are developed to address this issue, they will be incorporated in 
the MRTU Tariff filing.  
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that are not under an RMR (or alternative CAISO administered local 
capacity contract) or a Resource Adequacy contract. 

3. A CAISO administered local capacity contract for Frequently Mitigated 
Units that are not under an RMR or Resource Adequacy contract that 
could either replace or serve as an option to the bid adder.  

4. On a longer-term basis (e.g., after the first year of MRTU operation), 
the CAISO would consider the development of a monthly local capacity 
market as is being proposed by ISO-NE. The CAISO believes that the 
development of a formal CAISO administered capacity market is more 
appropriately addressed on a longer-term basis in coordination with 
ongoing activities at the CPUC. 

It is important to note that the CAISO is not proposing a local capacity 
contracting option (item 3 above) as a substitute for LSE local capacity 
obligations stemming from the CPUC resource adequacy requirements. 
Rather, the CAISO administered local capacity contract will serve as a 
backstop to the CPUC process in the event there are Frequently Mitigated 
Units that do not have a RA Contract. The CAISO will initiate stakeholder 
activities beginning in May of this year to develop a methodology for 
determining bid adders for FMUs and to develop the specific design details 
of the proposed CAISO administered local capacity contract. The CAISO 
anticipates that it could finalize the bid adder methodology in November 
2005 so that a specific bid adder level could be included in the MRTU Tariff 
filing and will plan to finalize the details of a local capacity contract design 
by mid-2006 and file it with the Commission shortly thereafter as a 
replacement or option to the bid adder.  
While the CAISO believes the bid adder approach is an appropriate 
mechanism to substantively and affirmatively address concerns raised by 
FERC regarding the ability of certain critical resources to earn sufficient 
revenues to stay in operation, this approach has the following potential 
drawbacks:  

1. It may distort spot market performance by allowing units within local 
reliability areas to bid significantly in excess of their marginal costs 
(e.g. cost plus the adder).  While such a bidding approach may 
optimize net revenues for frequently mitigated units and allow them to 
recover fixed costs, such bidding may increase prices in the broader 
energy market above levels that would result if every unit bid their 
marginal cost (i.e., the competitive market outcome).  An RMR or 
equivalent capacity contract avoids these detrimental impacts on 
broader market energy prices by having all fixed cost compensation 

                                                                                                                                                             
20 The Commission approved a bid adder for frequently mitigated units in the PJM equal to the higher of $40/MWh or the unit-
specific going forward costs as reflected in an agreement between PJM and the generation owner. The $40 adder was based on 
an analysis of older combustion turbines currently in service in PJM. (See,Order on Rehearing and Compliance Filings and 
Terminating Proceeding, 110 FERC ¶ 61,053 (Jan. 25, 2005).). 
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received through a single fixed payment, which can then allow prices 
to be based on the unit’s true marginal cost.   

2. A major drawback with any approach based on “fixed cost adders” is 
that such approaches involve a much wider range of uncertainty or 
variance of the unit’s actual fixed cost recovery over the course of a 
year.  For example, fixed cost adders must be calculated based on 
projections of the amount of energy provided by each unit (over which 
fixed costs are allocated on a $/MWh basis).  In practice, the actual 
operation and fixed cost recovery of many units may vary significantly 
from projections used in determining fixed cost adders --- potentially 
resulting in significant under or over-recovery of fixed costs. 

Since the bid adder would only apply to Frequently Mitigated Units not 
having a capacity contract, the extent of such undesirable outcomes will 
largely depend on the extent to which Frequently Mitigated Units do not 
have either an RA Contract or a CAISO RMR or alternative local capacity 
contract. Therefore, the CAISO believes the risks noted above can be 
largely addressed by ensuring all units critical for local reliability have 
capacity contracts that address their revenue needs.  
There are a number of challenging issues that will have to be addressed in 
developing a CAISO administered local capacity contract for frequently 
mitigated units. However, the basic approach would be to develop a 
process by which the CAISO would solicit and procure capacity for local 
areas in which it determines the additional capacity is needed under 
contract to cover minimum local generation requirements and/or address 
revenue adequacy for Frequently Mitigated Units.  
This approach would involve a direct tariff or contract obligation between 
generators and the CAISO, under which generators would received a fixed 
capacity payment in consideration for an obligation to make specific 
capacity available in the day ahead and real time CAISO markets.  The 
process under which capacity is procured under this mechanism could 
range from annual or semi-annual to monthly, or on a periodic rolling basis 
as incremental locational reliability needs not met by LSE procurement are 
identified.  Since limited competition is likely to exist for many of these 
residual locational needs, pre-set limits on the fixed cost payments made by 
the CAISO would need to be set in advance.  The demand curve approach 
proposed by ISO-NE represents one approach for setting such capacity 
price limits. 
The cost of capacity procured by the CAISO would be allocated to LSE’s.  
In cases where capacity was procured by the CAISO due to failure of 
specific LSE’s to procure locational requirements set by the CAISO, these 
costs would be allocated to LSE’s based on their share of under-procured 
capacity.  In cases where capacity was procured by the CAISO due to 
cover contingencies or circumstances that were not factored into locational 
requirements set by the CAISO, these cost could be allocated based on the 
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LSE’s serving load in the area(s) affected by contingencies or 
circumstances that give rise to these additional capacity needs.  For 
example, the cost allocation approach being developed as part of 
Amendment 60 and any subsequent settlement could provide a basis for 
allocation of these costs between LSE’s. 
While the type of unit commitment and dispatch obligations established 
under this capacity obligation would resemble day-ahead unit commitment 
and dispatch obligations under the current RMR contract, the must-offer 
obligation under this new obligation would be more general and flexible.  In 
theory, this new capacity obligation along with the resource adequacy 
locational requirement could remove the need for most RMR contracts as a 
means of committing and compensating units for local reliability 
requirements. 
In the longer term (i.e., after the first year of MRTU implementation) the 
CAISO would consider the development of a monthly local capacity market 
based on an administratively determined demand curve for local capacity, 
as is being proposed by ISO-NE.  The CAISO believes this option is more 
appropriately assessed after some significant experience has been 
acquired under the MRTU design and the CPUC resource adequacy 
process.  
Pivotal Supplier Test 
The Commission recently approved a pivotal supplier test for the PJM 
market in which if three or less suppliers are not pivotal in meeting local 
reliability needs, units in that location would be exempt from the PJM local 
market power mitigation procedures. PJM proposes to incorporate the 
pivotal supplier test into its market software so that it can run dynamically 
for each hour. However, PJM acknowledged that it will take 12-months to 
develop and implement this functionality.  
The CAISO proposes to develop a similar pivotal supplier test for MRTU. 
However, due to the complexity of such a test, the CAISO is not proposing 
it for day-one implementation. Instead, the CAISO will work with 
stakeholders in reaching consensus on a specific methodology for a pivotal 
supplier test for both the Day Ahead and Real Time markets and will plan to 
incorporate the pivotal supplier test in a later release of MRTU. The process 
for developing the methodology will benefit from having some actual 
experience under MRTU to identify where the significant local constraints 
are and the units that are effective in relieving them. 
Until such time that a dynamic pivotal supplier test is implemented under 
the MRTU design, the CAISO will utilize periodic off-line procedures for 
assessing whether transmission paths currently designated as non-
competitive are in fact competitive and therefore could be exempt from local 
market power mitigation. The first assessment of competition to relieve 
congestion on specific paths will be performed in 2006, prior to day-one 
implementation of MRTU.  The results of this first assessment will be used 
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to designate paths as competitive or non-competitive for application of 
Local Market Power Mitigation on day-one of Release 1.  Subsequent 
assessments will be performed annually (or more frequently if needed) until 
a dynamic pivotal supplier test can be implemented.  The basic approach 
and factors the CAISO is currently considering in conducting such off-line 
assessments is provided in Appendix B.  A Stakeholder process is 
scheduled for this summer to further develop criteria for determining 
competitiveness in the context of relieving congestion on specific paths.  
The resulting criteria will be filed as part of the CAISO Tariff filing on MRTU.  
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ix. Ancillary Service Market Power Mitigation 
In it’s July 22, 2003 Filing, the CAISO proposed maintaining the current hard bid 
caps of $250/MW for ancillary service capacity (Regulation Up, Regulation Down, 
Spinning Reserve, Non-Spinning Reserve). A summary of the ancillary service 
markets and ancillary service bids caps for the eastern ISOs is provided below in 
Table 2.  

Table 2: Summary of Eastern ISO Ancillary Service Markets 

Ancillary 
Service 

PJM ISO-NE NYISO 

Regulation $100 Bid Cap $100 Bid Cap $1,000 Bid Cap but 
bids are subject to 
conduct & impact 
mitigation.21   

Spinning 
Reserve 

Tier 1 spinning 
reserve – no explicit 
bids or MCP, if unit 
dispatched, it 
receives 5-minute 
RT MCP plus 
$50/MW capacity 
adder. $7.50/MW + 
O&M Bid Cap for 
Tier 2 spinning 
reserve. 

N/A $1,000 Bid Cap but 
bids are subject to 
conduct & impact 
mitigation.  
Thresholds same as 
Regulation. 

Non-
Spinning 
Reserve 

 No spot market but 
recently 
implemented long-
term markets for 10-
minute non-synch 
reserve and 30-
minute operating 
reserve with an offer 
cap of $6.66 Kw – 
Month. 

$1,000 Bid Cap but 
bids are subject to 
conduct & impact 
mitigation. 
Thresholds same as 
Regulation. 

At this time, the CAISO is proposing to keep bid caps for ancillary service at the 
current level of $250/MW for day-one implementation of MRTU. However, the 
CAISO may file for lower ancillary service bid caps or seek alternative market 
power mitigation sooner should market conditions change such that these 
markets become chronically non-competitive. This may be a particular concern 
as the CAISO moves toward procuring ancillary services on a more granular 
level (e.g., zonal versus system-wide requirements). The CAISO will be 

                                                 
21 For unconstrained areas, the conduct threshold is the minimum of $50 or 300% of reference level.  Impact threshold is the 
minimum of $100 or 200%. The thresholds are much lower for constrained areas and are determined each month based on past 
history. 
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undertaking a stakeholder process over the next several months to better define 
potential procurement regions for ancillary services under MRTU and examine 
the potential competitiveness of these regions.  
Assuming the aforementioned analysis does not result in the CAISO seeking 
more stringent market power mitigation for ancillary services sooner, the CAISO 
plans to reduce ancillary service and RUC availability bid caps to $100, in annual 
decrements of $50, as the energy bid cap transitions to $1,000.  Lower ancillary 
service bid caps are warranted under MRTU because A/S prices will 
automatically reflect the opportunity cost of providing reserves (i.e. A/S prices 
consist of two components; 1) capacity bid and 2) opportunity costs as 
determined from the optimization) and therefore, unlike today’s market design, it 
will not be necessary for market participants to incorporate opportunity costs into 
their ancillary service capacity bids. Below is a transition matrix illustrating the bid 
price cap levels for energy, Ancillary Services, and RUC availability. 

 
Table 3: Proposed Transition Plan for Bid Caps 

 

LMP Year Energy Bid Cap A/S & RUC Bid Cap 

Year 1 $250 $250 

Year 2 $500 $200 

Year 3 $750 $150 

Year 4 $1,000 $100 

 

III Resource Adequacy 
This section provides a summary of the progress that has been made in developing the 
CPUC’s Resource Adequacy program. It also provides a discussion on the potential 
roles the CAISO could have in enforcing and administering this program. 

a. Summary of CPUC’s October 28th Order on Resource Adequacy 
On October 28, 2004, the CPUC issued an order that establishes resource adequacy 
requirements for those load-serving entities under the CPUC’s jurisdiction.  Appendix A 
summarizes the CPUC’s decision.  In addition, the order provides further policy 
guidance and divides further implementation and policy efforts into two categories: (1) 
Phase 2 Workshops items to be finalized by mid-2005 and (2) “second generation” 
items to be developed immediately thereafter.  The summary in Appendix A identifies 
which issues were allocated into the above two categories and also summarizes the 
workshop activities that have occurred since the October 28th Order.  The CPUC’s 
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decision is consistent with the CAISO’s stated position with respect to each of the major 
resource adequacy requirements. 

b. CAISO Role in Enforcement of Resource Adequacy Requirements 
The CAISO will perform an integral part in defining the necessary locational capacity 
requirements, deliverability of resources, and total inter-tie capacity that may be 
relied upon for resource adequacy purposes. Because the CAISO will be involved at 
this level of detail, it appears most parties understand and agree that the CAISO is 
the appropriate party to receive the requisite LSE reports that indicate the level of 
compliance to forward procure sufficient capacity.  All RA qualifying capacity will be 
subject to a  “Must Offer Obligation.”  Depending on the resource, i.e., LSE retained 
generation or merchant, and/or the CPUC’s determination on the attributes of 
qualifying capacity for the near-term, i.e., firm energy contracts or physical capacity, 
this obligation will be imposed directly on LSEs by rule or, alternatively, on either 
suppliers or LSEs through an RAR compliant contract between the parties.   While 
the specific language of an RAR availability obligation remains subject to further 
refinement, the principles are clear. An RA resource must be scheduled or bid into 
the CAISO Day Ahead market and if RA capacity is committed in the Day Ahead 
market (including RUC), it must be available for real-time dispatch, unless it has 
declared a forced outage to the CAISO22.   
Regarding the CAISO role in compliance, there are two potential frameworks in which 
the CPUC will need to decide its preference.  First, the CPUC elects to retain all 
aspects of oversight and enforcement authority. Under this construct the CAISO 
would continue to establish the various requirements such as local capacity, but also 
monitor LSE and generator performance and provide notice to the CPUC of program 
violators. Thus, LSEs are held accountable for their own performance to make 
reports showing their adequate procurement and for the performance of their 
respective resources to meet the RA obligations.   
For example: LSEs would sign contracts with resources, which obligate the resource 
to make itself available to the CAISO for dispatch. The CPUC would be the 
sanctioning authority and would apply all applicable penalties to the LSEs for a 
violation of the availability obligation. Finally, the CAISO would be required to 
establish comparable RA obligations for the non-CPUC jurisdictional entities and 
incorporate these requirements into the CAISO tariff to ensure comparable treatment 
for all users of the CAISO controlled grid. 
Second, it is possible the CPUC will determine that it should enforce the LSE 
obligations, but that the resource contractual obligations are best enforced by the 
authorities vested in the CAISO via its FERC tariff. Under this construct the CAISO 
would continue to establish the various requirements such as local capacity and 

                                                 
22  The CAISO’s concurrent White Paper on Comprehensive Market Design Update describes the offer obligations that it 
desires for RA units in greater detail, including how a RA unit’s start-up and minimum run time relate to its obligations to offer in 
the Day Ahead, Hour Ahead Scheduling Process, and Real Time Market. The CAISO proposed RA-based MOO requirements 
for the Hour Ahead Scheduling Process and Real Time Market have not been specifically addressed in the CPUC process to 
date but the CAISO will continue to work with the CPUC and stakeholders to finalize these details. 
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monitor LSEs for their reporting obligations. Any violations would be reported to the 
CPUC for it to take appropriate action against the CPUC jurisdiction entities. In the 
instance where the LSE is a non-CPUC entity the CAISO would establish 
comparable requirements and enforce those RA obligations.  The significant change 
in this second option occurs with regard to the generation resources. All RA contracts 
will contain language that would create a new form of FERC MOO for generators. It is 
envisioned the CAISO will know what resources are expected to meet this new MOO 
by the LSE reports that are received on a monthly basis.  To the extent an RA 
resource does not offer itself, the CAISO may be expected to insert proxy bids, much 
as the current MOO is currently implemented. This will create the appropriate 
incentives for the resources to offer themselves into the CAISO Day Ahead and Real 
Time markets or be subject to penalties such as uninstructed deviation penalties. 
In sum, the CAISO will be integral to the California resource adequacy program that 
is expected to be effective in June 2006.  The CPUC has already established a 
number of roles for the CAISO, such as defining the locational capacity obligation, 
the import limitations, deliverability of resources, etc. In the upcoming decision, the 
CPUC is expected to further rely upon the CAISO for monitoring the performance of 
LSEs and generators to meet their respective RA obligations.  At this time, the CPUC 
appears to be clearly establishing a forward capacity paradigm that is intended to 
provide sufficient resources for the CAISO to reliably operate the electrical system.  
The CAISO continues to work with the CPUC to help design a framework that will be 
effective and efficient, but also includes adequate enforcement mechanisms to incent 
the appropriate behaviors.  While there are two likely frameworks for the CPUC and 
CAISO to implement the compliance elements, it is clear the CAISO will need to 
make, at a minimum, certain tariff amendments to develop provisions for LSEs that 
choose to use the CAISO controlled grid but are not under the jurisdiction of the 
CPUC.   

c. Resource Adequacy and Non-CPUC/FERC Jurisdictional Entities 
The CAISO has always advocated and supported the development and application of 
uniform resource adequacy requirements.  To the extent that all load serving entities 
within the CAISO control area have to satisfy the same resource adequacy 
requirements, there is a reduced likelihood that one load serving entity can rely (lean) 
on the reserves procured by another.  In other words, there is little chance that one 
load serving entity can purposely not procure adequate resources (and incur the 
resulting cost) knowing that when needed, power (reserves) will be available through 
the CAISO, as procured and offered by other load serving entities. 
Notwithstanding the desire for uniform resource adequacy requirements, the CAISO 
must respect existing jurisdictional boundaries and continue to work within those 
boundaries to achieve its overall objective – reliable operation of the grid and the 
control area. Today, approximately 15% or less of the load within the CAISO’s control 
area is served by non-CPUC and non-FERC jurisdictional entities. With respect to 
resource adequacy requirements, i.e., the level of service reliability each entity 
endeavors to provide, these non-CPUC/FERC jurisdictional entities must answer to 
and abide by the requirements established by their Local Regulatory Authority 
(“LRA”).  In most cases, that is the Municipal Board that oversees the local Municipal 
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utility.  While most of these entities utilize the CAISO Controlled Grid to deliver power 
from their resources to their load (either under Existing Transmission/Integration 
Contracts or as new firm use) - and thus the CAISO could condition such use of the 
grid on satisfying certain resource adequacy requirements – the CAISO is not 
inclined to impose such requirements. Rather, the CAISO would rather work with the 
non-CPUC/FERC jurisdictional entities and their LRAs to ensure that resource 
adequacy obligations are comparable for all LSEs and that no one load serving entity 
inappropriately leans on another. 
To that end, the CAISO believes that it may be possible to establish generally 
applicable minimum reporting and compliance measures in its tariff that enable LRAs 
to maintain appropriate oversight and discretion regarding the development and 
establishment of resource adequacy requirements for their jurisdictional entities.  
Under this approach, all load-serving entities that utilize the CAISO Controlled Grid 
would provide the CAISO with a “loads and resources” assessment, including a 
“deliverability” assessment that identifies, if appropriate, the specific transmission 
rights, e.g., ETCs, Transmission Ownership Rights, etc., that will be relied upon to 
deliver power from their resource(s) to load. 
Furthermore, and perhaps most importantly, each load-serving entity that utilizes the 
CAISO Controlled Grid will provide to the CAISO a specification of the consequences 
should that load serving entity fail to honor its established resource adequacy 
requirements. With respect to CPUC-jurisdictional entities, such consequences will 
be the penalties and/or other actions established by the CPUC under resource 
adequacy requirements. At present, the CPUC is considering, among other things, 
the application of penalties to load serving entities that fail to procure adequate 
resources in the year-ahead timeframe; penalties equal to two or three times the cost 
of a new combustion turbine. 
With respect to non-CPUC/FERC jurisdictional entities, such consequences could 
include the following: 1) penalties comparable to those established by the CPUC; 2) 
curtailment of load (schedules) served over the CAISO Controlled Grid; 3) explicit, 
pre-arranged penalties for buying out of the CAISO’s markets (e.g., imbalance 
energy penalties of 200%); or 4) such other measures as arranged, and codified, 
between the non-CPUC/FERC jurisdictional entity and the CAISO.  For example, the 
CAISO developed in September 2002 some specific penalty provisions for the 
treatment of Metered Subsystems (MSSs) and is proposing to carry over these 
provisions under MRTU for MSSs that elect to load follow23. 
On a longer-term basis, and subject to the outcome of the CPUC’s resource 
adequacy proceeding and the resolution of local capacity/procurement issues and 
the CAISO’s role regarding that matter, the CAISO believes that certain resource 
adequacy related costs may eventually be incurred by the CAISO (i.e., local capacity 
procured by the CAISO on behalf of load in an area), and that such costs are 
reasonably allocated to load within certain areas, including load served by non-CPUC 
jurisdictional entities.  Clearly, the intent here would be to adhere to established cost-

                                                 
23 The CAISO’s proposed treatment of Metered Subsystems under MRTU can be found at 
http://www.caiso.com/docs/2004/11/19/2004111912521516707.html 
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causation principles so that only those entities that benefit – from a grid reliability and 
control area perspective – for the local capacity pay for it. 
Finally, the CAISO anticipates developing tariff language regarding the concepts 
outlined in this section over the next several months for eventual incorporation into 
the MRTU tariff filing, anticipated to be filed at FERC in November 2005.   

IV Conclusion 
A well functioning and effective market power mitigation design is critical to 
implementation of MRTU. Properly designed market power mitigation provisions must 
balance the need to provide adequate safeguards against the potential exercise of 
market power with the equally necessary objectives of ensuring that the overall market 
design provides supply resources that are critical for reliability a means to recover their 
going-forward fixed costs of operation and provide adequate incentives for new 
investment.  The CAISO believes that the market power mitigation measures proposed 
here strike a proper balance of these objectives. 
The proposals outlined in this White Paper include a number of significant modifications 
to the CAISO’s prior market power mitigation proposal, which the CAISO believes 
makes the overall market power mitigation approach consistent with, and 
complementary to, the State’s efforts regarding Resource Adequacy and responsive to 
the concerns the CAISO received in a guidance letter from FERC staff.   
The overall market power mitigation design reflects three fundamental objectives; 1) to 
provide strong and effective measures against the exercise of local market power, 2) to 
provide an explicit mechanism within the MRTU design for addressing revenue 
adequacy of Frequently Mitigated Units not under long-term contracts, 3) to provide a 
definitive transition plan for relaxing CAISO imposed system market power mitigation so 
that system market power concerns can be more effectively addressed through greater 
demand response and long-term energy contracting, the latter of which will provide 
protection against spot market price volatility and reduce supplier incentives to exercise 
market power.  The CAISO believes that these objectives are critical for ensuring the 
California market design (Resource Adequacy and MRTU) is a sustainable and stable 
design that can reliably and efficiently meet California’s ever growing demand for 
electricity. 
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Appendix A 
Summary of the CPUC’s October 28, 2004 Order 

 
The salient elements of the CPUC’s order are summarized below. In addition, the 
CAISO also provides a summary of the CPUC workshop discussions. 

 
I. OCTOBER 28TH ORDER 
 

i. Phase-In and Nature of the Obligation 
The CPUC’s October 28th Order establishes a year-round obligation on load-
serving entities to procure sufficient capacity to serve their load plus a planning 
reserve margin. Specifically, the CPUC adopted the CAISO’s position that load-
serving entities have the obligation to satisfy 90% of their capacity requirements 
(load plus a 15-17% planning reserve margin) one year in advance for the 
summer peak season of May through September and 100% of their capacity 
requirements one month in advance throughout the year. The CPUC, therefore 
clarified that the 15-17% planning reserve margin applies to the entire year, 
finding anything short of a year round reserve requirement to constitute an 
inadequate and suboptimal assurance of grid reliability.   
Consistent with the above-stated obligations, the CPUC order also directed that 
year-in-advance compliance filings be submitted on September 30th of each 
year.1 The details of the monthly reporting requirement - monthly due date, 
nature of filing, review process and penalties – will be developed in Phase 2 (i.e., 
the decision scheduled to be released in mid-2005). 
In addition, the CPUC’s order notes that a forward commitment is consistent with 
its decision to relax the 5% limit on spot market purchases because so long as 
load-serving entities have assured sufficient capacity resources in the forward 
time frame, they can maximize their opportunities to procure energy in the spot 
market while minimizing exposure to high energy prices and volatility.  
In addition, the CPUC required that LSEs acquire a mix of resources capable of 
satisfying the number of hours for each month that their loads are within 10% of 
their maximum contribution to monthly system peak2.  The CPUC directed that 

                                                 
1  For the first round of filings for the May-September 2006 period, the CPUC order stated that the 
deadline for compliance will be the later of September 30, 2005 or 90 days after the date of the Phase 2 
decision.  The CPUC also provided that, in the future, it may adopt a rolling 12-month ahead definition of 
year-ahead. 
2  This aspect of the obligation was discussed in the CPUC Phase 1 workshops; however, it 
misrepresents the understanding of the participants. Those discussions were central to defining a means 
for counting energy limited resources.  The misunderstanding may have its origins in earlier proposals of 
the CAISO.  Nevertheless, one thing was quite clear, namely that the strip of hours would apply uniformly 
to all LSEs based on system, not LSE-specific data.  Another important issue that was not emphasized 
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the CAISO utilize historical data to provide guidance about the general number of 
hours to be expected in each month.     
Of critical importance, and in contrast to the CPUC’s January 22, 2004 initial 
ruling on these issues, the CPUC’s October 28th Order establishes June 1, 2006 
as the date for load-serving entities to achieve full implementation of the resource 
adequacy requirements.  This represents a full year and a half acceleration from 
the original start date of January 1, 2008, set forth in the CPUC’s January 22, 
2004, initial ruling. As a consequence, the CPUC’s resource adequacy program 
will be in place prior to full implementation of the CAISO’s new market design in 
February 2007.  
One of the concerns raised against adoption of an accelerated implementation 
date for resource adequacy was the fear that compressing the procurement 
period would exacerbate the ability of suppliers to exercise market power.  The 
CPUC’s October 28th Order addresses this fear by recognizing the CPUC’s 
obligation to ensure that the prices reflected in capacity contracts are not the 
product of market power:  
“At the same time, we cannot neglect our other primary public duty: protection of 
ratepayers from excessive charges.  Increasing supply will cost money, and 
ensuring reliability does not come cheap.  However, we will not “pay any price” or 
require utilities to sign contracts that meet these requirements at any cost.  The 
memories of the 2000-2001 energy crisis are still fresh in our minds, and the 
fallout and tremendous costs of that time continue on.  We recognize that there is 
a difference between competitive market costs and prices that arise from the 
exercise of market power. We will develop reporting requirements in Phase 2 that 
enable us to monitor the terms and prices of contracts signed under the 
provisions of this decision to ensure that they are reasonable and that the extra 
capacity and reliability provided by our reserve requirement is available at 
reasonable cost to ratepayers.” 

ii. Load Forecasting Protocols 
Throughout the CPUC’s procurement proceeding, the CPUC and parties to the 
proceeding acknowledged the importance of accurate load forecasting for the 
purpose of determining each load-serving entity’s obligation.  Recognizing the 
critical expertise the California Energy Commission (“CEC”) has in such matters, 
the CPUC’s October 28th Order requests that the CEC perform “coincidence 
analysis” for load-serving entities based on each load-serving entities’ best 
estimate of future customer loads.  The order also states that the CPUC will 
develop a tracking system that compares forecasts to actual loads and create 
penalties for excessive deviations and that load-serving entity forecasts with 
significant load reductions will be subject to justification. 

The October 28th Order provides that load-serving entities must include all losses in 
load forecasts, including distribution losses, transmission losses, and estimates of 
                                                                                                                                                             
was that since the hours comprising this “system peak strip” were not known in advance, the must offer 
obligation would not be limited to these hours. 
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unaccounted for energy.  Further, consistent with the CAISO’s position on this matter, 
the CPUC’s October 28th Order provides that energy efficiency impacts be included in 
each load-serving entity’s load forecast.  The CPUC states that the detailed 
methodology for doing so will be determined in Phase 2 through coordination with the 
CPUC’s pending energy efficiency rulemaking. In addition, the CPUC order provides 
that non-dispatchable demand response programs be subtracted from load forecasts, 
while dispatchable demand response be treated as a resource (i.e., not subtracted from 
load-forecasts but included in the resources qualified to satisfy the resource adequacy 
obligation).   

iii. Resource Counting Conventions 
The CPUC adopted a “net dependable capacity” basis for determining how much 
each specific resource will count towards satisfying a load-serving entity’s 
obligation. Such an approach is consistent with the CAISO’s position on this 
matter. However, since forced outages are already accounted for/reflected in the 
reserve margin calculation (i.e., the 15-17% requirement), the CPUC’s October 
28th Order states that, at this time, the availability of resources will not be derated 
based on actual forced outage rates.  In other words, the general formulas for 
qualifying capacity will not be further adjusted for forced outages. The October 
28th Order  states that the Commission will evaluate, during the second-
generation resource adequacy efforts, whether the use of unit-specific differential 
adjustments from the average forced-outage rate provides cost-effective 
incentives for generators to make investments to improve performance. 
In contrast to the presiding ALJ’s Draft Decision, the CPUC’s October 28th Order 
establishes no limitations on the use of Firm Liquidated Damages (“Firm LD”) 
contracts to satisfy the resource adequacy requirements.  The CPUC states that 
in Phase 2, the CPUC will review proposals for contract language or other 
contract methods that can substitute for liquidated damages contracts, and will 
explore whether audit methods can be developed that would allow the CPUC to 
place greater confidence in relying upon liquidated damage contracts.  
Consistent with the CAISO’s recommendations on the issue, the CPUC order 
adopts a historic performance approach for valuing/counting the amount of 
capacity available from solar and wind-based resources that do not have backup 
arrangement in place with utilities. In addition, the CPUC directs that such 
historical availability be determined in such a way as to reveal monthly 
differences in performance.  Further, the CPUC requires that historic 
performance be computed over the Qualifying Facility (“QF”) Standard Offer 1 
(“SO 1”) on-peak period only and that the differential treatment of wind resources 
by location and technology be considered during the second generation 
proceedings.  
The CPUC order also states that QFs qualify at historic performance at peak and 
that for energy-limited resources - a unit must be able to (1) operate for 4 hours 
per day for 3 consecutive days the and (2) run a minimum aggregate number of 
hours per month based on the number of hours that loads in the control area 
exceed 90% of peak demand in that month.  The order states that this rule is 
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limited to the summer months and an appropriate rule for energy-limited 
resources for non-summer months will be developed in Phase 2. 
With respect to demand response resources, the CPUC order provides that:   
¾ Reserve requirements will not be imposed for demand response counted 

as resources (i.e. dispatchable demand response); 
¾ To qualify as a demand response resource, a resource must have a 

minimal summer seasonal performance level of 48 hours; 
¾ Demand response products with 2-hour availability can only constitute 

0.89% of monthly system peak of an load-serving entity’s portfolio; and  
¾ Quantification of such resources will be performed by an inter-agency staff 

team. 
With respect to all resources, the CPUC’s October 28th Order provides that for 
purposes of counting resources under construction, parties should use the 
commercial operation date data published by the CEC and CAISO.  Details of 
this requirement were to be determined in Phase 2 workshops.  Finally, with 
respect to the existing California Department of Water Resources long-term 
power contracts (“CDWR Long-term Contracts”), the amount of qualifying 
capacity from these contracts will be determined through application of the 
deliverability screens that are ultimately adopted by the CPUC, as discussed 
below. 

iv. Deliverability 
The CAISO has long-held the position that all resources procured by load-serving 
entities to satisfy their resource adequacy obligations must be deliverable, both 
on a system-wide as well as local level.  The CAISO proposed three deliverability 
screens: (1) aggregate to load for evaluating control area resources, (2) imports, 
and (3) and load pocket. 
The CPUC’s October 28th Order supports the CAISO’s baseline analyses 
proposals to implement the first two screens described above.  With respect to 
allocation of limited export capacity for the aggregate to load analysis, the CPUC 
agrees that such allocation should occur on the basis of the CAISO transmission 
access charges.  The order also provides that the issue of import capacity 
allocation will be addressed in Phase 2 workshops. The CPUC’s order directs the 
CAISO to perform the baseline analyses as part of Phase 2.  In addition, the 
CPUC requests that the CAISO serve an updated description of the proposed 
baseline analysis, its data requirements, and a schedule for the analysis on the 
parties within 10 days of the date of the CPUC’s decision.  
With respect to the all-important issue of Local Deliverability, the CPUC’s 
decision states that creating local reliability requirements is consistent with the 
CPUC’s prior decisions and directs the parties to address implementation of such 
requirements in Phase 2 [“Local resource adequacy requirements, including 
identification of load pockets, generator performance in load pockets, 
transmission import capabilities, and various adjustments to the current LARS 
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process that results in RMR contracts.”]. The CPUC’s order also states that 
Reliability Must-Run contracts should remain available in the future to address 
local market power concerns. 
Finally, the CPUC acknowledges that the deliverability baseline analysis to be 
conducted in Phase 2 will shed light on the conditions that define “load pockets,” 
the geographic scope of these load pockets, and methods for periodically 
updating the number and extent of load pockets as system configurations and 
loading patterns change. 
The CAISO supports the CPUC’s rulings regarding deliverability.  In addition, 
recognizing the importance of establishing viable local capacity requirements and 
that the CAISO is uniquely situated to lead the development of such 
requirements, the CAISO is committed to defining such requirements through the 
Phase 2 process. 

v. Availability of Resources to the CAISO 
The CPUC’s October 28th Order approved a sequence of requirements that 
qualified capacity first be scheduled by the load-serving entity pursuant to the 
CAISO’s Day-Ahead Scheduling process, then bid into CAISO’s Day-Ahead 
market if not scheduled, and then subject to the CAISO’s Residual Unit 
Commitment (“RUC”) procedure if its bid is not accepted in the Day-Ahead 
Integrated Forward Market. The CAISO fully supports the CPUC’s established 
requirements. However, additional work is needed to full clarify the nature and 
extent of must offer obligations for RA units in the CAISO’s Hour Ahead 
Scheduling Process and Real Time Market3.  The CAISO plans to work with 
CPUC and stakeholders in the coming months to clarify these issues.   

1. The CPUC order also provided that contracts executed after completion of 
the Phase 2 proceedings should include such provisions in order to be 
eligible to count as qualified capacity in satisfaction of forward 
commitment obligations.  

vi. Reporting, Reviewing and Sanctions 
The CPUC’s October 28th Order also contemplates a review process intended to 
become a simple checklist or verification process.  The CPUC was explicit that it 
did not intend to conduct a prudency review as part of the annual compliance 
filing. The CPUC order stated that the resource tabulation templates and system 
of penalties would be addressed in Phase 2.  

vii. Summary of Second Generation Issues 
While the Phase 2 workshops focus on those elements of the Resource 
Adequacy Requirements the CPUC believes vital for an accelerated 
implementation date, the deferred Second Generation workshops will address 
more long-term structural modifications.  Among others, these include: 

                                                 
3 The CAISO’s concurrent White Paper on Comprehensive Market Design Update describes the offer obligations that it desires 
for RA units in greater detail, including how a RA unit’s start-up and minimum run time relate to its obligations to offer in the Day 
Ahead, Hour Ahead Scheduling Process, and Real Time Market. 
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1. Consideration and development of unit-specific differential adjustments to 
average forced outage rates; 

2. Consideration of a multi-year forward commitment concept; and 
3. Consideration of a resource tagging and trading concept. 

The CAISO supports the direction expressed in the Second Generation items.  
Such matters are either complimentary to or expansions on the core resource 
adequacy requirements established in the CPUC’s October 28th Order.   
On February 28, 2005, the CPUC issued an “Assigned Commissioner’s Ruling 
Providing Guidance on Next Steps for Potential Capacity Market Development.”  
This ruling informed parties that the CPUC is evaluating the prospect of moving 
forward with a capacity market approach to enhance the resource adequacy 
program currently under development.  Several benefits of a market approach 
were identified, including: 

• A centrally administered residual market could enable ESPs and other 
LSEs with smaller scale reserve requirements to meet their resource 
adequacy requirement in a cost-effective manner.  For sellers that may not 
want to transact for very small quantities of capacity, a market could provide a 
simple, efficient means to sell capacity.  

• In contrast to pure bilateral markets for capacity, a centralized CAISO 
residual market could allow for a more effective means of market monitoring 
and market power mitigation as well as providing a visible market price.    

• Compared to reliability-must-run (RMR) contracts, a capacity market, 
especially one with locational attributes, could provide the CAISO with a more 
cost-effective means to access the resources it needs, without interfering with 
LSE procurement.4  

• A capacity market may provide LSEs with a means of addressing “load 
migration” concerns and reducing stranded costs by allowing the refining and 
shaping of capacity procurement quantities and the managing of resource 
portfolios. 

• A centralized capacity market may make compliance and enforcement of 
the RAR more manageable. 

 Once a model for the approach is refined, the CPUC staff will engage the CAISO 
in discussions to work through an approach that works practically and with the 
timing of the CAISO market design.  Under the ruling, CPUC staff, with 
cooperation from the CAISO, will also make a recommendation on an 
appropriate process for moving forward with the investigation of capacity markets 
(e.g., a Commission-initiated OIR, CAISO/FERC-initiated process, or another 
alternative).  

                                                 
4  The Commission has held that RMR contracts should be substantially supplanted by RAR requirements and that the ISO’s role 
in procurement should be minimal.  Unlike a capacity based RAR, ISO procurement options, the must-offer, and RMR contracts 
do not provide for investment in new or existing resources.  
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b. Update on the CPUC Resource Adequacy (Phase 2) Workshops 
Beginning in December 2004, the CPUC initiated a series of workshops in order 
to further define the Resource Adequacy Requirements adopted by the CPUC in 
the CPUC October 28 Order.  The CPUC’s intent is to conduct workshops The 
CPUC has held workshop discussions on, among others, the following matters of 
particular importance to the CAISO: 

• Residual forecasting and counting issues; 

• Deliverability (including Local Capacity obligations); 

• Compliance and reporting; 

• The nature of the yearly and monthly obligations (including the load 
forecasting process necessary to define each load-serving entities 
obligation); 

• The nature of must-offer (availability) obligations; and 

• The use of firm liquidated damages contracts (”Firm LD”) to satisfy the 
established resource adequacy requirements. 

The CAISO offers a brief summary of the workshop discussions on these matters 
below. 

i. Residual Forecasting and Counting 
As noted above, with respect to counting new resources, the CAISO and CEC 
developed a proposal that was widely accepted by the Phase 2 participants.  
Under the proposal, a new resource would be required to meet specific 
operational criteria prior to the month ahead reporting deadline before it would be 
considered for resource adequacy. 
With respect to the treatment of losses, Edison and the CAISO propose an well-
received methodology where the CAISO would analyze the historic quantity of 
transmission losses and “Unaccounted for Energy” on a system-wide basis. The 
resulting amount of MWs would be converted to a percentage of load that all 
LSEs would be required to meet in their resource adequacy obligations. 

ii. Deliverability 
System-wide and Import Assessment – There is general consensus 
among workshop participants on the need for, and mechanics of, 
conducting a system-wide deliverability assessment.  This system-wide 
assessment encompasses both the aggregate to load and import screens.  
Consequently, the participants generally agree on the quantity of imports 
that can be relied upon to satisfy the Resource Adequacy Requirements, 
i.e., the “size of the pipe.”  However, no clear consensus was reached 
regarding the allocation of import capability to each load-serving entity.  
Several proposals were advanced, with the central difference largely 
relating to the level of priority given to existing contractual arrangements 
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and historic usage patterns.  The CAISO in on track to disseminate 
preliminary results of its deliverability assessment in May 2005, with final 
results issued during Summer 2005. 
Local Capacity Obligations – There is general consensus among 
workshop participants on the need for, and the method for determining 
the, local capacity obligations. In addition, there now appears to be 
general consensus that such local capacity obligations – which are likely 
to comprise half of a load-serving entity’s full obligation within any 
particular load pocket – must be satisfied 100% a year in advance. 
With respect to the methodology for determining local capacity obligations, 
the CAISO developed a straw proposal that proposed that the local 
capacity requirements be based on the MW of capacity needed in an area 
to respond to a specific, identified operating contingencies.  In addition, 
the CAISO proposed that such identified capacity requirements be 
generally stable (static or predictable) over time, such that load-serving 
entities can address local capacity requirements through a number of 
means – local generation (build and/or contract), transmission, demand 
response – over a planning timeframe. In addition, as part of its proposal, 
the CAISO acknowledged, and the participants conceded, that the CAISO 
will have a backstop role in procuring local capacity. This issue is 
discussed in the main body of this White Paper. 
Key next steps will be for the CPUC to determine the allocation of cost 
and procurement responsibility for local capacity requirements among 
load-serving entities within local areas.  Procurement of local capacity 
implicates the role of the CAISO as system operator and bears on how 
best to address local market power, while providing incentives for 
investment in each established local area. 

iii. Compliance and Reporting  
All workshop participants appear to agree on the need for regular and 
standardized reporting regarding each load-serving entity’s compliance with 
the established resource adequacy requirements. In addition, workshop 
participants appear to agree that such reporting should be based on a 
“checklist”-type of approach, as opposed to elaborate and details reports that 
have to be extensively reviewed and analyzed. Of course, most participants 
also acknowledge that in order to support a “checklist”-based reporting 
mechanism, the obligations and resource adequacy requirements must be 
clearly defined and objective. The CAISO developed and proposed a 
reporting template for use by the CPUC.  Workshop participants are generally 
supportive of the CAISO’s proposed template.  However, as discussed further 
below, the form of the demonstration may be subject to modification 
depending on the outcome of discussions further refining the obligation. 
Workshop participants appear to agree that the CPUC should establish clear, 
explicit, and pre-defined penalties for those load-serving entities that fail to 
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satisfy their year-ahead and month-ahead obligations.  Participants generally 
agree that such penalties should be two or three times the cost of a new CT. 
As discussed below, the participants also recognize the need to define 
supplier compliance and the oversight of non-CPUC jurisdictional load-
serving entities. 

iv. Nature of the Obligation 
The CPUC’s previous orders and workshop participants support annual and 
monthly load-serving entity obligations based on resource adequacy 
requirements derived from system peak load. At present, the CPUC’s orders 
contemplate that each load-serving entity will, on an annual basis, forecast its 
load for the coming year.  After a review and validation of each load-serving 
entity’s load forecast by the California Energy Commission, that load forecast 
will then be used to determine each load-serving entity’s obligation, i.e., 
proportionate share of the system’s total resource adequacy requirement.  
Currently, there are several contemplated approaches to establishing each 
load-serving entity’s obligation: (1) the obligation would be set at the load 
serving entity’s proportionate share of the CAISO’s coincident system peak, 
(2) the obligation would vary by month, but each month’s quantity would be 
set at the time of the year-ahead forecast and would only be updated based 
on significant known and measurable events or changed circumstances, or 
(3) the obligation would vary by month and the monthly quantity would be 
updated on a monthly or regular basis. 
Over the past several months the CPUC and the workshop participants have 
extensively discussed that nature of the annual and monthly obligations.  In 
those discussions, the CPUC and workshop participants have identified a 
number of problematic aspects of both establishing a year-round obligation 
with little variability and defining and implementing a meaningful month-ahead 
obligation. 
Based on these discussions, the CAISO believes that: 1) the year-ahead 
obligation should be based on each load-serving entity’s historical 
contribution to the system peak, thus avoiding reliance on load-serving entity 
forecasts and the need for an iterative review process; and 2) it may be 
appropriate to establish seasonal requirements in the long-run design e.g., 
summer and winter. 

v. Must-Offer Obligations   
The CPUC’s October 28 Order specifies that the resources procured by load-
serving entities to satisfy their resource adequacy obligations must be made 
available to the CAISO in the Day Ahead market (scheduled or bid) in order to 
also be available for CAISO’s proposed Residual Unit Commitment process. 
However, as further described in a recent Assigned Commissioner’s Ruling 
(“ACR”) issued by President Peevey of the CPUC, the CPUC’s October 28 
Order has contradictory statements regarding the nature of the must-offer 

CAISO 9 5/12/2005 



California CAISO 

obligation.5 One interpretation supported by certain workshop participants is 
that resources must only be offered during the peak-load periods of each 
month.  Another interpretation, supported by President Peevey in the ACR, is 
that RA resources must be offered during all hours of the month.     
On March 11, 2005, the CPUC issued a proposed decision (“PD”) on the 
issues set forth in the ACR.  The PD (1) clarified that RAR resources must be 
made available to the CAISO for all hours, subject to any legitimate use 
limitations, and (2) specifying that the load-serving entities’ obligation will be 
based on the CAISO’s monthly system peaks.  The PD was schedule for 
consideration at the CPUC’s March 17, 2005 business meeting.  However, 
President Peevey held the PD for further consideration during additionally 
scheduled workshops.  Through this process, Southern California Edison and 
other parties have developed an alternative proposal that modifies the “all 
hours” obligation from a requirement that load-serving entities procure 115% 
of the monthly peak for all hours to a requirement that load-serving entities 
ensure that the planning reserve margin is met in each hour of the month.  
Under the alternative proposal, a load-serving entity’s 115% RA obligation 
follows that particular load-serving entity’s monthly load duration curve, 
except for the peak period which is adjusted for coincidence.  The proposal 
utilizes “Resource Eligibility Factors” or Capacity Eligibility Factors to compare 
the load-serving entity’s resource portfolio to the capacity duration curve (i.e., 
the curve representing the load duration curve plus the 15% planning reserve 
margin).  The CPUC anticipates addressing the must-offer obligation in its 
upcoming Workshop Report and subsequent Phase 2 order.     
Another issue that has arisen with respect to the must-offer obligation is the 
manner by which such an obligation is imposed and administered.  The 
CPUC’s October 28 Order clearly imposes the requirement on load-serving 
entities, with the expectation that the load-serving entities will ensure 
resource-owner compliance with the obligation via the contract between the 
load-serving entity and the resource owner.  One of the objectives of the 
workshop process was to develop and finalize the standard contract language 
necessary to establish and enforce the must-offer obligation on resource 
owners. 
The workshop discussions to date have highlighted the difficulty (from an 
administrative standpoint) and possible inequities from requiring load-serving 
entities to establish and enforce must-offer obligations on third-party resource 
owners through their resource adequacy contracts. The CPUC staff, working 
with the CAISO, has recently raised the issues as to whether it would be more 
manageable to have the CAISO establish (through its tariff) and administer 
must-offer obligations.  Workshop participants were generally supportive of 
such an approach.   

                                                 
5  See, Assigned Commissioner’s Ruling Providing for Comments and Replies on Modification to 
the Interim Resource Adequacy Requirements (RAR) Decision (D.) 04-10-035, R.04-04-003 (Feb. 8, 
2005). 
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vi. Firm LD Contracts  

As noted above, a central issues that has arisen in the workshop discussions 
is the use of Firm LD contracts to satisfy the resource adequacy 
requirements. The CPUC is expected to rule on whether to permit the use of 
Firm LD contracts. 
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Appendix B 
 

Criteria for Determining  
Competitive versus Non-Competitive Paths 

 
This appendix describes the procedures and considerations the CAISO proposes 
to use to periodically assess whether transmission paths are being appropriately 
classified as “Competitive” or “Non-Competitive”. The CAISO will be conducting a 
stakeholder process over the next several months to further refine the criteria to 
be used in these competitive assessments and will incorporate a final set of 
criteria into the MRTU Tariff filing. As noted in the main document, the CAISO will 
perform an assessment of the competitiveness of transmission paths in 2006, 
prior to implementation of Release 1 of MRTU, and will perform these periodic 
assessments until such time that it can implement a dynamic “pivotal supplier” 
analysis, similar to what is currently being developed in the PJM market. 
As the CAISO stated in its July 22, 2003 MD02 filing at page 57, footnote 65: 

“The initial list of non-competitive paths will be all of the transmission 
constraints modeled in the SCUC except Path 15, Path 26, the inter-ties, 
and local transmission constraints in pre-designated local generation 
pockets (e.g. Miguel substation). As the CAISO gains experience with 
LMP and the full network model, the CAISO will periodically review the 
competitiveness of transmission constraints and adjust the list of 
competitive paths accordingly. These assessments will examine whether 
frequently congested paths that are deemed “competitive” are in fact 
competitive, and whether congested paths that are deemed “non-
competitive” are in fact competitive. The methodology to be used for 
assessing the competitiveness of managing congestion on particular paths 
is set forth in Section 2.7 of the Comprehensive Market Design Proposal.” 

Section 2.7 of the CAISO Comprehensive Market Design Proposal, which is 
found in Appendix A of the July 22, 2003 MD02 Filing, states: 

“133. The periodic competitive assessment will apply a Residual Supply 
Index (RSI) test30 for all effective resources that can relieve the congestion 
on a particular transmission path. If there are three or more suppliers that 
own effective resources and the RSI is greater than 1.2 for more than 95% 
of the time within a specified period (e.g., summer on-peak, winter off-
peak), the transmission path will be declared competitive for the period. 
This analysis will be used to evaluate whether paths previously designated 
non-competitive are in fact workably competitive, and to assess whether 
paths previously designated competitive are in fact competitive. Following 
these periodic assessments the CAISO will re-designate competitive and 
non-competitive paths appropriately. 
134. This forward assessment will be updated periodically to reflect 
changing market conditions, and will be reevaluated after actual market 
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operation in each season. If the actual market outcome is not consistent 
with a competitive outcome, a transmission path’s competitive status will 
be revoked and re-designated as non-competitive.”  

Footnote 30 of item 133 states: 
“The RSI is equal to total supply minus the supply of the single largest supplier 
divided by total demand [(Total Supply – Largest Supplier)/Total Demand]. An 
RSI value less than 1.0 indicates demand cannot be met absent the largest 
supplier (i.e. the largest supplier is pivotal and therefore has market power). 
Historical studies performed by the CAISO’s Department of Market Analysis have 
indicated a strong correlation between price-cost markups and RSI values and 
that there are significant price-cost markups when RSI values are below 1.2.” 
While the RSI approach proposed in the CAISO’s July 2003 Filing is one 
potential approach for assessing the competitiveness of managing congestion 
across particular transmission paths, its use under a nodal pricing paradigm in a 
looped network model is untested. There are a number of complexities 
associated with applying an RSI approach in this context such as quantifying the 
amount of “effective supply” available for providing congestion relief, which would 
necessitate taking into consideration the power transfer distribution factors of 
individual resources and congestion constraints in other areas of the network that 
might limit the ability of particular resources to relieve congestion on the path in 
question. While such complexities may be surmountable, in the end, an RSI 
analysis could prove to be insufficient to serve as a stand-alone test for market 
competitiveness. 
The following additional analysis may be necessary to adequately assess the 
competitiveness of particular transmission paths: 
¾ A separate assessment of market competitiveness in both the forward and 

real-time markets. A path may be less competitive in real-time if certain 
long-start units are not committed in the forward market and, therefore, 
unable to compete in real-time. 

¾ While much of the market competitiveness assessment will be based on 
historical analysis, it should also include a forward assessment that 
examines any expected changes to the transmission network and/or 
generation. For instance, expected retirements of certain generation units 
or a change in Reliability Must-Run (RMR) Unit designations may have a 
significant detrimental impact on the competitiveness of a particular 
transmission path. Conversely, the addition of new generation in certain 
locations may actually improve a path’s competitiveness. 

 
An initial determination of “competitive” transmission constraints in local 
generation pockets1 will be based on an assessment of intra-zonal congestion 
                                                 
1 “Local transmission constraints in pre-designated local generation pockets” are those transmission paths that are 
congested in generation rich areas (“pockets” of the network where generation within such areas is competing to get 
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patterns under the current market design. Specifically, in the 12 months leading 
up to implementation of LMP, the CAISO will identify intra-zonal transmission 
paths that are frequently congested due to an excess of generation trying to 
serve load by reviewing real-time Out-Of-Sequence (OOS) decremental energy 
dispatches. Currently, the Miguel substation is the only major transmission 
constraint in a local generation pocket, but this may change over time. As the 
CAISO gains experience under LMP, the list of competitive transmission 
constraints in local generation pockets will be reevaluated based on observed 
congestion patterns. 
 
 

 
out). A classic example of such a constraint is the Miguel substation in the southern portion of the San Diego Gas & 
Electric Company’s service territory. Because generation within generation pockets is competing to get out, there 
should be a competitive market associated with these transmission constraints. 



California ISO 

Appendix C 
Review of the  

Pre-IFM and Pre-RT Dispatch Process under MRTU 
 

In its July 2003 MRTU filing, the ISO proposed conducting System Market Power 
Mitigation (SMPM), RMR dispatch, and Local Market Power Mitigation (LMPM) in 
a Pre-IFM Process for the forward markets and a RT Pre-Dispatch process for 
the Real Time market. The Pre-IFM Process would utilize submitted forward 
supply schedules and bids and clear these against forecasted load, reserve 
requirements, and export bids. Running these mitigation measures against 
forecasted load, as opposed to scheduled and bid load, avoids the need for 
additional market power mitigation passes in the RUC process. The Pre-IFM 
Process involves potentially four runs or passes. Each pass and its functions are 
described in Table 1 below. 
Table 1: Original Pre-IFM Process as Filed on July 22, 2003 
Pass Original Proposal Purpose of the Pass 

Pass 
1a 

CC – Unmitigated - Full 
Network Model determines 
optimal dispatch by enforcing 
transmission limits only on pre-
defined Competitive Constraints 
(CC)1 – All other transmission 
constraints ignored. 

Establish a baseline dispatch for system and 
possibly local market power mitigation in 
subsequent passes. 

Pass 
1b 

CC – Mitigated – Bids that 
violate the System Conduct 
Thresholds are mitigated to their 
reference level and Pass 1 is 
repeated.  

To determine if mitigating the bids has a 
material impact on market prices. If no 
material impact, Pass 1a bids are used for 
Pass 2. Otherwise, the mitigate bids from 
Pass 1b are used in Pass 2. 

                                                 
1 Initially, Competitive Constraints will consist of the ISO’s current Branch Groups and other 
transmission paths interfacing with pre-determined generation pockets (i.e. Constraints like the 
Miguel substation where generation is competing to get out.). An initial assessment will be 
performed in 2006 to determine which paths may be designated as being “Workably 
Competitive”.  As the ISO gains experience under LMP, the list of Competitive Constraints will 
periodically be reassessed and additional paths may be designated as being “Workably 
Competitive”. Appendix B provides more details on the process and methodology that will be 
used to make these assessments.  Additional development of this methodology will take place in 
a Stakeholder process during Summer 2005. 
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Pass Original Proposal Purpose of the Pass 

Pass 
2a 

AC – Unmitigated - Full 
Network Model determines 
optimal dispatch using bids from 
either Pass 1a or 1b (depending 
on whether system bid mitigation 
was binding) by enforcing 
transmission limits on All 
Constraints (AC) 

RMR units that are dispatched up in this pass 
have their total dispatch designated as an 
“RMR dispatch”. 
Non-RMR units that are dispatched up in this 
pass are subject to local market power 
mitigation. The incremental dispatch would be 
mitigated to the higher of its accepted bid 
price in the CC run (Pass 1a or 1b) or its 
Default Proxy Bid (cost-based bid). Under the 
preferred local market power mitigation 
approach (PJM-like), the mitigation would be 
automatic and there would be no need for 
Pass 2b. Under the alternative conduct and 
impact local market power approach the bid 
would be mitigated and tested for market 
impact in Pass 2b. 

Pass 
2b 

AC – Mitigated - Bids that 
violate the Local Conduct 
Thresholds are mitigated to their 
Default Energy and Pass 2a is 
repeated. 

To determine if mitigating the bids has a 
material impact on market prices. If not, Pass 
2a bids are used in the IFM. Otherwise, the 
mitigate bids from Pass 2b are used in the 
IFM. 

 
Once the Pre-IFM process is completed the mitigated bids and RMR dispatch 
schedules are passed on for use in the IFM (Pass 3) and RUC (Pass 4).  
The ISO is now proposing the following modifications to the market power 
mitigation process described above.  

1. The ISO will retain the bid conduct and market impact test for System 
Market Power (System AMP) software functionality (Pass 1a and 1b) but 
will not apply that functionality on day-one implementation of LMP. System 
AMP may be applied at a later date upon implementation of a higher bid 
cap and an effective reserve shortage scarcity pricing mechanism and 
pivotal supplier test.  

2. The ISO will retain the bid conduct and market impact test for Local 
Market Power (Local AMP) software functionality (Pass 2a and 2b) but is 
not proposing to apply that functionality. Instead, for reasons explained in 
the main document, the CAISO is only proposing the PJM-like approach to 
local market power mitigation, which does not require a Pass 2b. The 
functionality for Local AMP is being retained in the software because it has 
already been developed. 

3. Units mitigated for local market power will have the entire range of their 
energy bid curve above the level accepted in Pass 1 mitigated as opposed 
to the original proposal of mitigating just the incremental section of the bid 
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curve dispatched up in Pass 2. However, the bid curve will not be 
mitigated below the highest accepted bid of that resource in Pass 1. This 
modification was made in response to concerns expressed by LECG that 
different unit commitments in the Day Ahead IFM from what was 
committed in the Pre-IFM may result in inadequate bid mitigation for local 
market power. 

4. Resources that have their energy bids mitigated for local market power 
(i.e., are dispatched up in Pass 2 of the Pre-IFM Process) will have their 
entire RUC Availability Bid mitigated to a pre-determined reference price. 
This modification was made in response to the RUC design being 
modified such that RUC Availability payments are no longer rescinded if 
the RUC capacity is dispatched for energy and in response to the fact that, 
unlike Ancillary Services, RUC will be procured nodally and therefore 
more susceptible to local market power problems.  

5. Previously, the CAISO had proposed to limit the pool of resources 
considered in Pass 3, the IFM, and Pass 4, the RUC, to those units 
committed in Pass 2 to meet forecast load.  To preserve the effectiveness 
of LMPM applied in the Pre-IFM, the CAISO retains the proposal to limit 
units considered in the IFM to those units committed in the Pre-IFM.  
However, the CAISO is making the following change regarding the pool of 
units considered in RUC:  all resources that bid into the DA IFM will be 
considered in Pass 4, the DA RUC.  Allowing all units bid into the DA IFM 
to be considered in RUC can result in a lower-cost unit commitment 
resulting from RUC and will not undermine the proposed LMPM for 
energy.   

 
There is an additional feature of the Pre-IFM process that requires mention in this 
Appendix.  The current methodology proposed for the Pre-IFM uses large penalty 
decremental energy bids applied to non-RMR units in Pass 2 to prohibit 
economic substitution between RMR units required to meet local conditions (not 
considered in Pass 1) and non-RMR units that were dispatched to meet system 
requirements in Pass 1.  In a review of the proposed MRTU design 
commissioned by the CAISO2, LECG identified an issue with the use of these 
large penalty decremental energy bids that may affect the accuracy of the 
proposed Local Market Power Mitigation.  The CAISO has determined that 
pursuing an alternative mechanism to the use of penalty decremental bids is not 
feasible given the current implementation time frame.  The CAISO has reviewed 
this issue and does not believe the use of the large penalty decremental energy 
bids in Pass 2 of the Pre-IFM will significantly undermine the local market power 
mitigation.  
 

 
2 This report is available on the CAISO web site at http://www.caiso.com/docs/2005/02/23/200502231634265701.pdf  
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I. EXECUTIVE SUMMARYi 

The California Independent System Operator (Cal ISO) proposal for its electricity Market 
Redesign and Technology Upgrade (MRTU) builds on basic principles of efficient use of electric 
networks and the associated locational marginal pricing (LMP).  The present report reviews the 
details of the still evolving design to compare it against related features of other markets, 
identifies potential problems or internal inconsistencies, and suggests directions for future 
modifications.  In addition to a review of the documents identified below, there has been 
extensive discussion with the CAISO as the design evolution has continued.  The comments here 
reflect the MRTU design as specified in the documents we reviewed, as clarified in discussions 
with ISO staff. 

 The starting principles of the MRTU embrace the essential foundations of a successful 
electricity market design including bid-based, security-constrained, economic dispatch with 
locational prices, license plate access charges, bilateral schedules, financial transmission rights, a 
consistent network model for commercial transactions recognizing actual physical conditions, 
consistent day-ahead and real-time markets, unit commitment with simultaneous optimization of 
energy and ancillary services, and a multi-settlement system.  The MRTU will be a major and 
important reform needed to address the difficulties inherent in the original market design that is 
to be replaced.  The MRTU is also a complex package with many interconnected details 
developed through a lengthy process of analysis and interaction with stakeholders.  The present 
report highlights problematic features of several of these details, ranging from serious matters 
that require immediate attention to improvements that should be considered for future 
implementation.  The critical problems can be fixed to produce a highly effective market design. 

 Importantly, this evaluation is limited to the LMP market design and has not reviewed 
operational elements of the MRTU.  In addition, this evaluation is limited to the conceptual 
description of the LMP market design and has not reviewed the proposed implementation of this 
market design.  

 The issues are listed in a rough order of priority:  

1. The most problematic feature of the MRTU market design is the proposal for the 
nodal clearing of zonal load bids at load aggregation points (LAP), particularly when 
combined with the zonal settlement of nodally cleared load bids.  As discussed in 
Section II.B and illustrated in Appendix I, these features of the market design would 
hinder Load Serving Entities (LSEs) from effectively managing their power costs in 
the day-ahead market because of the disconnect between the price bid by the LSE and 
the price used to clear the bid.  Moreover, the reaggregation of the nodally cleared 
bids would provide inefficient bidding incentives for loads that would likely result in 
large uplift costs while leading to the kind of infeasible day-ahead schedules that have 
so burdened the Cal ISO markets in the past and that the MRTU LMP market design 
is intended to eliminate.   

2. Reliance on highly aggregated load zones for pricing and congestion hedging 
combined with the nodal clearing mechanism would also undermine the effectiveness 
of otherwise attractive feature of virtual bidding in providing price convergence and 
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may cause competitive generators in constrained regions to withhold generation from 
the day-ahead market (DAM),1 making this capacity available only in real time (as 
discussed in Section II.D).  These problems are not inherent in the overall market 
design and could be avoided either by clearing the zonal load bids based on zonal 
prices (as is done in PJM and New York) or by disaggregating the zonal load bids 
into nodal bids that could be cleared and settled nodally.  The use of highly 
aggregated zones is also likely to undermine the ability of the Cal ISO to award CRRs 
that effectively hedge congestion costs; and may lead to unintended cost shifts among 
transmission customers (as discussed in Section VIII and illustrated in Appendix VI).  
Solutions to these problems that have been employed by other ISOs are discussed. 

 Other features of the MRTU market design that ought to be addressed prior to 
implementation are:   

3. The real-time congestion pricing mechanism for imports and exports (discussed in 
Section IV.B) is likely to produce a disconnect between the bids accepted in the hour-
ahead scheduling process and real-time congestion prices because the constraints 
enforced in the hour-ahead scheduling process will not be reflected in the real-time 
dispatch.  The NYISO encountered precisely this problem at start-up and the problem 
was not eliminated until the implementation of “ECA B” in Fall 2000, so it should be 
anticipated that similar problems would arise for the Cal ISO. 

4. The mechanism proposed for determination of ramp limits for implementation of 
real-time constrained output generator (COG) pricing (discussed in Section V.B) 
could result in the calculation of inappropriately high prices during circumstances in 
which uneconomic gas turbines are operating as a result of either minimum run time 
or minimum-down time constraints.  The NYISO also encountered this problem at 
start-up which required extensive price corrections until it was corrected in late July 
2000.  Whether similar patterns will appear in California depends on the relationship 
between the quantity of COG unit capacity located behind transmission constraints 
relative to the ramp rate of steam units on line behind those constraints and on 
dispatch procedures. 

5. The failure to attempt to accurately reflect all costs (NOx allowances, current gas 
prices) in the calculation of start-up and minimum-load costs for the purpose both of 
clearing the day-ahead financial market and the reliability unit commitment (RUC) 
(Section VII.B) could lead to inefficiency, inflated resource adequacy costs and 
potentially compromise both gas and power system reliability.  In particular, the use 
of bid-week gas prices for unit commitment and Pass 1 mitigation purposes. during 
periods in which the gas pipeline system is constrained, and high spot gas prices must 
serve to allocate gas to the highest valued uses could undermine both gas and power 
system reliability.  

                                                 
1  The incentive would not arise from any ability to exercise market power but simply from the incentive of 

competitive generators to offer their capacity so as to be paid the market price. 
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6. The structure of demand response compensation (the difference between the nodal 
and LAP price, discussed in Section V.C) would not provide appropriate incentives 
for demand response in circumstances in which prices are high but there is little 
congestion.  Further, the structure could give rise to incentives for behavior that 
would inflate costs to consumers during periods in which there is congestion but no 
shortages requiring demand response. 

 All of the problems identified have been successfully addressed in other LMP markets 
and can be readily addressed through changes consistent with the market designs that have been 
implemented in other regions. 

 Other potentially problematic features of the MRTU market design include: 

7. A relatively low “soft” bid cap of $250 (discussed in Sections VII and IX) that could 
adversely impact reliability in California independent of LMP implementation by the 
Cal ISO.  These problems would appear under circumstances of either high gas prices 
or capacity shortages, both of which could arise again during future low hydro 
conditions.2  In these circumstances the $250 bid cap, whether it is hard or soft, will 
concentrate the impact of western capacity shortages on California consumers and 
likely limit supply during periods of high gas prices. When binding under these 
circumstances, the soft bid cap would compromise most of the transparency and 
beneficial incentives intended for the MRTU design. 

8. Activity rules for bid reductions that encourage rather than deter extreme bids in real-
time could be a problem.   (See Section IV.B) The MRTU activity rules permit market 
participants to convert day-ahead schedules to self-schedules (with a price of -
$30/MWh) in real- time but do not allow market participants to reduce their day-ahead 
offer prices by more moderate amounts to reflect costs that are sunk in real-time.  
This foreclosure of more moderate offer price reductions could potentially magnify 
the constrained off payments associated with real-time transmission outages that 
render day-ahead schedules infeasible as well as reducing the efficiency of the real-
time dispatch. 

9. A lack of a full multi-settlement system for ancillary services that optimizes real-time 
reserves and settles deviations from day-ahead schedules at real-time prices 
(discussed in Section VI.F) could raise consumer costs when reserves scheduled in 
the DAM must generate energy in real-time as a result of minimum run times, 
minimum down times or transmission constraints. 

10. The use of extreme decremental (DEC) bids for Pass 1 schedules in Pass 2 of the 
DAM, with the intent of “minimizing” incremental (INC) adjustments and the use of 
forecast load in the market power passes of the DAM (Passes 1 and 2) and bid load in 
the scheduling and pricing pass (Pass 3) of the DAM (discussed in Section VII.C) 

                                                 
2  While gas and power prices have been relatively low in California and the west over the past few winters, 

power prices have exceeded $250/MWh in New England on a variety of occasions during the winters of 2003-4 
and 2004-5.     
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could render the RMR dispatch and local market power mitigation process ineffective 
in some circumstances.  If RMR units in practice possess little or no local market 
power, this ineffectiveness would not adversely impact consumers. 

11. The single pass mitigation structure for non-RMR units potentially possessing local 
market power (discussed in Section VII.D) will fail to mitigate the exercise of market 
power by non-RMR units that possess market power but face competition from high 
cost alternatives.  Whether this feature would adversely impact market outcomes 
depends on whether there are any such non-RMR units that possess material local 
market power.  

12. The availability payment for Residual Unit Commitment (RUC) capacity (discussed 
in Section III.C) will likely have unintended consequences if it becomes a mechanism 
for suppliers to recover the difference between actual market costs and those used to 
calculate the bid production cost guarantee for RUC units and in circumstances in 
which the Cal ISO forecasts a capacity shortage but there is no shortage either in the 
day-ahead financial market nor in real-time. There seem to be few reasons for the 
availability payment that would not be addressed by other modifications of the 
MRTU design. 

 While it would be desirable in principle to address these features of the market design, it 
is uncertain whether these latter six features of the market will, in practice, have much adverse 
impact in the near term.  As above, most of these problematic features can be readily addressed 
by eliminating peculiarities of the MRTU market design and bringing it into closer alignment 
with the market designs in PJM and New York. 

 Section X discusses the relationship between the proposed MRTU market design and 
California Public Utility Commission (CPUC) resource adequacy proposals.  The CPUC 
resource adequacy proposals were at a very early stage of development in these documents, but 
we did not identify any troubling inconsistencies between the MRTU market design and the 
general resource adequacy proposals that would hinder implementation of the kind of resource 
adequacy program outlined by the CPUC.  Further, the CPUC Interim Opinion has generally 
identified the key complications in implementing a resource adequacy system, and many of the 
details remain to be developed. 

 These comments on the LMP market design elements of the California ISOs are based 
primarily on the following ten documents:  the California ISO, Comprehensive Market Design 
Proposal, July 21, 2003 (hereafter CMD); the California ISO July 22, 2003 CMD Transmittal 
Letter (hereafter CMD Transmittal); California ISO September 17, 2003 Answer (hereafter Sept 
ISO); the FERC October 28, 2003 Order (hereafter Oct FERC); Cal ISO May 11, 2004 technical 
conference comments (hereafter May ISO); the California ISO June 2, 2004 Reply Comments 
(hereafter June ISO); the FERC June 17, 2004 Order (hereafter June FERC); California ISO, 
CRR Study 2, Final Scenario Assumptions, July 19, 2004 (hereafter CRR Study 2); California 
ISO, Congestion Revenue Rights Preliminary Study Report, October 1, 2003 (hereafter CRR 
Study 1) and the FERC September 20, 2004 Order on Rehearing (hereafter Sept FERC). 
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 The comments on the MRTU market design and the CPUC resource adequacy proposals 
are based on the following documents:  the January 22, 2004 Interim Opinion in Rulemaking 01-
10-0924 (hereafter Interim Opinion); Comments of the California ISO on Workshop Report on 
Resource Adequacy Issues, July 14, 2004 (hereafter Cal ISO Workshop Comments); and 
Opening Comments of the California ISO Corp. on the Draft Decision of ALJ Wetzell Regarding 
Interim Opinion on Resource Adequacy, September 22, 2004 (hereafter Cal ISO Interim Opinion 
Comments). 

Document Reference  
California ISO, Comprehensive Market Design Proposal, July 21, 2003 CMD 

California ISO July 22, 2003 CMD Transmittal Letter CMD Transmittal 
California ISO September 17, 2003 Answer  Sept ISO 

FERC October 28, 2003 Oct FERC 

Cal ISO May 11, 2004 technical conference comments May ISO 

California ISO June 2, 2004 Reply Comments June ISO 

FERC June 17, 2004 Order June FERC 

California ISO, CRR Study 2, Final Scenario Assumptions July 19, 2004 CRR Study 2 

California ISO, Congestion Revenue Rights Preliminary Study Report 
October 1, 2003 

CRR Study 1 

FERC September 20, 2004 Order on Rehearing Sept FERC 

January 22, 2004 Interim Opinion in Rulemaking 01-10-0924 Interim Opinion 

Comments of the California ISO on Workshop Report on Resource 
Adequacy Issues, July 14, 2004 

Cal ISO Workshop 
Comments 

Opening Comments of the California ISO Corp. on the Draft Decision of 
ALJ Wetzell Regarding Interim Opinion on Resource Adequacy, 
September 22, 2004 

Cal ISO Interim Opinion 
Comments 

Draft Proposal for the Allocation of Congestion Revenue Rights to 
Merchant Transmission, August 6, 2004, 

Cal ISO MT 
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II. DAY-AHEAD MARKET 

A. General Structure  

The Market Redesign and Technology Upgrade (MRTU) market design for the electricity 
markets coordinated by the California Independent System Operator (Cal ISO) builds on basic 
principles of efficient use of electric networks and the associated locational marginal pricing 
(LMP).  The present report reviews the details of the still evolving design to compare against 
related features of other markets, identify potential problems or internal inconsistencies, and 
suggest directions for future modifications. 

 The context for the MRTU arises from the original California market design which 
included a number of critical defects.  Most notable for the wholesale market were various 
features that reflected a commitment to market separation, simplified commercial transmission 
models and zonal pricing.  Market separation referred to the principle that the commercial model 
for day-ahead scheduling and hour-ahead scheduling would be constructed largely independent 
of the realities of physical operations under the control of the Cal ISO.  The commercial 
schedules and pricing would then be based on a simplified electric model that abstracted from 
the underlying constraints in the real electrical network.  Zonal pricing allowed further claims for 
simplification by requiring only a few prices.  The rationale for these features was that the Cal 
ISO should not be involved in operating day-ahead and hour-ahead energy markets, and the 
differences between the commercial schedules and settlements relative to the actual schedules 
required to maintain reliability could be resolved without significantly affecting the underlying 
incentives. 

 The outcome of these design principles was that commercial schedules in the day-ahead 
market were inconsistent with real-time requirements and operational constraints.  In turn, this 
created inefficient incentives for competitive market participants, and would exacerbate any 
problems arising from an exercise of market power.  The resulting incentives created the need for 
a system of rules and side-payments that eliminated the presumed simplicity of the commercial 
model, both for short-run operations and long-term investment.  It is now recognized that the Cal 
ISO must administer certain critical markets.  Therefore, the most fundamental wholesale market 
design reform requirement is to restore consistency between the commercial model and the 
physically reality, and between the day-ahead market and real-time operating constraints. 

 The starting principles of the MRTU embrace the essential foundations of a successful 
electricity market design including bid-based, security-constrained, economic dispatch with 
locational prices, license plate access charges, bilateral schedules, financial transmission rights, a 
consistent network model for commercial transactions recognizing actual physical conditions, 
consistent day-ahead and real-time markets, unit commitment with simultaneous optimization of 
energy and ancillary services, and a multi-settlement system.  The MRTU will be a major and 
important reform needed to address the difficulties inherent in the original market design that is 
to be replaced.  The MRTU is also a complex package with many interconnected details 
developed through a lengthy process of analysis and interaction with stakeholders.  The present 
report highlights problematic features of several of these details, ranging from serious matters 
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that require immediate attention to improvements that should be considered for future 
implementation.  The critical problems can be fixed to produce a highly effective market design. 

The presentation here begins with a discussion of the day-ahead market.  However, 
throughout it must be understood that the day-ahead market cannot be considered in isolation 
from the rules for real-time operations and settlements.  Participants will anticipate their ultimate 
treatment in the real-time balancing market when making decisions under the scheduling and 
bidding rules of the day-ahead market (DAM). 

 The MRTU day-ahead market will include several unit commitment and dispatch passes, 
some for the purpose of bid mitigation, some to determine day-ahead prices and schedules and 
some to ensure that sufficient resources will be available in real-time to meet the ISO’s load 
forecast.  This includes the pre- integrated forward market reliability and market power 
mitigation runs (Pre-IFM-RMPM) for competitive constraints (CC) and all constraints (AC).  We 
briefly summarize the overall structure of the DAM here to clarify the discussion which follows. 
The details of the mitigation passes are discussion in Section VII.D below and the details of the 
reliability unit commitment (RUC) are discussed in Section III. 

Pass 1A [Pre-IFM-RMPM-CC]:  Market Power Mitigation Pass – Internal generation and 
import supply committed and dispatched to meet forecast load plus export bids, only monitoring 
competitive constraints  

Pass 1B [Pre-IFM-RMPM-CC]: Market Power Mitigation Pass – Rerun Pass 1A (unit 
commitment and dispatch) with mitigated bids. Only bids that violate a conduct threshold are 
mitigated in this pass. Depending on the impact of mitigation on Pass 2 versus Pass 1 prices, the 
mitigated bids may remain mitigated or may revert back to the initial bids in the subsequent 
passes. 

Pass 2 [Pre-IFM-RMPM-AC]: Local Market Power Mitigation Pass – Run a unit commitment 
and dispatch to meet forecast load, monitoring all constraints, based on the Pass 1 schedules.  
Reliability must-run (RMR) generation is ava ilable for dispatch.  

Pass 3A: Market Schedule Pass – Internal generation and import supply is committed and 
dispatched to meet bid load, internal and export demand.  RMR cost based bids for RMR 
dispatch levels from Pass 2, market and mitigated bids for other units as determined in Pass 1B 
or 2.  Pass 3A determines the day-ahead market schedules.  

Pass 3B: Market Pricing Pass – Final DAM Pricing Dispatch based on the Pass 3A unit 
commitment, mitigated bids and submitted demand schedules and bids.  Some offer prices used 
in Pass 3A may not be eligible to set prices in Pass 3B.  Pass 3B determines the DAM prices that 
are used for day-ahead settlements.  

Pass 4:  RUC Pass – Unit commitment and dispatch to meet forecast load, taking into account 
the day-ahead import and export schedules, minimizing the commitment cost (along with any 
RUC availability payments, where relevant) of adding capacity not committed in Pass 3A.  Pass 
4 determines the unit commitment, but does not determine prices or financial schedules (other 
than prices for RUC availability payments). 
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 The proposed MRTU day-ahead market structure is workable and generally consistent 
with the structures used by PJM and New York.  It has two features that deserve comment.  First, 
an important feature of the structure of the proposed DAM is that after bids are mitigated in 
Passes 1 and 2, Pass 3 will recommit the market from the beginning based on the mitigated bids.  
This is an important difference between the Cal ISO market design and that employed in PJM 
that we believe is appropriate for the California market.3  Second, the proposed MRTU market 
design will, like PJM, determine DAM schedules and market prices prior to commitment of RUC 
units.  This differs from the approach in New York in which DAM schedules and market prices 
are determined after the commitment of RUC units.  Both approaches have been shown to be 
workable and have advantages and disadvantages.  An important advantage of the PJM approach 
is that if the ISO’s load forecast is correct, the operation of the units added in the RUC pass will 
often be profitable at real-time prices so their commitment should give rise to relatively little 
uplift.4  A potential disadvantage of the PJM approach, however, is that it may inflate ancillary 
services costs if ancillary services are scheduled in the DAM prior to the RUC commitment.5  
This issue is discussed in Section VI below. 

 The scheduling and pricing passes (3A and 3B) of the day-ahead market will minimize 
the as bid cost of meeting load based on a full network model, taking account of as bid energy 
costs, start-up costs, minimum-load costs, and ancillary services capacity charges.6  The MRTU 
day-ahead market will simultaneously schedule energy, ancillary services and manage 
congestion. 7  There will be no distinction between inter and intra zonal congestion. 8 As clarified 
by the Cal ISO the DAM unit commitment will use all resources, regardless of which units are 
committed or dispatched in the market power mitigation passes. This is an important feature as 

                                                 
3  The proposed approach is also consistent with the structure of the NYISO DAM, which also recommits 

generation following the market power mitigation passes. 
4  The DAM financial schedules would not include the minimum-load block of units committed in the RUC pass, 

so real-time supply at the DAM price would exceed the supply cleared in the day-ahead market.  If the ISO’s 
load forecast were accurate, however, real-time load would also exceed the supply cleared in the day-ahead 
market and the operation of the units committed in the RUC would generally be economic at real-time prices, as 
real-time prices should be higher than the prices in the day-ahead market.  If real-time load were lower than the 
load forecast used for the RUC commitment or if additional low cost imports were to become available in real-
time, there would be an increased potential for the RUC commitment to give rise to uplift costs on units 
committed in the RUC.   

5  PJM avoids this outcome by not determining ancillary service prices in the day-ahead market.  The NYISO 
avoids this outcome by clearing the DAM and scheduling ancillary services after committing units to meet 
forecast load and local reliability (the NYISO equivalent of the RUC commitment). 

6  See CMD # 6, 32.  The CMD originally provided that “The only resources considered for commitment in the 
DAM will be those committed in the pre-IFM-RMPM runs” (Passes 1 and 2 in the terminology adopted for this 
discussion). See CMD # 60.  We understand that due to other changes in the DAM, the Cal ISO has dropped 
this restriction. Such a restriction could lead to peculiar outcomes.  If it is not economic in Pass 3 to commit 
some units that were committed based on forecast load in Pass 2 and lower cost units are not permitted to be 
considered, DAM prices could be artificially high in some hours.  This potential is clearest if gas turbines not 
dispatched in the pre-IFM RMPM runs are not permitted to be available for the DAM dispatch in pass 3.  Gas 
turbine offer prices  should cap prices in the DAM, but if they cannot be committed because they were not 
dispatched in the pre-IFM-RMPM, much higher bid curve portions on units committed could clear, while other 
units committed in Pass 2 would not be committed because they are uneconomic given bid load.   

7  CMD # 6. 
8  CMD # 17. 
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restricting the resources available in the scheduling and pricing passes (3A and 3B) can lead to 
unanticipated and undesirable outcomes that raise the cost of meeting load, regardless of whether 
Pass 2 is based on bid or forecast load.  The commitment and dispatch of RMR units will be 
integrated into the DAM and security-constrained unit commitment (SCUC).9 This is appropriate 
and should improve market performance. 

 Under the MRTU, energy bids in the day-ahead market for internal resources will include 
start-up cost, minimum-load cost and incremental energy curve and capacity bids for ancillary 
services.10 The incremental bid curve for energy is a staircase function with up to 20 segments.11 
The unit commitment will take account of unit ramp rates, minimum run times and minimum 
down times.12  These constraints must be the actual physical constraints of the unit.13  Units may 
submit up to 10 ramp rates over the operating range of the resource for use in DAM and in real-
time.  Ramp rates will be fixed for the day and can only be changed when there is a change in the 
ramping capability of the unit.14 Loads can submit price sensitive bids in the DAM reflecting 
their willingness to reduce consumption or their willingness to buy power at real-time prices.15 

 If the DAM commits a resource that was not self-committed, the resource is eligible for 
recovery of start-up and minimum-load costs, for the hours the unit would have been off- line 
based on its self-schedule.16  

 The CMD originally proposed that unit commitment would use a multi-day time horizon 
in order to take account of units with start-up times that are longer than one day. 17 The MRTU 
unit commitment process will now optimize over the operating day.  Units with start-up times 
too long to be accounted for in the time frame of the day-ahead market will need to self-schedule 
the start-up and minimum-load blocks of these units in the DAM. Generators can generally 
internalize these multi-day commitment issues.  There is, however, some interaction with the 
mitigation procedures for start-up costs, which is discussed in Section VII.B. An off- line process 
will be used to commit long-start-up time units when they are needed for reliability purposes 
over a multi-day time frame.  This general approach to the commitment of units with long start-
up times is reasonable and could be workable.  However, the details should be reviewed as they 
are developed.  

 The closing time for the DAM will continue to be 10:00 a.m. The Cal ISO will produce a 
final DAM schedule before performing RUC.  The Cal ISO will publish DAM schedules at end 
of RUC, in combination with RUC schedules around 1:00 p.m. 18 This appears to be a remarkably 
aggressive schedule given that there are three complete SCUC Passes and several additional 
                                                 
9  CMD # 75, 146. 
10  CMD # 18, 25. 
11  CMD # 24. 
12  CMD # 57, 60. 
13  CMD # 105. 
14  CMD # 57. 
15  CMD # 127. 
16  CMD # 61. 
17  CMD # 60. 
18  CMD # 73, 74. 
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partial passes or dispatches to be completed in this three-hour interval, while presumably also 
allowing time for posting and a margin for resolving problems.  The Cal ISO should leave the 
flexibility for longer processing period if operational tests indicate that this schedule cannot be 
maintained. 

B. Pricing 

1. Nodal Prices 

The MRTU day-ahead market will calculate LMP prices at the nodal level. 19 Nodal prices will 
have three components, energy, transmission and losses.20  Supply resources, generation and 
real-time dispatched demand reduction, will be settled at nodal prices.21  Real- time demand 
reduction will buy power at zonal/LAP prices in the DAM, while exports will buy power at the 
nodal (scheduling point) price.  Entities that can operate either as loads or generators 
(cogeneration and pumped storage hydro) will be treated as generators and schedule and settle at 
the appropriate nodal price in both the DAM and real time. 

 If there is insufficient supply to serve load in a constrained area, the pricing rules will set 
the market clearing price equal to the Damage Control Bid Cap.22 Appropriate scarcity pricing is 
important to providing efficient incentives but it is important to be very careful in defining 
insufficient supply. It is not clear whether it is intended that the energy price would rise to the 
Damage Control Bid Cap only in the event that the “insufficient supply” is so extreme that the 
Cal ISO undertakes involuntary load shedding to maintain system stability or would rise to the 
Damage Control Bid Cap if the Cal ISO is unable to meet its reserve targets within that 
constrained region but is not required to shed load.  Setting the energy and reserve price to the 
Damage Control Bid Cap only in the event of load shedding is not constructive from a resource 
adequacy perspective as the value of the lost load would likely greatly exceed $250/MWh.  
Conversely, if it is intended to set prices to the Damage Control Bid Cap in circumstances in 
which the Cal ISO is unable to meet its reserve targets within the constrained region but both 
avoids load shedding and violations of WECC reliability criteria, consideration should perhaps 
be given to whether the price should rise directly to the Damage Control Bid Cap in this 
circumstance, or whether different degrees of shortage entail varying reserve values that might 
be better expressed in a reserve demand curve such as that which the NYISO applies to its 30-
minute reserves. 

                                                 
19  CMD # 6. 
20  See CMD #14. The CMD does not appear to contain a definition of the LMP price, either in verbal terms, “the 

least costly means of obtaining energy to serve the next increment of load at each bus,” or in terms of an 
equation reflecting shift factors, constraint shadow prices and reference prices, but we understand that the 
standard definition of the calculation of nodal LMP prices is intended.   

21  CMD # 123. 
22  See Sept ISO, p. 79.  
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2. Losses 

Under the MRTU, the cost of losses will be incorporated in the LMP prices, using a SCUC that 
models losses like NYISO.23 This marginal loss pricing was approved by FERC.  The loss 
residual will be credited to the congestion revenue right (CRR) balancing account. The loss 
residual will therefore help assure revenue adequacy for CRR settlements with any excess 
revenues being credited to the Participating Transmission Owners (PTOs), and eventually back 
to loads through reduced transmission access charges, using the same mechanism that would be 
applicable to congestion surpluses in the CRR balancing account.24 

The Cal ISO has stated that allocating residual transaction by transaction is more accurate 
but complex. 25  However, the loss residual arises from the difference in average and marginal 
effects and is not driven by separable individual effects.  Thus it is not made more accurate by 
focusing on individual transactions.  Further, such a rule would create inefficient scheduling 
incentives.  It is essential to avoid having such methods which conflate average and marginal 
effects imposed on the Cal ISO.  Adding any loss residual to the CRR balancing account as a 
workable method of allocating these residual revenues has been approved by FERC.26 

 This is a reasonable method for allocating the residual.  The critical consideration is to 
avoiding tying any credits for the loss residual to criteria that can be impacted by market 
participant actions so that the credit does not distort incentives.  It is particularly important not to 
tie the credit to market participant schedules.  The other issue is fairness, and under the MRTU 
surpluses in the CRR account will flow back to all loads, albeit indirectly through reduced access 
charges.  If the loss residual is utilized to subsidize the award of a material amount of infeasible 
CRRs that are awarded to particular load serving entities, however, this could result in material 
cost shifts among transmission customers. 

 Market participants will not be able to explicitly self-provide losses under the MRTU, but 
can schedule generation in excess of load in order to, in effect, provide losses in kind.27  Thus, 
there is no need to attempt to reconcile the irreconcilable difference between average and 
marginal losses.  This is a reasonable approach that avoids creating artificial scheduling 
incentives that could distort the market and raise the cost of meeting load. 

 FERC directed the Cal ISO to explain how the allocation method for the loss residual will 
apply to entities that self-provide losses.28 FERC again asked Cal ISO to explain how allocation 
method will apply to entities that self-provide losses in the June order.29 It appears that FERC 
does not understand that the loss residual will simply be credited to the CRR balancing account.  
This ought to be clarified prior to the tariff filing. 

                                                 
23  CMD # 71. 
24  See May ISO, p. 5, 70-76; Oct FERC ¶ 77; June FERC ¶ 142, 143.     
25  May ISO, p. 73. 
26  Oct FERC ¶ 78; Sept FERC ¶66; June FERC ¶ 144-146. 
27  CMD # 72. 
28  Oct FERC ¶ 78. 
29  June FERC ¶ 148. 
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 FERC encouraged the State of California to provide other rules for pricing and loss 
charges for wind generation. 30 These kinds of rules need to be carefully reviewed because they 
can lead to a revenue shortfall problem for the Cal ISO. Depending on the rules adopted, wind 
generators could have an incentive to submit financial schedules to the most distant load in the 
Cal ISO control area in order to maximize loss rebates. FERC is correct that since the output of 
such resources is not dispatchable, this will not distort short-run dispatch decisions. It could, 
nevertheless, be more costly than intended to consumers. 

3. Constrained Output Generators 

FERC directed the Cal ISO to develop a mechanism for constrained output generators (COG) to 
set LMP prices.31 Under the MRTU, constrained output generators (gas turbines (GTs) able to 
operate only at full output) can set prices in DAM if they are needed to meet load.32 Constrained 
output generators will be paid the day-ahead price for their schedule in the dispatch pass (Pass 
IIIA), and paid the real-time price for their real-time output in excess of their DAM schedule.33 
The proposed COG pricing was approved by FERC.34  

 This approach to pricing is workable and consistent with COG/fixed-block pricing in 
Eastern ISOs.  COG pricing will, at times, result in higher prices than would otherwise be the 
case, but prices will better reflect the actual cost of serving incremental load, uplift will be 
reduced, and bidding incentives will be improved. Among other effects, COG pricing helps 
ensure that if GTs are scheduled in the DAM to support exports, the price paid by the export 
buyer will be sufficient to cover the costs of the GTs and will not give rise to uplift.35  
Implementation of this kind of COG pricing in the DAM is relatively straightforward by treating 
the units as unconstrained in the DAM pricing pass.  The proposed scheduling rule will satisfy 
the revenue adequacy theorem applied to day-ahead and real-time schedules.36 

                                                 
30  June FERC ¶ 153. 
31  Oct FERC ¶ 89. 
32  See May ISO, pp. 3-4, 58-61, Att A III.1, 2. It is stated in the September Answer (p. 61) that the NYISO’s 

DAM pricing treats the minimum-load energy of generation committed in the RUC as flexible and able to be 
dispatched below minimum operating point.  This is incorrect. The minimum-load blocks of generation 
committed in the NYISO RUC are treated as fixed blocks.  It is gas turbines scheduled in the bid load pass that 
are treated as flexible/dispatchable in calculating prices.  

33  May ISO, pp. 58-61, Att A III.3. 
34  June FERC ¶ 121. 
35  Under the MRTU, however, the use of bid-week gas prices to commit generation in the DAM does give rise to 

the possibility that gas -fired generation may at times be uneconomically committed to support exports, with 
much of the resulting uplift borne by Cal ISO load. 

36  In the Midwest some transmission owners have quick starting gas turbines that have a minimum-load block and 
also a dispatchable range above the minimum-load block.  We do not know if there are units with these 
characteristics located in the California ISO control area.  If such units are present, restrictions would likely 
need to imposed on the relationship between the offer price for the minimum-load block and the dispatchable 
range or other adjustments made in the COG pricing system to better accommodate such units. 
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 Like other units, COG units will be eligible for a bid production cost guarantee in the 
event they are dispatched but operate unprofitably.37 

4. Zonal/LAP Pricing 

Loads will buy power at load aggregation zone prices that are averages of the nodal prices over 
the service territories of the three investor-owned utilities (IOUs).38 Except for load served by 
unconverted existing transmission contracts (ETCs), there will be three load aggregation zones 
for the purpose of load scheduling, bidding, and settlement, defined as the transmission service 
areas of the three California IOUs. “Virtually all loads within the ISO control area tha t are not 
served under ETCs will be scheduled, bid and settled at the level of the load aggregation zone in 
which they are located.” This would include municipal utility and direct access load as well as 
load receiving retail service from the IOUs distribution utility. 39 This load aggregation pricing 
was approved by FERC.40  

 The ISO will assign load distribution factors (LDFs) to individual nodes within the load 
aggregation zones for running the DAM and establishing the final schedules.41 The LDFs will 
vary by time period, e.g., business day, Saturday, and Sunday holiday and for different hours 
within the day (peak, non-peak, etc.).  LDFs will be established and revised based on the ISO’s 
state estimator.42  

 The exceptions to Zonal/LAP pricing for load in the day-ahead market are: 1) loads 
served under non-converted ETCs will be excluded from the load aggregation pricing system.  
These loads will schedule and settle at locations appropriate to their specific ETC rights.43 2) 
Entities that can operate either as loads or generators (cogeneration and pumped storage hydro) 
will be treated as generators and schedule and settle at the appropriate nodal price.44  

                                                 
37  CMD # 61, 106, 116. 
38  CMD # 15, 84, 123. 
39  See CMD # 64. The Cal ISO notes in several documents, for example its Sept 2003 Comments at p. 54, that this 

is consistent with Eastern ISOs.  This is not accurate in the case of New York.  There are multiple zones within 
the service territories of Con Ed, NYSEG and NIMO.  For example Con Ed’s service territory spans zones H, I 
and J.  Both NYSEG and NIMO have load in many of the other zones.   

40  Oct FERC ¶65. 
41  "[T]he ISO will assign appropriate weights to each aggregation for the purpose of calculating aggregate prices 

as the weighted average of the nodal prices comprising each aggregation.” CMD # 62.  These weights will 
presumably be consistent with the amount of load clearing at each node in the nodal clearing process. See also 
CMD # 62. 

42  CMD # 63. 
43  The power delivered under ETCs will not be purchased in the spot market and will not pay congestion, so the 

price is irrelevant for these loads.  This load will therefore not be included in the load weights used to calculate 
the zonal/LAP price. Entities holding ETCs can, however, choose to meet their load by purchasing power from 
the spot market, rather than using their ETCs.  We anticipate that they would do so in circumstances in which 
the LMP price for the LAP in which they are located is lower than the LMP price at the generation used to serve 
their load, as their schedules would generate counterflow payments in these circumstances.  This is discussed in 
general below. 

44  CMD # 124. 
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 The proposed LAP pricing has five features that are potentially problematic.  These 
features are:  (1) the nodal clearing of zonal bids; (2) reaggregation of nodal schedules into 
infeasible zonal schedules; (3) changes in nodal load weights between the DAM and real-time; 
(4) payments for zonal counterflow by vertically integrated LSEs; and (5) the LAP settlement  
rules for demand response. The nodal clearing of zonal load bids, the implied reaggregation of 
nodal schedules into infeasible zonal schedules, and the demand response pricing based on LAP 
pricing have consequences that need to addressed prior to MRTU implementation.  In the 
discussion below we describe alternatives for correcting these features while retaining the LAP 
pricing system.  The effects of changes in nodal load weights and payments for financial 
counterflow do not give rise to critical problems that need to be addressed prior to MRTU 
implementation but it is necessary that market participants understand these consequences which 
are intrinsic to a LAP pricing system and may impact choices regarding the degree of load 
aggregation.  Each of these topics is discussed in greater detail below.  

  An important element of the MRTU design is the proposed clearing process for 
zonal/LAP load bids in the DAM.  The apparent motivation for the proposed zonal/LAP bidding 
and nodal clearing mechanism springs from a perception that the proposed LAP zones are large 
and heterogeneous.  Hence, the averaging of prices across the LAP eliminates significant price 
differences at individual nodes.  This is a fundamental problem that preserves one of the 
principal defects of the previous market design that the MRTU was intended to eliminate. 

Although scheduling coordinators will submit load schedules and bids at the level of the 
default aggregations, the DAM will perform congestion management and energy trading at the 
nodal level. Prior to running the DAM, load schedules and bids will be disaggregated to the 
nodal level using load distribution factors that are derived from the ISO’s real-time state 
estimator. The DAM will then make adjustments to generation and load at the nodal level to 
clear congestion and execute energy trades.45 It is proposed that zonal/LAP load bids will be 
evaluated and scheduled in the unit commitment and dispatch based on the zonal bid applied to 
the nodal prices for each node within the LAP. 

 It is essential to recognize that this is not the manner in which NYISO, PJM or ISO-NE 
clear zonal load bids.  In the Eastern LMP markets, zonal load bids are cleared in the DAM 
against the zonal price.  Thus, in New York if a LSE bids to buy 100 MW of power at any price 
less than $45/MW, it will buy 100 MW if the average zonal price is less than $45/MW and buy 
no power if the average zonal price exceeds $45/MW.  This will not be the case under the 
methodology described in the CMD, where load would be cleared node by node at nodal prices, 
rather than being cleared based on the average nodal price reflected in the LAP price.  The 
approach described in the CMD has some unattractive features.  First, zonal bids that are less 
than the zonal price may not entirely clear in the DAM if some nodal prices exceed the zonal 
average price.  Second, zonal bids may partially clear in the DAM even though the zonal price 
exceeds the bid (because some of the individual nodal prices would be less than the average 
zonal price).  We understand that the Cal ISO would address this second situation by charging 

                                                 
45  See CMD # 125.  Similarly, the CMD stated that “The IFM will adjust schedules at the nodal level for clearing 

the energy market and managing congestion and to determine nodal prices.” CMD # 62. 
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the buyer its bid rather than the zonal price (making up the difference between the Zonal/LAP 
price and its bid through an uplift payment).46  

 These features of the zonal/LAP clearing process mean that if there is congestion within a 
load zone/LAP, LSEs will not be able to use their bids in the DAM to efficiently limit the price 
they pay for power.  If an LSE submits zonal load bids reflecting the expected average zonal 
price, its bids will only partially clear in the DAM because the nodal prices in the high priced 
portion of the zone will exceed the bid.  This will leave the LSE exposed to real-time prices on 
the load that does not clear in the DAM.  Alternatively, if an LSE submits zonal bids reflecting 
the expected price level in the high priced portion of the zone, the LSEs’ bids may clear when 
the zonal price in the DAM exceeds the expected real- time zonal price and thus the cost of 
meeting load would be too high.  

 These inconsistencies in the DAM outcomes could be readily addressed within the 
constraints of a zonal/LAP load bid system by clearing the LAP bids against the LAP price, as do 
the other ISO coordinated markets, rather than clearing the zonal bids against the individual 
nodal prices within the zone.  This approach would embody in the clearing rules the same 
assumption as in the bids; namely, that the zonal aggregate demand is allocated proportionally 
across the individual nodes.  There would still be a potential loss of efficiency compared to a full 
nodal system, but the bids would be consistent with the DAM dispatch.  Absent actual nodal load 
bids, it is not apparent that clearing the demand bids at the nodal level serves any purpose.  

 A zonal bidding system is less efficient that a fully nodal bidding system.  However, 
within the context of a zonal bidding system, a concern has been expressed that clearing zonal 
load bids against a zonal LMP price would not clear the market efficiently compared to other 
clearing mechanisms for zonal bids.  The apparent hope is that the efficiency of the nodal system 
might be achieved through a system which relies on zonal bids.  The MRTU design does not 
accomplish that probably impossible task.  

 To address these issues, first it is important in this context to understand that while there 
is potential inefficiency in a zonal bidding system if other market participants have better 
information than the ISO regarding the nodal distribution of real- time load, the inefficiency does 
not arise from the zonal clearing.  Appendix II illustrates the impact of ISO errors in forecasting 
the real- time nodal load distribution and it is seen that these errors can cause the ISO to run 
surpluses or incur deficits in its real-time settlements.  If the ISO errors are centered around the 
true value and no other market participant has superior forecasts, the surpluses and deficits 
would roughly cancel out.  There would nevertheless be a real resource cost of these errors 
because on some days too much generation will be committed and load could have been met at 
lower cost using fewer units.  Conversely, on other days not enough generation will have been 
committed and too much load will be met with quick start units in real-time.  These resource 
costs are simply the inevitable result of imperfect load forecasting. 

                                                 
46  We understand that it is intended that the DAM LAP price would be calculated based on load weights 

determined by the quantities cleared at each node in the DAM rather than by the load weights used to 
disaggregate the zonal bids to the nodes.  This understanding is reflected in the discussion and examples of LAP 
pricing in the appendices but is not fundamental to the conclusions. 
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 The issue regarding zonal clearing of zonal load bids is different.  If a price capped load 
bid does not clear because the load bid is lower than the zonal price, that means that it would cost 
more than the load bid to serve that load given the expected distribution of loads within the LAP.  
Partially clearing the price capped zonal load bid as if it cleared throughout the zone/LAP when 
it only clears at some low-priced nodes in the zone/LAP does not improve market efficiency.  
Such a clearing mechanism is simply clearing zonal/LAP load bids at a price lower than the cost 
of meeting that load.  As illustrated in the examples in Appendix I, the result of that clearing 
mechanism would be to create real- time uplift, because the zonal/LAP load bids that would be 
cleared in this way in the DAM could not actually be supplied in real-time at the zonal/LAP 
price. 

 Another alternative for addressing this problem would be to require that all price capped 
load bids be submitted and cleared on a nodal basis and that only price taking self-scheduled load 
could be submitted on a zonal basis.  With LDFs that accurately reflect the distribution implicit 
in the schedules, this would effectively mean moving to the equivalent of a nodal pricing system 
for load, although it might appear to be a zonal system to the self-scheduled load.  Another 
alternative would be to accept nodal bids for loads but settle them at a zonal price.  This would 
lead to a requirement for constrained-on and constrained-off payments.  In effect all load would 
be treated like the demand side bids discussed below, rather than just “price capped” load bids 
and would present the same challenges in setting the base line allowed load bid as for the 
proposed demand side bidding.  

 A second problematic feature of the zonal/LAP pricing system is that the CMD provides 
that subsequent to the clearing of zonal load bids against nodal prices, the nodal load schedules 
clearing in the DAM will be reaggregated to create final load schedules for each scheduling 
coordinator at the default aggregation level, which will be settled at aggregate prices that are 
load-weighted averages of the constituent nodal prices.47 This means that although zonal load 
bids would be cleared against nodal prices based on disaggregated nodal load representations, 
any portion of the zonal load that clears in the DAM at any node will be treated for settlements 
as if it cleared for the zone as a whole.  This feature is one of the eight major implementation 
issues we have identified with the MRTU market design and is the most serious of these 
problems. 

 This manner of reaggregating nodally cleared load bids into zonal schedules will at best 
produce revenue inadequacy in the Cal ISO’s real-time settlement s because DAM schedules will 
be infeasible.  Worse, this system would provide incentives for inefficient bidding behavior even 
in the absence of any market power. The incentives would be to exploit the inconsistency 
between the DAM schedules and settlements to potentially magnify the revenue inadequacy of 
the Cal ISO’s real-time settlements, with potentially large uplift costs falling on LSEs that do not 
engage in these problematic bidding strategies.  Moreover, it does not appear that it would be 
feasible to impose rules that would discourage such inefficient bidding incentives without 
seriously undermining the ability of LSEs to manage their exposure to high prices in the day-
ahead and real-time markets. 

                                                 
47  CMD # 125. 
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 The revenue inadequacy arises because zonal load bids would in effect be cleared in the 
DAM using one set of nodal load weights and then settled in real- time using a different set of 
load nodal weights.  Hence, the day-ahead market could be cleared as if all the load were in the 
unconstrained portion of the zone, and then settled in real- time as if a portion of the load cleared 
in the DAM were in the high priced constrained portion of the zone.  Since generation would 
have been scheduled in Pass 3 of the DAM based on the nodal load weights used to clear the  
DAM bids, insufficient generation would be scheduled in the DAM to meet the load scheduled in 
the constrained portion of the zone. In essence, the DAM schedules would be infeasible because 
generation would have been scheduled to meet load based on the load distribution within the 
zone determined by the nodally cleared zonal bids, and then this load would be moved into the 
constrained portion of the LAP in the reaggregation process but the generation needed to meet 
this load would not have been scheduled.  In real-time, the ISO would need to back down 
generation able to serve load at the nodes cleared in the DAM and dispatch up higher cost 
generation able to serve load at the high cost nodes where zonal load bids did not clear in the 
DAM.  This buying back of low priced generation and purchase of high priced generation would 
create real-time uplift costs that would be borne by consumers. 

 To illustrate, suppose that there are two locations, A and B, in the same zone but with no 
transmission between them (to simplify the point).  Load is price-sensitive ex ante (i.e., in the 
DAM) but fixed in real time.  The demand curves of the LSEs serving the two locations are 
identical, with 100 MW at $60, 200 MW at $40, and 300 MW at $20.  LSEs submit these two 
demand curves in the DAM as the load zone bids, which would be aggregated into a zonal 
demand for 200 MW at $60, 400 MW at $40 and 600 MW at $20.  It is further assumed that 
there are unlimited $20 generators at A, and unlimited $60 generators at B.  The LDFs for the  
regions are 50 percent. 

 Under the nodal clearing process the aggregate zonal demand would be allocated to the 
nodes based upon the LDFs for the regions.  The demand for region A would clear 300 MW at 
$20, while the demand for region B would only clear 100 MW at $60.  Hence, the nodal clearing 
price at A becomes $20 with load 300 MW, and $60 at B with load 100 MW.  The load 
quantities also determine the generation schedules in the DAM.  The DAM zonal price would be 
the weighted average load price, (300 MW * 20 + 100 MW * 60)/400 MW, or $30/MW.  Under 
the nodal load reaggregation it would be assumed that 50 percent of the 400 MW of load was 
cleared in each region, so 200 MW would be scheduled at A and 200 MW of load at B, but 300 
MW of generation would have been scheduled at A and only 100 MW at B.  In real-time, the 
ISO would have to purchase 100 additional megawatts at bus B at $60, and sell back 100 MW of 
generation at A at a price of $20 to cover the DAM schedules.  Hence the ISO would be revenue 
inadequate in real time. The problem would be more complicated with transmission included, 
increasing bids on the supply curves and asymmetric distributions of demand. 

 Thus, even if LSEs passively bid their expected real-time load into the DAM at the 
expected real-time zonal price and real-time load and prices were exactly equal to that expected 
by the LSE, the Cal ISO would be revenue inadequate in real- time if there was congestion, 
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because not enough generation would have been scheduled in the DAM to meet load within 
constrained regions.48 

Figure 1 
INFEASIBLE SCHEDULES WITH NODAL CLEARING 
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 This revenue inadequacy would reflect the fact that the schedules used for DAM 
settlements would be infeasible because the generation scheduled in Pass 3 to meet load at the 
low-priced nodes could not be dispatched to meet load distributed across the LAP based on the 
DAM settlement load weights if load bids were cleared nodally and then reaggregated.49  This 
infeasibility is illustrated in Figure 1 (developed in Appendix I, Section C), in which the flows 
implicit in the DAM schedules produced by the MRTU LAP clearing and settlement rules 
exceed the limits on C-B and B-D. 

 This infeasibility of the DAM schedules would further exacerbate uplift costs because 
some of the infeasible DAM schedules would be attributable to generation in generation pockets 
with DAM schedules to meet inflated load within the pocket.  Thus, if region C were a 
generation pocket with a single supplier, the C-B DAM schedules would be infeasible in real-
time and the Cal ISO would have to accept DEC bids within the generation pocket.  The load 
would be shifted out of the pocket in the settlement system and the generation would have to be 

                                                 
48  This potential is illustrated in Appendix I, Section B. 
49  This is also illustrated in Appendix I, Section C. 
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dispatched down in real-time because there would be insufficient physical load within the pocket 
in real- time.  The offer prices of the DAM schedules would automatically be reduced to 
-$30/MW in real-time and a single supplier within the generation pocket would not have to 
worry about lower cost redispatch being offered.  The ISO would have to buy back the infeasible 
schedules at a high cost, just as under the zonal system today.  Moreover, this outcome could not 
be addressed by conduct rules as the infeasible schedules are the result of LSEs bidding in their 
actual load and the MRTU rules would automatically reduce the DAM offer prices to 
-$30/MWh.  These LAP settlement rules undermine one of the fundamental purposes of LMP 
implementation, the elimination of infeasible DAM schedules that can be exploited with low 
real-time offer prices, sometimes referred to as the “INC-DEC game.” 

 The infeasibility of the Pass 3 DAM schedules would be identified in the RUC which 
would model forecast load at its expected nodal location so sufficient generation would be 
committed in the high priced regions to meet forecast load, but too much generation would have 
been scheduled in Pass 3 to meet load in the low priced region.  Moreover, since LSEs could bid 
so as to cover their entire load in the DAM as described above, there would not necessarily be 
any real-time load imbalances to be assigned the RUC uplift costs.  In fact, very little of the 
uplift costs would be attributable to the RUC commitment.  The units committed in the high 
priced regions to meet forecast load would likely not incur large losses at real-time prices if the 
Cal ISO’s load forecast were accurate, the uplift costs would be in the day-ahead market due to 
the infeasible schedules and allocated to all loads. 

 This revenue inadequacy could be exacerbated if LSEs were to bid to take advantage of 
the reaggregation of infeasible DAM schedules in submitting their zonal load bids.  This would 
entail bidding the amount of the LSE’s zonal load that is hedged with CRRs from low cost 
generation into the DAM at very high prices to ensure that it clears in the DAM.  The LSE would 
then submit additional price capped load bids in the DAM capped at levels reflecting the 
expected price in the low priced portion of the zone, in an amount that exceeds the LSEs 
expected real-time load.  The amount of price capped load bid into the DAM by the LSEs could 
be determined based on the expected nodal load weights such that when the zonal load bid was 
cleared nodally, the amount of load that cleared at the nodal price in the low priced region would 
be sufficient to cover the entire portion of the LSEs zonal load that was not hedged with FTRs 
from low price sources.  This kind of bidding could produce very large revenue inadequacy in 
the Cal ISO’s real- time settlements.50  While the Cal ISO and FERC could attempt to deter such 
conduct by forbidding LSEs from bidding more than their expected load into the DAM, conduct 
rules of this sort could also prevent LSEs with better information than the Cal ISO from 
appropriately hedging themselves in the DAM. 

 The arbitrage by market participants could go further.  LSEs could submit price capped 
load bids designed to clear bids in the DAM in excess of the LSEs real-time load, with the price 
capped bid structured to ensure that the load bids cleared only in the low priced nodes of the 
LAP.  This excess load would then be sold back in real-time at the real-time LAP price, which 
would reflect actual congestion patterns and generation costs, giving rise to further uplift costs.51 

                                                 
50  This potential is also illustrated in Appendix I, Section C. 
51  This kind of outcome is also illustrated in Appendix I, Section D. 
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 Arbitrage by market participants could proceed until the LAP DAM price rose to the 
level of the expected real-time LAP price, eliminating arbitrage profits.  Under the nodal clearing 
mechanism for zonal LAP bids, however, the DAM nodal generation prices and schedules 
produced by this arbitrage would likely be very different from the nodal prices and schedules 
expected in real-time.  The result of such “perfect” arbitrage is illustrated in Appendix I, Section 
E, and discussed further in Sections II.D and IX.A. 

 These features of the proposed load zone pricing system are a critical problem that must 
be addressed before the MRTU market is implemented, but this problem can be readily solved.  
There are basically two ways to address the problem, both of which have been applied elsewhere 
and could be readily applied to Cal ISO markets.  One approach would be to keep the proposed 
zonal/LAP pricing but to clear the zonal bids zonally based on zonal prices and ISO load 
weights.  The other approach would be to further disaggregate the LAP either into smaller load 
zones or all the way to the node.52  Under either approach, it would be essential that bids would 
be cleared, and settled, on a basis consistent with the level of aggregation at which the bid is 
defined. 

 As explained above, the zonal clearing of zonal bids need not lead to any inefficiency, 
other than that inherent in zonal aggregation, but highly aggregated load zones can expose the 
ISO to arbitrage and may reduce the effectiveness of virtual load bidding as discussed below. 

 A third potentially problematic feature of the zonal/LAP load pricing system is the 
proposed change in nodal load weights between DAM and real-time.53  The potential problem 
can be best understood by assuming that the problems with zonal/LAP pricing discussed above 
were addressed by clearing zonal load bids zonally against the zonal price, which would 
eliminate both the nodal clearing process and the need for reaggregation.  In addition, we assume 
for the purpose of this discussion that there is no demand response in real-time so real-time load 
does not depend on prices.54  Under the proposed market design, the ISO would determine the 
nodal load weights used to calculate the zonal price and clear the market in the DAM.  In real-
time, the zonal price would be calculated based on the estimated real-time nodal load weights, 
which could be different from those anticipated by the ISO for the DAM.  Importantly, an LSE 
that purchased 1,000 MW of power at the load zone price in the DAM would be perfectly hedged 
for 1,000 MW of consumption within the zone in real-time regardless of differences between the 
nodal distribution of load in real- time and that assumed in the DAM. 

                                                 
52  We understand that there is a concern that the establishment of multiple load zones within the service territory 

of a single distribution company could give rise to inefficient incentives, particularly in a direct access (i.e., 
retail competition) environment. 

  The issue has arisen in other states which have shown that it can be addressed without the need for LAP 
zones that are coincident with service territories.  As noted above, the service territory of Consolidated Edison 
of New York encompasses load Zones H, I and J and wholesale market prices are materially higher in Zone J 
than in the other zones.  The New York PSC and ConEd have used a combination of a market supply charge 
and a monthly adjustment clause to maintain balanced retail access incentives despite ConEd-wide retail rates.  
The CPUC, the impacted utilities, and the Cal ISO may, therefore, find it helpful to examine the approaches 
taken in eastern states before concluding that the LAP approach is necessary. 

53  A related issue regarding CRR weights is discussed in Section VIII. 
54  We discuss the implications of relaxing this assumption below. 
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 Under this settlement rule, any financial consequences of errors in the ISO’s day-ahead 
assessment of nodal load weights will be included in real-time uplift and borne by all loads.  The 
ISOs nodal load forecast cannot possibly always be right, but if it is not systematically high or 
low, the various errors would average out over time, sometimes resulting in real- time surpluses 
(when too much expensive generation was scheduled in the DAM)55 and sometimes in real- time 
deficits (when too little expensive generation was scheduled in the DAM).  

 This is basically the same settlement rule used by the Eastern ISOs.  It places the burden 
of estimating the nodal distribution of load on the ISO, simplifying the bidding process for LSEs.  
The critical premise of this approach is that the ISO has better information for estimating this 
nodal distribution of load than do any of the individual LSEs.  If this premise is satisfied, the 
approach is reasonable.  It is important, however, to recognize that this premise requires that the 
ISO utilize accurate forecasts of the real- time load distribution in calculating nodal load weights 
in the DAM.  If the ISO uses simplified rules that result in predictable inaccuracies between the 
DAM and real-time load weights, the premise is not satisfied. If market participants have better 
forecasts of the real-time distribution of load than that used by the ISO to calculate DAM prices, 
the ISO’s DAM prices will be subjected to arbitrage by market participants and the real-time 
settlements may be revenue inadequate on average.56 Thus, if the ISO’s nodal load weights were 
anticipated to include too little load in the high priced region of the LAP, market participants 
would anticipate that real-time load zone prices would exceed DAM load zone prices so they 
would buy extra load in the DAM which they could sell back in real-time.  When the imbalances 
were settled in real-time at the real-time nodal weights, DAM buyers would in effect be selling 
back load in the constrained down region as load in the high priced region in real-time.  The ISO, 
on the other hand, would be buying additional generation in the high priced region and buying 
back excess generation in the lowed priced region, giving rise to uplift and inflating costs for 
consumers.57 

 The magnitude of the uplift costs associated with arbitrage of predictable errors in the 
ISO’s nodal load weights is likely to be dramatically lower than the costs associated with the 
currently proposed LAP bid clearing mechanisms. Thus, this is not a critical problem requiring 
market design changes prior to implementation of the MRTU.  Instead, this issue is an area of 
concern that needs to be kept in mind as the general MRTU market design is carried forward into 
a software implementation to ensure that implementation decisions do not magnify these costs. 
The potential cost of this kind of arbitrage can also be reduced by defining load zones within 
which there is less congestion and less day-to-day variation in nodal load weights.  Both factors 
would tend to favor defining smaller load zones than the LAP zones. Moreover, it is important to 
understand that the mere reality that the Cal ISO’s forecast of nodal loads will not be perfectly 
accurate does not give rise to a market design problem.  The existence of uncertainty is an 
operational and market reality.  The potential market problem is not the possibility that the Cal 
ISO’s forecast of nodal loads will be imperfect but that some market participants will be able to 

                                                 
55  Generators in the high priced region buy back their DAM schedules at high prices and the ISO schedules 

replacement generation in the low priced region at lower prices. 
56  Market participants would not need to necessarily identify the underlying inaccuracy in nodal load weights to 

arbitrage these differences.  Market participants could arbitrage these differences merely by observing the 
circumstances giving rise to differences in DAM and real-time prices. 

57  This potential is illustrated in Appendix II. 
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develop better forecasts of real-time nodal loads than those employed in the DAM and will be 
able to use those forecasts to arbitrage the DAM as discussed above. The smaller the load zones, 
the less likely it is that such arbitrage will be a problem.  In the case of nodal pricing, the 
problem disappears because there is only one location in each “zone” with an LDF that is 
necessarily 1.0. 

 A fourth problematic feature of the zonal/LAP pricing system concerns vertically 
integrated LSEs located within the high priced regions of the LAP.  If such vertically integrated 
LSEs have generation sited to meet their load within the constrained region (one or more nodes 
with the same nodal price) in a nodal pricing system, there would be no congestion charges 
between the nodes at which the generation is located and that at which the load is located, as 
illustrated in Figure 1.  Consider the D LSE located within constrained region D in which the 
LMP price is $80.  The D LSE’s load is also located within region D, so under a nodal system, 
the LSE would schedule its generation to meet its load and incur no congestion costs. 

Figure 2 
FINANCIAL COUNTERFLOW SCHEDULES 

 

D B

A

C

$80

$45

$46.67$40

$42

LAP Price

Generation Load

 
 

 If the vertically integrated load’s LMP price is averaged into the overall LAP for the A, 
B, C and D regions and the LAP price is lower than the nodal price at the location of the LSE’s 
generation, the LSE will be paid counterflow charges for scheduling its generation to meet its 
load, although those schedules would actually have no impact on congestion. Thus, under the 
LAP pricing system, the D LSE would sell its generation in region D at $80 but buy power at 
$46.67 to meet its load in region D earning a counterflow payment of $33.33/MW, the  cost of 
which would be borne by other LSEs.  This cost shift would be avoided if the D LSE were 
assigned CRR obligations from its generation to the LAP load zone, but D LSE would not 
designate such CRRs in any voluntary process. 
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 These payments for financ ial counterflow to the LAP are related to the issue discussed in 
Section VIII regarding the impact of LAP pricing on the allocation of CRRs.  The issues are 
linked because to the extent that such vertically integrated LSEs receive counterflow payments 
for financial schedules that provide no counterflow on the real transmission system, the number 
of CRRs that can be allocated to other LSEs is reduced, raising their costs. These kinds of 
potential costs shifts could also be reduced or avoided by defining zones within which there is 
less congestion (and thus lower counterflow payments for scheduling power from generation 
located within the zone to meet the load zone load). 

 Another potential problem arising from the application of the LAP pricing system to 
vertically integrated LSEs with generation and load at the same location, is that it could in effect 
unmitigate otherwise mitigated market power.  LSE’s serving their own load with their own 
generation within transmission constrained regions generally have little or no incentive to 
attempt to exercise market power by withholding output as if they are successful in raising the 
locational price paid to their generation, they would also raise the locational price they pay to 
meet their load.  If the proposed LAP pricing were implemented and LSEs decline to accept 
counterflow CRRs from their generation to the LAP, then vertically integrated LSEs might 
acquire an incentive to exercise market power that they would lack under a nodal pricing system. 

 A fifth difficulty of the LAP pricing system is the proposed treatment of price responsive 
load.  Under the CMD proposal, long- lead time demand response could buy power at the LAP in 
the DAM up to their maximum MW of curtailment plus non-curtailable load and would sell the 
amount dispatched off at the nodal price in the DAM. This approach to demand response pricing 
has two problematic features.  First, the supply of demand response under this pricing formula 
will be profitable whenever the nodal price exceeds the average LAP price.  For consumers 
located within the constrained portion of a LAP, this may be the case for a large number of hours 
per year.  Whenever this situation is expected to prevail, load providing demand response could 
offer its full amount of certified curtailment into the DAM (at a very low curtailment price, 
ensuring that it would be curtailed) even if it had no intention of consuming that amount of 
power.  For example, a load in a constrained region could establish the reduced consumption 
from shutting a production line as certified curtailment and then bid this reduced consumption 
into the market to be dispatched at a price of $.10/MWh whenever the production line would not 
be running due to holidays, reductions in the number of shifts, maintenance or would be 
operating at less than the maximum level. 

 Loads in constrained regions at locations at which the nodal prices exceed the applicable 
LAP price therefore have an incentive to offer the difference between their actual consumption 
and their established maximum curtailment in the DAM at a load price that ensures that it is 
dispatched, whenever the nodal price is expected to exceed the LAP price.  The required 
payments for energy not consumed could be expensive for consumers if these demand response 
resources have maximum curtailment quantities that materially exceed their average 
consumption. 

 Conversely, this pricing system provides very little incentive for day-ahead demand 
response if the system is expected to be strained but there is little congestion because prices are 
relatively high throughout the LAP.  For example, instead of paying demand response the 
difference between its nodal price and the LAP price, it could be paid the difference between its 
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nodal price and a threshold price defined for that node for consumption curtailments.  Under 
such an approach there would be no payments for demand response on low load days because the 
nodal price would not exceed the threshold price.  Conversely, such a system would permit 
payments to demand response resources located in regions with prices that are high but lower 
than the LAP price. 

Figure 3 
DEMAND RESPONSE PRICING INCENTIVES 
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 Fundamentally, incenting demand response by paying it the difference between the LAP 
and the nodal price is unrelated to the value of the demand response.  This pricing will not result 
in efficient demand response.  Suppose the DAM price was $250 throughout the LAP as 
portrayed in the right panel in Figure 3, would demand response have no value, simply because 
the LAP and nodal prices were the same? Conversely, it also appears that this pricing system 
offers no incentive for demand response within the lower priced portions of the LAP, even when 
prices are high in absolute terms, because the difference between the Nodal price and the LAP 
price would be negative, as shown for region C in the left panel in Figure 3. 

 A second concern with this approach to demand response pricing are the inconsistencies 
arising from the assumption of price insensitive nodal load weights in the determination of the 
LAP price in the DAM and the assumption that demand response will in fact be price responsive.  
If the Cal ISO’s nodal load weight forecast does not account for the impact of the demand 
response, this could give rise to an arbitrageable difference between the load weights used by the 
ISO in the DAM and those used to calculate the real- time LAP price. In addition, depending on 
how the various problems with the LAP bid clearing and settlement process described above are 
resolved, the application of these pricing and settlement rules to entities providing demand 
response, consuming power and perhaps selling power could provide additional opportunities for 
inefficient arbitrage that would impose uplift costs on consumers. 

 Most of these difficulties with the proposed approach could be readily avoided by 
requiring demand response to buy and sell at the nodal price.  The simplest version of this 
approach has the limitation that loads that have not bought forward will have no incentive to 
conserve in the day-ahead market.  This issue needs to be directly addressed, however, either by 
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allowing such forward purchases or by defining a base level of consumption against which 
reductions are settled or some similar mechanism. 

 Overall, while there are some serious problems with the LAP pricing mechanism 
currently envisioned for the MRTU, these difficulties can readily be avoided by moving to a 
zonal pricing system more consistent with those employed by PJM and New York. 

5. Trading Hubs 

Under the MRTU, trading hubs may be defined as needed and appropriate.  Initially NP15, ZP26 
and SP15 will be modeled as trading hubs.  The ISO will also create trading hubs corresponding 
to the three load aggregation zones (PG&E, SCE and SDG&E) to facilitate trades with load 
serving entities.58 The nodes defining the trading hubs will not change over time.  The trading 
hub LDFs used to calculate the weighted average prices will vary, however, and will be based on 
the total quantity of load that is scheduled at each node of the hub. In contrast to the load 
aggregations mentioned above, trading hub LDFs and prices will include load served under 
ETCs if such load is within the ISO control area.59 

 Under the CMD, trading hubs would just be scheduling points for inter-scheduling 
coordinator trades.  That is, market participants would not be permitted to submit self-schedules 
or price capped bids or offers at these locations.  That is, no virtual bids would be permitted at 
the hubs.  If other design features are modified to accommodate virtual bidding, it does not 
appear that there is any compelling reason for allowing virtual bids at these trading points in 
addition to allowing virtual bidding at the LAPs, if these trading hubs are to merely be 
scheduling points for inter-scheduling coordinator trades.60 

 If these trading hubs continue to be defined exclusively as scheduling points for inter-
scheduling coordinator trades pursuant to bilateral contracts, the varying hub LDFs will not give 
rise to ISO revenue inadequacy in the DAM or real-time because the ISO will have a zero net 
position at the hub in the DAM and thus cannot be financially impacted by changes in the node 
weights between DAM and real- time.  We think it likely, however, that market participants will 
want to expand the role of these trading hubs in ways that will have the potential to give rise to 
ISO revenue inadequacy caused by the varying node weights. 

 First, it is likely that market participants will want to be able to submit price-capped load 
bids and supply offers at the trading hubs in the DAM.  If the Cal ISO accommodates this, the 
Cal ISO will no longer be assured of a zero net position at the trading hubs in the DAM.  Instead, 
the Cal ISO would be exposed to market participant arbitrage of differences in nodal weights 

                                                 
58  CMD # 65. 
59  CMD # 65. 
60  A market participant that wanted to cover a contract calling for delivery at SP-15 with a spot market purchase in 

the DAM, would submit a virtual demand bid at the SCE LAP, submit a transmission schedule from the SCE 
LAP to the SP-15 trading hub, and then have an inter-scheduling coordinator trade at the SP-15 trading hub to 
cover its contract.  Alternatively, the market participants could turn the contract into a CFD at the SP-15 trading 
hub. 
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between the DAM and real-time61 with successful arbitrage giving rise to uplift costs borne by 
load.  If the changes in nodal weights between the DAM and real-time are, in fact, unpredictable, 
these differences should average out over time and not give rise to net uplift costs. 

 Second, it is likely that market participants will want to be able to acquire CRRs to and 
from the hubs.  If the Cal ISO limits the acquisition of CRRs to and from the hub to the 
unbundling of CRRs defined from a generator to a load, then the CRR simultaneous feasibility 
test will not include any CRRs sinking or sourcing at the hubs and the CRR settlements will not 
be impacted by differences between nodal weights used to determine the hub in the simultaneous 
feasibility test and those used to settle the DAM.  In addition, the ISO would need to forbid 
unbundled CRRs sourcing or sinking at the hub from being reconfigured in the auction.  Thus, 
the hub would not be defined as a possible source or sink in the auction. 

 If the Cal ISO were, however, to permit market participants to purchase CRRs sourcing 
or sinking at these trading hubs in the auction, then the Cal ISO would no longer be assured that 
there would be no net injections or withdrawals at the hub in the auction solution, so nodal 
weights for the trading hub would need to be specified in the auction.  If these weights are 
different from those used to settle the CRRs in the DAM, as they inevitably would be if the nodal 
weights varied from day to day in the DAM, then the Cal ISO’s CRR settlements would also be 
exposed to arbitrage by market participants. 

 It does not appear necessary to us to subject loads to the potential uplift costs associated 
with trading hubs with changing nodal weight definitions.  Given the likelihood that market 
participants will seek to allow bidding at the hubs and to buy CRRs to and from the hubs in the 
auction, it would be preferable to avoid the potential for revenue inadequacy and uplift costs by 
defining the trading hubs in terms of both fixed nodes and fixed nodal weights in the auction, the 
DAM and in real-time.  This approach would be consistent with PJM’s treatment of the western 
hub. 

 If the fixed hubs prove later to be insufficient for the market, it would be possible and 
easy to define new hubs in addition to the existing hubs.  Preserving the fixed weights for the 
existing hubs would avoid interfering with contracts.  And defining the new hubs with the same 
type of fixed weight rule would avoid the perverse effects of varying the weights under the same 
hub definition. 

C. Self-Schedules 

Under the MRTU, generator and load self-schedules will be submitted without associated energy 
bids.62  Generator self-schedules will be handled in the unit commitment and dispatch that 
determines day-ahead schedules (Pass 3A) by assigning them a highly negative energy bid, such 
as -$1,000 but they will be price takers in most circumstances.  Similarly, load self-schedules 

                                                 
61  Market participants would take net long positions at the hubs in the DAM when they anticipated that changes in 

nodal weights between the DAM and real-time will raise the real-time price and would take short positions 
when they expect the reverse. 

62  CMD #11. 
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will be assigned a high positive bid, such as $1,000.  FERC agrees with Cal ISO that self-
schedules have to be price takers.63 

 The MRTU provides that if self-schedules have to be adjusted in the DAM because of 
insufficient market bids, prices at such locations will be determined administratively based on 
the damage control bid caps.64 We assume that within the priorities defined by the Cal ISO this 
adjustment will be based on minimization of the as bid cost of meeting load, given the -$30 bids, 
rather than being based on prorata scaling.  It is preferable not to have to rely on such non-
market adjustments and the -$30/MWh bid floor should be low enough that non-market 
adjustments will rarely be required. 

 It is our understanding that generation self-schedules that are adjusted in the scheduling 
pass (Pass 3A) will be permitted to set LMP prices in the pricing pass (Pass 3B), based on an 
offer price equal to the damage control bid floor (i.e., -$30/MWh) ), and load self-schedules that 
are adjusted (nodally) in the scheduling pass (Pass 3A) will be permitted to set LMP prices in the 
pricing pass (Pass 3B), based on a bid price equal to the damage control bid cap (i.e., 
$250/MWh). The CMD, for example, stated that when self-schedules must be adjusted, prices 
will be set based on the damage control bid caps.65 It is our understanding that if self-schedules 
must be adjusted, the generation self-schedules clearing in the scheduling pass (Pass 3A) would 
be included in the pricing pass at -$1,000 but a portion of the segment curtailed in the scheduling 
pass (Pass 3A) would be included in the pricing pass at an offer price of -$30, thus enabling it to 
set prices. 

 It needs to be understood, however, that under such an approach -$1,000 self-schedule 
generation bids could be reflected in, but not set, prices that are less than -$30/MWh and self-
scheduled load bids could cause (but not set) prices that exceed $250.  If the -$1,000 offer price 
were on a radial line and there are no tradeoffs with other resources, then limiting the offer price 
to -$30 in the pricing pass would cause the LMP price at that location to rise from -$1,000 to 
-$30 in the circumstance in which self-schedules had to be adjusted in the scheduling pass.  If 
there are tradeoffs with other generation that can be dispatched to provide counterflow, however, 
simply limiting the offer price of an adjusted self-schedule to -$30 in the price calculation pass, 
may not be sufficient to avoid prices far below -$30 at this location.  This outcome would be 
appropriate in our view, because it reflects the costs imposed on the transmission system (and 
other customers) by the self-schedule, but it is not clear if this is what the Cal ISO intends. 

 If the Cal ISO were to use a self-schedule price such as -$1000 for unit commitment and 
dispatch, but then replace this with a -$30 price floor for the purpose of determining prices, there 
would be a possibility for market participants to be thereby insulated from the financial 
consequences of self-schedules that greatly raise the cost of meeting load.  As discussed in 
Section VII.C, we believe that these potential problems are avoided in the MRTU design, which 
employs a bid floor but does not impose a price floor. 

                                                 
63  Oct FERC ¶ 145. 
64  CMD # 31. 
65  CMD #31. 
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 In the event that self-schedules must be adjusted in the DAM, the CMD provided for the 
following scheduling priorities in clearing supply and demand and managing congestion: 1) 
supply and demand associated with ETC schedules; 2) self-scheduled demand associated with 
CRR schedules and self-scheduled supply from must take and must run resources (the portion 
with must take or must run status); 3) any other self-schedules; and (4) supply and demand with 
energy bids.66  

 Cal ISO clarified that the priority for CRRs was intended only for the load end, not the 
supply end, to avoid interfering with congestion management.67 This approach would also avoid 
discrimination in generation market but obviously favors load with CRRs if the price rises to the 
price cap.  FERC rejected the proposed scheduling priority for CRR holders because of a 
potential for discrimination in the generation market but did not explain what this potential was 
in light of the Cal ISO’s clarification. 68 With this modification, all non-ETC self-schedules are 
on the same footing in the DAM.  In particular, internal load and export self-schedules will have 
the same priority in the DAM.69  

 The Cal ISO will not reserve any internal transmission capacity for ETCs in the DAM 
beyond the capacity used by their day-ahead schedules.70  

D. Virtual Bidding 

The CMD did not explicitly provide for virtual bidding.  It implicitly allowed a degree of virtual 
bidding because external loads could bid into the DAM and external supplies could be offered in 
the DAM and then zeroed out in the hour-ahead scheduling process. FERC agreed with 
intervenors regarding the benefits of allowing virtual bidding but initially did not require the Cal 
ISO to implement virtual bidding.71 Concerned with the impact of the proposed lack of virtual 
bidding, FERC subsequently directed implementation of virtual bidding in the DAM, but 
allowed the possibility that virtual bidding could be implemented at a later date rather than upon 
start-up of the LMP market design. 72  It is understood that the Cal ISO currently favors a virtual 
bidding design whereby virtual load and supply bids will be zonal, but to date has not filed a 
specific virtual bidding proposal.  

 While implementation of virtual bidding is an important and desirable feature of the 
MRTU, its contribution to price convergence and market efficiency would be vitiated by the 
proposed nodal clearing of zonal bids and reaggregation.  If virtual load/supply bids are cleared 
nodally like the zonal/LAP physical load bids as is being considered, all market participants will 
be able to arbitrage the zonal/LAP pricing system in the manner discussed in Section B4 above, 
                                                 
66  CMD # 33. 
67  Oct FERC ¶ 182. 
68  Oct FERC ¶ 184, 185. 
69  This would change under current resource adequacy proposals, which would require self-scheduled exports to 

be supported by resources that are not committed to the Cal ISO resource adequacy program. 
70  CMD # 66. 
71  Oct FERC ¶ 151. 
72  See June FERC ¶159, Sept FERC ¶73-76.  The FERC order regarding virtual bidding is good in many respects.  

In particular, it is not clear that there still a need for availability bids for RUC units with virtual bidding. 
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which could be even more expensive for consumers than the basic LAP pricing system. Market 
participants would be able to do this by submitting low price capped virtual load bids in the 
DAM that would clear only at the low priced nodes in the LAP.  In the settlement system, these 
virtual bids clearing only at the low-priced nodes would be converted to schedules cleared at 
both the low-priced and high-priced nodes.  In real time, the market participant would sell back 
the power they bought in the DAM at the low-priced nodes at the higher real-time zonal/LAP 
price reflecting the higher real- time price at the constrained nodes. Market participants could also 
submit high priced virtual supply offers that would clear only at the high priced nodes but would 
then be spread to all nodes for the purpose of determining the real- time price.  If the DAM price 
at the high priced nodes materially exceeds the average zonal real-time price, the market 
participants would make money from these virtual supply offers. Neither kind of virtual bid 
would provide the kind of DAM/real-time price convergence that FERC likely intended with its 
order.  This is another piece of the first major implementation issue discussed above. This 
potential is illustrated in Appendix III.  

 The Cal ISO has also indicated that it is considering restricting virtual demand and supply 
bids to price taking offers.  Such a restriction would avoid the kind of uplift creating arbitrage of 
the LAP pricing system described above, but it would also make virtual demand and supply bids 
useless for normal price converging arbitrage.  In fact, it would require that market participants 
submit precisely the kind of inflexible virtual supply and demand bids that the NYISO does not 
permit out of a concern that such bids can never be motivated by legitimate arbitrage 
opportunities. 

 The problems discussed above are not inherent in virtual bidding but arise from the 
proposed clearing mechanism for zonal/LAP bids which is workable neither for physical nor 
virtual load bidding.  If zonal/LAP virtual load bidding is permitted and cleared zonally as in 
New York and PJM, the uplift problems described above are avoided and virtual bidding will 
tend to provide improved price convergence between the day-ahead and real- time markets, 
improve market efficiency, and avoid a wide variety of problems in applying market power 
mitigation that arise when day-ahead prices do not reflect expected real- time prices.  In addition, 
virtual load bidding will tend to produce a better relationship between bid load and real-time 
load, reducing the need to commit generation in the RUC. 

 The proposed nodal clearing process for zonal/LAP DAM load bids will likely combine 
with the broad LAP definition to undermine the effectiveness of virtual bidding in arbitraging 
differences between day-ahead and real-time prices, which will, in turn, adversely impact 
participation of generators in the day-ahead market.  This is the second of the eight major 
implementation issues we have identified with the MRTU market design.  As explained above, 
the nodal clearing prices for zona l/LAP bids will tend to cause zonal/LAP bids to clear only at 
the low-priced nodes within the LAPs.  With little or no load clearing in the DAM at prices high 
enough to commit or dispatch high-cost generators in constrained regions within the LAP, DAM 
prices in the constrained regions will likely be well below real-time levels. 

 In Eastern LMP markets, generators and other market participants observing such a 
discrepancy can arbitrage the difference between DAM and real-time prices by submitting zonal 
(or, in PJM, nodal) virtual bids, so that the generator effectively is paid the real-time zonal price 
for its generation.  Thus, the generator sells its output in the DAM at the DAM price but also 
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buys power in the DAM through its virtual load bid.  It is then paid the real-time price for the 
power it bought in the DAM.  If nodal virtual bidding is permitted or if the load zone price is 
very similar to the generators’ nodal price, virtual bidding allows generators to effectively sell 
their output at real-time prices while still committing their generation in the DAM.  Such 
arbitrage also serves to bring DAM and real-time nodal prices together. 

 It appears that this kind of efficient arbitrage would not be feasible under the MRTU 
market design because the LAP zones are so large that the LAP price will bear little relationship 
to many nodal prices within the LAP zone.  Generators seeking to ensure that they are paid the 
real-time LMP price for their output could therefore not accomplish this through virtual load bids 
at the LAP nor would the DAM nodal price reflect the real- time nodal price, because of the nodal 
clearing process.  It should therefore be anticipated that not only will high cost generation in 
constrained areas not be scheduled in the DAM, even the low cost infra-marginal generation will 
not be scheduled in the DAM but will show up in real-time.  These incentives will complicate the 
Cal ISO’s RUC analysis, as discussed further in Sections III and IX.A. 

 The normal response of competitive suppliers to nodal DAM prices that are lower than 
expected real-time prices would be to offer their output into the DAM at offer prices reflecting 
expected real-time prices.  Since the offer prices of such an infra-marginal generator would 
likely be mitigated in Passes 1 or 2 below the expected real- time price, it should be anticipated 
that infra-marginal non-RMR generation located within constrained regions would simply not 
offer its capacity in the DAM unless required under a resource adequacy contract. 

 If the LAP bid structure were retained but a conventional zonal clearing mechanism 
adopted for the zonal LAP bids, then arbitrage of by market participants of differences between 
the LAP price and the expected real-time price would not only drive together the DAM and real-
time LAP prices but would also drive together the DAM and real-time nodal generation prices.  
Under a zonal clearing process in which load weights determined by the ISO were used to assign 
load to individual nodes but the zonal bids clear against the zona l price or not at all, arbitrage of 
differences between the DAM and real-time LAP would tend to drive DAM and real-time nodal 
prices together as well, as long as the load weights used by the ISO were consistent with market 
expectations.  Thus, all of the potential problems with virtual bidding, as well as limitations on 
the effectiveness of virtual bidding in providing price convergence, can be avoided by clearing 
zonal load bids zonally. 

E. External Schedules 

Although the CMD proposed that the external network model will ultimately be a “closed loop” 
model that represents external electrical connections between the various inter-ties into the ISO 
control area, and thus allows the ISO to explicitly estimate and manage parallel path or ‘loop 
flows’ in coordination with other control areas in the region, apparently this is not planned for 
the initial implementation. 73 Instead, the Cal ISO apparently proposes to use a simpler “open 

                                                 
73  CMD # 29, 30. 
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loop” representation of the external network, until such time as there is an effective coordinated 
western regional framework for day-ahead scheduling and congestion management.”74  

 It appears to us that there are two pricing/scheduling issues regarding imports that need to 
be disentangled.  First, the Cal ISO must continue to coordinate transaction scheduling on a 
contract path basis with adjacent control areas.  Since these adjacent control areas will not 
schedule transactions in excess of the contract path limit, the contract path schedules submitted 
to the Cal ISO for check out that exceed these limits will not flow.  Second, however, the Cal 
ISO needs to model the impact of the actual power flows resulting from import and export 
schedules on its internal transmission constraints.  These actual impacts may not be related to the 
nominal contract path for these external schedules. 

 Consider three different ways of modeling these impacts and their implications. 

Pure Contract Path. 

Under the Pure Contract Path approach the Cal ISO would enforce the contract path scheduling 
limits on each ”path” in the DAM, treating each path as a separate source and would also 
calculate path specific impacts of power flows on each contract paths on internal constraints, 
calculated as if that contract path were an open loop. 

 This approach addresses the contract path scheduling limits and ensures that they are not 
exceeded but has two problematic features.  First, whether a transaction would clear in the Cal 
ISO DAM can depend on the contract path selected by the seller.  For example, market 
participants might submit more import offers than could be scheduled over the LC1 contract path 
at the same time that the LC4 contract path was nearly empty.  This outcome could be avoided if 
sellers were to schedule firm transmission in the neighboring control areas prior to offering the 
energy for sale in the DAM, but sellers may be reluctant to incur the costs of scheduling firm 
transmission into California prior to selling power in the DAM.75  Alternatively, sellers that are 
unable to schedule imports in the DAM due to congestion on a particular path could nevertheless 
purchase transmission and schedule imports on alternative paths for delivery in real- time, but 
sellers might be unwilling to commit capacity day-ahead to support such real-time sales without 
locking in a day-ahead price.  This need for day-ahead contracts to support unit commitment and 

                                                 
74  See CMD # 30. The rationale for this is that “forward scheduling in a manner that accounts for loop flows may 

create severe problems if the ISO were to adopt this feature ahead of its neighbors throughout the west.”  CMD 
# 30. We understand that the Cal ISO’s interchange scheduling must respect the WECC’s contract path 
scheduling practices and further that it is difficult under these scheduling practices for the Cal ISO to accurate 
assess the impact of changes in external schedules on the actual flows on internal Cal ISO transmission lines.  
Nevertheless, it seems to us that appropriate closed loop modeling by the Cal ISO for the purpose of modeling 
the impact of external schedules on internal transmission constraints would imp rove reliability even if not 
followed by other western control areas.  The Cal ISO could continue to accept and check out contract path 
schedules as it does today; the Cal ISO would simply use a closed loop model to analyze the impact of these 
schedules on flows within the Cal ISO control area.  Even an approximation of the closed loop effects would be 
better and would not be difficult to implement.  If the problem is that the closed loop approach would produce 
results substantially different from the open loop calculation, that would reinforce the value of using something 
that is approximately right. 

75  Market participants could submit schedules on multiple paths to ensure that some clear, but this approach 
carries the potential for multiple transactions to clear. 
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transmission scheduling can also be met under the MRTU design, if LSEs have the appropriate 
incentives to enter into such contracts. Such an inability to schedule transactions in the DAM due 
to an inability to guess the available scheduling path could reduce the supply of price-sensitive 
imports either day-ahead or in real- time.  

 Second, modeling the impact of import schedules on internal transmission constraints 
based on the scheduled contract path would permit market participants to schedule transactions 
on the path modeled as having the most favorable impact (the lowest congestion impact or the 
largest counterflow impact) on these internal constraints, and thus the highest price.  This is 
efficient if the transactions on the various contract paths actually have different sources and thus 
different impacts on the internal constraints, but this is not efficient if the transactions on the 
various contract paths have the same actual source, and are merely scheduled differently to 
exploit the contract path fiction.  Thus, while the cost of scheduling transmission makes it likely 
that imports scheduled on contract paths from the Pacific Northwest actually have a different 
source than transactions scheduled on paths from the Southwest, schedules on many of the 
contract paths from the Desert Southwest could all have exactly the same generation source and 
exactly the same impact on internal Cal ISO transmission constraints, regardless of the contract 
path identified for scheduling purposes.76 

Combined Contract Path and Interface. 

Under the Combined Contract Path and Interface approach the Cal ISO would enforce the 
contract path scheduling limits on each path in the DAM, treating each path as a separate source 
for scheduling and thus enforcing contract path scheduling limits but could calculate the impact 
of power scheduled on multiple paths as having the same impact on internal constraints. Thus, 
for example transactions scheduled on the cont ract paths LC1 and LC4 could be modeled as 
having the same source for analyzing the impact of those schedules on internal Cal ISO 
transmission constraints. This approach would have the same limitation as the first approach in 
potentially limiting the supply of imports in the DAM and thus raising consumer prices.  It 
would, however, reduce the extent of the second problem, treating contract paths with identical 
sources as identical for pricing purposes.  This would reduce the potential for inefficient 
scheduling practices that raise consumer costs. 

 We have not assessed the magnitude of the potential benefits of such modeling changes, 
which could be small if congestion impacts on internal transmission constraints as they are 
modeled under the pure contract path approach are in practice very similar or if the internal 
constraints are rarely expensive to solve with internal redispatch. 

Pure Interface Approach 

Under this approach the Cal ISO would define interfaces with similar generation sources and 
model all transactions scheduled on these interfaces as having the same impact on internal 
constraints.  In addition, rather than enforcing individual contract path limits in the DAM, the 
Cal ISO would only enforce the total contract path limit, i.e., the sum of the schedules on the 

                                                 
76  These considerations are discussed at greater length with examples in a paper prepared for the NYISO and ISO-

New England, Scott Harvey, “Proxy Buses, Seams and Markets,” May 23, 2003. 
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interface could not exceed the combined contract path limits for all of the contract paths included 
in the interface.77 Thus, the Cal ISO would continue to require contract path scheduling in accord 
with WECC practices for transactions flowing in real- time, but would aggregate some paths for 
the purpose of clearing price capped import and export bids in the financial day-ahead market 
(which entails analyzing the impact of those transactions on internal constraints).  This approach 
would facilitate market participants selling power in the DAM and then identifying the available 
contract path subsequently and scheduling firm transmission on that path to support the day-
ahead financial schedule. 

 It is our understanding that the Cal ISO proposes to adopt the first approach under the 
CMD, which is basically the same approach employed for scheduling external transactions 
today.  This approach has the limitations identified above, but we have not examined how 
significant these limitations are in practice. 

 External resources will not submit start-up cost or minimum-load bids,78 but will be able 
to submit price-capped energy offers that can set prices in the DAM.  The FERC approved Cal 
ISO proposal to permit imports to set market clearing prices in DAM.79  

 It is our understanding that under the MRTU, export schedules in the DAM do not need 
to be supported by a specific resource and will compete with California load on an equal footing 
in the DAM. Importantly, exports scheduled in the DAM will be treated on the same basis as 
control area load in the hour-ahead process.  Suppliers therefore have no need to withhold 
generation from the RUC in order to support DAM exports and incur no export-related 
opportunity costs when unscheduled generation is committed on the RUC.  

 

                                                 
77  According to the Cal ISO, the DAM network model does include loops that go from an internal node to a 

boundary node. Thus an import schedule at the Palo Verde scheduling point flows on two paths, one from Palo 
Verde to Devoirs (SCE territory) and the other from Palo Verde to North Gila (SDG&E territory). The import 
limit at Palo Verde is on the net flow on the two branches together. Thus the impact of a schedule at Palo Verde 
on internal transmission is modeled along the lines mentioned here. However, the actual source of the import 
may not be the Palo Verde Nuclear units, and for all practical purposes may be in a third control area (if the 
source is in a third control area, the neighboring control area would require transmission reservation to Palo 
Verde from a boundary location with that third control area) 

78  CMD # 18. 
79  Oct FERC ¶ 90. 
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III. DAY-AHEAD RESIDUAL UNIT COMMITMENT 

A. RUC Structure  

The purpose of the day-ahead Residual Unit Commitment (RUC) is to ensure that sufficient 
resources are committed to reliably support the Cal ISO load forecast if the load that clears in the 
day-ahead market differs from the Cal ISO’s forecast load.80 This circumstance could arise as a 
result of LSEs underestimating real-time load, the Cal ISO mistakenly over-estimating real-time 
load, strategic behavior by LSEs seeking to impact the day-ahead price, LSE bidding or 
scheduling errors, or expectations that additional low-cost imports will be available in real-time. 
All bids in the day-ahead market will automatically roll over into the RUC.  There will be no 
additional bid submission for the RUC.  The RUC will be completed by 1:00 p.m. and the results 
published at 1:00 p.m.81  Resources that do not participate in the day-ahead market will not be 
eligible to participate in the day-ahead RUC, but can participate in the hour-ahead scheduling 
process.82  Resources may be issued commitment instructions in either the day-ahead RUC or the 
hour-ahead scheduling process, depending on their required start-up times.83  

 Units committed in the RUC will be selected based on system reliability on a nodal or 
local area basis.  Local area needs will continue to be met with RMR resources, but non-RMR 
resources that participate in the DAM could be committed and dispatched to address local 
reliability needs in Passes 3 and 4 if they are the least-cost alternative.84 

 It is also our understanding that capacity does not need to be withheld from the RUC in 
order to support export schedules.  Export schedules will clear in the DAM based on price.  
DAM export schedules will then flow in real- time.85 

 The three-part bids submitted in the DAM IFM will be used in the RUC process, 
including start-up cost, minimum-load cost and incremental energy bid curve as submitted in 
DAM, and as modified by bid mitigation. 86  With the change in the RUC decisions and objective 
function to scheduling capacity to minimize commitment costs only, the incremental energy bid 
curve would be modified in the RUC pass such that the energy offer prices of resources 
dispatched in Pass 3 or identified as meeting resource adequacy requirements would be set to 

                                                 
80  CMD # 8. 
81  See CMD # 74.  The bids are due in at 10:00 a.m., and Passes 1A, 1B, 2, 3A, 3B and RUC are all to be 

completed and posted by 1pm.  As noted above, this is an aggressive schedule.   
82  See CMD # 104 and May ISO, pp. 5-6, 79. The CMD originally proposed that all resources subject to Must 

Offer Obligations would be required to participate in the RUC procedure. CMD # 100.  This was not approved 
by FERC.  Under the FERC approved FOO discussed in Section VII, units that do not participate in DAM and 
RUC are obligated to be available in real-time, subject to the waiver process.   

83  See CMD # 99.  The CMD proposed that the SCUC used in the day-ahead RUC would utilize a multi-day time 
horizon. CMD # 60.  This has been dropped and an informal process will be used to commit long-start-up time 
units to the extent this is necessary.   

84  See also CMD # 110.  
85  This would likely change with implementation of a California resource adequacy program as discussed below. 
86  CMD # 105. 
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zero, while the energy offer prices of other resources offered in the DAM would be replaced with 
their RUC availability bids.87 

 Under the MRTU, the constraints such as minimum-load energy and minimum run time 
specified by suppliers must be the actual physical constraints of the resource not market based 
constraints.  Import offers may not be resource specific and may not have start-up or minimum-
load cost bids, except in the case of resources dynamically scheduled into the Cal ISO control 
area. 

 Units committed in a particular hour in the DAM would be treated as on- line during that 
hour in the RUC, so there would be no start-up or minimum-load costs associated with energy 
procured from those units.  The commitment of units in the RUC for hours they were not 
scheduled in the DAM, will take account of those units’ minimum-load costs in the additional 
commitment hours.88  Load resources that are certified dispatchable in real time can commit to a 
real-time dispatchable reduction at a specified price per MW and be assured of recovery of start-
up and minimum-load costs.89 

 This proposed structure of the Cal ISO RUC process under the MRTU appears to be 
workable and largely consistent with the similar processes that have been implemented in PJM 
and NYISO. In the discussion of MRTU, there has been a suggestion that the DAM and RUC 
unit commitment process be solved simultaneously. Such a simultaneous solution would in 
principle provide a lower cost unit commitment than the sequential approach employed by other 
ISOs.  Development of such a simultaneous solution process is possible, in principle, and was 
considered in the early development in New York.  The New York Power Pool (NYPP) and 
ABB, its software vendor, originally thought they would address the New York RUC through 
procurement of reserves and that it was simply a matter of increasing the reserve targets in the 
unit commitment so that the energy cleared in the DAM plus reserves equaled forecast load.  At 
a late stage in software development, however, it was recognized that simply increasing the 
reserve target would not satisfy reliability criteria.  The problem is that the standard security 
analysis logic for reserves verifies that reserves can be dispatched to meet load in the event of the 
relevant generation or transmission contingencies.  The proposed reserve scaling logic would not 
provide assurance that a portion of the reserves could be dispatched to meet underscheduled 
energy demand and then other reserves dispatched to meet contingencies. 

 Directly solving the problem appeared to require the development of new algorithms in 
order to simultaneously optimize the unit commitment against bid load and forecast load.  The 
structure of the New York RUC as a separate pass is a feasible solution to this problem that was 
developed within time constraints that foreclosed reliance on development of as yet unknown 
algorithms.  By running a separate unit commitment and dispatch for the bid load pass and the 
forecast load RUC, the NYISO is able to enforce reliability criteria in both passes using standard 
security analysis software. 

                                                 
87  Resources committed to meeting the load of Cal ISO LSEs under resource adequacy contracts would not submit 

availability bids nor would they be paid an availability price. 
88  CMD # 105. 
89  CMD # 127. 
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 The combined problem was formulated in a subsequent paper.90  This paper demonstrated 
how the financial and reliability problems could in principle be jointly solved, but this 
formulation requires simultaneously solving and committing generation based on two 
representations of the network contingency constraints, one for the bid- in conditions and another 
for the ISO forecast.  The paper further observed that solving the expanded problems appeared 
likely to require a major change in the tools and practices used to solve the unit commitment 
problem. 91 

 While in principle PJM, ISO-NE and MISO and their software vendors all had time to try 
to develop new algorithms that would solve the problem more efficiently in a single step, it is 
instructive that in the end they all have chosen to use the sequential logic structure developed 
with the NYPP.  Unless the difference between bid load and forecast load is sufficiently large to 
require the commitment of slow starting units day-ahead, there would be no cost savings in the 
unit commitment or the scheduling of ancillary services92 from a jointly optimized solution. 
Absent such unit commitment savings, there would be little return to incurring the costs and 
delays associated with development of software to produce such a simultaneous solution.  It 
should also be understood that were such a combined model to be implemented, Cal ISO load 
forecast errors could potentially have a material impact on day-ahead market prices, even if there 
were no reserves shortage or high prices in real-time.  While there are considerations that would 
tend to favor allowing such Cal ISO load forecast errors to impact DAM prices, there are also 
considerations that might argue against this, particularly if RUC availability bids are permitted. 

 Overall, basing the Cal ISO MRTU design and implementation on the development of the 
algorithms and software required to handle this joint optimization of unit commitment would be 
a risky implementation strategy for uncertain and possibly modest improvements. Unless there 
are features of the Cal ISO resource mix or regional scheduling practices which analysis 
indicates would materially impact the efficiency of a sequential RUC process, it would be 
preferable to implement standard industry software and then assess whether there are material 
potential cost savings from developing more complex software.  If the market performs well, bid 
load may be sufficiently close to forecast load that there would be little capacity committed in 
the RUC pass and therefore little potential for cost savings from a better RUC commitment 
requiring the development of improved software. 

 Another alternative approach to the day-ahead market that would entirely avoid the need 
for a RUC process would be to place responsibility for meeting load on the ISO, rather than the 
individual load serving entities.  A fundamental premise underlying the structure of the Eastern 
RUC processes and similarly the structure of the proposed MRTU process is that it is the load 

                                                 
90  Michael D. Cadwalader, Scott M. Harvey, William W. Hogan and Susan L. Pope, “Reliability, Scheduling 

Markets and Electricity Pricing,” May 1998.   
91  Cadwalader, et al., 1998, p. 9. 
92  As discussed further in Section VI below, the MRTU market design has the feature that ancillary services are 

scheduled day-ahead in Pass 3, which occurs prior to the RUC commitment.  If additional capacity is often 
added in the RUC pass, the ancillary service schedules determined in Pass 3 would potentially not be the least 
cost solution in real-time.  A simultaneous RUC and energy market solution could avoid these costs but they 
could also be avoided by employing a New York style DAM structure in which energy and reserves schedules 
are determined following the RUC commitment. 
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serving entities that are responsible for forecasting load and scheduling resources to meet this 
load.  An alternative approach would be to place the responsibility for scheduling the day-ahead 
load of each LSE on the ISO, with the LSEs being responsible for the financial consequences of 
over or under forecasts by the ISO.  This is a fundamentally different approach than that on 
which the Cal ISO and Eastern RUCs are based and would require fundamental policy decisions 
by the CPUC and others to implement. 

B. RUC Target 

The CMD originally proposed that the capacity target for the day-ahead RUC would be the next 
day’s hourly load forecast plus reserve requirements, minus (1) final day-ahead schedule of 
energy plus ancillary service  capacity; (2) a forecast of expected incremental hour-ahead 
schedule changes; and (3) a forecast of additional supplemental energy bids expected on the 
operating day.  The ISO was to fine tune this estimation procedure to minimize over and under 
procurement.  To the extent that metered subsystems within the ISO control area under-schedule 
in the day-ahead market but have designated adequate resources under their control to meet their 
own load and reserve needs, the RUC would not provide capacity to cover their share of the load 
forecast nor would RUC costs be allocated to them. 93  

 This capacity target has since been revised to compare the Cal ISO’s load forecast and 
estimated reserve requirements to DAM schedules and self-provided RUC.94  In its May 2004 
Comments the Cal ISO further provided that it would only schedule capacity, not energy, in the 
RUC.95 This proposal was accepted by FERC.96 

  It is currently proposed in the MRTU that the Cal ISO will not buy import energy in the 
day-ahead RUC, only capacity. 97  This approach is more restrictive than that taken by the Eastern 

                                                 
93  CMD # 101. 
94  The Cal ISO originally proposed that energy would be scheduled in the RUC, capped at the difference between 

the load cleared in the DAM and  95 percent of the next day’s hourly demand forecast.  Any remaining 
difference between the load cleared in the DAM and the ISOs load forecast would be covered by the unloaded 
capacity of units scheduled in the day-ahead IFM and RUC. CMD # 102.  FERC accepted the Cal ISO RUC 
capacity target, but rejected the proposal to procure energy in the RUC. The FERC left  open the possibility of 
the Cal ISO buying import energy in the RUC.  Oct FERC ¶ 127. 

95  May ISO, pp 3, 53, Att A II.10. 
96  The elimination of energy procurement in the RUC obviated the need for a number of provisions in the CMD 

relating to the scheduling priority of RUC generation.  “Minimum load energy from internal resources and 
energy procured from interties in the Day ahead RUC will have scheduling priority over incremental hour ahead 
energy schedules in the hour ahead IFM.” See CMD # 103, June FERC ¶ 51. 

  Any energy procured in the day-ahead RUC i.e., the minimum-load energy of internal resources committed 
by RUC as well as energy procured form import suppliers will be submitted hour ahead as price taker. CMD # 
109. 

  Any RUC energy not scheduled in the hour head market was well as additional hour-ahead RUC will be 
submitted as a price taker in real-time and will be eligible for RUC uplift. CMD # 109. 

  These provisions would have been problematic in the event that real-time load was less than the ISO’s load 
forecast and the CMD proposal has been strengthened by eliminating them. 

97  See May ISO, pp. 53-54.  The CMD originally provided that the RUC would schedule energy from import 
suppliers, provided adequate capacity is available on the interties to accommodate the energy after the running 
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ISOs and there is a potential for this restriction to be problematic.  Rather than thinking of this as 
an energy versus capacity issue, one should think of imports as units with a minimum-load block 
equal to their capacity.  From this perspective, it is also apparent that there would be no 
discrimination for or against imports in using such an approach, as the treatment would be 
analogous to the treatment of internal units whose minimum-load block equals the ir capacity.  
Physical constraints determine the minimum-load blocks of internal units.  External scheduling 
constraints that require advanced commitment to the scheduled amount have the same effect for 
imports.  Like the minimum-load block of an internal generator, the Cal ISO could evaluate the 
scheduling of imports to meet the RUC target looking at the total energy cost of the imports.  
Imports would therefore normally be a very expensive way to schedule capacity, as obtaining the 
capacity requires paying the minimum-load cost on all of the capacity.  Nevertheless, the 
scheduling of imports in particular hours could avoid the commitment of a steam unit with a 
substantial minimum run time that could cost more than the imports.  While the Eastern ISOs 
rarely commit imports to solve forecast load imbalances, it does occasionally happen because it 
is cheaper than the alternative.  Why should the Cal ISO impose such a restriction on 
consideration of imports if it raises the cost of the RUC commitment?  Given the need to 
schedule transmission service for imports from much of the WECC, such imports may at times 
be more difficult to schedule in the hour-ahead process than day-ahead.98  Because the 
scheduling of imports will likely typically not be a least-cost source of RUC capacity, this 
restriction probably would not have a substantial impact on RUC costs in the near term. 

 It was originally proposed that the RUC’s objective function would be to minimize the 
total bid cost of procuring resources, including a bid based availability payment, and dispatching 
them for real-time energy to fully meet the real-time load forecast.99 This objective was revised 
to the RUC minimizing the commitment costs for the capacity required to meet the Cal ISO load 
forecast.100 This revision to only take account of commitment costs is appropriate and consistent 
with the approach of Eastern ISOs, and is intended to provide better incentives for day-ahead 
bidding.101 

                                                                                                                                                             
of the financial DAM. CMD # 103. This was dropped with the change in objective function (May ISO, pp. 40, 
53-54).  

98  It is not clear under the MRTU design whether generation scheduled in the RUC incurs any financial obligation 
analogous to a day-ahead schedule.  Thus, if a generator is scheduled to operate at minimum-load in the RUC 
and subsequently trips off line, is the generator obligated to buy back energy equal to its minimum-load block in 
real-time.  There is such an obligation in New York, because the minimum-load blocks of units added to meet 
forecast load are included in the DAM settlement.  That is not the case in the proposed Cal ISO market design, 
so the obligation is unclear.  Whether such an obligation exists is relevant to the discussion of availability 
payments below. 

  Such an obligation would appear to be necessary if the RUC were modified to include the scheduling of 
imports, as absent an obligation to perform, import suppliers could choose to deliver power in real-time only 
when power can be purchased in the hour-ahead scheduling timeframe at a price lower than their DAM offer 
price.  

99  CMD # 105. 
100  May ISO, pp. 40, 53, Att A II.10. 
101  As noted in section II above, this change in the objective function was accompanied by the elimination of 

restrictions on the set of units available for commitment in Passes 3 and 4, so that the commitment in passes 3 
and 4 is no longer limited to those committed in Pass 2.  Retention of those restrictions would make the 
objective function in Pass 4 large3ly meaningless and would likely lead to unintended outcomes in terms of 
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C. Availability Bids  

The CMD provided that unloaded capacity scheduled in RUC would receive a per MW 
availability payment for each MW of RUC procured capacity that was not awarded ancillary 
services or dispatched for energy in the hour-ahead or real-time. Resources could submit 
availability bids of up to $100/MW hour.102  FERC rejected the $100/MW cap on availability 
payment, setting the cap at $250/MW.103  The CMD also proposed that the RUC availability 
payment would be rescinded for each MW of RUC procured capacity that is scheduled or 
dispatched for energy or awarded ancillary services capacity in a subsequent market or if the unit 
is not available in real-time.104  FERC rejected the proposal to rescind availability payment when 
the unit is dispatched.105  The Cal ISO has indicated a preference to rescind the payment but has 
agreed to forgo this.106  The resource will, however, lose its availability payment if it does not 
perform, i.e., becomes unavailable. 

 The CMD further proposed that the RUC availability payment would be made on an as 
bid basis and would be included in costs in calculating the bid production cost guarantee 
(BPCG).107  The FERC ordered that the availability bids should set a locational market clearing 
price, rather than being settled on a pay as bid basis.108  The Cal ISO agreed that RUC payments 
would be determined on a locational market clearing basis.109  This locational RUC pricing of 
availability bids was approved by FERC.110  It is not clear to us that a locational payment is 
necessary, given the possible competitive reasons for an availability payment.  For example, if 
the availability payment compensates for the potential difference between DAM and real-time 
gas prices, why should this vary locationally based on electric transmission constraints, 
particularly since the transmission constraints would be reflected in the real-time electricity 
prices paid to the supplier. This issue is discussed further below. 

 Under the MRTU, RMR units will not be eligible to set or receive availability payments 
in RUC.111  Self-Provided RUC will not be eligible to set or receive availability payments in 
RUC.112 The procurement of RUC capacity and payment for availability would also be limited to 
the portion of capacity dispatched in the RUC Pass (Pass 4) that is on units with a start-time of 
                                                                                                                                                             

very high RUC availability prices.  Since Passes 1 and 2 do not consider RUC availability bids in committing 
units (they currently dispatch generation to meet forecast load based on energy offer prices) restricting the units 
considered in pass 4 to those committed in pass 2 could leave the Cal ISO with no alternative to accepting very 
high RUC availability bids in pass 4, even when other units offered RUC capacity at much lower prices.  

102  CMD # 107. 
103  FERC also rejected the Cal ISO’s proposed to cap RUC availability bids at $150 with a maximum energy plus 

availability payment of $250. May ISO, pp. 3, 26, 37, 42 Att A II.1, 4; June ISO, pp. 6-7.  See also Oct FERC 
¶ 123; June FERC ¶ 65, 66.  

104  CMD # 107. 
105  Oct FERC ¶ 123; June FERC ¶68; Sept FERC ¶ 30. 
106  May ISO, p. 40-44. 
107  CMD # 107. 
108  Oct FERC ¶ 123. 
109  May ISO, pp. 19, 38 Att A II.2. 
110  June FERC ¶ 75. 
111  May ISO, p. 40 Att A II.9. 
112  May ISO, p. 40 Att A II.9. 
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five hours or more that must be committed in the day-ahead timeframe.113  With the evolution of 
the RUC structure and availability bid, there is some ambiguity as to whether GTs and other 
quick starting units (hydro capacity?) would generally be eligible for the availability payment.114 

 With this background, the third major implementation issue we have identified with the 
MRTU market design concerns the role of the RUC availability bid.  What are potential 
rationales for paying an availability charge for RUC capacity in addition to start-up and 
minimum-load costs and/or the real-time market price of power?115 

1. If a unit were unable to sell into higher priced export markets as a result of providing 
RUC, such an availability payment as compensation for this opportunity cost would 
be warranted.  We understand, however, that ene rgy exports can be scheduled in the 
DAM without committing a unit and such exports are not subject to recall in RUC.  
Thus, there are no foregone energy export revenues as a result of committing a unit in 
RUC.116 Generating capacity that is scheduled to provide RUC capacity therefore 
does not forgo any capacity value, because if the capacity value were expected to be 
greater outside California than inside California the capacity owner could merely bid 
its generating capacity into the Cal ISO market and self-schedule an export, assuring 
its ability to sell power outside of California in real-time if prices are higher outside 
California.  It is important from a resource adequacy standpoint that it be understood 
that the proposed RUC design does not ensure that the Cal ISO will have adequate 
resources to meet the load of Cal ISO LSEs during a regional reserve shortage.  On 
the contrary, as discussed further in Section VI.C below, the low level of the damage 
control bid cap practically ensures that California LSEs will bear the brunt of regional 
capacity shortages.  The value of the RUC commitment is simply to ensure that LSE 
bidding errors do not result in situation in which capacity is available, i.e., there is no 
capacity shortage, but too little capacity is committed day-ahead, leading to a 
shortage in real-time that could have been avoided. 

2. If units scheduled in RUC could incur gas costs that could not be recovered in real-
time energy bids as originally proposed by the CMD, then an availability payment 
would be warranted.  However, FERC has rejected the proposed restriction on bid 

                                                 
113  CMD # 99 and # 107. 
114  GTs and other quick starting units would therefore need to incur manning costs and be available all the time.  

Presumably they would be able to use the waiver process to avoid these costs when they were not needed.  
DAM market operators would have discretion to issue day-ahead RUC commitment notices for quick-start 
units.  

115  Another way of posing this question would be to ask why would a firm lacking market power require an 
availability payment in return for providing RUC capacity? 

116  Similarly, if a seller were unable to offer capacity in subsequent RUC markets outside California as a result of 
committing the capacity in the California RUC market, there could be opportunity costs for commitment in 
California.  Aside from the uncertainty as to whether any such markets will exist in the near future, if such a 
seller expected that a another market would be short in real-time, it would simply submit a bid to buy power in 
the Cal ISO DAM for export and then schedule this power for delivery into the other market in real-time, being 
paid the high real-time prices if the seller’s expectation of a real-time capacity shortage were correct. 
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increases between day-ahead and real- time, so no such unrecovered costs arising from 
RUC status should exist.117 

3. If the calculation of start-up and minimum-load costs did not cover the actual start-up 
and minimum-load costs, then an availability payment would also be warranted. The 
CMD proposal has some features concerning the calculation of the bid production 
cost guarantee that may tend to result in such a revenue shortfall for units committed 
in the RUC (rules regarding gas prices, the failure to take account of NOx allowance 
costs, etc.).  But, this is not a good reason for including an availability payment.  The 
use of availability bids to recover such costs leads to problematic outcomes when 
applied on a market-clearing basis.  It would be better to simply appropriately 
compensate suppliers for their start-up and minimum-load costs and eliminate the 
need for the availability payment. 

4. Gas turbines that need to be manned in order to be available for dispatch in real-time 
would incur these manning costs if they are identified as needed in the RUC, but if 
they are never dispatched in real-time they would earn neither energy nor reserve 
revenues.118  This is a reasonable rationale for making an availability payment to such 
units, but it is unclear whether GTs would receive a day-ahead availability payment 
under the CMD. The CMD provision that day-ahead RUC would not issue 
commitment notices to quick starting units appears to eliminate RUC availability 
payments to these units and also may have the consequence that these units would not 
always be available in real-time when needed because the units might not be manned 
or the lack of a RUC DAM schedule would create an opportunity for undertaking 
minor maintenance that could make the unit unavailable for a few hours.  It would 
appear preferable to clarify that all units that are identified as needed to meet forecast 
load in the day-ahead RUC dispatch (including GTs and hydro capacity) will receive 
notice that they will potentially be needed to meet real-time load.  This would entail 
either making the units eligible for a RUC day-ahead availability payment that would 
recover manning costs, or some alternative cost recovery mechanism such as to 
provide GTs scheduled in the RUC with a bid production cost guarantee for these 
costs analogous to the bid production cost guarantee other units receive for start-up 
and minimum-load costs. 

5. During periods in which winter gas balancing rules are in effect, it may be prudent 
from a gas and electric system reliability perspective for generators to buy gas in the 
day-ahead market to cover RUC schedules.  If the ISO’s load forecast is inaccurate, 

                                                 
117  June ISO, p. 6.  This would be a bad rationale for an availability payment in any case.  Why force suppliers to 

guess the difference between day-ahead and real-time costs.  The difference is obviously not known at the time 
bids are submitted as the day-ahead price is the expected clearing price.  How could the Cal ISO fairly mitigate 
such bids? 

118  Some comments reflect an expectation that units dispatched in the RUC will almost certainly be committed in 
real-time.  This is not necessarily the case and is particularly likely to be untrue for GTs which are high cost and 
need not be committed unless they are actually needed.  Real-time load can exceed bid load while still falling 
short of the load forecast and leaving high cost units undispatched.  Moreover, higher load in real-time may 
stimulate imports of additional power at prices lower than GT dispatch prices, yet the availability of the GTs 
may be essential in order to maintain reliability in the event additional imports are not available in real-time. 
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these forward purchases could be uneconomic, imposing costs on the resource 
supplier.  The payment of an availability charge to compensate for these costs would 
be appropriate.  As discussed below, an alternative approach to a RUC availability 
payment would be to make resource suppliers eligible for BPCG in the event that 
there were losses for this reason. 

6. Exports scheduled day-ahead would pay DAM congestion charges while exports 
scheduled in real-time would pay real-time congestion charges.  The need for units 
subject to the RUC to schedule exports in the DAM would require that they pay 
DAM congestion charges on exports in circumstances in which the California ISO 
was likely to be short of resources in real-time but prices were expected to be higher 
outside the California ISO control area. It is hard to conceive of circumstances in 
which these things are all simultaneously true.  In particular, why would export 
congestion be expected to be higher in the DAM than it is expected to be in real-time, 
if prices are expected to be higher outside California in real-time. 

7. Underbidding in the DAM by LSEs might depress DAM prices relative to real-time 
prices, but this would not impose any opportunity costs on units committed in the 
RUC because they would sell their output at the high real-time prices.  Moreover, it 
does not make sense to attempt to reflect any such scarcity in RUC availability 
payments.  All capacity scheduled in the DAM helps meet forecast load, so why 
should only the capacity scheduled in the RUC receive a scarcity payment?  In 
addition, if the RUC does not include imports (see the comments above), the 
availability price could be high even when there is no real capacity shortage.  More 
fundamentally, under the proposed MRTU market design any market participant that 
expects shortage conditions to exist in real- time can ensure that it earns the real-time 
price by submitting virtual load bids in the DAM.119  It is possible that the ISO’s load 
forecast could reflect shortage conditions that do not prevail in real-time, but it does 
not appear appropriate to compensate sellers for shortage conditions that exist neither 
in day-ahead financial markets nor in real-time but exist only in mistaken ISO 
forecasts. 

8. If units scheduled in the RUC incurred a financial obligation to perform (i.e., to buy 
back some portion of their RUC energy at the real-time price if they failed to deliver), 
then an availability payment might be appropriate to provide compensation for 
incurring this financial obligation, but it does not appear to us that the CMD imposes 
such an obligation. 

 Not only are most of these rationales for an availability payment either irrelevant or of 
doubtful merit, they are inconsistent with the proposed mitigation mechanism, which takes no 
account of these kinds of costs. This is discussed further in Section F below.  

 The FERC September 2004 rehearing order refers to the RUC availability payment as 
“compensating” for the foregone opportunity to sell their product in a different market.”120 
                                                 
119  Subject to the issues discussed in Section II.D. 
120  Sept FERC ¶ 22. 
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Absent the other features of the MRTU mentioned above, there might be a case for such 
opportunity cost concerns.  However, as noted above, with the rest of the MRTU market design 
in place, we have been unable to identify any opportunity costs that are incurred by suppliers 
designated to provide RUC capacity.  To the contrary, if the resource owner is adequately 
compensated for its start-up and minimum-load costs (including manning costs for GTs and any 
gas availability costs) through a bid production cost guarantee, the other elements of the MRTU 
RUC structure provide a no- lose opportunity for resource owners. If the Cal ISO’s load forecast 
is correct and LSEs have underbid actual real- time load, real- time prices may be high and the 
resource owner will be paid real-time prices for the capacity committed in the RUC.  If the 
resource owner earns substantia l profits as a result of having been committed by the ISO, it will 
keep its profits.  If, on the other hand, the Cal ISO’s load forecast is mistaken and real-time 
prices are not high enough to cover the resource owner’s start-up and no- load costs, the resource 
owner will receive a bid production cost guarantee and be made whole for the costs it incurs.  In 
the circumstance of a capacity shortage in the west, the RUC system is not a substitute for a 
resource adequacy system and will not prevent exports from being scheduled day-ahead when 
prices are expected to be higher outside California. 

 The discussion above suggests that under the current MRTU design, a principal reason 
that a firm lacking market power would submit a significant RUC availability bid would be to 
ensure that it would recover its actual minimum-load costs if it were committed in the RUC (i.e., 
compensating for the difference between its actual costs and those determined under the MRTU 
methodology).  Thus, such a firm would submit a bid reflecting the difference between its actual 
minimum-load costs and those used to determine uplift payments under the MRTU.  If firms bid 
this way, the sum of the minimum-load costs used by the Cal ISO and the generator’s availability 
payment would correspond to a unit’s actual minimum-load costs, so commitment of RUC 
capacity taking account of these availability bids would improve the economic efficiency of the 
unit commitment.  This market design system, however, would have two unintended 
consequences.  First, unlike a firm’s minimum-load bid, the availability bid would be used to 
determine a market clearing payment to all generators.  Thus, if firm A were a gas fired 
generator with a high NOx emission rates, it might submit a $4/MW availability bid for its 
minimum-load block capacity, reflecting its losses on this capacity if it were compensated based 
on the formula used by the Cal ISO to determine minimum-load costs, which ignores NOx 
allowance costs.  Such a bid would not reflect market power, but merely the normal incentive of 
a competitive firm to not operate if its revenues will not cover its avoidable costs. 

 If this unit with the $4/MW availability bid were economic to commit in the RUC, this 
$4/MW availability bid could determine the availability payment to all generation committed in 
the RUC.  The minimum-load payments to the other generation, would not necessarily be less 
than their actual costs, however, so no supplementary payment might be appropriate.  Thus, the 
market clearing feature of the availability payment is not appropriate for availability bids 
motivated by such a cost reimbursement shortfall.  

 The second unintended consequence of this pricing system is that RUC suppliers would 
receive the RUC availability payment even when there is no shortfall in minimum-load cost 
compensation.  The minimum-load bid is not used to determine generator revenues but is used to 
determine the unit commitment and costs for the purpose of a bid production cost guarantee.  If 
real-time prices are very high because the ISO’s load forecast is correct, real- time energy 
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revenues may more than cover the actual minimum-load costs of the unit committed in the RUC, 
obviating the need for any payment pursuant to the bid production cost guarantee.  Under the 
availability payment approach, however, the unit owner would receive the availability payment 
even if the unit more than covered its minimum-load and other costs in the energy market at real-
time prices.121  In principle, in equilibrium this expected benefit might be reflected in lower 
availability bids but this argument for the ability of markets to undo the problem should carry 
weight only if there are substantial other benefits in creating the problem in the first instance. 

 On the other hand, the payment of a RUC availability payment reflecting the manning 
costs or gas scheduling costs of the incremental RUC supplier would be an efficient outcome and 
it would, in principle, improve economic efficiency to take these costs into account in 
determining which resources should provide RUC capacity.  The choice between an “as bid” or 
“market clearing” availability payment is complicated in this context.  If the availability payment 
reflected an opportunity cost of the marginal supplier, it would likely be economically efficient 
to reflect this in a market clearing price.  In this context, however, the most apparent rationales 
for substantial availability payments are to compensate for defects in the pay-as-bid mechanism 
for recovery of commitment costs. 

Commitment costs are inherent ly unit-specific.  The most prominent examples, start-up 
and minimum-load costs, are neither fungible nor homogeneous.  Although it is possible to 
consider alternative pricing mechanisms that would permit recovery of start-up and minimum-
load costs this entails much broader changes in market design than envisioned in connection with 
the availability bids for RUC capacity.  It is a common feature of other electricity markets that 
where these commitment costs are recognized they are treated on an as-bid basis.  This as-bid 
compensation presents some difficulties, but the general view is that compared to energy costs 
and prices, the relatively more transparent and less volatile commitment costs can be handled 
with simple rules such as keeping the start-up bids fixed for months at a time. 

Without a clear delineation of the costs and associated incentive problems within the 
context of the rest of the MRTU that give rise to opportunity costs to be compensated through an 
availability bid, it is difficult to identify a role for locational or market-clearing availability 
payments for capacity commitment. 

 An alternative approach to RUC pricing would be to eliminate the RUC availability 
payment and to revise the pricing and uplift rules to ensure that suppliers committed in the RUC 
will be made whole for their actual costs.122 With the implementation of virtual bidding in the 
DAM, which would allow market participants to arbitrage underbidding by load and reflect 
expected scarcity in DAM prices, the RUC should be the residual back up mechanism that it is 
intended to be in other control areas. 

                                                 
121  The original CMD proposal addressed this to a degree by rescinding the availability payment if the unit was 

dispatched in real-time, but that approach had the limitation that it could rescind the availability payment even 
when real-time prices were not high enough to allow the unit to recover its actual minimum-load costs. 

122  In the case of GTs scheduled in the RUC and required to be manned, perhaps they should qualify for a manning 
cost guarantee analogous to the start-up and minimum-load guarantee for steam generators that are committed 
in the RUC. 
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 If an availability payment is retained, the Cal ISO needs to revisit the mitigation 
approach, include imports in RUC to avoid inflated RUC costs, assess the costs the availability 
payment is intended to compensate for, and clear the availability bids in a manner consistent with 
the nature of the costs that are intended to be reflected in the RUC availability bid. The RUC 
availability bid mechanism is more likely to contribute to efficient outcomes if it serves to 
recover the actual incremental costs associated with providing RUC capacity, such as manning 
costs or gas scheduling costs, than if it is necessary for suppliers to use the availability bid to 
recover energy market costs that they would not be permitted to recover in their energy offer 
prices.  

D. Uplift 

Under the MRTU, units committed in the day-ahead RUC will be eligible for recovery of start-
up and minimum-load costs, net of market profits during the commitment period, subject to 
restrictions on self-scheduling and the RUC procured capacity being fully available for and 
responding to ISO dispatch instructions. Market profits will include energy revenues, ancillary 
services payments and the RUC availability payment. The length of the commitment period will 
depend on operating characteristics of the unit, including start-up time, minimum run time, 
etc.123 

 FERC initially rejected the netting of start-up and minimum-load costs against market 
revenues.124 The Cal ISO persevered in proposing netting. 125  FERC ultimately accepted netting 
of all as bid costs against all market revenues.126 The Cal ISO’s position is correct.  All as bid 
costs need to be netted against all market revenues.  The failure to net start-up and no load costs 
against market revenues in calculating uplift would lead to extremely problematic bidding 
incentives. 

 Resources that self-schedule energy or self-provide ancillary services in the day-ahead 
market will be viewed as self-committed and will not be compensated by the ISO for start-up and 
minimum-load costs for the hours in which they are self-scheduled or self-committed.127  Long 
start time units are eligible for recovery of start-up and minimum-load costs only if they are not 
self-scheduled and are committed by the Cal ISO in the DAM or RUC.128  A resource eligible for 
start-up minimum-load cost recovery may lose its eligibility if it self-schedules energy or 
ancillary services in the hour ahead or engages in uninstructed deviations outside the tolerance 
band.129 

                                                 
123  CMD # 106. 
124  Oct FERC ¶ 115. 
125  May ISO, p 39, 51-52, Att A II.6. 
126  June FERC ¶ 44, Sept FERC ¶19. 
127  CMD # 106. 
128  June FERC ¶ 30. 
129  CMD # 106. 
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E. Self-Provided RUC Capacity 

Market participants, including Metered Sub Systems, can self-provide RUC by designating 
capacity that will be used to provide RUC.130  Market participants will therefore be able to 
withhold capacity from Pass 3 under the must-offer obligation (MOO) or flexible offer 
obligation (FOO) by identifying it as capacity used to self-provide RUC capacity.  This ability 
could be problematic if a unit that is designated to self-provide RUC were one of a limited set of 
alternatives for managing a transmission constraint.  If this capacity were effectively removed 
from Pass 3 in this manner, the DAM price within the congested area could be set by price 
sensitive load or virtual supply bids.  The self-provided RUC capacity would be available in real-
time, and real- time prices would reflect this, but these real- time prices would need to be reflected 
in the DAM through virtual supply bids or price capped load bids, which would not be possible 
under the proposed zonal virtual bidding system.131  We assume that this would not be a 
substantial problem in practice as units possessing locational market power and potentially able 
to materially impact DAM congestion prices through physical withholding would be RMR units 
and would not be permitted to thus withhold capacity from DAM by contracting to provide RUC 
to a third party.  This should be made explicit by the Cal ISO.132 

 Under the MRTU, self-provided RUC will be subject to a delivery test. This 
deliverability test would verify that the RUC capacity can be dispatched to meet forecast load, 
while meeting normal reserve requirements.  This should be readily testable in the normal RUC 
logic structure simply by inserting bids of -$30 for self- provided RUC in Pass 4. 

 FERC conditionally approved the Cal ISO self-provision rules, but required further 
details.133  

 Self-provided RUC will not be eligible to set or receive availability payments in RUC.134  
FERC has agreed.135 

F. Mitigation 

RUC availability bids of generation dispatched in Pass 2 will be subject to mitigation to a 
reference level based on accepted unmitigated availability bids in past 90 days.  There would be 

                                                 
130  May ISO, p. 55. 
131  Capacity not offered in the DAM pursuant to the FOO is similarly not available for congestion management in 

Pass 3, although it must be available in real-time.  This is discussed further below. 
132  As noted above, the more likely outcome under the MRTU market design is not economic withholding of 

generation that elevates DAM prices above expected real-time prices but rather economic withholding of 
generation in the DAM because nodal DAM prices inside constrained areas are materially below expected real-
time nodal prices. 

133  June FERC ¶ 57. 
134  May ISO, p. 40 Att A II.9. 
135  June FERC ¶ 45. 
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a common reference level for all units, with separate reference prices for on and off-peak 
hours.136 The specifics of the mitigation process are discussed in Section VII.D2. 

 In addition to mitigation of RUC availability bids, it was originally proposed that 
incremental energy offer prices of capacity selected in the RUC scheduling process could not be 
increased in price once selected for RUC but could be decreased.137  This restriction was rejected 
by FERC, which ordered that offers can be increased between the DAM and real-time for RUC 
units to reflect factors such as intra-day gas costs.138 

 It is preferable from an electricity market design, and gas system reliability standpoint to 
permit the RUC suppliers to increase their day-ahead offer prices to reflect intra-day gas market 
conditions.  This ability to raise offer prices may complicate offer price mitigation for the real-
time dispatch because of the need to take account of intra-day gas prices, but we understand that 
the Cal ISO proposes to undertake such mitigation in any case without regard to unit RUC status. 

G. Recall 

Export schedules cleared in the DAM are not subject to recall in RUC or in hour-ahead/real-time.  
FERC requested clarification of whether energy committed in the RUC can be sold via bilateral 
transactions in the hour-ahead market.139 We believe that the answer is potentially “no” in the 
case of exports but “yes” for bilaterals serving load within the Cal ISO control area.  Export 
schedules submitted hour ahead will have lower priority than internal California load for 
scheduling in the hour-ahead evaluation.  Hour-ahead export schedules must be submitted with a 
price bid capped at $250, while internal California load will be modeled with a sink price bid in 
excess of $250 in the scheduling pass. Export load will be treated like internal California load 
only if the export was scheduled in the DAM, if the export is linked to an import scheduled in the 
hour-ahead evaluation, or if the export is linked to a generation resource not committed in the 
DAM or RUC.140  These rules effectively ensure that capacity committed day-ahead to serve 
California load, either in the DAM or the RUC, is available to meet California load in real-
time.141  At the same time, however, the $250/MWh price cap and the lack of any resource 
adequacy mechanism providing a right of recall in the DAM will ensure that California is left 
short of capacity in the RUC if market prices rise above $250/MWh, either as a result of high gas 
prices or capacity shortages. 

                                                 
136  May ISO, pp. 50-51 Att A II.5. 
137  CMD # 108. 
138  June FERC ¶ 79,80, Sept FERC ¶22-24. 
139  Oct FERC ¶ 123. 
140  We believe this statement is consistent with the Cal ISO’s intent.  In particular, we do not believe that the Cal 

ISO intends market participants to schedule an import in the DAM and then link it to an export in the hour-
ahead to create a wheel?  Nevertheless, it should be recognized that if real-time prices in California are lower 
than elsewhere in the West, imports scheduled day-ahead will likely not flow in real-time, being sold instead 
into other higher priced markets.   

141  This reflects a change from the September 2003 filing which provided that: “there is no obligation to serve 
California load (e.g., a resource, even it was committed in RUC) could schedule all of its power to Arizona and 
still be in compliance with the MOO,” p. 72 
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 The export recall issue would need to be revisited depending on developments in the 
resource adequacy requirements being developed by the CPUC. 

H. Allocation of RUC Procurement Costs 

Costs associated with the day-ahead RUC process will be borne first by scheduling coordinators  
whose metered load is not fully scheduled in the DAM.  The ISO is to calculate a per MWh RUC 
charge by dividing total RUC procurement costs by the gross amount of RUC capacity and 
energy procured and somehow allocating this to load.  It is proposed that this cost would be 
allocated to all virtual supply (which is by definition not delivered in real-time) and to each MW 
of metered load in excess of final day-ahead schedules.  Changes in generation and load as a 
result of ISO dispatch instructions would not be counted as such deviations.  Any excess RUC 
costs (i.e., costs arising from ISO load forecast error) will be allocated to all metered load plus 
exports.142 This allocation methodology was approved by FERC.143  

 Apparently there would not be any geographic allocation of RUC costs.  Thus RUC costs 
incurred to meet forecast load in San Diego would be allocated to real-time load imbalances 
throughout the state.  This cost allocation methodology could be problematic given the load 
zone/LAP scheduling practices discussed in Section II.C above.  With nodal clearing of zonal 
load bids, it s possible that LSEs in a particular LAP could fully schedule their load in the day-
ahead market, yet substantial commitment costs could be incurred on their behalf in the RUC, 
because the Pass 3 schedules would not be feasible.  These RUC costs would then be allocated to 
load and virtual supply imbalances throughout the state. If the nodal clearing procedure for 
zonal load bids were implemented, the Pass 3 schedules in the DAM would likely be infeasible, 
and additional units would be committed in Pass 4.  The CMD provides that the procurement 
costs associated with this capacity would be divided by the amount of capacity procured but it is 
not entirely clear how the amount of capacity procured is defined.  Would the capacity procured 
be defined as:  (a) the difference between the ISO’s forecast load and the load cleared in Pass 3; 
(b) the capacity of the minimum-load blocks of units committed in Pass 4; (c) the total capacity 
of all units committed in Pass 4, including capacity not eligible for a RUC payment; (d) the total 
capacity eligible for a RUC availability payment; or (e) something else?144 

                                                 
142  CMD # 111. 
143  June FERC ¶58. 
144  The Cal ISO offers as an example by way of clarification.  “There are two sources of cost and corresponding 

MW quantities in RUC: (A) minimum load cost compensation (MLCC) for the minimum load MW of resources 
committed in RUC; (B) RUC availability payments, which are paid only for capacity slated in RUC above 
minimum load or above day-ahead Energy and A/S schedule. The unit rate ($/MW/hr) in question is computed 
by adding the $ amount of (A) and (B) and dividing by the higher of the sum of the MW quantities of (A)+(B), 
or the amount of underscheduled load (i.e., real-time metered minus scheduled load). If the MW of (A)+(B) is 
higher than (real-time metered minus scheduled load), this rate will not be enough to recover the $ amount of 
(A)+(B) from underscheduled load; the shortfall is then charged to all metered demand. Example: Assume that 
RUC Minimum load = 500 MW, RUC MLCC (after net of market) = $10,000; RUC capacity (above minimum 
load and/or above IFM schedule = 2,500 MW, RUC availability payment = $20,000. Assume the amount of 
underscheduled load is 2,000 MW and the total metered load is 40,000 MW. The charge per MW of 
underscheduled load is ($10,000 + $20,000)/max(500+2,500, 2,000) = $10/MW/hr. This brings only $10*2,000 
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 Approach (a) could lead to very high per MW charges (thousands of dollars/MW) if units 
are committed in the RUC to solve infeasible schedules on days when bid load is close to 
forecast load.  Approach (b) could lead to total RUC charges that greatly exceeded procurement 
costs because the denominator could be much lower than the difference between forecast and bid 
load.  Approaches (c) and (d) could possibly result in RUC charges that exceed RUC 
procurement costs the denominator of (c) does not include unloaded capacity committed in Pass 
3, while the denominator (d) does not include capacity that does not receive the RUC payment, 
however the more likely outcome under nodal clearing of zonal load bids would be that all of 
these approaches would allocate most RUC procurement costs to all load because the amount of 
capacity committed in pass 4 would be any measure greatly exceed the difference between 
forecast load and the load cleared in Pass 3.  These complications associated with the allocation 
of RUC procurement costs are not intrinsic features of the MRTU market design but rather arise 
from the nodal clearing of the zonal LAP bids and its associated problems.  These complications 
can be avoided by clearing zonal load bids zonally, in which case approaches a) and d) should 
yield similar results. 

It should also be understood that if the load forecast used for the RUC commitment turns 
out to be accurate in real- time and there are no additional low cost imports available in real-time, 
then the uplift costs associated with the RUC procurement should generally be small, as 
operation of the units committed in the RUC should be economic at real- time prices, enabling 
these units to recover most or all of their commitment costs.  Uplift costs could be incurred if the 
load forecast used for the RUC procurement turns out to be too high in real-time, and if so, some 
of these costs would be allocated to all load.  If the load forecast used in the RUC commitment is 
accurate but uplift costs are incurred because low costs imports become available in real-time, 
then the uplift costs will be allocated to the LSEs that benefited from the low cost imports (i.e. 
the LSEs that did not buy power in the DAM and instead purchased power in real-time). 

 Metered subsystems can follow their own load, without incurring RUC costs, provided 
they establish resources in advance, schedule all load and exports in the DAM and meet a 
bandwidth requirement.145  

                                                                                                                                                             

= $20,000 when charged to the underscheduled load (Tier 1). The shortfall of $10,000 is charged to all metered 
load (Tier 2) at a unit rate of $10,000/40,000 = $0.25/MWh.” 

145  CMD # 112. 
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IV. HOUR-AHEAD FORWARD SCHEDULING AND RUC PROCESS 

A. Hour-Ahead Schedules 

It is proposed that under the MRTU there will be an hour-ahead scheduling process, rather than 
an hour-ahead market. Intertie scheduling and scheduling of other resources with binding 
predispatch instructions will be carried out in a process similar to that used by the NYISO.  
There will be no hour-ahead settlement.146 This simplified hour-ahead process was initially 
accepted by FERC but is now being reexamined.147 

 Scheduling coordinators will submit bids and hour-ahead self-schedule changes for 
resources and imports as well as changes to wheeling schedules by T-75.  There will be no need 
for load bids or load schedule changes in the hour-ahead process, as settlements will be based on 
real-time load.  The Cal ISO will run the hour-ahead process to manage congestion and balance 
energy and rebalance ancillary services based on forecast load to the extent that additional 
ancillary service capacity is required.  Hourly intertie schedules will be determined in this 
process based on the Cal ISO’s load forecast.148  This concept was accepted by FERC.149 

 The proposed Scheduling Priorities in the Hour-Ahead evaluation would be:  1) Final 
day-ahead schedules submitted without energy bids and other final day-ahead schedules that 
were converted to self-schedules after clearing the DAM; 2) hour-ahead deviations associated 
with ETC schedules; 3) hour-ahead self-scheduled deviations from must-take/must run 
resources; 4) all other hour-ahead self-scheduled deviations; and 5) hour-ahead supply and 
demand deviations with energy bids.150  

 Priority 4 will include internal California load and self-scheduled exports supported by 
wheels or self-committed generation not scheduled in the DAM or day-ahead RUC.  Priority 5 
will include all hour-ahead exports not supported by wheels or self-committed generation not 
scheduled in the DAM or day-ahead RUC. These load priorities will be relevant only if there are 
insufficient resources available at the bid cap price to meet bid (export) and forecast (internal) 
load. 

 The FERC suggested in its September Rehearing Order that the Cal ISO evaluate the 
costs and benefits of employing a financially binding hour-ahead market instead of the simplified 
                                                 
146  May ISO, pp 5-6, 79. 
147  June FERC ¶ 93.  Sept FERC ¶ 45-46. 
148  The July 2003 filing proposed that the hour-ahead market would close at T-120, final hour-ahead schedules 

published at T-90, close the real-time market at T-60.  This time line allowed a 30 minute rebid period between 
final hour-ahead schedules and the close of real-time bid submissions. CMD # 114. 

 ISO would then perform a real-time predispatch at T-45 to enable the ISO to give real-time dispatch instructions 
to units than cannot change operating levels in response to intra-hour dispatch instructions. Imports scheduled 
for the entire hour will be guaranteed their bid price but cannot set the five minute MCP.  CMD # 116.  This 
time line was replaced by the new combined process in the May 2004 filing. See also May ISO, pp. 80-81, Att 
A V.1,2. 

149  June FERC ¶ 94. 
150  CMD # 34, May ISO, p. 81. 
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hour-ahead scheduling process currently reflected in the MRTU market design. 151  As suggested 
by FERC, the Cal ISO could clear a financial hour-ahead market based on any additional bid 
load and then run a RUC process to ensure that sufficient resources were available to meet the 
Cal ISO’s load forecast for the hour.  FERC suggested that such an hour-ahead market might be 
helpful because of the variability of load in California and the importance that hour-ahead 
scheduling adjustments be accurate.152  The proposed hour-ahead financial market would not be 
directly relevant to the accuracy of hour-ahead scheduling adjustments objective, because the 
hour-ahead schedules whose accuracy is important are those determined in the RUC process 
based on forecast load.  Similarly, the FERC suggested that given the level of imports and the 
need for the Cal ISO to commit to a specific level of imports in the hour-ahead timeframe, it is 
important that hour-ahead schedules be accurate.  Once again, the proposed hour-ahead financial 
market is not directly relevant to this objective, because the hour-ahead import schedules that 
need to be accurate are those determined in the RUC process to meet forecast load. 

 While an hour-ahead market would provide an additional market in which imports and 
exports could clear, market participants that wish to lock in the cost of imports or exports prior to 
real-time can do so by entering into bilateral contracts and scheduling these import or export 
transactions in the simplified hour-ahead scheduling process. The change in costs that could not 
be hedged bilaterally would be limited to the intra-hour change in congestion charges on transfer 
capability not scheduled in the day-ahead market. Hence, while there could in principle be 
benefits to providing incentives for bid- in load to provide better information for the load 
forecast, this indirect effect on scheduling based on the load forecast only an hour or so before 
real-time may not be very substantial.  Unless carefully structured, the potential for import 
transactions to be cleared at low prices in a financially binding hour-ahead market due to low bid 
load while real- time prices are high, could discourage real-time imports unless the dual markets 
are carefully designed.  Furthermore, clearing an hour-ahead ancillary services market in 
conjunction with the energy market as suggested by FERC153could cause problems because of 
the likely inconsistencies between the ancillary services schedules determined in conjunction 
with the load bid into an hour-ahead market and those based on forecast load for actual real-time 
operation. 

 The existence of both an hour-ahead market and a subsequent Hour-Ahead Scheduling 
Process or RUC process would introduce market design issues that would need to be 
satisfactorily resolved to avoid adverse impacts on market efficiency and reliability.  Some of the 
significant market design issues that would arise with an additional hour-head market.  

• Would import suppliers and export buyers be permitted to revise their bids and 
offers between the hour-ahead market and the hour-ahead scheduling process or 
RUC evaluation?  

• Would internal generation suppliers be permitted to revise their bids and offers 
between the hour-ahead market and real-time? 

                                                 
151  Sept FERC ¶ 45-46. 
152  Sept FERC ¶ 45. 
153  Sept FERC ¶ 46. 
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• Would virtual demand and supply bids be permitted in the hour-ahead market? 

• Would LSEs be permitted to submit additional bilateral schedules in the hour-
ahead scheduling process following the hour-ahead market? 

• Would export buyers be permitted to schedule exports in the hour-ahead market 
that were not scheduled in the day-ahead market? 

 Some of the considerations involved in resolving these issues would be: 

• If import suppliers were not permitted to offer additional supplies in the hour-
ahead scheduling process or RUC, introduction of the hour-ahead market would 
move forward the effective deadline for scheduling imports, potentially reducing 
import supply offers. 

• Such a structure could introduce incentives for LSEs to bid less than their 
expected load into the hour-ahead market, in order to price discriminate between 
suppliers selling power in the hour-ahead market and the real-time market.  While 
the outcomes could be profitable for an individual LSE they could lead to a 
change in offer prices by suppliers or even a reduction in supply that would raise 
costs for the market as a whole. 

• If suppliers were not permitted to revise their offers between the hour-ahead 
market and real-time and there were no virtual bidding in the hour-ahead market, 
suppliers would be likely to offer their output into the hour-ahead market at the 
expected real-time price, rather than at incremental cost, leading to market 
inefficiency, complicating market power mitigation and likely raising costs for 
loads and suppliers; 

• If suppliers were permitted to revise their offers between the hour-ahead market 
and real-time, or if import suppliers were permitted to offer additional supplies in 
the hour-ahead scheduling process or RUC, this would expand the time interval 
required between the posting of schedules for the hour-ahead market and the 
running of the subsequent hour-ahead scheduling or RUC process. 

• If export buyers were permitted to schedule exports in an hour-ahead market that 
preceded the hour-ahead scheduling and RUC process, underbidding by LSEs in 
the hour-ahead market could result in exports being scheduled at a level that 
results in reserve shortages in real-time, despite adequate resources committed in 
the day-ahead RUC. 

 In this regard it is particularly important to recognize that while some market participants 
may anticipate that with the introduction of an hour-ahead market hour-ahead prices would be 
systematically lower than real-time prices and see an advantage in such an outcome, this would 
be an unfortunate outcome.  A market design in which hour-ahead prices were systematically 
lower than real-time prices would be precisely the kind of outcome that would need to be 
avoided in a market design that includes both an hour-ahead market and real-time settlement if 
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the Cal ISO is to avoid adverse impacts on reliability.  If, for example, the hour-ahead market 
were structured in such a way as to allow LSEs to price discriminate between the hour-ahead 
market and real-time, such a circumstance would serve to drive price sensitive supply offers out 
of the hour-ahead market, raising prices and making overall operating day supply and imbalance 
prices more volatile. 

 Among other purposes, the structure of the hour-ahead scheduling process is intended to 
assure that capacity scheduled in the day-ahead RUC is available to meet control area load and is 
not used to meet export demand if this would leave inadequate resources to meet control area 
load.  This end would be accomplished by determining real-time exports (i.e., those not 
scheduled in the day-ahead market) in the hour-ahead scheduling process which will take 
account both of export demand and the Cal ISO’s control area load forecast. 

 In the circumstance in which there is excess demand at the bid cap in the hour-ahead 
scheduling process, hourly schedules will be determined in part based on scheduling priorities.  
The proposed scheduling priorities for the transactions scheduled in the hour-ahead evaluation 
(imports, exports, wheel-throughs and schedules for units unable to follow real-time dispatch 
instructions) would be:  1) final day-ahead schedules submitted without energy bids; 2) hour-
ahead deviations associated with ETC schedules; 3) hour-ahead self-scheduled deviations from 
must-take/must run resources; 4) all other hour-ahead self-scheduled deviations; and 5) hour-
ahead supply and demand deviations with energy bids. 

 Priority 4 will include internal California load based on the Cal ISO’s load forecast and 
self-scheduled exports supported by wheels or self-committed generation not scheduled in the 
day-ahead market or day-ahead RUC.  Priority 5 will include all hour-ahead exports not 
supported by wheels or self-committed generation not scheduled in the day-ahead market or day-
ahead RUC. These load priorities will be relevant if there are insufficient resources available at 
the bid cap price to meet the Cal ISO’s load forecast.154  In this situation, priority 5 exports will 
be scheduled to the extent that resources are available in addition to those required to meet the 
ISO’s load forecast and day-ahead export schedules. 

 If export bids were cleared in a separate hour-ahead market that took account only of bid 
load, there would be a potential (if control area load bid into the hour-ahead market was less than 
forecast load) for exports to be scheduled in such an hour-ahead market supported by capacity 
committed in the day-ahead RUC, even if the scheduling of those exports left inadequate 
resources to meet control area load in real- time. To avoid this outcome in a market design 
including an hour-ahead market, it would be necessary to either impose other restrictions on 
exports scheduled in a hour-ahead market that could create seams and price disparities in the 
West during non-shortage conditions, or accept the possibility that capacity committed in the 
day-ahead RUC could be used to support exports during periods in which the Cal ISO control 
area was reserve-short.  

 The hour-ahead scheduling process is intended to avoid such an outcome because export 
schedules would be determined taking into account both export demand and the Cal ISO’s load 

                                                 
154  In fact, these priorities will only be relevant in the circumstance in which schedules in the hour-ahead 

scheduling process are cleared either at the bid floor or the bid cap.  
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forecast.  Real- time exports would be scheduled in the hour-ahead scheduling process if they did 
not compromise the Cal ISO’s ability to reliably meet control area load but exports supported by 
RUC capacity would not be scheduled under the hour-ahead scheduling process if the scheduling 
of those exports were expected to have adverse reliability impacts (i.e., if insufficient capacity 
were available at the bid cap to both meet export demand and control area load). This will be 
accomplished by assigning exports bids submitted in the hour-ahead scheduling process a lower 
priority than internal Cal ISO control area load.155  This structure of the day-ahead market allows 
the Cal ISO to take account of export schedules in the day-ahead RUC commitment and ensures 
that sufficient capacity is committed to meet control area load, to the extent that sufficient 
capacity is available at the bid cap.  At the same time, market participants would be able to 
schedule exports day-ahead that would not be subject to curtailment in real-time. 

 A second disadvantage of introducing an additional hour-ahead market is that because the 
hour-ahead market would be in addition to the other hour-ahead processes, it must precede them 
in time, requiring that the hour-ahead market be moved forward in time, relative to the proposed 
hour-ahead scheduling process, resulting in a greater time difference between such an hour-
ahead market and real-time than between the proposed hour-ahead scheduling process and real-
time.  Under the proposed hour-ahead scheduling process, scheduling coordinators would submit 
bids and hour-ahead self-schedules and self-schedule changes for resources and imports, as well 
as changes to wheeling schedules, by 75 minutes prior to the operating hour.  If this process were 
to be preceded by an hour-ahead market, the bid submission deadline for the hour-ahead market 
would need to be moved further forward in time.  If market participants were provided an 
opportunity to rebid between the hour-ahead market and the hour-ahead scheduling 
process/RUC, the time frame for submission of bids and schedules to the hour-ahead market 
would certainly be two or more hours in advance of real-time. 

 A third disadvantage of adding an explicit hour-ahead market relative to the proposed 
hour-ahead scheduling process is that the introduction of a third settlement process (in addition 
to the day-ahead market and real-time imbalances) will increase the administrative costs of both 
the Cal ISO and its market participants.  While there may have been a need to bear the 
administrative costs of a third settlement under the prior market design, as a result of the 
constraints placed on the real-time dispatch by the market separation doctrine, that is no longer 
the case.  One of the potential cost savings from the introduction of LMP and elimination of 
market separation is elimination of these additional settlement costs.  The administrative costs of 
implementing an additional market are not insignificant and need to be considered in choosing 
among these alternatives. 

B. Pricing 

While the hour-ahead scheduling process would implicitly and/or explicitly calculate prices, 
these hour-ahead prices would no t be used for settlement purposes.156  The Cal ISO has clarified 
                                                 
155  Since exports scheduled in the Cal ISO’s day-ahead market are not recallable by the Cal ISO in the hour-ahead 

process but can be cancelled by the market participant and sold into the Cal ISO market in real-time, market 
participants wanting to export firm power can do so under the proposed hour-ahead scheduling process by 
scheduling those exports in the day-ahead market. 

156  May ISO, p. 81, Att A V.2e. 
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that imports and exports will be scheduled based on offer prices in the hour-ahead evaluation but 
will settle at real-time prices.  This approach is satisfactory if there is no transmission congestion 
on the interties in the hour-ahead evaluation but will likely lead to problems when the ties are 
congested.  This is the third of the six major implementation issues identified with the MRTU 
market design.  The potential problem is that given the Cal ISO’s real-time modeling of tie lines 
as open loops for dispatch and pricing purposes, the dispatch of internal generation to manage 
tie- line flows will not be reflected in real-time prices.157 This is analogous to the pricing rule the 
NYISO had at its start-up (as a result of a miscommunication of intended tie line modeling).  
This kind of pricing led to significant problems for the NYISO.  In fact, this was one of the two 
big problems hindering the NYISO over its first six months of operation.  The issue was that 
offer prices for imports in the NYISO hour-ahead process had nothing to do with the price the 
import supplier would be paid if the import was scheduled, so external suppliers had an incentive 
to bid - $1,000 to get themselves scheduled.  This lead to a variety of difficulties and the problem 
was not solved until ECA B was implemented in fall 2000.  It appears that the CMD pricing 
system for imports and exports is identical to that initially used by the NYISO.  It therefore 
appears likely that the Cal ISO will run into similar problems and needs to modify the CMD to 
address this problem in some manner.158 

                                                 
157  The Cal ISO has explained that internal generation is at times redispatched to manage tie line flows, but this 

redispatch is based on operator assessment of the effectiveness of this redispatch and managed by taking units 
out of merit and the cost of the redis patch would not be reflected in congestion prices on the ties. 

158  The ECA B pricing mechanism was implemented by the NYISO to solve this problem in New York and was 
subsequently approved by New York market participants and the FERC.  It has worked well to date.  The 
original ECA B wording was: 
i. These rules apply in hours that HAM import or export transactions are constrained in BME at an external 

proxy bus by a transmission limitation or a desired net interchange limit. 
ii. For each hour in which one of these limits constrains net imports to NYCA from an external proxy bus in 

the HAM, the real-time settlement price at that external proxy bus will be the lesser or the real-time LBMP 
or the BME price at that external proxy bus. 

iii. For each hour in which one of these limits constrains net exports from NYCA to an external proxy bus in 
the HAM, the real-time settlement price at that external proxy bus will be the greater of the real-time 
LBMP or the BME price at that external proxy bus. 
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Figure 4 
CONGESTION PRICING FOR IMPORTS 
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If the real-time pricing system does not reflect the constraints that determine schedules in the 
hour-ahead process, there will be a disconnect between bids and revenues as portrayed in Figure 
4.  Bidding lower in the hour-ahead process would not reduce the price received when imports 
are constrained, the lower bids would only affect the probability of being scheduled. 

 Various elements of the MRTU provide that changes in offer prices in the hour-ahead 
process will be subject to activity rules. In particular, the offer prices of capacity scheduled to 
provide energy cannot be decreased. The MRTU would allow unloaded RUC capacity to 
decrease its offer price between day-ahead and real-time, and allow decremental offer prices for 
scheduled energy to be increased.159 

 The restrictions on offer price reductions between DAM and hour-ahead were approved 
by FERC.160 It is assumed that the restrictions on reductions in day-ahead offer prices are 
intended to prevent market participants from reducing their offer prices to force the ISO to pay 
                                                 
159  CMD # 119. 
160  The CM D originally proposed that  generating units committed in the RUC also could not  raise their energy 

bids between the DAM/RUC and real-time. CMD # 108. It was proposed that any cost difference would be 
recovered in the RUC availability bid. The FERC rejected this restriction on changes in energy bids between 
DAM and RUC. The FERC observed that  recovering fuel costs in availability bids distorts, dispatch and 
scheduling of RUC, plus impossible for generators to estimate change in costs.  June FERC ¶ 79, 80,  Sept 
FERC ¶ 22-23. It seems to us that the FERC approach is preferable as it avoids problems that would arise under 
the original approach.  The CMD also provided that energy offer prices for capacity scheduled to provide 
ancillary services could be increased, but FERC eliminated this restriction. Sept FERC ¶ 25, 26, 27.  See also 
Oct FERC ¶ 137. 
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very low or even negative prices to back down their day-ahead schedules in the event that 
transmission outages make the day-ahead schedules infeasible.  If these restrictions on offer price 
reductions were effective, they could raise consumer prices in the day-ahead market, however, 
by driving some resources that need to be able to schedule in this manner out of the market. 

 One category of resources that could be adversely impacted by such restrictions would be 
imports.  Market participants selling power into California in the day-ahead market will likely 
then schedule transmission to deliver power into the market.  Once this transmission is 
scheduled, the money spent on transmission service is sunk and the importer will want the power 
to flow even if the hour-ahead price falls slightly below the day-ahead offer price.  If importers 
risk having transactions cut in the hour-ahead if the price falls even slightly below the day-ahead 
offer price, they may offer energy in the day-ahead market at higher prices than would otherwise 
be the case. 

 Similar incentives may apply to the output of cogeneration units whose offers in the day-
ahead market may entail irreversible changes in production scheduling for the operating day.  If 
they would potentially be dispatched off in the hour-ahead at only a slightly lower price than that 
accepted in the DAM, they may be unwilling to offer this capacity in the DAM. 

 In practice, these restrictions on offer price reductions appear to be rendered completely 
ineffective by the priority given day-ahead schedules in the DAM, which implicitly allow offer 
price reductions to -$30/MW for all day-ahead schedules.161 In fact, it is understood that it is 
intended that, absent action by the resource owner, the real-time offer prices of any resource 
scheduled in the DAM will be set at -$30/MWh for the resources DAM schedule.  This provision 
makes the activity rules on bid reductions meaningless and counterproductive.  Rather than 
preventing reductions in offer prices to very low negative values, these activity rules actually 
require that resource owners seeking to reduce their offer prices slightly to reflect the kind of 
considerations noted above must reduce them all the way to -$30/MWh, and the rule serves only 
to prevent resource owners from selecting more moderate values.  The activity rule precluding 
reductions in offer prices other than to -$30/MWh should therefore be eliminated. 

 Energy or capacity offered but not accepted in the day-ahead market can be offered in 
subsequent markets at higher or lower prices (subject to market power mitigation, etc.).162  
Generating units committed in the day-ahead market or RUC cannot decommit without reporting 
an outage to the ISO.163 

C. Ancillary Services 

The ISO will allocate DAM ancillary services capacity to the portion of the day-ahead energy 
curve that precedes the portion allocated to the day-ahead RUC.164 The hour-ahead process will 

                                                 
161  CMD # 34, May ISO, p. 81. 
162  CMD # 119. 
163  CMD # 120. 
164  CMD # 121. 
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produce advisory real- time ancillary services awards for any incremental capacity needed for 
load forecast changes or outages.  The awards are advisory until finalized in the dispatch. 165  

 The May 2004 filing appears to indicate that there would be no separate ancillary services 
capacity offer prices in the hour-ahead evaluation but we understand that capacity offer prices 
will be permitted for both reserves and regulation in the hour-ahead evaluation. 

 The May filing as noted above described the ancillary services awards determined in the 
hour-ahead process as advisory until finalized in the dispatch. It is understood that resources will 
be selected to provide reserves in the hour-ahead evaluation, taking account of both ancillary 
service capacity bids and energy offer prices.  It is also understood that these schedules will be 
advisory in the sense that resources scheduled hour-ahead to provide reserves that end up being 
dispatched in real-time for energy as a result of capacity shortages or transmission constraints 
will be paid for energy only, not for reserves.  This is reasonable.  

 An issue raised by the FERC Rehearing Order is the appropriate activity rule for capacity 
scheduled day-ahead to provide reserves.  The CMD would have forbidden increases in real-time 
energy offer prices for such capacity but FERC has ordered that such increases be allowed.  The 
Cal ISO has observed that once scheduled to provide reserves in the DAM, suppliers may have 
less competition in real-time.  It should be kept in mind, however, that the DAM reserve 
optimization does not in any case consider the energy offer price of resources scheduled to 
provide reserves, except as an opportunity cost of using low-priced capacity to provide reserves.  
A supplier wanting high energy prices on its reserve segments could, therefore, self-schedule 
reserves and submit high energy prices on the capacity providing reserves without regard to the 
activity rules.  Moreover, as FERC observed, there can be changes in fuel costs between DAM 
and real-time that ought to be reflected in real-time offer prices. 

 The underlying issue that this provision seeks to address is the potential for reserve 
suppliers that know they will have to be dispatched in the event of a generation or transmission 
contingency (depending on the probabilities involved) to submit inappropriately high energy 
offer prices on reserve capacity that would then be used to set prices during a contingency.  This 
concern would be better addressed through appropriate market power mitigation and shortage 
pricing than through indirect restrictions on changes in offer prices, which do not address the real 
concern. 

 The Cal ISO should avoid unnecessarily limiting the resources available to provide 
ancillary services in real-time.  All internal resources that are available for dispatch on a five 
minute basis should be available to be designated to provide reserves, up to the limits determined 
by their capacity and ramp limits, regardless of the ancillary services designations in the hour-
ahead process.  This would improve reliability by providing Cal ISO operators more flexibility in 
responding to real-time conditions and would assure that ancillary services and energy prices are 
rationally related to actual shortage conditions. 

                                                 
165  May ISO, p, 81, Att A V.2f; June ISO, p. 14. 
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D. Imports/Export 

The hour-ahead process will determine the hourly predispatch of inter-tie bids.166 The proposed 
hour-ahead process will also assure that RUC capacity is reserved for control area load and is not 
used to meet export demand.167  The process accomplishes this because export schedules in the 
hour-ahead have lower priority than internal ISO load. Since exports schedule in DAM are not 
recallable in the hour-ahead process but can be cancelled, market participants potentially wanting 
to export firm power simply need to schedule these exports in the DAM.  

E. Hour-Ahead RUC 

The original CMD provided for a separate hour-ahead RUC process.168  Under the current 
MRTU market design there will be a single process in which resources are scheduled against 
forecast load to determine import and export schedules and commitment of GTs, etc.  There will 
no longer be a distinct hour-ahead RUC or hour-ahead RUC costs to be allocated.  If the imports 
scheduled in the hour-ahead process and other commitment decisions (such as starting gas 
turbines) are economic at real-time prices, there will be no uplift costs to allocate.  In practice, 
however, there will inevitably be hours in which the Cal ISO overestimates demand and imports 
scheduled in the hour-ahead process are uneconomic at real- time prices.  These uplift costs will 
need to be allocated, presumably to all real-time load.169 

                                                 
166  May ISO, p. 82, Att A V.2g. 
167  May ISO, p. 6. 
168  Following each hourly run of the hour-ahead IFM the ISO will perform the hour-ahead RUC.  ISO will assess 

whether committed resources and schedules are sufficient to meet real-time energy and reserve needs.  If there 
is a short-fall, the ISO can commit additional resources that may require advance notice of an hour or more to 
be available for real-time operation.  If the capacity procured in the day-ahead RUC appears excessive, the ISO 
will be able to cancel start-ups of RUC units. CMD # 113. Costs of hour-ahead RUC will be allocated first to 
real-time load in excess of final hour-ahead schedules. CMD # 111. 

169  CMD # 111. 
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V. REAL-TIME DISPATCH 

A. General 

The real-time dispatch interval will be 5 minutes.170  Incremental energy offer prices that were 
used to establish a resources final day-ahead and hour-ahead schedules will be available to the 
ISO to use in real-time for decremental adjustments to clear the imbalance energy market and to 
mitigate real-time congestion. 171 

B. COG Pricing 

Gas turbines and other internal units that are lumpy with minimum operating level or minimum 
operating time constraints (constrained output generation) will be guaranteed their BPCG when 
they are dispatched by the ISO.172  Because gas turbines generally have minimum run times and 
down times of one hour or more but are often dispatched in real-time in response to 
unanticipated changes in market conditions, they may end up operating for periods of time after 
real-time prices fall below their cost. The implementation of a BPCG for COG units is an 
important improvement in the Cal ISO market design that should improve market performance, 
as well as improve bidding and operating incentives.  Moreover, COG units (GTs) will be treated 
as flexible for the purpose of setting real-time prices.173 These resources would, however, only 
set the 5-minute prices when their energy is needed by the system, i.e., they would not set prices 
when they are on line as a result of a minimum run- or down-time constraint.174  If a COG unit is 
no longer needed to meet load but is running due to a minimum-run time  constraint, then it will 
not be able to set prices, but it would be eligible for a bid production cost guarantee if it was 
committed or dispatched by the ISO.175 COG units will be block loaded in the real-time dispatch, 
either at zero or to its full capacity. 176 COG pricing was accepted by FERC, with the scope of 
COGs limited to gas turbines.177 This general approach to COG pricing is reasonable, an 
important improvement on current procedures, and should improve the availability and 
performance of these units. 

 While this general approach to COG pricing is appropriate, experience in the NYISO has 
shown that the details of how COG pricing is implemented are very important.  One 
implementation issue that is not discussed in the CMD is the determination of upper dispatch 
limits from unit ramp rates.  A critical issue in implementing the COG pricing is how the upper 
dispatch limit of non-COG units is determined in the pricing dispatch.  It is understood that it is 

                                                 
170  CMD # 14. 
171  Subject, of course, to suppliers opting to convert accepted-day-ahead schedules to price-taking self-schedules.  

CMD # 122. 
172  CMD # 61, 106, 116. 
173  May ISO, p. 61, Att A III.3d,e. 
174  CMD # 117. 
175  May ISO, Att A III.2b. 
176  May ISO, p. 60. 
177  June FERC ¶121. 
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proposed that the upper dispatch limit of non-COG units would be based on their telemetered 
output plus their ramp rate.  This is the fifth of the major implementation issues identified with 
the MRTU market design.  The potential problem with this approach is that if some event has 
caused GTs to be running uneconomically in real- time, the actual output of the non-COG units 
will be backed down to accommodate the output of these uneconomic GTs.  If the amount of 
uneconomic GTs running is large relative to the five minute ramp rate of the non-COG units that 
are on the margin, the calculation of whether the GTs are “needed” may find that GTs are 
“needed,” but they would be “needed” only because the non-COG units have been backed so far 
down because of the uneconomic GT output that the non-COG units on the margin cannot ramp 
up fast enough in the price setting dispatch to replace all of the uneconomic COG units.  As a 
result, prices could be determined by the offers of high-priced units that are not actually 
dispatched or by the offers of COG units that are actually not needed to meet load.  The NYISO 
had problems with spurious price spikes arising from these kinds of situations until the NYISO 
changed the logic structure in the price calculation step in late July 2000.  

 It may be the case that the small amount of COG generation and the large amount of fast 
ramping hydro capacity in the Cal ISO control area will mean that this circumstance would 
rarely arise in California.  However, New York also has a large amount of fast ramping hydro 
capacity and this problem still arose. This problem tends to arise when there are transmission 
constraints and both the COG generation and the non-COG generation backed down to 
accommodate the COG generation are on the same side of the transmission constraint.  In this 
circumstance, the ramp rate of the non-COG generation that is backed down may not be large 
relative to the capacity of the out of merit GTs.  For example, suppose that the San Francisco 
peninsula was constrained and Potrero 3 was on line meeting load at the margin at a higher offer 
price than that of generation outside the Peninsula.  Then a line trip into the peninsula causes the 
Cal ISO to dispatch two of the Potrero GTs to eliminate the overload.  After the GTs are on line, 
however, the transmission line comes back.  Both Potrero 3 and the GTs are higher cost than the 
marginal unit located off the peninsula, but the GTs still have 45 minutes of their minimum run 
time to go, so Potrero 3 is backed down 100 MW to make room for the output of the GTs.  The 
question is, what is the ramp rate of Potrero 3 relative to the output of the GTs.  If Potrero 3’s 
ramp rate were 1 percent of its capacity per minute, that would be 9-10 MW over a five minute 
dispatch interval.  The two GTs have a combined output of around 100 MW, so the COG pricing 
logic would always find that the GTs are needed to meet load, but it is known that in fact Potrero 
3 can meet all of the load, it only appears to be ramp constrained because it has been backed 
down so far to accommodate the uneconomic GTs.  In the real-world dispatch, Potrero 3 would 
not be ramp-constrained.  It would be backed down to accommodate the GTs and as long as the 
GTs were on- line covering their minimum run time, there would be no need to ramp up Potrero 3 
and it would not be even close to being ramp-constrained in the physical dispatch, yet it could be 
ramp-constrained in the pricing dispatch. 

 This situation can arise whenever GTs are on the same side of a transmission constraint 
as the relatively cost steam units that would be backed down to accommodate them.  A similar 
situation could potentially arise in San Diego, and the Cal ISO may be able to think of other 
possibilities involving Los Angeles area GTs. 

 The initial change in price calculation logic that the NYISO implemented in late July 
2000 was to calculate the upper limit of units in the pricing dispatch based on their dispatch level 
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in the prior pricing dispatch interval, rather than on their metered output.  Due to some back and 
forth with FERC this logic has become more complicated over time.178 

C. Demand Response 

Demand response is power consumption that can be adjusted from a scheduled reference level in 
response to changes in power prices.  Load with appropriate telemetry can set the real-time price 
under the MRTU. 179 ISO dispatched demand reduction would be paid the real- time nodal price, 
rather than LAP price and can be pre-dispatched like GTs and would receive a similar BPCG. 180 
Demand reduction would settle at the appropriate nodal price in real-time, but would buy power 
in the DAM at the appropriate LAP price.181 

 Loads only need interval metering and an ability to receive and follow dispatch 
instructions to supply supplemental energy. 182 Loads providing demand response would be 
required to demonstrate their effective dispatch capability. Demand response bids would be at 
nodal level with a minimum size of .1 MW.183 

 The sixth of the major implementation issues identified with the MRTU market design is 
the proposed mechanism for demand response.  Since demand response buys power at the 
zonal/LAP price in the DAM and sells power back at the nodal price, demand response at nodes 
within constrained regions have a money machine whenever their actual load is less than their 
allowed maximum demand response offer.  The LSE providing demand response would merely 
buy power equal to its demonstrated dispatch capability at the LAP price in the DAM and bid 
demand response at a low enough price to ensure it is dispatched nodally down to its planned 
consumption in real time, earning the difference between the nodal price and the zonal price for 
doing nothing.  This would be equivalent to the effect of virtual demand purchases at zonal 
prices in the DAM that are settled at nodal pricing in real- time. 

 A load’s demonstrated dispatch capability is presumably limited by its maximum energy 
consumption but it may be economic to inflate this if the spread between the LAP and nodal 
price is material over a large number of hours.  The implicit subsidy in buying at the LAP and 
selling at the nodal price could become expensive to other consumers.  This cost could be 
exacerbated by some of the other market design features, such as the way LAP bids are cleared 
in the DAM, which would tend to magnify the difference between the DAM LAP price and the 
real-time nodal price. 

 Conversely, demand response resources would have little incentive to reduce load at 
times when congestion is low but prices high.  Indeed, demand response loads in unconstrained 
portions of the transmission sys tem might rarely have an incentive to provide demand response, 
                                                 
178  The details are discussed in testimony filed at FERC, as well as in the NYISO tariff.  The clearest discussion is 

in Attachment B, Section IA1to the RTS tariff. 
179  CMD # 127. 
180  CMD # 127. 
181  CMD # 124. 
182  CMD # 127. 
183  CMD # 128. 
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as the real-time nodal price would need to rise above the LAP price before it would be profitable 
for them to respond.  If there is material congestion within the LAP, the real-time LAP price 
could be higher than the nodal price for these loads, diminishing their incentive to participate in 
such programs. 
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VI. ANCILLARY SERVICES 

A. Procurement 

Ancillary services procurement will be included in DAM and hour-ahead scheduling processes. 
The ancillary services products procured in these markets will be:  regulation up, regulation 
down, spinning reserve, and non-spinning reserve.184 

 DAM scheduling will minimize the total as bid production cost of meeting load and 
ancillary services requirements.  Resources that do not submit ancillary services offers, will not 
be considered for ancillary services procurement.  Ancillary services prices will implicitly 
include the opportunity cost of providing ancillary services, rather than supplying energy, in the 
corresponding energy market (day-ahead or real-time, as appropriate).  Ancillary services prices 
will be determined by the shadow price of the ancillary services requirement in the bid load 
dispatch, Pass 3B. Units committed to provide energy or ancillary services will be eligible for 
minimum-load cost compensation. 185 

 Operating reserve ramp rates for spinning and non-spinning reserves shall be a single 
ramp rate, distinct from the operational ramp rate.  This rate will be fixed throughout the day and 
can only change in response to a change in capability. 186 The regulation ramp rate shall also be a 
single ramp rate, submitted with the preferred schedule.  A resource must have the same ramp 
rate for regulation up and down.  The regulation ramp rate will be fixed for the operating day and 
can only change as a result of a change in capability. 187 An RMR unit can declare that its RMR 
contract ramp rate is equal to its operational ramp rate. If it does not so declare, then its RMR 
ramp rate will be used as its operational ramp rate.188 

 Participating loads may provide non-spinning reserves.189 Loads providing non-spin will 
have relaxed telemetry requirements, 5-minute updates versus 4-second updates for 
generation. 190 

B. Ancillary Services Requirements 

Ancillary services requirements will be determined by the ISO prior to the DAM, based on the 
ISO load forecast, firm net interchange 191 and anticipated real-time system conditions (i.e., 
reserves will depend on amount of thermal versus hydro generation scheduled).192 

                                                 
184  CMD # 48. 
185  CMD # 50. 
186  CMD # 57. 
187  CMD # 57. 
188  CMD # 59. 
189  CMD # 49. 
190  CMD # 127. 
191  Actual net firm interchange will not be determined until the end of the bid load dispatch; an assumed level will 

be used in the unit commitment.  
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 Ancillary services requirements may be determined for sub-areas of the ISO control area, 
which may result in different ancillary services clearing prices for these sub areas.  Suppliers will 
be paid the appropriate sub-area ancillary services price, but loads would pay the average ISO 
wide ancillary services cost.193 Higher quality services would substitute for lower quality 
services in ancillary services procurement if this reduced the total bid production cost of meeting 
load.194 

 The ISO will use its load forecast to establish the aggregate ancillary requirement 
schedule in the DAM.195  This was approved by FERC.196 The ISO would procure additional 
ancillary services in the hour-ahead scheduling process only if needed to supplement the day-
ahead procurement due to unscheduled outages, changes in load forecast (which impacts the 
WECC reserve requirement), changes in the hydro-thermal mix (which impacts the WECC 
reserve requirement), failure of scheduling coordinators to meet their day-ahead commitment,197 
the dispatch of reserves to meet load, or changes in net firm imports.198 

 The ISO would procure additional operating reserves in real- time if needed to maintain 
required reserves when ancillary services capacity procured or self-provided in forward markets 
is dispatched in real-time for energy or is unavailable due to outages.  Real- time ancillary 
services procurement will be part of the intra-hour short-term resource commitment procedure 
every 15 minutes and will use dynamic co-optimization of energy and ancillary services.  
Resources would be notified via the ISOs automatic dispatch system.199 

 The current “contingency only” flag for operating reserves (spinning and non-spinning) 
reserve would be retained, allowing operating reserve providers the ability to opt into the real-
time imbalance energy dispatch or stay out of the imbalance energy dispatch to be reserved for 
contingency situations only. 200 This is a reasonable method for addressing the scheduling of 
energy limited units. 

                                                                                                                                                             
192  CMD # 51. 
193  CMD # 51.  
194  CMD # 51. 
195  May ISO, pp. 4, 66-68, Att A IV.2. 
196  See June FERC ¶ 107. The CMD proposed that the ISO could defer satisfying its total ancillary services 

obligation until the hour-ahead IFM, if it believed its load forecast was likely to change.  Deferment was also to 
allow the ISO to adjust day-ahead ancillary services procurement to account for scheduling coordinator self-
provision in hour-ahead market. CMD # 55. The ISO was also permitted to defer purchasing ancillary services 
in the DAM if it anticipated that the price of ancillary services might be lower in HAM. CMD # 48, 55.  FERC 
approved the Cal ISO deferring ancillary services purchases for the purpose of price convergence, not for the 
Cal ISO to price discriminate and drive prices apart and proposed permitting suppliers to buy back ancillary 
services in real-time. Oct FERC ¶ 83. FERC also questioned what it meant for the ISO to defer purchasing 
ancillary services if it actually committed the capacity in the RUC. Oct FERC ¶ 84.  This price based deferral of 
ancillary services purchases was dropped in the May ISO filing.   

197  May ISO, p. 66, Att A IV.2. 
198  This was approved by FERC. June FERC ¶ 107. 
199  CMD # 56. 
200  CMD # 54, Sept ISO, p. 164. 



 

 66

 These elements of the market design will not of themselves lead to economic 
inefficiency, facilitate the exercise of market power nor motivate inefficient bidding strategies.  
Certain of these elements may cause problems in connection with other, more problematic 
features of the ancillary services markets, as discussed below. 

C. Self-Provided Ancillary Services 

Scheduling coordinators will have the option of self-providing ancillary services or relying on 
ISO procurement.201 Scheduling coordinators can self-provide ancillary services by identifying 
units in the DAM that are capable of providing ancillary services and meet the ISO’s locational 
requirements.202 Resources that would be used to self-provide ancillary services resources must 
be identified and committed in the DAM.203 

 The Cal ISO position on requiring self-schedule resources to be identified in the DAM is 
correct.  In addition to the reliability issues noted by the Cal ISO, allowing LSEs or scheduling 
coordinators to decide to self-provide ancillary services after the DAM market is cleared would 
enable them to self-provide in the hour-ahead whenever they can buy ancillary services cheaper 
than the price in the DAM, while relying on the DAM purchases when the hour-ahead price is 
higher.  This would just leave other loads with the difference in cost between day-ahead and 
hour-ahead as the ISO would still need to buy all of the ancillary services in the DAM.  Allowing 
such a practice would be particularly expensive under a single settlement system such as that 
currently proposed. 

 Under the MRTU, there will be no direct congestion charges on self-provided ancillary 
services within California, although the price paid for self-provided ancillary services may differ 
by location. 204 

D. Ancillary Services Imports and Exports 

Under the MRTU, ancillary services may be provided by imports up to limits pre-established by 
the ISO.  Imported ancillary services will require a transmission allocation in the DAM, which 
means that ancillary services capacity and energy would compete for transmission across inter-
control area interfaces. If ancillary services imports contribute to congestion on an intertie, the 
supplier of the ancillary services import would be charged the applicable congestion usage 
charge.205 The congestion charge (the difference between the price paid for internal and external 

                                                 
201  CMD # 48. 
202  May ISO, p. 67-68 Att A IV.3. 
203  See June ISO, pp. 9-10.  It is assumed that the value in the DAM of the self-provided ancillary services will be 

credited against the ancillary services charges of the LSE, i.e., that self-provision will be financial.  By 
“financial,” it is meant that the value of the self-provided ancillary services would be credited against the 
scheduling coordinators’ charges for ancillary services.  This is similar to the approach for self-provision of 
losses.  If something else is intended, this could be a problem area – in particular, quantity (MW) crediting 
would not be workable if ancillary service prices vary locationally. 

204  Sept ISO, p. 100. 
205  CMD #52. 
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ancillary services) would be the opportunity cost of scheduling ancillary services on the inter-
control area interface. 

 The Cal ISO will support ancillary services exports through an “on demand obligation.” 
Scheduling coordinators would submit on-demand obligations in the scheduling process and 
these obligations would be added to the scheduling coordinator’s overall operating reserve 
obligation and to the ISO’s operating reserve requirement at the relevant scheduling point.  On 
demand obligations can be met through operating reserve imports at that scheduling point or 
operating reserves procured within the control area. On demand obligations would compete with 
energy schedules in the export direction in the IFM and may face congestion charges. On 
demand obligations would not create counterflows for energy in the security analysis.206 

 It should be recognized that the combination of self-scheduling reserves on a unit and 
scheduling operating reserve exports effectively withholds this capacity from the Cal ISO’s 
congestion management in Pass 3 in a manner similar to self-provided RUC (discussed in 
Section III.E) or capacity not offered in the DAM under the FOO (discussed in Section VII.A 
below).  Unlike self-provided RUC or capacity not scheduled in the DAM under the FOO, 
however, this combination of self-scheduled reserves and reserve exports could also effectively 
withhold the capacity from the Cal ISO’s congestion management in real-time if the capacity 
were designated as contingency only reserves.207 This possibility would not necessarily cause 
market problems.  However, if a market participant possesses locational market power, such an 
ability to effectively withhold capacity from congestion management could result in 
inappropriately high prices within a constrained region.  It is assumed that there are limits on the 
ability of RMR units to engage in such self-provision of ancillary services capacity and designate 
their capacity as “contingency only.”  If not, the Cal ISO may want to explicitly address this in 
future descriptions of reserve export rules.208  Similarly, the Cal ISO should consider whether 
there are load pockets in which there is a realistic potential for material withholding of non-RMR 
capacity needed for congestion management as a result of this ancillary services scheduling 
process capacity supporting reserve exports.  

E. Ancillary Services Pricing 

Ancillary services prices in the DAM would implicitly include the opportunity cost of providing 
ancillary services, rather than energy.  Ancillary services prices would be determined by the 
shadow price of the ancillary services requirement in the bid load dispatch, Pass 3B. 209 

                                                 
206  CMD # 53. 
207  We understand that the on demand obligation only requires the Cal ISO to provide reserves on some unit for 

export and does not allow the MP to designate the unit providing the exported reserves vs internal reserves.  
Thus, self-provided reserves would be withheld from the real-time dispatch and congestion management only if 
they were also designated as contingency only.  It is not completely clear from the various filings whether it is 
the Cal ISO or the scheduling coordinator that determines which resources provide ancillary services exports 
and thus are not available for congestion management in real time.  This should  be clarified. 

208  CMD # 51 refers to limitations on the amount of reserve procured by the ISO within constrained regions but 
does not appear to cover limits on the amount of self-provided ancillary services within such a region. 

209  CMD # 50.   
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 Although ancillary services suppliers may be able to submit capacity offer prices in the 
hour-ahead scheduling process and would be given advisory schedules, real- time ancillary 
services procurement and pricing would be in real-time at the 15 minute price.  

 At present, it is envisioned that there will not be a market clearing price for real-time 
ancillary services procurement, although this element of the market design is in flux. A resource 
designated to provide ancillary services in real-time would be paid its opportunity cost (real-time 
locational energy price minus its energy bid price) plus its hour-ahead capacity offer price.210  If 
an off- line unit is committed by the Cal ISO to provide ancillary services, it would be eligible to 
recover its applicable start-up and minimum-load costs.211 

 The Cal ISO does not propose to pay a market-clearing price for ancillary services 
procured in real-time; instead each unit’s payment for real-time ancillary services will be based 
on the nodal energy price at its location and its own energy offer price, i.e., its opportunity 
cost.212 

 The Cal ISO will charge regulating units the nodal energy price for imbalance energy and 
will not include their opportunity cost in the calculation of the market price of regulation.  
Regulation suppliers must therefore estimate their opportunity cost and incorporate this 
estimated cost in their offer prices.213 This pricing system raises the question of how the Cal ISO 
would mitigate capacity offer prices for regulation if the offer price needs to account for these 
expected opportunity costs.  This treatment would also lead to a degree of inefficiency in the 
least cost scheduling of energy and ancillary services in the hour-ahead scheduling process.214 
Why not include the calculated opportunity costs in the corresponding energy market in the 
calculation of the market price of regulation as is proposed for reserves? 

 Another element of the MRTU proposal that has been in flux is whether ancillary service 
suppliers will be permitted to submit capacity bids for reserves procured in the hour-ahead 
scheduling process.  FERC’s June Order required the Cal ISO to justify the absence of such 
capacity bids.215 The proposed lack of capacity bids in real-time for reserves is consistent with 
the trend in other markets, such as the NYISO.  As the Cal ISO has noted, if capacity is offered 
to be available in real- time to be dispatched for energy, then it is available to provide reserves.  
Nevertheless, as noted above one could determine a market clearing price based on opportunity 

                                                 
210  If hour-ahead ancillary service offers can include capacity prices, we presume that units would be paid their 

opportunity cost plus their capacity price. 
211  CMD # 56. 
212  See Sept ISO, p. 107.  This consideration would not foreclose paying ancillary services providers the market 

clearing opportunity cost.  
213  Sept ISO, p. 108-109. 
214  If the Cal ISO schedules ancillary services to minimize the cost of meeting load and providing ancillary 

services, the opportunity cost of regulating units will be directly accounted for in the minimization through the 
impact on the total cost of shifting a unit from the energy dispatch to providing ancillary services.  If the 
expected opportunity cost is also included in the units ancillary services capacity price, the opportunity cost is in 
effect double counted.  The Cal ISO could try to modify the optimization logic to back this out, but this would 
have the potential to lead to very inefficient outcomes if the real-world opportunity costs are different from 
those expected by the regulation suppliers.  

215  June FERC ¶105, 106. 
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costs.  One important difference between the Cal ISO’s reserve markets and those coordinated by 
Eastern ISOs is that the Cal ISO permits suppliers in other control areas to participate in its 
reserve markets.  It is not the case for these import suppliers that capacity offered to supply 
ancillary services would also be available for dispatch by the Cal ISO in real-time if that capacity 
were not scheduled to provide ancillary services, nor is it true for these suppliers that no 
additional costs would be incurred in supplying real-time reserves.  Suppliers located in other 
control areas must obtain transmission prior to the hour in order to supply ancillary services to 
California and capacity committed to provide contingency reserves to California would not be 
available for dispatch in its native control area.  It therefore makes economic sense to permit 
such import suppliers to submit capacity bids, regardless of whether capacity offer prices are 
permitted for internal suppliers in the hourly scheduling process. 

 On the other hand, taking account of capacity offer prices for internal capacity that can 
either provide reserves or be dispatched for energy would complicate the real- time energy 
dispatch, as the incremental cost of dispatching a particular unit for energy would include its 
impact on the cost of reserves.  This is a solvable problem and capacity bids will be taken into 
account in determining energy prices in day-ahead markets, but is an added complication in the 
real-time dispatch. 

 An underlying issue raised by the lack of hour-ahead/real- time ancillary services pricing 
is the lack of a multi-settlement system. 

F. Multi-Settlement Issues 

The Cal ISO proposes that the sale of ancillary services in the DAM would be a binding 
commitment. Hour-ahead buyback by suppliers of DAM ancillary services sales would be 
allowed only in the event of unplanned outages that render the originally sold capacity 
unavailable.  In this case, the seller would buy back its day-ahead ancillary services capacity at 
the higher of the day-ahead or hour-ahead price.216 

  Suppliers would also be permitted to substitute different resources in hour-ahead for 
those scheduled in the DAM, if the alternate resources meet the ISO’s performance and 
locational requirements and the unit has not been committed for another use in the DAM (i.e., 
scheduled to provide energy).217 The Cal ISO proposal relating to resource substitution was 
approved by FERC subject to clarification of locational requirements.218  The ISO would create a 
“no pay” charge to account for differences between the amount of capacity scheduled in forward 
markets and the amount available in real-time due to non-provision by the supplier.219 

 The Cal ISO will purchase additional ancillary services in the hour-ahead scheduling 
process evaluation to replace capacity that is unavailable to provide reserves due to outages or 
                                                 
216  See May ISO, p. 66.  What is the rationale for charging a high price for unavailable ancillary services if the cost 

of replacing the ancillary services is low? Why not charge all suppliers that do not provide the scheduled 
ancillary services in real-time the hour-ahead ancillary services price?   

217  May ISO, p. 5, 66,68, Att A IV.4. 
218  June FERC ¶ 108,109. 
219  CMD # 58. 
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having been dispatched for energy.  There would not be a full two-settlement system however, as 
ancillary services capacity scheduled day-ahead would keep its capacity payment (apparently 
including the opportunity cost in the DAM) if it is dispatched for energy in real-time. 

 This ancillary services market settlement system is workable, but it should be recognized 
that it has features that would raise the cost of meeting load.220  First, because it is not a full two-
settlement system, ancillary services capacity that is scheduled to provide reserves day-ahead but 
then dispatched for energy in real-time (such as gas turbines dispatched following a contingency 
that are then no longer able to provide reserves as scheduled day-ahead or generation scheduled 
to provide reserves that must be dispatched in real-time to meet load within a load pocket) keeps 
its capacity payment and the Cal ISO will then pay again to acquire ancillary services in the 
hour-ahead process. Second, ancillary service procurement would not be reoptimized in the hour-
ahead scheduling process; the process will be limited to replacing ancillary service capacity that 
will not be available in real- time.  Thus, capacity that was scheduled to provide reserves in the 
DAM would not be available for economic dispatch in real- time if this would require scheduling 
different capacity to provide reserves.  In particular, consider the capacity scheduled to provide 
reserves in the DAM based on its DAM energy offer price.  If the supplier reduces its real-time 
energy offer price to such an extent that it would be infra-marginal in the real-time dispatch, the 
capacity would not be considered available for economic dispatch in real-time if such dispatch 
would require reserves to be shifted to units not designated to provide reserves in the DAM.  
Similarly, low energy offer price capacity that was nonetheless scheduled to provide reserves in 
the DAM as a result of ramp requirements, would not be available for dispatch in real-time if this 
would require reserves to be shifted to other units, such as units committed in the RUC.  Hence, 
these constraints on reserve dispatch and pricing result in less than full joint optimization with 
energy dispatch in real-time.   

 It is particularly important to be cognizant of the fact that the RUC unit commitment 
occurs in Pass 4, after ancillary services are scheduled and priced in Pass 3.  It is possible that the 
shadow price of rampable capacity (i.e., reserves) could be much lower in Pass 4 than it was in 
Pass 3.  That is, capacity with relatively low energy prices may be scheduled to provide reserves 
in Pass 3 while higher cost capacity is scheduled to generate energy in order to meet the ramping 
requirement for reserves.  In Pass 4, additional ramping capacity could be added, and the 
opportunity cost of the marginal supplier of reserves could be much lower than in Pass 3.  Absent 
other disturbances or restrictions on shifting reserves between units, the availability of lower-cost 
reserve capacity would likely lead to reoptimization of ancillary services schedules in the hour-
ahead scheduling process.  Under the MRTU market design, however, there will be no 
reoptimization of reserves in an hour-ahead scheduling process, the capacity scheduled to 
provide reserves in the DAM will generally not be available for economic dispatch by the Cal 
ISO in real-time.221  These restrictions on reoptimization of reserves in the hour-ahead 

                                                 
220  The NYISO relied upon a similar one-settlement system for several years although this was not originally 

planned.  The NYISO interim one-settlement system had some features not present in the MRTU proposal that 
served to minimize excess ancillary services payments.  These features are discussed below.  The NYISO’s one-
settlement system was recently replaced by a two-settlement system. 

221  The two exception would be: 1) if real-time demand is lower than forecast day-ahead, some capacity scheduled 
to provide reserves in the DAM could be dispatched for energy without either reducing the remaining real-time 
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scheduling process have the potential to raise the cost of meeting load both in the day-ahead 
market and in real-time, particularly if capacity capable of providing reserves capacity were 
committed in the RUC. The reoptimization of reserves in the hour-ahead scheduling process 
would entail double payment for reserves, however, so would be costly absent implementation of 
a full two-settlement system for reserves.222 

 This structure in which the RUC commitment occurs after ancillary services are 
scheduled is a noteworthy feature of the ancillary services market design that will likely raise the 
cost of ancillary services to load.  If ancillary services are scheduled before the RUC is run, there 
is a potential for the shadow price of the marginal reserve capacity to be much higher in Pass 3 
than it is in Pass 4 or will be in real- time.  

 PJM has a RUC commitment that follows its energy market as the MRTU proposes, but  
PJM does not establish day-ahead ancillary services schedules. The NYISO, on the other hand, 
determines the DAM ancillary services schedules after its RUC and local reliability passes with 
all units committed in these passes on- line.  While the NYISO rarely commits units in the 
forecast load pass, it does commit units to meet the ConEd 2nd contingency requirements in the 
local reliability pass and these additions can radically lower the shadow price of reserves. 

 It may be in California that shadow price of reserves in Pass 3 will never be as high as it 
sometimes is in New York due to differences in the Cal ISO reserve requirements and the 
amount of hydro capacity available to provide reserves.223  Moreover, if bid load is close to 
forecast load, there will be little change in the unit commitment between Pass 3 and Pass 4.224  

                                                                                                                                                             
reserves below MORC nor requiring the purchase of additional reserves; 2) if an individual reserve supplier is 
able to shift reserve schedules between units meeting Cal ISO ancillary service requirements.  

222   Such reshuffling between the DAM and hour-ahead scheduling process would be particularly expensive under 
the Cal ISO pricing system absent a full two-settlement system as the MRTU apparently would pay ancillary 
services suppliers the full price of the ancillary services in the DAM if the capacity were dispatched for energy 
in real-time.  The initial NYISO pricing system, which also was not a full two-settlement system, minimized the 
double payment due to shifts in reserves between day-ahead and hour-ahead by only paying DAM suppliers the 
market clearing availability payment based on their DAM schedules and then paying their real-time opportunity 
cost if they actually provided reserves in real-time.  This settlement system had problems as well and was only 
utilized because of the cost of double paying for the opportunity cost of ancillary services.  As noted above, the 
NYISO DAM structure scheduled reserves after the NYISO equivalent of the Pass 4 RUC commitment instead 
of before it.  

  In addition to the direct impact of paying opportunity costs in the DAM and again in real-time when 
ancillary services suppliers change, it may be difficult under the MRTU to minimize this double payment if 
resources were reoptimized.  Under the NYISO system, since a unit was only paid its opportunity cost in real-
time the optimization in the hour-ahead simply treated day-ahead availability bids as sunk costs and minimized 
opportunity costs.  Under the MRTU system, the opportunity cost payment is also a sunk cost for the units 
scheduled day-ahead but the opportunity cost itself is not sunk because it impacts real-time energy prices as 
well.   

223  Reserves tend to be expensive in the New York bid load dispatch when load is low and the NYISO reserve 
requirement is a larger proportion of total demand, because the spinning reserve requirement is a fixed amount.  
There are also locational constraints on where the spin must be carried.  With spinning reserve defined as a 
percentage of load, no binding locational requirements, and more hydro, this may not be an issue for the 
California ISO.   

224  Second contingency constraints that are enforced in the unit commitment for Pass 4 but not Pass 3 could also 
give rise to differences impacting reserve costs. 
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On the other hand, the combination of the normal changes in conditions between the DAM and 
real-time and the RUC/DAM structure could result in inefficiently high ancillary service costs in 
the DAM and either inefficiently high energy prices in real-time (if the Cal ISO does not shift 
reserves to resources with the lowest opportunity costs in real-time) or double payment of 
reserve costs.  We have identified the issue to raise the question of whether this is likely to be a 
problem in the Cal ISO context. 

 An alternative approach would be to utilize a full two-settlement system for ancillary 
services such as the one the NYISO will implement in February 2005.  Such a two-settlement 
system would eliminate the potential for consumers to pay either reserve opportunity costs or 
availability bids twice between the day-ahead and real-time markets.  While such a two-
settlement system obviously entails a second settlement process, it appears that it might 
considerably simplify the settlement process compared to the complexity of the current proposal.  
In this regard, it is important to understand that under such a two-settlement system the Cal ISO 
would buy ancillary services in the DAM at costs that would be borne by consumers, while the 
price at which ancillary services suppliers buy and sell ancillary services imbalances in real-time 
would be borne by the suppliers.  Under a two-settlement system, consumers only exposure to 
real-time ancillary services prices arises in the circumstance in which real-time load is higher 
than anticipated and the Cal ISO purchases additional net ancillary services in the hour-ahead 
process. 

 It is important to understand that a implementation of a two-settlement system for 
ancillary services would not adversely impact the reliability of reserves as the designation of 
reserves would be determined by the Cal ISO under either the MRTU or a full two-settlement 
system.  Implementation of a two-settlement system would simply reduce the costs to consumers 
arising from double payment for reserves and allow the Cal ISO to reoptimize reserves in real-
time to reduce real-time energy prices without requiring further double payments for reserves.   
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VII. MARKET POWER MITIGATION 

A. Must Offer Obligation 

The CMD originally proposed that participating generators must bid or schedule their entire 
operable capacity into the day-ahead and hour-ahead forward markets; must be available for 
commitment by the ISO in the day-ahead and hour-ahead RUC, and must be available for 
dispatch in real-time to the full extent of their operable capacity. 225 FERC rejected this form of 
must offer obligation (“MOO”) in the forward markets (DAM and RUC).  Instead, it allowed the 
Cal ISO to require participating generators to offer capacity either in the DAM or in real-time.  
This is the FOO (flexible offer obligation).226 FERC approved a 1/1/08 sunset date for FOO.227 

 Under the FOO, a generator can choose not to bid into the DAM and RUC, and if it sells 
the energy in another market, it has no further obligation.  The generator would be subject to a 
must-offer obligation in real-time for any uncommitted capacity (i.e., capacity not scheduled to 
provide energy or ancillary services).228 If a generator is on- line in real-time and has 
uncommitted capacity available, the generator is obligated to offer capacity it has not sold into 
other markets into the Cal ISO real- time market.229 FERC allowed the Cal ISO to implement the 
flexible offer obligation if there was no resource adequacy mechanism in effect at the time LMP 
was implemented.230 

 FERC also accepted the Cal ISO proposal to grant waivers to units that are not bid into 
DAM and are not needed in real- time or to specify the hours for which they are needed.231 
Generators that bid into the DAM and RUC and are not accepted, are not required to start-up for 
the next day’s real- time market.232 If generating capacity subject to the FOO is not offered in the 
DAM/RUC, the capacity must be online in real-time unless it is released by the Cal ISO through 
the waiver process. 

 In our view, the FOO is in most respects equivalent to a MOO, because under a MOO a 
unit could self-schedule generation and schedule a matching export in the DAM, thereby taking 
its capacity out of the DAM market but leaving itself with a real- time obligation for its unit to be 
on line.  Similarly, under FOO a unit could self-commit its generation, and use it to support an 
export scheduled in real-time.  In either case, the generator would be on line in real-time but the 

                                                 
225  See CMD #3. Under this MOO, the Cal ISO would generate Proxy Bids for Must Offer Resources that failed to 

bid in DAM/RUC. CMD # 26. Subsequently, the Cal ISO proposed a forward market must offer obligation that 
sunseted 1/1/08 or with full implementation of CPUC resource adequacy plan. May ISO, p. 16, Att A I.1. The 
MOO was to be replaced with a real-time MOO 1/1/08 or when CPUC plan is fully implemented May ISO Att 
A I.5.   

226  Oct FERC ¶227-228; Sept FERC ¶10-11. 
227  June FERC ¶28. 
228  Oct FERC ¶231. 
229  Oct FERC ¶ 230. 
230  June FERC ¶ 27. 
231  June FERC ¶ 29. 
232  Oct FERC ¶ 230. 
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net capacity would not necessarily be available to the Cal ISO to meet control area load either in 
the DAM or in real-time.  Moreover, under either system, the unit could choose hour-ahead to 
sell its output into the Cal ISO market in real-time, rather than exporting the power.  Under either 
system it could bid its unit to the Cal ISO’s real-time market to be dispatched based on price. 

 A concern has been expressed that the FOO would result in an inefficient commitment of 
generation to meet real-time load because of the potential for capacity to not be offered in the 
day-ahead market but then be made available in real-time to comply with the FOO obligation.  
This concern is addressed by the Cal ISO’s waiver process as noted above.  More fundamentally, 
however, if the Cal ISO’s day-ahead and real-time markets function efficiently, suppliers will, on 
an ex ante basis, find it most profitable to offer their capacity for scheduling in the day-ahead 
market. 

 The MRTU eliminates the one-part bids and non-chronological day-ahead market 
structure that at times deterred market participants from offering their supply in day-ahead 
markets under the prior market design.  If the MRTU market design is successfully implemented 
and operates as intended, market participants will have no reason to take advantage of the 
flexibility offered by the FOO.  This concern is therefore best addressed by focusing on MRTU 
implementation and eliminating market design elements that could distort day-ahead market 
outcomes and thus drive market participants out of the day-ahead market. 

 The only issue seen with a FOO relative to a MOO regards congestion management.  For 
instance, if a unit located inside San Francisco were committed in the DAM with its net output 
offset by a matching export, no net capacity would be available to the Cal ISO control area, but 
the unit’s DAM schedule would reduce congestion into the Peninsula regardless of whether the 
unit was nominally supporting an export or meeting SF load.  If the unit did not bid into the 
DAM under the FOO, however, it would apparently not be modeled as generating energy to meet 
SF load in the DAM, even though it would be available and would provide congestion relief in 
real-time.  Thus, it is possible that a generator with locational market power could raise prices 
inside a load pocket by withholding its output from the day-ahead market in this manner (this is 
very similar to the kind of potential withholding noted above relating to the self-scheduling of 
reserves in the DAM or self-provided RUC).233  We presume, however, that generators with 
material locational market power are condition 1 or 2 RMR units and thus would be available for 
scheduling in the DAM, regardless of the MOO or FOO.234  

                                                 
233  This potential for elevated DAM prices would not arise with the proposed nodal clearing of load bids as that 

clearing process would always produce nodal prices in the constrained region that are lower than those that 
would prevail in real-time with little or no high cost generation committed in the DAM so high cost generation 
would not be committed even if it were not withheld.  As discussed above, the proposed LAP nodal clearing of 
load bids and related lack of congestion in the DAM gives rise to other problems that need to be addressed.  If 
the nodal clearing mechanism is replaced with a zonal clearing mechanism that permits consistency between 
DAM schedules and the real-time dispatch, the potential for physical withholding of congestion management by 
non-RMR units under the FOO would need to be evaluated. 

234  If there are non-RMR units subject to the FOO that are potentially important to congestion management, the Cal 
ISO could potentially account for their real-time congestion management impact in the DAM by including them 
in the DAM dispatch but then either increasing the DAM reserve requirement or net exports by the amount that 
the unit is dispatched in the DAM, so that the RUC commitment is correct.  This dispatch would then be zeroed 
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 More generally, the nodal clearing process for LAP bids and the ineffectiveness of virtual 
load bidding over such broad zones in hedging real-time generator prices (see the discussion in 
II.D. above) may provide incentives for infra-marginal non-RMR generators in constrained 
regions to withhold their capacity from the DAM in order to ensure that they are paid the real-
time price at their location.  The capacity would be available in real-time but these incentives 
would complicate the ISO’s RUC analysis.  These potential problems should be significantly 
lessened if the nodal clearing process for LAP bids is replaced with a zonal clearing process. 

B. Start-Up/Minimum-Load Costs 

Under the MRTU, start-up and minimum-load cost offer prices may be either cost based or 
market based.235 Importantly, a seller choosing to base its start-up and minimum-load offer 
prices on the administrative cost measure can reduce its start-up and minimum-load offer prices 
below the administrative cost measure down to zero at its discretion. This ability to reduce offer 
prices below the administrative cost measure is desirable because it permits resource owners to 
reduce their start-up cost bids early in the week (to reflect any likelihood that, once committed, 
the unit will remain on- line the rest of the work week, generating profits beyond the commitment 
day).  

 Market-based start-up and minimum-load bids will be fixed for a six month period, 
regardless of changes in energy prices.236 The six-month restriction was accepted by FERC.237 A 
similar restriction has been in place in PJM since implementation of market-based rates.  The 
original motivation for this restriction in PJM was to avoid inefficient bidding strategies 
designed to exploit limitations of PJM’s original one settlement system.  In a competitive market, 
such a restriction could deter discounting of start-up costs related to the weekly cycle and 
expected weather conditions.  Moreover, choosing to be subject to such a restriction may be so 
risky for a gas fired generator in today’s volatile gas price environment that the market-based 
option would not be a real alternative for gas-fired generation.  It is therefore important that the 
cost based measure that would be used to cap start-up and minimum-load offer prices accurately 
reflect actual costs. 

 Under the MRTU, the administrative cost based start-up offer prices will reflect start-up 
fuel and electricity requirements times the gas price and electricity price index.  The start-up fuel 
and start-up auxiliary energy consumption will be actual physical parameters of the unit.238 The 
physical parameters used for this purpose will take account of the state of the unit, i.e., whether it 
is warm or completely cold, etc. 

 It is understood that the gas price used to determine the cost-based start-up and 
minimum-load costs for the unit commitment and RUC, and to determine the incremental energy 

                                                                                                                                                             

out for settlement purposes.  This would potentially be complex to implement and would need to be carefully 
modeled for each such unit. 

235  CMD # 19. 
236  CMD # 22. 
237  Oct FERC ¶ 111. 
238  CMD # 20, 21. 
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price mitigation in Passes 1 and 2 will be the monthly bid-week average price for that month.  
Units committed in the DAM and RUC based on the minimum-load costs calculated based on 
bid-week gas prices would then be reimbursed in the settlement process for start-up and 
minimum-load costs calculated based on the gas price in the day-ahead gas market for the 
operating day and the day following the operating day. 239  FERC has deferred ruling on 2 day 
average gas costs based on gas price indexes pending showing that indexes meet FERC criteria, 
but FERC has stated that the use of a 2 day average of gas price indexes has merit.240 

 The use of a bid-week gas price to determine unit commitment, day-ahead mitigation, 
and thus the day-ahead dispatch appears problematic and is the seventh of the major 
implementation issues identified with the MRTU market design.  The circumstances in which 
gas prices tend to change significantly from day to day, and from bid week to the operating day 
arise in the winter during periods when winter gas balancing rules are binding because the gas 
supply system is under stress.  If there are such large changes in gas prices between bid week and 
the operating day, it is not desirable to use an artificially low gas price in order to commit, or 
dispatch electric generating units.  In fact, this appears problematic from the standpoint of gas 
system reliability and perhaps also electric system reliability.  If gas prices someday again rise 
dramatically at the California border because the pipeline system is constrained and gas demand 
exceeds delivery capacity at the nominal pipeline tariffs, the high gas prices will serve to allocate 
the available gas to the highest valued uses.  If the Cal ISO commits generation based on lower 
gas prices reflecting outdated bid-week market conditions, this increase in gas demand for 
electric generation would be inefficient and could potentially crowd out higher valued demands 
for that gas.  In a worst case scenario, the Cal ISO could schedule generation in the DAM based 
on these artificially low gas prices instead of accepting offers to sell imported power. In real-
time, this excess gas consumption by the gas fired generation could unnecessarily undermine gas 
system reliability by increasing gas consumption and this could in turn threaten electric system 
reliability if gas fired generation lacking dual fuel capability had to be curtailed to prevent 
critical drops in gas system pressure (as has happened elsewhere during the winter) and the 
power imports that were available day-ahead were no longer be available in real-time because 
the external units were not committed.241 

 Moreover, the use of artificially low bid-week prices to commit generation and mitigate 
offer prices in the DAM could result in California generation being committed to support export 
demand for power at artificially low prices in the day-ahead market at times when the California 
gas market is operating under stressed conditions that would be exacerbated by the uneconomic 
power exports. 

                                                 
239  Generators whose energy price offers are mitigated below the actual gas price would apparently not be made 

whole in the settlement process. May ISO, p. 52, Att A II.8. 
240  June FERC ¶ 48. 
241  The Cal ISO states that differences in gas prices may not greatly impact the commitment across gas units, which 

will be governed by relative gas consumption.  As noted in the text, however, use of bid-week gas prices can 
materially distort choices between the dispatch of California units or imported power or even between units 
located on different pipeline systems in California and facing different gas prices.  Even within a given region, 
the choice between units with different minimum levels and run times can be materially impacted by the level 
of gas prices used to calculate minimum-load costs. 
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 It does not appear likely that the use of bid-week prices would serve to inflate electricity 
prices in a competitive market during months in which gas prices declined following bid week. 
Market participants selecting the cost based start-up cost option can choose to offer start-up and 
minimum-load offer prices that are less than the cost based measure, so declines in gas prices 
between bid week and the operating day should be passed through by suppliers lacking market 
power.  In addition, the mitigation passes in the day-ahead market would of course not impact 
offer prices if the offer prices are below the reference prices calculated based on bid-week gas 
prices during periods in which gas prices declined subsequent to bid week.  

 Suppliers possessing locational market power, however, could presumably take 
advantage of such a system to submit offer prices at the cost cap based on bid-week gas prices 
rather than daily spot gas prices during periods in which spot gas prices were lower than bid-
week prices.  Thus, it appears that for units possessing locational market power, they would be 
able to submit bids based on bid-week gas prices to capture the difference between spot and bid-
week gas prices when bid-week gas prices are higher than spot gas prices and would be 
compensated in the settlement system based on spot prices when spot gas prices are higher than 
bid-week gas prices. 

 There is no ideal solution to this problem because, as the Cal ISO has recognized, day-
ahead gas price indexes are not ava ilable until after the Cal ISO’s day-ahead market for the 
operating day would be complete.242  

 Overall, market efficiency and gas and electric system reliability will be best served by 
using gas prices most closely aligned with market prices for unit commitment and dispatch in the 
DAM.  Basing commitment and market power mitigation on two day-ahead gas prices entails a 
loss of efficiency but would be better than basing these decisions on bid-week gas prices.  
Further, caution should be used in mitigating the offer prices of gas fired generation lacking 
market power and not needed to manage congestion during winter periods in which restrictive 
gas balancing rules are in effect.  Thus, mitigating offer prices based on bid-week prices in Pass 
2 would be less likely to have adverse impacts on gas and power markets than mitigation of offer 
prices in this manner in Pass 1. Mitigation of offer prices based on bid-week gas prices in Pass 1 
potentially to support power exports would appear much more problematic than mitigation 
limited to generation that must be dispatched in Pass 2 to manage congestion on local 
constraints.243 

 Such lags in the determination of the gas prices used for mitigation would be less 
important in the summer because gas prices generally do not move sharply from day to day.  On 
the few occasions on which gas prices do move suddenly during the summer, as a result, for 
example of events like the El Paso explosion, it would appear preferable that the Cal ISO use the 

                                                 
242  This has not been a great problem in New York because most gas fired units have dual fuel capability and thus 

are mitigated based on oil prices during periods in the winter when gas prices are high, and oil prices usually 
change more slowly than gas prices. 

243  The potential for mitigation in Pass 2 based on bid-week gas prices of the offer prices of generation possessing 
market power resulting in the scheduling of uneconomic power exports could be avoided by putting a floor 
under the Pass 2 offer price mitigation such that no offer prices would be mitigated below the Pass 1 LMP price 
at that location.  
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most recent spot prices that would reflect whatever has occurred for the purpose of unit 
commitment and dispatch, again from the standpoint of economic efficiency and both gas and 
electric system reliability. 

 FERC initially ruled that in state gas transportation costs would not be eligible for cost 
recovery in the minimum-load cost because it would be a demand related cost.244 The Cal ISO, 
however, proposed that minimum-load costs would include intra-state gas transportation and 
municipal use fees.245 FERC then approved inclusion of auxiliary power costs in start-up costs 
and inclusion of intrastate gas transportation costs, and municipal use fees in minimum-load 
cost.246 The calculation of start-up and minimum-load costs will apparently not include NOx 
allowance costs or other environmental charges.  

 The administrative measures of start-up and minimum-load costs should attempt to 
accurately reflect these costs.  It is not in the interest of consumers or market efficiency to cap 
these offer prices at levels that do not reflect actual costs.  If resources are committed at 
minimum-load based on understated costs and not made whole through energy prices or a bid 
production cost guarantee, this will adversely impact resource supply by inducing high-cost 
marginal units to shut down or otherwise withdraw from the DAM.  If units are committed based 
on understated costs but then made whole based on actual costs that are materially higher than 
those used to choose between competing supplies in the DAM, the cost of meeting load may be 
increased.247 

 Another issue with the proposed cost-based cap on minimum-load and start-up offer 
prices, is that it appears that the cost based measure of start-up and minimum-load costs will not 
account for the minimum-load costs of units started late in the day that will need to remain on 
into the early morning hours to satisfy minimum run time requirements.  It is our understanding 
that the bid production cost minimization will be applied to the operating day and thus will not 
include the losses such a unit would incur if it had to stay on line through the night, as a result of 
a late- in-the-day commitment.  The NYISO has had problems with this happening, and has 
provided increased flexibility in start-up cost bidding to allow generators to factor these costs 
into their start-up offer prices for late in the day starts.248  Failure to account of these costs in 
some manner could lead to peculiar and inefficient outcomes in the unit commitment process. 

                                                 
244  Oct FERC ¶ 112. 
245  May ISO, pp. 39, 52 Att A II.7,8. 
246  June FERC ¶ 46. 
247  Under a resource adequacy system such inefficiency would inflate the costs of resource adequacy contracts to 

Cal ISO LSEs. 
248  Allowing resource owners to submit higher start-up cost offers for late-in-the-day starts does not allow the 

exercise of market power because any inappropriately high offers for late-day starts would, in essence, be 
mitigated simply by starting the unit earlier.  Allowing high offer prices for late-in-the-day starts avoids the 
possibility that units will be ineffic iently committed because not all costs were considered. 
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C. Price Caps  

The CMD originally proposed that the nodal prices used for settlement would be capped at the 
damage control bid cap.  Any resulting shortfalls were to be recovered through uplift charges.249  
FERC rejected the $250 cap on each nodal price for aggregation and the proposed uplift.250 
Pursuant to the FERC order, prices will be calculated based on capped bids without further price 
capping. 

 The bid cap is “soft” in that cost-justified bids in excess of $250/MWh would be 
permitted, but would not be used in the market-clearing price calculation.  An important 
implication of the $250/MWh soft bid cap in combination with other elements of the market 
design is that in the event of a shortage of capacity in the WECC, the LSEs served by the Cal 
ISO would bear that shortage, as LSEs in other control areas would be able to enter into bilateral 
contracts for power in the day-ahead market and self-schedule exports that could not be recalled 
to avoid load shedding within California in real-time.251  This possibility is one reason for 
implementing, in conjunction with the current MRTU market design and price cap levels, a 
resource adequacy mechanism that includes a real- time recall right.  Even with a recall right 
supported by a resource adequacy requirement, a $250/MWh bid cap would tend to concentrate 
the impact of western resource shortages in California.  Such a low bid cap would permit the Cal 
ISO to be outbid for imports day-ahead and the relatively low real-time imbalance price for 
imports scheduled day-ahead that do not flow in real-time would also tend to leave the Cal ISO 
short when outages lead to tight market conditions outside California in real- time. 

 Under the MRTU, there will also be a soft bid floor of -$30/MWh, but there will be no 
price floor.252 The elimination of the originally proposed CMD price floor and replacement with 
a bid floor is appropriate.  The likely motivation for such a price floor is to limit the ability of 
generators to submit real-time bids that require the Cal ISO to buy back day-ahead schedules at 
large negative prices in the event that a transmission outage makes the day-ahead schedules 
infeasible.  On the other hand, a price floor on generator prices could also insulate generators at 
locations having very negative impacts on constraints from the financial consequences of their 
day-ahead and real-time schedules. Similarly, as observed above in the discussion of self-
schedules, there is a possibility that a difference between the large negative price used for 
scheduling these transactions and a -$30/MWh damage control bid floor could lead to inefficient 
scheduling practices.  It should be kept in mind that if the price falls to -$150/MWh somewhere 

                                                 
249  See CMD # 16. This would also have capped the prices charged to transmission customers as well as the price 

paid to suppliers.  This would have been an invitation for inefficient and unintended outcomes and is best 
eliminated.  

250  Oct FERC ¶66. 
251  Allowing high cost supplies to be paid more than $250/MWh in Cal ISO spot markets does not address the 

reliability problem, as if the competitive market price exceeds $250/MWh, inframarginal suppliers would have 
an incentive under a soft bid cap to export their power so as to be paid the competitive market price.  In 
practice, to avoid shortages, the Cal ISO LSE’s would have to pay the market price for all power not covered by 
bilateral contracts.  

252  The negative bid cap is a soft bid cap and entities with cost justification can submit lower numbers. June FERC 
¶ 66. These lower numbers will be used in the DAM and dispatch to determine schedules but not prices. These 
lower numbers will be used in the DAM and dispatch to determine schedules but not prices. CMD #37l, Sept. 
ISO, p. 141. 
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while the bid floor is -$30/MWh, this means that every MW of generation injected at the location 
with the -$150/MW price would cause the Cal ISO to incur more than $150 of out-of-merit costs 
somewhere else in the system.  Large negative prices therefore can serve a useful role in 
incenting generators to reduce injections that greatly raise the cost of meeting load.  In general, 
the potential for a -$30 price should be sufficiently painful to get the attention of most suppliers 
and motivate them to submit price-sensitive schedules.  The exception would be in the case of a 
seller that by self-scheduling generation that greatly exacerbates a constraint, the seller could 
cause the ISO to buy the seller’s power at another location at a very high price. It is not known if 
this kind of scenario is likely on the California grid.  However, this kind of circumstance is a 
reason to have bid floors but not price floors. 

D. Energy Bid Mitigation 

1. Overview 

Under the MRTU, market power mitigation will consist of a) damage control bid cap at $250 for 
energy and ancillary services capacity (the energy bid cap is a soft cap and sellers can be paid 
more if cost justified, but higher bids will not be used to set prices; while the bid cap for ancillary 
services is a hard bid cap); b) soft bid floor at -$30; c) extension of current Cal ISO real-time 
Automated Mitigation Measure (AMP) to the day-ahead market, RUC and imports; and d) RMR 
contracts and PJM style mitigation for local market power.253 

  FERC deferred ruling on the mitigation of import offers until after a technical conference 
and does not appear to have returned to this issue.254 Mitigating import offer prices based on 
historic offer prices would simply deter import suppliers from offering price sensitive supply 
offers at times when their supply offer would be higher than the reference price.  This could 
reduce the elasticity of import supply into the California market during high load conditions, 
which appears problematic.  It would be preferable to not apply mitigation to import or export 
bids and offers. 

2. DAM Mitigation 

It is understood that under MRTU, the DAM bid mitigation structure will be as follows: 

Pass 1A [Pre-IFM-RMPM-CC]: Market Power Mitigation Pass – Generation committed and 
dispatched to meet forecast load, only monitoring competitive constraints.  Competitive 
constraints include generation pockets, Path 15, Path 26, interties.255 Market bids and self-
schedules would be used for non-RMR and Condition 1 RMR units. Condition 1 RMR units 
would be included only if they submit bids. Condition 2 RMR units will not be considered.  

                                                 
253  CMD # 13, 37, 38.  This soft bid cap would be problematic if gas prices were to rise to the point that potentially 

marginal units have costs that exceed the bid cap.  This issue is discussed further in Section IX.C. 
254  Oct FERC ¶ 90. 
255  CMD # 40, 41. 
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Pass 1B [Pre-IFM-RMPM-CC]: Market Power Mitigation Pass –Pass 1A (unit commitment and 
dispatch) would be rerun with mitigated bids for bids that violate the conduct threshold.  If bid 
mitigation does not produce a material effect on market prices, the offer prices used in Pass 1A 
would not be mitigated. Otherwise, mitigated bids would be used for all capacity of the mitigated 
units in Passes 2 and 3.256 

 It is understood that all bids in excess of the conduct threshold would be mitigated if the 
impact threshold is violated anywhere.  The NYISO has found it appropriate to also include a 
“No Harm” criterion, under which the original unmitigated bids are utilized if the result of 
mitigation would be to raise the total amount paid by load, regardless of whether prices fall at a 
few buses.  Was there some reason that the “No Harm” test is not included in the MRTU design?  

 As noted above, generation offer prices could be mitigated in Pass 1B in order to 
schedule generation to support exports so it is desirable from the standpoint of California load 
that generation offer prices not be mitigated below the actual level of the gas prices and NOx 
allowance (or other environmental costs) of California generation. 

Pass 2 [Pre-IFM-RMPM-AC]: Local Market Power Mitigation Pass –The unit commitment and 
dispatch would be run to meet forecast load, enforcing all constraints.257 The schedules from 1A 
or 1B would be the starting point:  

DEC bids:  Accepted bids from generation and import schedules from Pass 1 would be replaced 
with very high negative penalty DEC bids.258  

INC Bids:  INC bids for condition 2 RMR units would be set at the level specified in schedule M 
of the RMR agreement up to the full available capacity. INC bids for Condition 1 RMR units 
would be set at the lower of the RMR price or the submitted market bids. INC bids for all non-
RMR units would be mitigated or unmitigated bids from 1A/1B as appropriate.259  RMR contract 
start-up and minimum-load costs would also be included for all RMR units not committed in 
Pass 1. 

 Under the MRTU, if an RMR unit’s schedule in Pass 2 exceeds the unit’s schedule in 
Pass 1, the unit’s Pass 3 RMR schedule will be the schedule in Pass 2.  The RMR unit’s market 
bid would be retained in Pass 3 above the level the unit is dispatched in Pass 2.  Non-RMR units 
would also be subject to local market power mitigation if their Pass 2 schedule were higher than 
their Pass 1 schedule.260 Only the portion of the bid curve dispatched in Pass 2 would, however, 
be subject to mitigation for the exercise of local market power.261 The offer price mitigation for 
local market power would be based on the higher of the highest accepted portion of the bid curve 

                                                 
256  CMD # 40-41. 
257  CMD # 40-41. 
258  “To preserve the relative merit order of these bids, the penalty price will be applied as an adder to the original 

bid” (i.e., original bid -$10,000).  ISO will assign higher DEC penalty prices to Must take and must run 
resources consistent with treatment of self-schedules.  CMD # 42.  

259  CMD # 42. 
260  CMD # 44. 
261  Sept ISO, p. 75, 78. 
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(in Pass 1A/1B) or the unit’s default bid.  A unit’s offer price would therefore not be mitigated in 
Pass 2 below the level of its bid accepted in Pass 1.262  It is not fully resolved how the offer 
prices of non-RMR generation would be mitigated in Passes 2 and 3.  The CMD states that non-
RMR generation will be committed and dispatched in Pass 2 based on its Pass 1 bids.263  If these 
units were dispatched in Pass 2 based on these unmitigated offer prices, these offer prices would 
apparently then be subject to mitigation in Pass 3 for the quantity dispatched in Pass 2.264  This is 
similar to the offer price mitigation structure applied in PJM.  It is important to recognize that 
under this approach to offer price mitigation if non-RMR units are not committed or dispatched 
to manage congestion in the local market power pass (Pass 2), their offer prices would not be 
mitigated in the scheduling and pricing pass (Pass 3).265 

 The rationale for replacing the actual offer prices of generation dispatched in Pass 1A or 
1B with large negative numbers in the Pass 2 test for local market power is not apparent. In the 
current market design, these Pass 1A and 1B schedules have no significance with respect to the 
market dispatches 3A and 3B.  Passes 1A and 1B serve purely to test for the marketwide exercise 
of market power.  Forcing the Pass 1A or 1B schedule into the Pass 2 dispatch in this manner 
gives rise to the possibility that the congestion pattern and unit commitment analyzed in Pass 2 
would be very different from that which would be present in Passes 3A and 3B and in real-time.  
Such differences would give rise to the possibility that the generation mitigated in Pass 2 would 
in some circumstances not be committed and dispatched in Pass 3A, while non-RMR and 
Condition 1 RMR generation not committed or dispatched in Pass 2 (and thus not mitigated) 
would need to be committed and dispatched in Pass 3A. 266 

 The proposed structure of the local market power mitigation pass under MRTU gives rise 
to three concerns.  First, because of this structure it is possible that the local transmission 
constraints binding in Pass 2 would be different from those binding in Pass 3.  Moreover, even if 
the same constraints were binding, the relative constraint shadow prices could be very different, 
implying different locational prices.  As a result, generation possessing local market power may 
not be dispatched in Pass 2, could therefore be unmitigated, and potentially able to exercise 
market power in Pass 3. More likely, generation possessing locational market power could be 
dispatched in Pass 2 but would be dispatched to a lower level than would be appropriate based 
on actual market bids and offers in Pass 3 so that unmitigated offer prices would set prices at the 
margin in Pass 3.267  Moreover, these circumstances in which mitigation would not be triggered 
could be quite predictable (and thus capable of being exploited by firms possessing location 
                                                 
262  Sept ISO, p. 75, 78 
263  CMD #42. 
264  CMD #44. 
265   This feature of the MRTU methodology would likely work as intended if the generation subject to mitigation 

literally has no substitutes but would operate in a manner that is probably not intended for units competing with 
high cost alternatives. This is the fourth concern discussed below and it is illustrated in Appendix VIII. 

266  The circumstance in which the unit commitment within the constrained region is different in Pass 3 than in Pass 
2 implies the existence of alternatives.  This does not necessarily, however, imply the existence of competition 
as both units could have the same owner. 

267  Restricting the resources that can be committed and dispatched in Pass 3 to those committed and dispatched in 
Pass 2 would prevent unmitigated units from setting prices in Pass 3 but would further raise the cost of meeting 
load as if the resources that would be dispatched absent such a restriction are removed, even higher cost 
resources would be needed to meet load. 
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market power) as they could arise as a result of consistent differences between the actual offer 
prices of generation in Pass 1 and the extreme DEC bids utilized in Pass 2.268 

 A second concern is that treating the Pass 1 unit commitment, which is based on a 
consideration only of the competitive constraints, as fixed in Pass 2, could cause the Pass 2 unit 
commitment to be quite different from the overall least cost unit commitment.  If the market 
power mitigation in Pass 2 is not based on a least cost unit commitment, there is further reason 
for concern that units possessing locational market power would be unmitigated and potentially 
able to exercise market power in Pass 3. 

 Of particular concern in this regard are the implications of this treatment of Pass 1 
dispatch schedules for the scheduling of RMR condition 2 units.  RMR condition 2 units are not 
eligible for dispatch in Pass 1 and Pass 1 schedules are treated as fixed in Pass 2 through the 
inflexible DEC bids discussed above.  The unit commitment in Pass 2 may fail to commit RMR 
condition 2 units that are the least-cost alternative for managing the constraints that will be 
binding in Pass 3, because those constraints were not be binding in Pass 2 (as a result of the use 
of these extreme DEC bids). This would be particularly problematic if the commitment and 
dispatch of RMR condition 2 units to manage local congestion in Pass 3 were to be limited by 
the dispatch in Pass 2, which is not clear from the discussion in the various filings.  It appears, 
however, that condition 2 RMR units that are not committed in Pass 2 could not be committed in 
Pass 3, no matter how extreme the congestion in Pass 3.  Restrictions of this type on the 
commitment and dispatch of RMR units may have been necessary and appropriate within the 
framework of market separation and in the absence of a unit commitment process but they are 
not appropriate in the context of an ISO-coordinated day-ahead unit commitment process and 
could lead to unanticipated outcomes.  The extreme DEC bids for Pass 1 schedules are 
presumably intended to ensure that RMR units are only dispatched to manage local transmission 
constraint.  The fundamental problem with this approach is that the local constraints that are 
binding in a dispatch based on these extreme DEC bids need not be the same constraints that are 
binding in a dispatch based on the actua l Pass 3 offer prices, so the approach does not necessarily 
identify the units whose dispatch is needed to manage congestion in Pass 3.269 

                                                 
268  This potential is illustrated in Appendix IV. 
269  More generally, the question should be asked of why it is appropriate to artificially withhold Condition 2 RMR 

units from the market, even if there is no congestion.  The initial answer might be that this withholding is 
required by the terms of the RMR contracts, but how can there be a FERC approved contract that requires 
physical withholding of available infra-marginal capacity merely because a particular transmission constraint is 
not binding? 

  If an RMR condition 2 unit is the least-cost method of meeting load, then it should be committed in Pass 3.  
These units are effectively earning a regulated rate of return and should be committed like a regulated unit, 
when the market price exceeds their cost, regardless of whether the market price is high due to local congestion, 
congestion on competitive constraints, or westwide shortage conditions.  An apparent requirement that all non-
RMR generation be dispatched before RMR condition 2 units appears problematic, even absent any market 
power.  Why should prices be potentially set by a high heat rate, high emissions cost unit when load could be 
met at lower cost by a more efficient RMR condition 2 unit, all of whose fixed operating costs are being borne 
by consumers? 
 The eligibility of condition 2 units for commitment and dispatch would benefit consumers because the 
RMR condition 2 unit would be committed and dispatched only if it were lower cost than the alternative.  If the 
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 Finally, a third concern is that the structure of the local market power mitigation pass 
(Pass 2) will not necessarily preclude the exercise of market power by non-RMR units that are 
the least-cost method for managing congestion on local transmission constraints but have high-
cost alternatives.  These high-cost alternatives could either be higher-cost units at a similar 
location or comparable units at a less favorable location. The significant feature of the Pass 2 
mitigation in this regard is that, under this PJM-style mitigation, non-RMR units are subject to 
offer price mitigation in Pass 3 only to the extent that they are actually dispatched in Pass 2.  If 
there is a high-cost alternative to dispatching a particular non-RMR unit, a unit with inflated 
offer prices would not be dispatched, or would not be dispatched at the competitive level in Pass 
2 if the unit submitted offer prices that exceeded those of its high-cost alternative.270 In this 
circumstance the unit with the inflated offer prices would either not be mitigated at all or would 
only be mitigated over a portion of its bid curve in Pass 3 under the current mitigation structure.  
In this situation, the unmitigated portion of the bid curve would effectively economically 
withhold capacity and allow the market price to be set by the offer price of the high-cost 
alternative. 

 This lack of effective mitigation for non-RMR units in this circumstance may be 
appropriate as all units possessing material market power may be subject to RMR contracts and 
thus dispatched based on their RMR contract price in Pass 2.  If this were the case, however, 
there would be no need for mitigation of the offer prices of non-RMR units and this entire 
process could be deleted from the MRTU.  It is important that all concerned understand that the 
MRTU market power mitigation mechanism for non-RMR units can only serve to cap prices at 
the level of the next highest cost alternative, not at the level of the mitigated offer prices of the 
non-RMR unit that chooses to inflate its offer prices. 

 An alternative approach to mitigation of non-RMR units that has been considered is New 
York style mitigation in which there would be two or more passes within Pass 2, allowing a 
conduct and impact test to be applied.  Under a New York conduct and impact approach, non-
RMR units would be committed and dispatched based on their unmitigated offer prices in Pass 
2A.  Offer prices that failed the conduct test would then be mitigated and the commitment and 
dispatch process would be repeated based on the mitigated offer prices.  An impact test would 
then be applied to determine whether the mitigated offer prices would be applied in Pass 3.  If 
mitigation were applied it would be applied to the entire capacity of the mitigated unit. 

 The difference between the application of PJM and New York style mitigation when 
there are multiple alternatives can be illustrated with a simple example.  Suppose that within a 
load pocket there is a steam unit with 400 MW of capacity having a reference price of $50/MW 
                                                                                                                                                             

resource owner were allowed to keep any profits arising from such dispatches, both consumers and the resource 
owner would be better off from relaxing this restriction. 

  While the FERC’s July 8, 2004 order on amendment 60 expresses some concerns regarding the dispatch of 
RMR condition 2 units, it appears that these concerns arise from the context in which RMR condition 2 units 
would be dispatched out-of-merit and would not set the market price.  It does not appear that the FERC would 
be opposed to procedures that allowed RMR condition 2 units to be dispatched and set the LMP price like any 
other unit based on their contractual dispatch price.  Indeed, FERC appears to have just the concern expressed 
here, that this restriction could prevent units that are high cost, but lower cost than the alternatives, from being 
used to meet load. 

270  This potential is illustrated in Appendix VIII. 
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and 200 MW of gas turbines having a reference price of $150/MW.  Under PJM style mitigation 
if load were 300 MW and the steam unit submitted a market offer price of $200/MW, the gas 
turbines would be dispatched in Pass 2 for 200 MW and the steam unit for 100 MW.  The steam 
unit would therefore be mitigated to $50/MW in Pass 3 over 100MW and the gas turbines would 
set the market price at $150/MW. 

 Under New York style mitigation, the gas turbines would set the price at $150/MW in 
Pass 2A, while the steam unit would be dispatched to meet all of the load in Pass 2B, setting 
price at $50/MW.  If the $100/MW price difference between Pass 2A and Pass 2B failed the 
impact test, the entire capacity of the steam unit would be mitigated in Pass 3, setting the price at 
$50/MW.  Of course, if there is no need for mitigation of the offer prices of non-RMR units 
because units possessing significant location market power have been designated as RMR units, 
then there is no need for this complexity in the mitigation passes. 

 These concerns do not reflect fundamental limitations of the MRTU market design but 
arise from specific avoidable features of the local market power mitigation pass (Pass 2).  An 
alternative structure of the local power mitigation pass that would avoid these problems would: 
1) Base the Pass 2 unit commitment and dispatch on the bids used in Pass 1, mitigated as 
determined by Pass 1B.  2) Repeat the entire unit commitment process in Pass 2, rather than 
starting with the Pass 1 unit commitment. The schedules determined in Pass 1A and 1B would 
therefore have no significance, except in terms of determining mitigation. 

 It has been suggested that the intent of the use of extreme DEC bids in Pass 2 is to allow 
Pass 2 to dispatch the minimum quantity of INC instructions needed to eliminate the infeasibility 
of the Pass 1 outcome, so that the dispatch of INC instructions in Pass 2 only solves the 
constraints imposed in Pass 2, without re-optimizing the complete unit commitment and 
dispatch.  If so, this rationale reflects a very problematic continuation of the “market separation” 
fallacy which has so plagued the Cal ISO in the past.  Perhaps the motivation for this structure is 
solely the terms of the RMR contracts, but this interpretation of the contracts also appears to 
reflect the legacy of market separation.  Market separation required dispatching generation 
resources based on a posited distinction between energy and congestion management.  However, 
under an LMP market there is no apparent rationale for applying a contract that physically 
withholds capacity when congestion is not present even though the price of energy on that 
uncongested day is higher than on a day when congestion is present.  This distinction means that 
a Condition 2 unit might be available for dispatch on one day when there is congestion and the 
LMP price at its location is $85 and not available on another day when there is no congestion and 
the price is $155. 

 Given the problems in accurately reflecting costs in the determination of mitigated offer 
prices, there are legitimate reasons for concern about unnecessary mitigation of offer prices.  To 
the extent that Pass 2 is only dispatching RMR units based on contractual dispatch prices, that do 
not understate market costs inappropriate mitigation should not be a major concern. 

The use of extreme DEC prices based on the Pass 1 dispatch, however, does not make 
sense from the standpoint of market power mitigation and appears instead to reflect a 
continuation of the market separation doctrine.  The Pass 1 dispatch is simply a hypothetical 
dispatch absent “local” transmission constraints.  There is no reason to attach special significant 
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to this dispatch or to constrain subsequent dispatches to be consistent with it.  Importantly, it is 
understood that the dispatch in Pass 3 that determines the actual schedules and LMP prices will 
be completely unaffected by the Pass 1 dispatch solution.  There is no reason therefore to 
constrain the dispatch of RMR units in Pass 2 based on the Pass 1 dispatch. And, as shown in 
Appendix IV, imposition of such a the constraint could undercut the Cal ISO’s ability to mitigate 
the exercise of market power by RMR units. 

Pass 3A: Market Pass – Generation committed and dispatched to meet bid load.  The final DAM 
dispatch is based on submitted demand schedules and bids. RMR cost based bids will be used for 
RMR dispatch levels determined in Pass 2.  Market and mitigated bids will be used for other 
units as determined in Pass 1B or 2.271  Pass 3A determines the DAM schedules. 

Pass 3B: Market Pass – Final Pricing Dispatch based on mitigated bids and submitted demand 
schedules and the unit commitment determined in Pass 3A.  Some offer prices included in Pass 
3A may not be eligible to set prices in Pass 3B, such as offers covered by the soft bid cap. Pass 
3B determines the DAM prices. 

Pass 4: RUC Pass – Unit commitment and dispatch to meet forecast load based on a criterion of 
minimizing incremental commitment costs. 

 An additional peculiarity of this mitigation structure is that the offer price mitigation 
analysis is based on unit commitment and dispatch to meet forecast load in Passes 1 and 2, while 
Pass 3 in which prices are determined is based on bid load.272  While prices would generally be 
higher and more units committed in Passes 1 and 2 (which meet forecast load) than in Pass 3, it 
would not necessarily always the case that the units committed in Passes 1 and 2 would include 
all of the units that would be the least cost commitment to meet bid load in Pass 3.  In particular, 
it is possible that gas turbines could be the least cost method of meeting load in Pass 3 yet not 
have been dispatched or subjected to mitigation in Pass 1 or 2.273  

 Another significant feature of this mitigation structure concerns the mitigation of RUC 
availability bids. It is understood that the RUC availability bids of generation capacity segments 
dispatched in Pass 2 but not in pass 1 would be subject to mitigation.  At present, this mitigation 
would be based on reference prices determined by past accepted RUC bids, with a $100/MW 
conduct threshold. The logic behind this mitigation approach is likely that the generation 
segments dispatched in Pass 1 lack locational market power and generally face substantial 
competition while generators committed in Pass 2 may possess locational market power. 

                                                 
271  CMD # 45. 
272  CMD # 43.  The CMD originally restricted the set of units available for commitment in Pass 3 to those 

committed in Passes 1 and 2.  Such a restriction would serve to further increase the cost of meeting load as units 
that were not dispatched in Passes 1 or 2 will only be dispatched in Pass 3 if they are lower cost than the 
alternative, so excluding them would further raise the cost of meeting load. 

273  It was explained in the CMD that this approach avoids sub-optimal commitment decisions that can arise by 
committing resources in two stages, first in the DAM based on load schedules and bids, and then again in the 
day-ahead RUC based on the ISO load forecast. In the current DAM structure these passes determine bid 
mitigation.  They do not determine the unit commitment, so this rationale is not applicable. 
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First, the purpose of offer price mitigation is to prevent the exercise of market power, not 
to depress offer prices below incremental cost.  One of the possible rationales for RUC 
availability bids and payments is to permit suppliers to recover costs not included in the allowed 
minimum-load cost bid.  But the proposed mitigation mechanism whereby the RUC availability 
bids of capacity dispatched in Pass 2 would be mitigated to a reference price based on the 
average of the highest non-mitigated availability bid accepted over some prior period has no 
relationship to the magnitude of any understatement of minimum-load costs for the purpose of 
the bid production cost guarantee.  If RUC availability bids were constrained only by the 
$100/MWh conduct threshold, there would be a potential for units possessing locational market 
power to raise RUC availability bids above a competitive level, although it is possible that in 
practice all units possessing such locational market power would be RMR units that would not 
be able to submit availability bids.  Second, if the conduct threshold were eliminated or greatly 
reduced to foreclose the potential exercise of market power by units possessing locational market 
power, generation capacity committed in Pass 4 could have its RUC availability bid mitigated to 
minimal levels even if the availability bid were calculated solely to recover the difference 
between calculated minimum-load cost with their associated bid production cost guarantee and 
the unit’s actual minimum-load cost.  Similarly, if the conduct threshold were eliminated, RUC 
bids designed to recover manning costs for gas turbines or gas availability charges would 
potentially be mitigated to zero without regard to whether they would merely recover actual 
incremental costs of being designated to provide RUC capacity. 

 If generating units scheduled to provide RUC possess locational market power, their 
RUC availability bids need to be mitigated to prevent the exercise of this market power.  The 
proposed MRTU mitigation mechanism for RUC availability bids, however, makes it difficult to 
avoid mitigating availability bids that merely recover costs without exempting availability bids 
that greatly exceed costs.  

 This potential problem could ideally be avoided if LSEs bid their expected load into the 
DAM so that there would be no need for a RUC commitment inside a load pocket in which 
suppliers might possess market power, but the LAP structure and Cal ISO reliability needs may 
make this outcome unlikely if not infeasible.274  

 The underlying problem is that the current method of calculating the bid production cost 
guarantee can cause suppliers lacking market power to seek to recover the difference in the 
availability payment, which greatly complicates mitigation, or even distinguishing cost reflective 
offers from those reflecting the exercise of market power.  Moreover, RUC availability bids that 
are intended solely to recover minimum-load costs that are not reflected in the Cal ISO 
calculation (i.e., availability bids that reflect purely competitive behavior by a generator 
                                                 
274  It might be rational for LSEs to bid less than their expected real-time load into the DAM in the expectation that 

additional low cost imports would probably become available in real-time.  This potential would not exist 
within a transmission constrained load pocket, however, so LSEs should be motivated to bid their expected real-
time load within such load pockets into the DAM, limiting the need for capacity to be committed in the RUC 
process within load pockets in which some suppliers may possess market power.  Unfortunately, the highly 
aggregated LAPs that are currently proposed for MRTU implementation would prevent LSEs from bidding their 
full expected real-time load into the DAM within such transmission constrained load pockets and a bidding a 
lower proportion of their expected real-time load into the DAM for regions that they expect will in part be 
served by real-time imports. 
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committed in Pass 1) could set a market clearing price that would be paid to a substantial amount 
of generation that does not face such a short- fall in recovering its minimum-load costs.  In Pass 4 
the Cal ISO would select the least costly RUC capacity, so resources that have high RUC 
availability bids because they would be substantially under compensated by the RUC uplift 
formula might not be selected in the RUC pass and thus would not determine the market clearing 
RUC availability price, but this outcome is far from assured in practice.  Units might submit high 
RUC availability bids precisely because the BPCG calculation would substantially understate 
their actual costs, yet have total commitment costs that are infra-marginal.275 Overall it appears 
that the better course would be to fully compensate generation committed in the RUC for their 
start-up and minimum-load costs and to either completely eliminate the RUC availability bid or 
substantially reduce the costs that suppliers would need to seek to recover in the RUC 
availability charge to costs that are at least roughly measurable (i.e., gas turbine manning costs 
and possible gas availability costs during winter conditions). 

3. Hour-Ahead Mitigation 

Under the MRTU, the Cal ISO may undertake additional of offer prices mitigation in the hour-
ahead scheduling process.  First, the Cal ISO would determine any incremental RMR 
requirements based on SCUC and dispatcher knowledge, insert the RMR price for these 
incremental quantities, and notify RMR owners through an “ex post dispatch notice.”  Second 
the Cal ISO will perform a dispatch based on forecast load to determine the application of any 
global or local market power mitigation. 276  

 It is not explained in the discussion of real- time mitigation what gas price information 
would be utilized for such real-time offer price mitigation.  While mitigation would ideally be 
based on intra-day gas prices, the intra-day gas market is thinner than the day-ahead market.  
Moreover, power market offer prices may be based on expected gas purchase prices, while actual 
intra-day gas market transactions may occur after generation has been dispatched (i.e., the 
transactions replace gas that is burned so as to cover DAM schedules later in the day).277  

                                                 
275  These RUC availability bids could become extremely problematic if the unit commitment in Pass 4 were 

restricted to the units committed in Passes 1 and 2 as originally envisioned in the CMD.  Passes 1 and 2 dispatch 
generation to meet load based on energy bids alone, so the RUC availability bids are never considered in the 
commitment process.  Imposing such a restriction on the unit commitment in Pass 4 could force acceptance of 
very high RUC availability bids in circumstances in which much lower cost RUC was available on other units.  
Such a disconnect between the commitment criteria in Passes 1 and 2 and the clearing process in Pass 4 appears 
likely to encourage suppliers to submit inflated RUC availability bids, even suppliers that would lack any 
market power in an efficiently structured market. 

276  The CMD proposed a number of dispatches to trigger and apply market power mitigation.  CMD #39-46.  
277  Thus, generators may submit offer prices based on the expected intra-day gas price but not purchase gas until 

they have actually been dispatched sufficiently far above their day-ahead schedules for a sufficient number of 
hours to warrant such purchases.  The purchase prices may therefore be observable only after the time that 
mitigation would be applied.  The issue of intra-day gas pricing is really a winter balancing rule issue and 
perhaps the Cal ISO can simply mitigation by setting up different mitigation systems for when a generator is 
subject to winter balancing rules and when it is not.  If summer balancing rules are in effect, perhaps FERC 
would permit the Cal ISO to mitigate based on some ratio like 1.05 percent of the prior day price on the premise 
that spot gas prices normally do not change dramatically from day to day in the summer. Unfortunately, in these 
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 The final hour-ahead run will be based on demand bids and schedules, utilizing any 
additional bids mitigation and incremental RMR dispatch resulting from 1A, 1B. This final hour-
ahead run would determine GT start decisions, the schedules of off-dispatch units and 
import/export schedules.278 

 The Cal ISO will dispatch the system in real-time based on the offer price mitigation 
determined in the hour-ahead process.  There will be no additional real-time mitigation following 
the hour-ahead scheduling process.279 

E. RMR 

RMR units will be committed and dispatched in the DAM based on the lower of their submitted 
market based offer prices or the RMR contract variable cost to the extent that RMR resources are 
needed to manage local transmission constraints. These offer prices will be used to set market 
prices.280 This use of RMR offer prices to set market prices is appropriate.  

 Condition 2 generating units under the RMR contract are prevented under the RMR 
contract from market transactions absent an RMR dispatch, although they can be called as PGA 
units in an out-of-market transaction or System Emergency circumstances.281 

 As discussed at length above, there are good reasons that all RMR units should be 
modeled in the unit commitment and dispatch in Pass 3 based on the costs and dispatch prices in 
their RMR contracts and their contractual offer prices should be permitted to set LMP prices. 

F. LAP Structure  

There may be circumstances in which vertically integrated LSEs have market power in managing 
congestion on some local constraints because they are the only entity owning generation within 
their service area.  Under a nodal pricing system, vertically integrated LSEs with generation and 
load at the same location will typically be unable to benefit from the exercise of market power 
because raising the offer prices of their generation will also raise the LMP price at which they 

                                                                                                                                                             
days of volatile international oil prices that might not always be valid and gas prices could change by more than 
5 percent in response to events like the El Paso explosion. 

  The winter intra-day gas price for mitigation would be harder to measure.  An upper bound could perhaps 
be calculated based on the winter balancing rule penalty, but this would be too high on days when intra-day gas 
demand is lower than expected day-ahead.  

278  CMD # 46. 
279  The CMD proposed that in real-time the ISO would determine any incremental RMR requirements based on 

SCUC and dispatcher knowledge, insert the RMR price for these incremental quantities, and notify RMR 
owners through an ex post dispatch notice.  The ISO would then perform a real-time pre -dispatch based on 
forecast demand to determine the need for any additional global and local market power mitigation. Any 
additional bid mitigation and RMR dispatch is incorporated in the real-time market. CMD # 47. This structure 
appears to have required multiple passes in the real-time dispatch which would have complicated real-time 
operations.  This complexity is avoided with the simplified H/A market structure. 

280  CMD # 146. 
281  Sept ISO, p. 115. 
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buy power so there is no net impact.282  Under the proposed LAP pricing system, however, such 
entities may have an incentive to exercise market power because the LAP price they pay for 
power could rise much less than their increase in generation revenues, were they to raise their 
offer prices.  These incentives would be eliminated if the vertically integrated LSE held CRRs 
from its generation to the LAP, but in the circumstance that the generation price exceeds the 
LAP price these would be counterflow CRR obligations that the LSE would not voluntarily agree 
to hold, as discussed in Sections II and VIII.  Such LSEs would seek to hold CRRs, but they 
would seek to hold CRRs from low priced locations to the LAP, not from high priced nodes at 
which the price is impacted by their generation offer prices. 

 This potential incentive for the exercise of market power by vertically integrated LSEs 
already exists to some degree under the current zonal structure to the extent it has not been 
mitigated by RMR contracts.  It is not currently proposed to assign LSEs counterflow CRRs 
from high-price locations to the LAP pricing zone under the MRTU.  As a result of the 
application of aggregate LAP pricing zones without the assignment of counterflow CRRs, there 
could be greater benefits to the exercise of market power by such vertically integrated LSEs 
under the MRTU market design than is presently the case.  This could exacerbate existing market 
power problems or give rise to problems where none currently exist. 

G. Conclusion 

There are several elements of the MRTU market design that could potentially permit the exercise 
of locational market power. Whether any of these possibilities will give rise to substantial 
problems cannot be assessed in the abstract but depends on whether there are non-RMR suppliers 
that possess material locational market power, how some of the critical deficiencies of the 
MRTU market design (such as the nodal clearing process and settlement rules for zonal/LAP 
bids) are addressed, and the mix of unit characteristics within load pockets. 

                                                 
282  It would still be necessary to carefully monitor their offer prices for efforts to shift costs onto other LSEs 

through uplift charges. 
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VIII. CONGESTION REVENUE RIGHTS (CRRs) 

A. CRR Definition 

Under the MRTU market design CRRs will be source-to-sink congestion hedging financial 
instruments. In general, the sinks and sources for CRRs may be single network nodes or sets of 
nodes, such as trading hubs or load aggregation zones (LAPs). As in PJM and New York, CRR 
holders will be paid the difference between the congestion component of the LMP price at the 
sink and source of the CRR in the day-ahead market.  

 CRRs will be defined primarily as “obligations,” so that the CRR holder will be obligated 
to make a payment when the congestion price difference is in the opposite direction of the 
CRR.283 An exception is that ETC rights holders who convert their rights to CRRs will be 
offered a choice between CRR options and obligations in the initial CRR allocation. 284 In 
addition, some Cal ISO proposals appear to contemplate the award of options to parties that fund 
merchant transmission expansions and to new PTOs.285  

 Documentation and data should be available at this time to allow the Cal ISO to assess 
the technical feasibility of offering CRR options.  Software is available to perform a CRR 
auction and simultaneous feasibility test for a combination of CRR options and obligations using 
a DC model, and PJM has been offering FTR options and obligations in its auctions for over a 
year.  Unless the Cal ISO foresees a need to use an AC Optimal Power Flow (OPF) for the 
simultaneous feasibility test, the Cal ISO would be able to use the same or similar software to 
implement the testing of options that is proposed in CRR Study 2.  Thus, information should be 
available to allow assessment of the technical feasibility of awarding CRR options, as well as the 
quality of the approximations that would be used in implementing a simultaneous feasibility test 
for CRR options on the grid coordinated by the Cal ISO, to the extent that these have not already 
been determined. 

Aside from the choice between a DC and AC OPF, the other technical issue that could 
arise in implementing CRR options in California is a likely increase in the solution time for the 
CRR auction software.  When and if CRRs options are offered, this will likely cause an increase 
in the number of bids and in the number of transmission constraints binding in the CRR auction 
solution, which may increase the number of iterations required to reach a solution.  This impact 
will need to be anticipated and tested, taking into account the size of the California transmission 
model and the number of contingency constraints that are monitored.  A number of solutions 
                                                 
283  FERC has encouraged the Cal ISO to develop additional types of CRRs, such as ”options” if they are valued by 

Cal ISO market participants.  Oct FERC ¶177. The Cal ISO has generally taken the view that CRR options may 
be offered in the future once the market gains experience with obligations, and following a determination of the 
technical feasibility of implementing CRR options and a showing that the benefits of offering options are 
demonstrably greater than the costs. Sept ISO, p. 91. 

284  CMD # 78. 
285  See CRR Study 2 at pp. 8 and 17 and “Draft Proposal for the Allocation of Congestion Revenue Rights to 

Merchant Transmission,” August 6, 2004, hereinafter Cal ISO MT, p. 3. The issues that arise from the choice of 
whether to allocate options or obligations to various groups of market participants (holders of ETC rights, new 
PTOs, non-ETC LSEs, etc.) are discussed in Section C. 
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may be considered to address concerns about the model solution time, including PJM’s approach 
of limiting the set of allowed source and sink locations for FTR option bids.  Thus, the technical 
issues tha t need to be investigated prior to implementing CRR options appear to be reasonably 
well identified: the quality of the software approximations, and the software solution time.  If the 
Cal ISO offers options to ETC rights holders who convert their rights to CRRs, to new PTOs or 
to parties that fund merchant transmission expansions, implementing the simultaneous feasibility 
test for these awards will require the Cal ISO to implement the simultaneous feasibility test for 
options.  In this event, the incremental costs of testing and implementation for offering options 
more broadly, such as in the CRR auctions, would be low.  

 The Cal ISO plans to offer CRRs of two term lengths, annual and monthly, and distinct 
CRRs will be issued for the on-peak and off-peak periods.286  Annual CRRs will be available on 
a rolling two-year basis, i.e., each annual release of CRRs will make specified quantities of 
CRRs available for each of the following two years; these quantities may differ for year 1 versus 
year 2. The ISO will release a fixed percentage of the transmission capacity as annual CRRs for a 
particular operating year, after accounting for the impact of ETCs on the available capacity of the 
grid.  The Cal ISO has proposed to use 75 percent of transmission system capacity to support 
annual CRRs, and 25 percent of capacity to support monthly CRRs; these proportions may be 
adjusted based on the outcome of the Cal ISO’s CRR Study 2 study and LMP testing. Thus, the 
Cal ISO will use 75 percent of the transmission capacity to support annual CRRs for the first 
year and, separately, a half (37.5 percent) of the capacity to support CRRs for the second year. In 
the beginning of the second year the difference between 75 percent of transmission capacity at 
the time and the amount of capacity released in the first year will become available to support 
additional annual CRRs.287 The volume of CRRs released for the following year (third) would be 
based on 37.5 percent of the relevant transmission capacity estimated for that year.  The 
proposed procedures will enable participants to obtain CRRs that are valid for the first year 
following the allocation procedure as well as, separately, CRRs that are valid for the second year 
following the allocation procedure. 

The current proposal and procedures provide a reasonable approach to making both short-
term and somewhat longer-term CRRs available to market participants.  The availability of 
CRRs for up to 2 years in the future exceeds the term for which FTRs are currently available in 
PJM.  Moreover, the procedures for releasing longer-term CRRs could readily be extended to 
even longer terms (e.g., 15 percent of forecast capacity could be made available for year three) if 
this were determined to be desirable in the future.  The availability of one-month CRRs matches 
the shortest term available in PJM and New York.288 The proposal to initially release 37.5 
percent of forecast year 2 transmission capacity as year 2 CRRs, 75 percent of forecast year 1 
transmission capacity (including long-term outages) as year one CRRs and 100 percent of 
monthly transmission capacity (including longer-term and shorter-term outages) as monthly 
CRRs appears to be reasonable.  The Cal ISO’s approach to reserving some transmission 

                                                 
286  In CRR Study 2, all CRRs had a one-month term and annual CRRs were strips of 12 monthly CRRs.  CRR 

Study 2 pp. 4, 5.  “[A]n annual term CRR is comprised of potentially 12 one-month CRRs with the availability 
of these CRRs being one year.” CRR Study 2, p. 5. See also CMD # 91 and # 79. 

287  CMD # 91. 
288  No region has yet offered weekly CRRs auctions, although some market partic ipants have requested such an 

enhancement to improve their ability to implement short-term changes in their hedging positions. 
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capacity for allocation and auction monthly, in order to accommodate the impact of short-term 
transmission outages on available transmission capacity, is also reasonable.  The intention is to 
reserve sufficient capacity when determining the annual awards that transmission outages not 
included in the transmission model used for the annual auction can be included in the monthly 
transmission model without causing infeasibility of previously awarded annual CRRs.  The Cal 
ISO has indicated an intent to adjust the 75 percent/25 percent conceptual target if appropriate.289  

The CMD proposed that scheduling priority would apply to the demand side of CRR 
schedules.290 The FERC has determined, however, that the Cal ISO has not justified the 
provision of energy scheduling priority to the holder of a CRR, so this element of the CMD has 
been dropped from the MRTU and is not considered in this discussion. 291 

B. CRR Sources and Sinks 

Under the MRTU, a CRR source location may be a single injection node, an inter-tie point or a 
Cal ISO-defined trading hub, including the load aggregation points used for pricing wholesale 
power purchases.  CRRs allocated to LSEs will have a sink location corresponding to one of 
three standard LAP zones: PG&E, SCE and SDG&E. These LAP zones must be used as CRR 
sinks for CRRs allocated to LSEs but not for the CRRs used to reserve capacity for ETC loads.  
The Cal ISO contemplates using seasonal load distribution factors for on-peak and off-peak 
periods to assign load to nodes within these LAP zones for purposes of the CRR Study 2 
simultaneous feasibility test.292 

 In addition to CRRs with a pre-determined source specified by the requestor the Cal ISO 
also will offer Network Service CRRs (NS-CRRs) that are to provide an LSE with “an optimal 
congestion hedge at least cost.”293 To obtain a NS-CRR, an LSE will specify a set of injection 
nodes or inter-ties and assign nodal quantity bids or priorities to indicate its preferred distribution 
of CRRs over these nodes, as well as acceptable adjustments in case the preferred distribution is 
not feasible. The CRR allocation procedures will provide the preferred distribution, if possible, 
or can optimize the distribution. Once a NS-CRR is issued the distribution factors for the 

                                                 
289  The Cal ISO states that 75% annual/25% monthly are conceptual targets at this time because “concrete data are 

not yet available upon which to base a determination of optimal release quantities.” CMD Transmittal, 77. A 
number of considerations factor into the decision concerning the percentage of the transmission system to 
allocate and auction as CRRs for different future time periods, in addition to the goal of maintaining 
simultaneous feasibility that is discussed in CRR Study 2.  While contracting flexibility is valuable to LSEs in 
adapting to changes in market conditions, LSEs seeking to enter into long-term energy contracts to hedge their 
cost of meeting load, perhaps by supporting the construction of new generation resources, need a mechanism 
that allows them to acquire CRRs, or an entitlement to CRRs, having a similar duration. 

  A two-year allocation horizon for CRRs may provide a reasonable balance for the initial implementation of 
the MRTU market design, enabling LSEs to observe how the market operates during this start-up period.  Once 
the market is implemented and operating, however, the Cal ISO needs to implement a mechanism that would 
make at least a portion of transmission transfer capability available to support long-term CRRs.  

290  CMD # 89. 
291  Oct FERC ¶184. 
292  CRR Study 2, p.5. 
293  CMD # 88. 
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injection nodes are fixed. NS-CRRs subsequently may be unbundled into single injection node 
CRRs, consistent with the distribution factors defining the NS-CRR. 

 While the proposal to offer NS-CRRs appears to be reasonable, it is not clear how the 
distribution of each NS-CRR over a set of source nodes could be optimized in the simultaneous 
feasibility test run for CRR allocation.  Specifically, it is unclear how the software can optimize 
based on the adjustment bids for the distribution of NS-CRR rights over injection nodes at the 
same time that it is optimizing the allocation of different CRRs based on the rankings that will be 
used to distinguish the priority of non-converted ETC rights, converted ETC rights, and non-
ETC rights (4 levels). It appears that the CRR allocation optimization will need to be based on a 
single cardinal preference/priority ranking for each CRR. 294  If the availability of optimized NS-
CRRs is important to particular market participants, this feature of the market design should be 
retained if it can be implemented.  If it does not have strong support, it is a complication that 
could be eliminated; neither PJM nor NY offers the equivalent of optimized NS-CRRs.295 

 In addition to the problematic features of the nodal clearing mechanism for LAP load 
bids discussed in Section II.B, the use of aggregated LAP zones has two undesirable features 
from the standpoint of CRR allocation.  First, the use of highly aggregated load zones to define 
the load zone sinks for LSE CRRs is likely to lead to unsatisfactory tradeoffs between Cal ISO 
revenue adequacy and hedging by LSEs.  The Cal ISO has recognized that when a simultaneous 
feasibility test is performed for CRRs defined to broadly aggregated load zones, the resulting set 
of feasible CRRs is likely to understate the actual ability of the existing transmission system to 
hedge congestion. 296  This understatement would occur because transmission constraints within 
the aggregated load zone can result in differences in the proportion of load that can be met with 
imports across different areas within the aggregated load zone. In essence, when CRRs are 
defined to the LAP, the most limiting transmission constraint into any sub-region of the LAP 
limits the quantity of CRRs that can be awarded from a given source to the LAP.  A result of this 
underallocation is that relatively less of the congestion rents accruing under the MRTU market 
design would be allocated through CRRs to LSEs serving load within the LAP and relatively 
more would accrue as excess congestion rents.  These excess congestion rents would be allocated 
to the PTOs on a pro-rata basis in proportion to their overall transmission revenue requirement, 
and would then serve as an offset in the determination of the transmission access charges paid by 
load. If there are constraints within the aggregated load zones, the allocation of CRRs to 
aggregated load zone sinks will make it difficult or impossible to assign all of the congestion 
rents to loads in the form of useful CRR hedges. 

 The potential for underallocation of CRRs defined to broadly aggregated load zones has 
been observed in the operation of the NY markets, where the allocation of ETCNL was defined 

                                                 
294  In CRR Study 2, the Cal ISO stated that the NS-CRR software functionality would probably not be available for 

the second CRR study. 
295  The perceived need for NS-CRRs appears to be related to the specific rules used in the process through which 

LSEs submit requests for CRRs for each of the four proposed sub-priority levels, as discussed in Section E.  
Thus, if the requests for priority level 2 CRRs can be adjusted after information is made available concerning 
the level 1 awards made to each LSE (and so on), then each LSE will have more ability to shape the portfolio of 
injection nodes in its final CRR allocation, decreasing the need for NS-CRRs. 

296  Feb CRR Study 2, p. 14. 
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to load zones.  ETCNL in New York is essentially a source to sink auction revenue right for 
native load, meaning that it is a financial right funded by the TCC auction revenue, where the 
payment is equal to the auction value of a TCC from the ETCNL source to sink.297  Because the 
auction revenue paid to ETCNL is the same as that paid for the corresponding TCC sold in the 
auction, the NYISO applies a simultaneous feasibility test to the ETCNL prior to each six-month 
auction; this tests the feasibility of the proportion of initial ETCNL allocations being valued in 
that auction, in combination with all other unexpired TCCs and rights.298 In the simultaneous 
feasibility test, ETCNL is modeled identically to TCCs; thus, 100 MW of ETCNL from Niagara 
to zone J would be modeled as a 100 MW injection at Niagara and a 100 MW withdrawal 
distributed over the nodes in zone J.  If the ETCNL and unexpired TCCs and rights are not 
simultaneously feasible, the ETCNL is pro-rated to restore feasibility. 

 In New York, the load zones do not correspond to the retail service territories of the 
original transmission-owning utilities, but are more narrowly-defined regions.  Hence, the 
ETCNL for ConEdison load is defined to sink in either zone H, I or J, rather than in a broadly 
defined ConEdison zone.  Nevertheless, in applying the simultaneous feasibility test, the NYISO 
found that the zonal definition of the ETCNL allocations would have led to a material decrease 
in the feasible ETCNL into the New York City zone (J) as a whole due to transmission 
constraints that limit the delivery of power to load pockets within zone J.  To avoid the 
consequent unnecessary pro-rationing of ETCNL, the NYISO applies the simultaneous 
feasibility test for ETCNL to each of the separate nodal sinks for the ETCNL, so that ETCNL to 
a zone as a whole does not need to be pro-rated if the infeasibility exists for only the portion of 
the load that is situated within a load pocket.  Revenue adequacy is preserved because the 
NYISO then calculates the value of such node-to-node ETCNL in the six-month auctions based 
on the nodal sink quantities and prices for the ETCNL, not based on the load zone price and 
nodal sink quantities. It is worth noting that the need for disaggregation of sink locations has 
existed in New York, even though the load zones are defined at a more granular level than the 
retail service territories proposed under the MRTU.  Additional insight into the potential for 
underallocation of CRRs as a result of highly aggregated LAP load zone definitions is provided 
by the illustrations in Appendix VI, Section H. 

 The Cal ISO’s comments regarding CRR Studies 1 and 2 are consistent with our 
expectation that the determination of the number of CRRs that can be awarded under the 
simultaneous feasibility test can be sensitive to load aggregation.  In the initial CRR allocation 

                                                 
297  Because the ETCNL has the same value as the corresponding TCC (CRR), transmission customers that are 

credited with the ETCNL revenues receive the same ex ante value that they would receive if they were allocated 
the corresponding TCC (CRR).  Allocating ETCNL is therefore financially equivalent to allocating CRRs but 
better accommodates the sale of long-term CRRs. 

298  There is a direct analogy between the simultaneous feasibility test run on a set of CRRs/TCCs to be settled in a 
day-ahead forward market, and the simultaneous feasibility test run on a set of auction revenue rights and 
CRRs/TCCs that are valid at the time of an auction.  Infeasibility of the CRRs/TCCs that are settled in the day-
ahead forward market may mean that there is revenue inadequacy, i.e., insufficient congestion revenue will be 
collected in the forward market settlements to pay the congestion rents due to the holders of the CRRs/TCCs.  
Similarly, if the outstanding auction revenue rights and CRRs/TCCs are infeasible at the time of an auction, it 
means that the auction may be revenue inadequate, in which case there would be insufficient auction revenue to 
pay the source to sink auction price to all holders of auction revenue rights and holders of CRRs/TCCs that sold 
their rights in the auction. 
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study, the Cal ISO attempted to address this limitation of aggregated load zones by breaking 
some of the LAP regions down into smaller load groups for the purpose of the simultaneous 
feasibility test in the CRR allocation process.299 It is proposed that this would also be done in the 
second study. 300 As explained above, the approach of defining CRRs to load groups that are 
smaller than the LAP zones is reasonable if there are transmission constraints within the large 
LAP zones.301  

 However, the approach of disaggregating the load zones into smaller load groups for the 
purpose of applying the simultaneous feasibility test and awarding CRRs is only consistent with 
the revenue adequacy of Cal ISO settlements, however, if CRRs are awarded to the same 
disaggregated load group regions to which the simultaneous feasibility test has been applied, and 
thus CRR payments in the day-ahead settlements are calculated based on the price for the 
disaggregated load group regions.  If CRRs that are feasible only if defined to specific nodes or 
smaller load group sinks were nevertheless awarded to sink at the broadly aggregated LAP 
zones, and CRR payments were made based on the aggregated LAP zones’ prices, the Cal ISO 
would be awarding CRRs that would not satisfy the simultaneous feasibility test, and would be 
obligated to payments that would preclude revenue adequacy. It appears that this is the approach 
proposed for implementation under the MRTU, although the matter continues to be discussed 
and revenue inadequacy will be assessed during CRR Study 2.302  This approach to testing 
simultaneous feasibility will inherently award source to aggregated load zone CRRs that are in 
fact infeasible if defined to the LAP zone, rather than to the smaller load group regions.  
Preservation of revenue adequacy in the award of CRRs requires that if the simultaneous 
feasibility test is applied to CRRs defined to disaggregated load groups, then the CRRs awarded 
are also defined to these same disaggregated load groups.303  Further explanation of the potential 

                                                 
299  CRR Study 1, p. 28. 
300  CRR Study 2, p. 14. 
301  “Without breaking down the load aggregation areas into load groups, any downward adjustments made to bid 

injections at the nodal level by the SFT necessary to achieve simultaneous feasibility could translate into major 
curtailments of CRRs at the higher load aggregation level since the load distribution factor associated with each 
injection or withdrawal is  fixed.” CRR Study 2, p. 12. As the Cal ISO observes: “The purpose for 
disaggregating the four load aggregation areas into smaller load groups was to alleviate constraint violations 
encountered during the SFT in a more efficient manner and thus allow a larger number of CRR MW 
Obligations to ‘clear’ the market.” 

302  The Cal ISO comment in the initial study that “[t]he resulting cleared bids were subsequently ‘reassembled’ to 
arrive at the total quantity of cleared bids from the original source to the original load aggregation areas” leaves 
some ambiguity as to what was done and whether the final awards satisfied the simultaneous feasibility test.  It 
was unclear from the original description whether the reassembly was to be limited by the extent that there were 
sufficient cleared bids to each of the smaller load groups composing the larger areas, with some remaining 
CRRs defined with the smaller load groups as sinks, or whether all of the awards to the smaller load groups 
would in some manner be transformed into awards to the larger load aggregation regions. Subsequent 
discussions have clarified that the Cal ISO intends to apply the latter approach. 

303  The amount of the revenue inadequacy resulting from CRR reaggregation can be calculated as the difference 
between the CRR congestion rents paid for the CRR set defined to load groups and the congestion rents paid for 
the reassembled CRR set defined to the aggregated load zones.  Estimates of this difference could be calculated 
from the Cal ISO’s CRR and LMP studies.  Irrespective of such estimates, however, it would not be advisable 
to implement a market design that builds in infeasibility through the reassembly of CRRs.  Such a system risks 
substantial pro-rating of CRR congestion rents in the future, which is a cost that would be borne by all CRR 
holders, not just the LSEs benefiting from the reaggregation.  If such an approach were adopted, a separate 
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for revenue inadequacy under the proposed allocation methodology is provided by illustrations in 
Appendix VI, Section I. 

 To achieve the goal of maximizing the extent to which LSEs can hedge themselves 
against congestion costs through CRR ownership while maintaining Cal ISO revenue adequacy, 
it is desirable that all load zones be sufficiently disaggregated for the purpose of the 
simultaneous feasibility test to assure that the award of CRRs is not materially limited by 
constraints internal to the load zone, and it is necessary that CRR awards and settlements be 
based on the same disaggregated sink definitions that are used for the simultaneous feasibility 
test.  Moreover, to avoid unintended cost shifting it is also desirable that all load zones be treated 
symmetrically.304  As disaggregation increases, so does the quantity of feasible CRRs that may 
be initially allocated to the LSEs serving load within a zone.  If different standards are applied to 
disaggregation of CRRs sinking in different LAPS, cost shifting may occur because the LSE 
serving load in a less disaggregated zone would potentially receive fewer of the (nodally) 
feasible CRRs in its allocation than would an LSE serving load in a more disaggregated zone, 
and the residual auction revenues and congestion rents resulting from the unallocated 
transmission capacity for the less disaggregated region would be shared with the LSEs serving 
load in other regions through a proportional credit against the PTOs’ transmission revenue 
requirements. 

 A second problem that arises from the use of aggregate load zones in the context of CRR 
allocation is that it leads to differences between the load zone price and generator price for 
generation and load at the same location. These artificial price differences will impede hedging 
by LSEs serving load with their own generation, lead to cost shifts among LSEs, and exacerbate 
the underallocation of CRRs arising from reliance on aggregate load zones for pricing.  The 
Southern Cities previously observed that if the Cal ISO bills their loads (which would be within 
the SCE load aggregation zone) based on the average price for the entire SCE load aggregation 
zone, it is unclear how they would receive the economic value of their resources.305 The 
Southern Cities’ apparent concern was that LSEs serving their load with their own generation at 
the same location as their load could be required to pay congestion charges from their generation 
to the aggregated load zone location if their generation is located at a lower priced location than 
the LAP zone as a whole, even though there is no actual congestion impact in meeting load with 
generation at the same location.  The assessment of such congestion charges would lead to a 
potential cost shift.  

 The Cal ISO has pointed out that the potential cost shift for LSEs serving their load with 
generation at the same location that could be associated with aggregated LAP pricing could be 
avoided by awarding such LSEs CRRs from their generation to the aggregated load zone 
location.  While such an approach might substantially reduce the cost shifts associated with 
introduction of aggregated LAP pricing, this approach could also lead to additional cost shifts 

                                                                                                                                                             
mechanism would likely need to be considered for funding the revenue inadequacy resulting from 
reaggregation. 

304  It appears, for example,  that in CRR Study 1 the PG&E load zone was disaggregated into 26 zones averaging 
less than a fifth of the size of the SDGE aggregated load zone which was not disaggregated.   

305  Sept ISO, p. 56. 
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and would not address some of the other problems created by aggregated LAP zones applied to 
vertically integrated LSEs.  

First, if vertically integrated LSEs with generation sited at their load were allocated CRRs 
from the LSE’s generation to the LAP zone in which the LSE’s load were located these CRRs 
would likely be valuable even in hours in which the LSE would not need a hedge between local 
generation and the aggregated load zone price. In order to provide a full hedge for the LSE, 
CRRs from its generation to the aggregated load zone would need to be allocated for the level of 
its peak load.  At levels of load less than peak load, however, the MW quantity of these CRRs 
would be unchanged and the LSE would be paid congestion rents for the full quantity of these 
CRRs even though the nominal congestion charges that it would incur in meeting its load with its 
generation at the same location would fall with the level of its load. If an LSE were allocated 
sufficient CRRs from its generation to the aggregated load zone to hedge the congestion charges 
from its generation to the LAP for its peak load, then it would likely receive a windfall during 
lower load conditions, when it would earn congestion rents that were not needed to offset 
congestion charges between its generation and the LAP. This outcome is illustrated in Appendix 
VI, Sections A-E. 

One could attempt to avoid such a windfall by allocating LSEs fewer CRRs than required 
to fully hedge the congestion costs between their generation and their load at the same location at 
peak load, in the expectation that these congestion costs would be offset by excess CRR revenues 
during lower load conditions. A difficulty with this approach is that the LSE would then not be 
hedged against congestion between its generation and load at the same location.  If the actual 
congestion levels or frequency of high load conditions requiring the dispatch of this generation 
were to differ from those expected in assigning CRRs, the LSE could be adversely impacted.  It 
is important to keep in mind that the purpose of a hedge is to reduce the financial impact of 
congestion charges when congestion differs from that which was expected. 

 A second difficulty in applying such a system of aggregated load zones to vertically 
integrated LSEs is that some CRRs from local generation to the aggregated LAP zone could be 
counterflow CRRs within the settlement system, so they would not be voluntarily requested by 
the LSEs.306  The failure to award these counterflow CRRs, however, could make many other 
CRRs from generation to the aggregated LAP zones infeasible. This is illustrated in Appendix 
VI, Section F. Based on the current MRTU description it does not appear that such counterflow 
CRRs would be involuntarily assigned to an LSE with generation and load at the same location 
during the CRR allocation process. 

A third problem in applying such a system of aggregated load zones to vertically 
integrated LSEs is that there is a potential for CRRs from local generation to the LAP to be 
infeasible, even though there is actually no congestion from the local generation to the actual 
load. This can occur in the simultaneous feasibility test because CRRs from local generation to 
the LAP could overload constraints on deliveries to other regions in the LAP, even though there 
are actually no deliveries from the local physical generation to the physical load in these other 
regions. This potential is illustrated in Appendix VI, Section G. 
                                                 
306  A counterflow CRR is a CRR for which the congestion rents have an expected value that is less than zero 

because the price at the sink is lower than the price at the source. 
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Overall, the allocation of CRRs to aggregated LAP zones with internal transmission 
constraints and vertically integrated LSEs has the potential to lead to unintended costs shifts and 
to limit the ability of market participants to effectively hedge congestion risk. 

C. CRR Allocation  

The Cal ISO filings provide information on the general objectives and procedures that are 
planned for allocating CRRs, observing that the details of the allocation will be developed 
consistently with the FERC White Paper.  The FERC has determined that the allocation proposal 
is reasonable 307 but has requested further details.308 

 The Cal ISO has stated as a general principle that it intends “to allocate quantities of 
CRRs that are adequate to fully protect loads from congestion costs, provided these quantities are 
simultaneously feasible.”309 This statement of purpose for CRR definition and allocation could 
be important in explaining the CRR allocations and in guiding the CRR implementation process, 
but it may be problematic if “fully protect loads from congestion costs” is interpreted to mean 
assured access to low cost generation.  In the past, it has been necessary to dispatch generation 
out of merit to meet load in California and these costs have been borne by California rate payers 
both under utility operation and under Cal ISO operation of the transmission system.  It would be 
unrealistic to offer as a goal an objective of hedging all load to the lowest cost generation in the 
region, or even the lowest cost generation inside California.310 A goal of hedging all load relative 
to the cost of generation at some location, however, is attainable. Thus, it is possible to hedge all 
loads for particular patterns of system utilization, i.e., to some generator, provided these 
quantities are simultaneously feasible. 

 The description of CRR Study 2 describes the CRR allocation goal in different terms: 
“adequate hedging of congestion costs over the course of the year, rather than trying to cover 
Load Serving Entity (LSE) schedules on a MW basis in each hour.”311 As explained in the 
February CRR study, this approach would attempt to allocate CRRs such that an LSE’s expected 
congestion charges over the year would be equal to its expected CRR revenues. 

 While the decision rule described by the Cal ISO in discussing CRR Study 2 could be 
employed as a criterion for allocating CRR revenue, it should not be described as an approach 
for assigning hedges against congestion charges. The purpose of hedging is to provide market 
participants with a tool for managing the congestion payments and charges that actually occur, 
not just those that are expected ex ante.  By design, CRRs provide a hedge under which 
congestion charges associated with meeting load with specific generation resources do not vary 

                                                 
307  Oct FERC ¶171. 
308  Oct FERC ¶172 and June FERC ¶168. 
309  CMD Transmittal, p. 74 and CRR Study 1, pp. 5, 14. 
310  The Cal ISO’s discussion of its decision to abandon its former goal of hedging all load net of local generation, 

suggests that the first interpretation of the Cal ISO goal is correct, but this goal is infeasible.  See CMD 
Transmittal, p. 75, CMD #83.  

311  Feb CRR Study 2, pp. 2, 3.  Similarly, the Cal ISO stated that “using an instrument such as CRRs to provide a 
‘full’ hedge against congestion costs requires thinking about congestion costs on an average basis for a given 
period of time, rather than on an hour-by-hour basis.” Sept ISO, p. 85. 
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as a result of unanticipated changes in congestion patterns, such as those arising from variations 
in load patterns or changes in relative fuel prices.  This is not the same as assigning CRRs such 
that the congestion charges will be offset by congestion revenues if congestion patterns are as 
expected.  Many different sets of CRRs may have the same ex ante expected value as the 
congestion charges that an LSE expects to pay in meeting its load.  However, these sets of CRRs 
can differ tremendously in the degree to which the payments that they provide to an LSE will 
vary in step with changes in the congestion charges that the LSE must pay.  CRRs that more 
closely match the LSE’s schedules will provide the better hedge against unexpected changes in 
congestion patterns, meaning that the CRR revenue will vary directly with changes in congestion 
charges.  It is important to keep in mind that the purpose of holding CRRs is to be hedged against 
unexpected changes in congestion charges.  If the purpose were merely to distribute revenues 
reflecting expected congestion, all CRRs could simply be auctioned and the auction revenue 
could be assigned to the LSEs consistently with their expected congestion charges.  The Cal ISO 
recommendation in CRR Study 2 that LSEs request CRR sources reflecting the actual sources of 
supply they use to serve their loads is consistent with the allocation of CRRs that reduce risk by 
hedging congestion costs.312  It is also anticipated that having the LSEs request CRRs in spatial 
patterns that match their actual use of the grid should allow more of these CRRs to be 
simultaneously feasible, compared to allowing all LSEs to request any CRR they want. 

 A workable goal for CRR allocation might be stated as to allocate quantities of CRRs that 
achieve an appropriate balance across parties and that adequately protect a specified pattern of 
load and generation from net congestion costs (congestion charges net of payments), provided 
these quantities are simultaneously feasible.  This appears to be consistent with what the Cal ISO 
has done in its CRR studies, which is to allocate CRRs to the extent possible to LSEs, consistent 
with their actual sources of supply.  

 Under the MRTU, CRR obligations would be allocated to all native load within the Cal 
ISO control area that pays the embedded costs of the transmission grid. The allocation to loads 
would be based on the historic level of load, the geographic distribution of load, and the 
anticipated distribution of a load’s supply resources.  In general, the LSEs that serve such loads 
would be recipients of CRRs on behalf of the loads.  This proposal for allocating CRRs to native 
load is, at a high level, reasonable and consistent with the approaches used in New York and 
PJM.  Issues will continue to arise as detail is added to further define the meaning of terms and 
phrases such as “anticipated distribution of a load’s supply resources.”  The definitions used in 
the allocation process would determine which parties receive allocations of relatively more 
valuable CRRs and which receive less. The equity tradeoffs involved in each decision, such as 
the implications of basing the allocation on the system peak load versus on each LSE’s peak 
load, will need to be evaluated by market participants.  

 The MRTU has spelled out some of the details of the CRR allocation.  First, it has been 
proposed that loads such as those of the State Water Project that are not formally served as retail 
customers by a LSE would receive CRRs.  The Cal ISO has also stated that CRRs would not be 
allocated to parties historically engaging in short-term wheeling transactions that do not serve 
native loads internal to the Cal ISO control area (except for the case of ETCs, which are long-

                                                 
312  CRR Study 2, p. 8. 
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term contracts).313 Parties that wish to hedge the congestion costs associated with short-term 
wheel-through schedules may acquire CRRs in the auction or secondary market.314 The CRR 
allocation will account for loads served under ETCs.315 

 Second, under the MRTU, there would be no reduction in the quantity of CRRs allocated 
to an LSE due to the LSE’s ownership of local generation. 316 That is, the allocation of CRRs to 
an LSE would not be net of local generation unless a lower level is requested by the LSE in 
question for “whatever” reason.  This is significant and a consequence of the aggregated LAP 
pricing zones.  It was observed in Section C that due to the aggregate load zones used for load 
pricing, an LSE could require CRRs from generation to load located at the same location in order 
to hedge itself against congestion charges arising from the LAP pricing system.  It would 
therefore not be appropriate to reduce the CRRs allocated to an LSE based on its local generation 
under the LAP pricing system since even an LSE with generation at the same location as its load 
would need CRRs from its generation to its load in order to be hedged for changes in congestion 
charges.  Conversely, LSEs with generation and load at the same location would not be required 
to accept counterflow CRRs from their generation to a lower priced LAP, but could instead 
designate CRRs from lower priced sources.  As discussed in subsection VIII.C above, the ability 
of LSEs with generation and load at the same location to choose whether or not to accept CRRs 
is likely to result in lost shifts and magnify the impact of the aggregate load zone definition in 
limiting the ability of LSEs to effectively hedge congestion charges.  

 Third, the Cal ISO also expects CRRs to provide a financial hedge against the congestion 
costs associated with trading Ancillary Services (Operating Reserves) across interties.  Day-
ahead ancillary service schedules across inter-ties will incur congestion charges just like day-
ahead energy schedules.317 Parties will not be allocated CRRs to offset the congestion costs 
associated with ancillary services, but they may obtain these through the auction or secondary 
market.  The Commission has found this proposal to be acceptable.318 

Fourth, the allocation of CRRs will include both on-peak and off-peak CRRs and it is 
understood that LSEs could submit different annual requests for the on-peak and off-peak period, 
and each LSE could have different maximum MW annual allocations for on-peak and off-peak 
hours.319 This appears to be a reasonable approach, since the load distribution will impact the 
relative allocation of CRRs among LSEs.  The CRR allocation would be conducted monthly, as 
                                                 
313  Sept ISO, p. 98. 
314  The eligibility of entities that serve load outside of Cal ISO but have contributed to the embedded cost of the 

Cal ISO control area to receive an allocation of CRRs is being considered. “The CAISO, in discussion with 
CRR Stakeholders, has decided to conduct a sensitivity study that will consider allocating CRRs to CMUD and 
other entities identified to serve load outside of ISO control area and have made a significant contribution to the 
embedded cost of the ISO control area.” CRR Study 2, p. 8.  We agree that this issue should be considered, as 
there is a substantial difference between the embedded cost contribution of a party taking annual wheeling 
service, versus a party taking daily service.  Another fact to be considered is whether long-term firm wheeling 
service in some cases provides counterflow for other service that will receive an allocation of CRRs. 

315  CMD Transmittal, p. 74. 
316  Sept ISO, p. 94; CMD Transmittal, p. 75. 
317  CMD #94. 
318  Oct FERC ¶188. 
319  CMD Transmittal, p. 78. 
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well as annually, which would permit LSEs to hedge short-term load growth by adjusting 
allocation quantities in the monthly CRR allocation process as needed.320 It is understood that 
LSEs would be permitted to adjust their monthly on-peak and off-peak CRR requests prior to the 
monthly allocation, up to their monthly maximum allocations, rather than having their monthly 
requests determined from annual requests.321 

The Cal ISO likely will need to address concerns that arise if different LSE’s peak 
electricity usage occurs during different months or seasons of the year, because the simultaneous 
feasibility test may not be satisfied if different LSEs base their nominations on load profiles for 
different time periods. Will the Cal ISO determine each LSE’s maximum annual requests on a 
coincident or a non-coincident basis (it is assumed that this will be done separately for the on-
peak and off-peak periods)?  In the Midwest, the potential tradeoff between equity and feasibility 
led the parties involved to consider performing the annual allocation based on monthly load 
distributions and monthly CRR requests.  It is not clear what is intended in this regard in 
California.  Annual CRR requests in CRR Study 2 consist of a set of 12 monthly requests, but it 
is also stated that annual awards will be of a constant MW amount and it is understood that the 
current intent is for fixed MW allocations over the year for the on-peak and off-peak periods in 
the annual allocation process.  While there are advantages to performing the annual allocation at 
a monthly level of analysis, it may be burdensome for the Cal ISO and ultimately expensive for 
market participants compared to a system in which annual CRR requests are evaluated in a single 
annual model run, or one in which there are separate requests and model runs for just summer 
and winter periods.  LSEs would receive an additional monthly allocation of CRRs on top of 
their annual allocation, so it may not be essential that the annual allocation be performed at a 
monthly unit of analysis. 

Fifth, entities eligible for a CRR allocation will submit their nominations by specifying 
source, sink, MW quantity and time of use. The MW quantities will be capped by an upper 
bound determined by the 0.5 percent exceedence level of the monthly load duration curve of the 
eligible entity. 322  CRRs will be allocated to LSEs based on the priority level of their rights.  The 
three broad priority levels are: (1) Unconverted ETC Rights; (2) Converted Rights (ETCs that 
convert to CRRs and new PTOs); and (3) LSEs (including metered subsystems and municipal 
utilities).  In addition, a four- level priority approach will be applied to LSEs. Thus, the upper 
bound of each LSE’s nomination quantity (in megawatts) will be divided by four. Along with 
each CRR request, the LSE will provide a tag with a sub-priority from 1 to 4, with 1 being the 
highest sub-priority.  The total nominations for each sub-priority may not exceed the sub-priority 
megawatt upper bound. 

Finally, under the MRTU the differentiating factor in allocating CRRs of the same 
priority type would be each CRR’s effectiveness in alleviating transmission constraints.  Overall, 
the objective of the CRR allocation is stated to be to maximize the quantity of allocated CRRs in 

                                                 
320  For the CRR Study 2 study, one month in duration CRRs could be requested for each of 12 months of the study 

period.  See also Sept ISO, p. 96. 
321  Possible difficulties with allowing this flexibility but maintaining the priority system are discussed in a footnote 

to Section VIII.E. 
322  CRR Study 2, p. 21. 
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terms of MW, taking into account the priorities associated with different CRR types.323  The 
meaning of this objective function is not entirely clear. What choice would the software make 
between allocating 100 CRRs with priority 2 versus 205 CRRs with priority 4?  Which would be 
chosen? One interpretation of the statement of the simultaneous feasibility test objective is that 
the software would, first, allocate as many CRRs as possible with priority 1, second, as many 
CRRs as possible with priority 2, and so on.  A second interpretation is that the allocation 
software would maximize the sum of (MW awarded)/(priority level), and other interpretations 
may be possible.324 However, this second approach does not strictly maintain the priority system; 
i.e., it does not ensure that all possible priority 1 CRRs are allocated prior to allocating any level 
2 CRRs. 

 The following paragraphs describe and comment on some of the details of the steps that 
the Cal ISO proposes to use to allocate CRRs.  

Step 1. Account for the impact of non-converted ETCs on transmission capacity. 

The MRTU would include non-converted ETCs in the simultaneous feasibility test by 
designating CRRs that have ETC load locations as their sinks, rather than LAP zones. These 
CRRs would be represented in the simultaneous feasibility test used to allocate CRRs, but would 
not be allocated to the ETC customer.  The CMD discusses the possibility of designating these 
CRRs as obligations, but the CRR Study 2 scenario specification indicates the intention to 
explore modeling ETCs as options rather than obligations in the simultaneous feasibility test.  
The issues to consider in deciding whether to model these ETCs as options or obligations are:  
first, if power only flows under the ETC when the ETC is in the direction of congestion, but the 
direction of congestion varies within the allocation period, then the simultaneous feasibility test 
needs to model the ETCs as options in reserving capacity to support the ETCs; and, second, if 
power always flows under the ETC regardless of the direction of congestion, then it would be 
appropriate to model the ETCs as obligations if the ETC holder’s schedules are assumed to use 

                                                 
323  CRR Study 2, p. 12. 
324  There are different software requirements for the two possible interpretations of the allocation objective given 

above, which each have advantages and disadvantages.  The first interpretation would implement the 
simultaneous feasibility test for the CRR allocation so as to allow LSEs to modify their requests for CRRs of a 
lower quartile priority based on the outcome of the allocation of CRRs for a higher quartile priority.  Thus, if 
LSE A received relatively few of the CRRs that it most needs in the first quartile allocation, it could choose to 
request these same CRRs in the second quartile allocation step.  This type of process may help LSEs to obtain 
the hedged that they most need or that reflect a certain distribution of generation sources.  On the other hand, an 
allocation process that runs a simultaneous feasibility test separately for each priority level may be 
administratively burdensome (especially if new or revised requests are accepted between each simultaneous 
feasibility test run and the process has to be run every month).  This approach would necessarily maximize the 
allocation of CRRs of a given priority level, even if this causes a much larger megawatt number of CRRs of a 
lower priority level to be infeasible.  This outcome would not (necessarily) occur if the allocation software were 
implemented in a single step that would, for example, maximize the sum of (MW awarded)/(priority level). 
Such a one-step allocation process would not allow an LSE to make its requests for lower quartile CRRs 
contingent on what it was awarded for higher quartiles  Implementation of contingent CRR bids by introducing 
additional linear constraints on the simultaneous feasibility test was discussed in the Midwest.  This is 
theoretically possible, but could be a potentially large complication and would need to be discussed with 
software developers. 
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its ETC rights to obtain this transmission service.325  Alternatively, if an ETC holder would be 
permitted to schedule transactions using its ETC rights in the direction of congestion and to 
schedule counterflow transactions in the market without buying additional transmission service, 
then the ETC rights would need to be modeled as options.  

 The CAISO proposes to assess the impact of non-converted ETCs on the overall 
allocation of CRRs by requiring that ETC holders provide a description of their normal use of the 
grid under their ETC rights, with specific quantities of generation and load at each location. In 
CRR Study 2, ETC schedules were requested from the scheduling coordinator for each ETC 
schedule.  Although the documents state that in the event that all ETC reservation patterns are 
not simultaneously feasible, the algorithm would make curtailments based on global ETC 
priorities, as agreed upon by the relevant PTOs, to achieve simultaneous feasibility of the 
ETCs.326  The Cal ISO has clarified that the current plan is to evaluate the feasibility of ETCs, 
Converted Rights and LSE CRR requests simultaneously. 327 

Step 2.  Allocate CRR obligations or options to ETCs that convert to CRRs and to new PTOs. 

As in the previous step, entities converting ETCs to CRRs and new PTOs would be asked to 
provide the ISO with their normal grid use patterns. While the ISO has stated a preference for 
providing CRR obligations to these entities, in CRR Study 2, it is assumed that new PTOs will 
receive options. It is important to recognize that, given a choice, parties receiving an allocation 
of CRRs always will choose 100 MW of options from A to B rather than 100 MW of obligations 
between the same two points; even the transmission service for a baseload unit that always 
operates.  The ISO will need to consider the extent to which assigning options to these parties 
would entail payment for counterflow that would not receive payments if scheduled under the 
ETC, and thus the conversion to options would cause other ETC rights and non-ETC CRR 
requests to become infeasible. 

 The Cal ISO continues to work out details concerning the modeling of new PTO rights.  
CRR Study 2 states: “the transmission that the new PTOs have rights on and that lies outside of 
the control area will be modeled in the Full Network Model (“FNM”). The Cal ISO will continue 
to work with the five new PTOs to determine the correct modeling of Point-to-Point CRRs on 
this transmission.”328 

 Some issues remain to be worked out for Step 2.  It is understood that when existing 
transmission contracts allow a choice among several source locations, the ETC or new PTO will 
be allowed to choose the source up to the limits of its rights, and that ETCs that are wheeling 
contracts will be included in the allocation. What validation procedures will be used to check the 
                                                 
325  Thus, since the ETC would be used for transmission service, the ETC holder would not be paid for the 

counterflow. 
326  CMD #93. 
327  It likely would not be useful to run a simultaneous feasibility test for the ETC rights on a stand-alone basis, 

since the feasibility of the ETC rights can only be determined after taking into account any counterflow 
provided by requests for CRR obligations.  For instance, if counterflow from generation serving other load was 
assumed in the original evaluation of transmission service for an ETC customer, the ETC rights might not be 
feasible in a simultaneous feasibility test that does not take account of this counterflow. 

328  CRR Study 2, p. 8. 
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“normal grid use patterns” submitted by the converting ETCs and new PTOs when they request 
CRRs?  It is understood that the general intent is to use historical data, supplemented by 
information on new energy contracts or plants, but that the actual procedures are still being 
determined. 

Step 3. Allocate CRRs to non-ETC loads.  

Under the MRTU, LSEs and other eligible loads would be asked to provide the Cal ISO with 
data showing the grid usage patterns they normally rely upon to meet their needs.329 Municipal 
utilities, metered subsystems and direct access providers would be included in this step of the 
allocation process. 

 For CRR Study 2, the Cal ISO guidelines state that “a consistent pattern should exist 
between the CRR source-sink request and the actual or historic supply sources that the requestor 
uses to serve load.”330 Pumped load was asked to use an average water year.  In this regard, note 
that pumped storage may need two different sets of CRRs:  one for when it is pumping, and 
another for when it is generating; these may arise naturally if LSEs are allowed to request 
different CRRs for the on-peak and off-peak periods.  

 For this third step of the allocation, there is an issue of whether loads with bilateral 
contracts must provide a specific source location, or may specify a trading hub source; to address 
this issue, the Cal ISO planned scenarios to explore the alternative approaches in CRR Study 2.  
This seems to be a reasonable approach, but the Cal ISO should be wary about basing its 
evaluation of impacts on non-binding requests that parties make for the purpose of the CRR 
study.  It should be anticipated that if there is a choice the non-ETC load will choose the 
alternative that consumes the most capacity over congested interfaces and/or supplies the least 
amount of valuable counterflow.  

 A few additional questions and issues arise in considering Step 3 of the CRR allocation 
process. 

 First, it may take some time to reach agreement on the definition of the sources that will 
be allowed for the non-ETC CRR requests.  The following types of questions will arise, if they 
have not already.  Must the generator sources be owned or under a long-term contract to the 
LSE?  What CRR sources will LSEs be allowed to nominate for load that they have typically 
served with short-term transmission contracts, such as imports?331  What if the LSE has a supply 
contract that will expire shortly – what generation source will it be permitted to nominate 
instead?  The answers to these questions will regulate the degree to which non-ETC loads will be 
able to shape their CRR requests in order to obtain relatively more valuable CRRs, and also 
affect the degree to which the initial requests are infeasible as a whole. 

                                                 
329  CMD #93. 
330  CRR Study 2, p. 10. 
331  It is understood that the current intent is to allocate CRR import capacity on each intertie based on each LSE’s 

historical use of that tie to serve load. 
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 Second, there is an important question of whether non-ETC loads will be allowed to 
nominate a quantity of CRRs that is less than their load.  It appears that this would be allowed, 
since an LSE could request a lower allocation of CRRs for “whatever” reason. 332 A related 
question is whether LSEs will be allowed to exclude certain generators (such as peaking units) as 
sources in the set of CRRs that they nominate. Transmission from particular generators to non-
ETC load may provide important counterflow in the simultaneous feasibility test and may have 
been assumed to be present when new PTOs and/or ETC customers were awarded their 
transmission service in the past.  CRR Study 2 will examine this question.  Moreover, as 
discussed in Section B, this question could be particularly important for LSEs meeting load with 
generation at the same location.  There is a likelihood under the proposed system of zonal load 
aggregation that the number of CRRs that can be awarded to the load zone will be sensitive to 
the designation of counterflow CRRs from generation in constrained areas to the load zone, even 
if that generation does not produce any physical counterflow but only serves to meet load at the 
same location as the generation. 

 If LSEs using generation to meet load at the same location are not required to take CRRs 
from their generation to the load zone, the CRRs requested by others (converting ETCs, new 
PTOs or even other non-ETCs) may be infeasible.  On the other hand, assigning CRR obligations 
to LSEs based on the use of local generation to meet peak load could impose substantial cost 
shifts during non-peak conditions. 

 The market design does not appear to require LSEs to nominate a certain level of CRR 
obligations, or CRR obligations reflecting the use (in some reasonable proportions) of all 
generators used to serve their peak load; this flexibility is consistent with the approach in PJM.  
It could, however, lead to the need to severely curtail non-ETC CRR requests, even if these are 
made for CRR obligations.   

 The CMD states: “In the event that not everything is simultaneously feasible [following 
the requests for CRRs by non-ETC loads] the ISO would curtail non-ETC load or LSE CRR 
requests first, and preserve converted ETC CRR obligations as far as possible, to provide 
converted ETCs a higher degree of certainty of receiving their desired CRRs as a benefit for 
converting. CRR obligations allocated to non-converted ETCs would maintain the highest degree 
of protection in this process.”333 The amount of curtailment of non-ETC load will depend on 
whether the CRR requests of ETCs and new PTOs are required to be obligations (as assumed by 
the previous quote), in which case they will provide counterflow, or are permitted to be options 
(which appears to be the assumption elsewhere). 

 Overall, it appears that there are a variety of reasons under the MRTU that a non-ETC 
LSE will not be required to nominate CRRs from all of the generating units that the LSE has 
historically used to serve its load.  CRR Study 2 will explore the implications of modeling CRR 
allocations to non-ETC loads as options versus obligations, which will provide some information 
about the importance of counterflow from non-ETC CRRs to the feasibility of other parties’ 
CRR requests.  If the results of this analysis are to be reliable, it will be necessary to examine the 

                                                 
332  CMD #83.  
333  CMD #93. 
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value of CRRs from generation to load at the same location when defined to the LAP and assume 
that no counterflow CRRs (i.e., CRRs requiring payments) will be designated. 

 Another potential problem area in the allocation process is the proposal that the allocation 
of CRRs would be prorated based on relative constraint impact.  Such an allocation rule could 
have surprising unintended consequences, particularly when combined with CRRs sinking at 
LAPs.  This rule could cause the entire proration of CRRs to fall on a single LSE whose 
requested CRRs have the largest constraint impact, even if the generation source for the 
requested CRRs has historically been used to meet load and the need for proration arises from 
the CRR requests of other LSEs.  Even more troubling, it is possible for CRRs from generation 
to the LAP to be curtailed to zero under this rule even if the generation and load are actually at 
the same location and the physical injections have no impact on the constraint that causes 
proration to be applied.  Moreover, if LSEs have complete freedom in designating CRR sources 
in the allocation process, this criteria could lead to designation of CRRs that have little to do with 
hedging LSE load from generation to the LAP. 

Step 4. Perform an auction for the rest of the CRRs, as discussed in the following section, D. 

At each of the four steps of the allocation process described above, the proposal calls for a 
simultaneous feasibility test to be run, after fixing the allocation of rights and CRRs that resulted 
from previous steps.  (See Section E.)  It appears to us, however, that if some of the CRRs in 
Step 3 are obligations, a meaningful simultaneous feasibility test can only be run after Step 3.334 
The CRRs modeled in Step 1 as a proxy for ETCs may not be feasible on a stand-alone basis if 
they rely on counterflow from other CRR requests.  Similarly, the Step 1 and Step 2 CRRs, 
encompassing converting and non-converting ETCs and new PTOs also may not be feasible 
without the counterflow from non-ETC CRR requests in Step 3.  Thus, the purpose of running a 
simultaneous feasibility test after each step is not clear, since all of the CRRs and all of the 
counterflow need to be in the model before the feasibility of any ETC right or CRR request can 
be determined.  It does not appear to be workable, for instance, to run a stand-alone simultaneous 
feasibility test for the ETC rights in Step 1, since any curtailment that results from this 
simultaneous feasibility test might need to be reversed after taking into account the counterflow 
from the CRR requests in Step 3.335 

A final aspect of CRR allocation under the MRTU is that CRRs would be reallocated to 
follow the load if load switches to another LSE. 336  The proposal that CRRs be reallocated from 
LSE to LSE with changes in load has the potential to require the Cal ISO to develop and 
administer complex rules to govern this load following process. While these costs may not be 
material if there are no such shifts in load between LSEs for the foreseeable future, it is not clear 
why such shifts might not occur.  Moreover, application of this approach would in the long-run 
hinder, if not foreclose, development of a market for long-term CRRs, adversely affecting 
forward contracting and generation development.  

                                                 
334  A simultaneous feasibility test and pro-rating could occur after each step if all rights and CRR requests took the 

form of CRR options, since in this case there would be no interactions between steps caused by CRR 
counterflow. 

335  It is understood that the current intent is to run a single, simultaneous feasibility test at the end of Step 3. 
336  CMD # 81. 



 

 108

 While the reallocation of CRRs among LSEs so as to follow loads as they shift between 
LSEs under retail access programs is consistent with the objective of assigning the economic 
value of CRRs to the loads that pay the embedded costs of the transmission system, the 
complexity of administering such a system in a retail choice environment should not be 
underestimated.  Rules would need to be established to define the obligations of the LSE losing 
loads and the Cal ISO settlement process would need to support these rules.  As retail load 
moves from LSE to LSE from month to month the CRRs to be reassigned would likely be 
measured in fractional MW.  In addition, each LSE serving load within a given load aggregation 
region may have CRRs from different sources.  Thus, as each LSE gains and loses retail 
customers it could be gaining and losing distinct CRRs in various proportions.  For these 
reasons, this CRR reassignment process could become unwieldy and expensive from an 
administrative standpoint for all concerned.  Moreover, CRRs allocated on an annual or multi-
year basis may be sold by the LSE prior to the time that load switches, requiring the assignment 
of negative CRRs to the losing LSE to offset the reallocated CRRs. Some of the potential 
administrative difficulties of a system in which CRRs follow load are illustrated with a simple 
example in Appendix VII. 

 The long-run problem that will be created by such a process of reassigning CRRs to 
follow load is that no entity would have a long-term entitlement to CRRs.  Lacking such a long-
term entitlement to CRRs, LSEs would be unable to sell CRRs in the auction to support the sale 
of long-term CRRs to other LSEs wishing to enter into long-term power purchase contracts.  
This potential inability to acquire long-term congestion hedges could interfere with 
implementation of resource adequacy programs and would be a step backward from the long-
term contract path rights available elsewhere in the WECC. Most of these problems would be 
avoided if the CRRs were treated as assigned auction revenue rights with the revenues used to 
reduce PTO transmission access charges, and all the actual CRR hedges for LSEs would be 
obtained from the auction. 

D. CRR Auction and Secondary Markets 

Under the MRTU, the transmission capacity that is left after CRRs are allocated to LSEs will be 
made available to support the sale of additional CRRs in an ISO coordinated auction. 337 
Qualified bidders, including CRR holders, may participate in the auction as buyers and sellers. 
The revenue from the sales of CRRs by a CRR holder will be paid to the selling party. 338 The net 
auction revenue (after paying selling CRR holders) will be allocated to the Participating 
Transmission Owners (PTOs), in proportion to their transmission revenue requirement, to be 
applied to reducing their transmission revenue requirement.339 

 Some features of the CRR auction are not yet specified: 

                                                 
337  CMD # 92.  Thus, if CRRs within a particular LAP were not fully allocated because of intra-LAP constraints, 

auction participants would buy node-to-node CRRs across the undersold constraints and the resulting auction 
revenues would be shared by the customers of all PTOs. 

338  Oct FERC ¶165. 
339  CMD # 92. 
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• Will on-peak and off-peak CRRs be auctioned simultaneously for a given period 
of time (month or year), or will two auctions be held sequentially?340 

• Will the bidding for annual CRRs be for a set of 12 monthly bids, or a single 
annual bid?  Can parties buy monthly CRRs in the annual auction? 341 

• Can auction bids be for point-to-point, point-to-load zone and point-to-hub 
CRRs? 

How these details are resolved will affect a variety of other elements of the MRTU market 
design. 

 One critical ambiguity is what is intended by the description that the “ISO will run a CRR 
auction to allocate any transmission capacity that remains after loads and converted ETC holders 
received their shares.”  At the beginning of the allocation period, LSEs will have had the 
opportunity to designate CRRs using 100 percent of system transfer capability for the next 
month, 75 percent for the rest of the allocation year and 37.5 percent of capability for the 
following allocation year.  We anticipate that it is intended that only the portion of system 
transfer capability that has been made available for designation by LSEs would be made 
available for sale in the auction, unless it is intended that the auction would be limited to monthly 
CRRs.342  If literally all remaining transfer capability were made available in the auction, few 
valuable CRRs would remain to be allocated to LSEs in future periods. 

 The Cal ISO’s July 22, 2003 filing states that the auction will be run to “maximize the 
auction proceeds.”343 This is not the appropriate objective function for the auction from an 
economic perspective, and is not the objective function used in the auction of financial rights by 
PJM and New York.  The appropriate objective function is to maximize the value of all accepted 
bids to buy CRRs, less the value of all accepted offers to sell CRRs, subject to the requirement 
for simultaneous feasibility of the awarded CRRs.  The valuation of accepted bids would be 
made at the offer price made to buy or sell the CRR.  In economic terms, this objective function 
equates to maximizing the “social welfare” or “gains to trade” of the auction, which is the sum of 
the value implicitly placed on auction purchases by the buyers (as communicated by their bids), 
less the sum of the reservation prices implicitly placed by sellers (as communicated by their 
offers to sell).  A basic principal of economics is that markets should be structured to the extent 
possible to achieve a result that maximizes social welfare.  Competitive markets achieve this 
                                                 
340  Based on CRR Study 2, it appears that the auctions will be sequential.  Cal ISO MT, p. 5. 
341  In CRR Study 2, there will be 24 allocation periods (12 months * two time -of-use periods).  Here, it appears 

that there must be separate monthly bids. (Cal ISO MT, p. 5) 
342  It would be possible to run long-term auctions that reserve capacity to support future CRR allocations to LSEs 

by scaling up the allocations for the partially allocated periods and extending these allocations forward into 
future years.  Such a procedure would ensure that the auction would not interfere with the ability of LSEs to 
designate their current CRRs in future years.  These methods would not ensure, however, that LSEs would be 
able to designate different CRRs in future years. 

  There is a fundamental tension between accommodating long-term CRR auctions to support long-term 
congestion hedges for LSEs and allocating CRRs to LSEs on a short-term basis.  This conflict can easily be 
fully resolved by allocating LSEs auction revenue rights rather than CRRs. 

343  CMD #93. 
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outcome, as opposed to monopolistic markets.  The objective function of “maximizing auction 
proceeds” would require the Cal ISO to economically withhold transfer capability from the 
auction if this would sufficiently raise auction CRR prices to increase net auction revenues.  The 
Cal ISO should be acting as an auctioneer in running the CRR auction, using an objective 
function that maximizes social welfare and mimics a competitive market outcome, rather than an 
objective that entails attempting to exercise market power. Both the PJM and New York 
FTR/TCC auctions use the objective function of maximizing the value of all accepted bids to buy 
CRRs, less the value of all accepted bids to sell CRRs. 

 In addition to the allocation process and auction run by the Cal ISO, market participants 
may trade CRRs through a secondary market.  In secondary market transactions, CRRs may be 
unbundled into any specific hours of the day, days of the week, or seasons, and NS-CRRs may 
be unbundled into their separate injection nodes consistent with the distribution factors defining 
the NS-CRR.  Secondary market trades must be registered with the Cal ISO’s Secondary 
Registration System. The Cal ISO does not itself intend to facilitate secondary market CRR 
trades other than through its auction.  This proposal is reasonable and consistent with the 
practices in other regions. 

 The MRTU proposes that no limits will be imposed on CRR holdings. This policy would 
be reconsidered if there were evidence of gaming or the exercise of market power based upon 
possession of excessive amounts of CRRs.344 In addition, the Cal ISO should consider imposing 
creditworthiness standards on those purchasing CRRs in the auction and transacting in CRRs.  
These standards may be important since CRR auction markets allow a market participant to be 
paid today in return for holding a counterflow CRR that will likely require future payments.  ISO 
revenue adequacy requires that such purchasers make good on subsequent payments of negative 
congestion rents billed to this CRR in future day-ahead markets.  If the party holding such a 
counterflow CRR were to liquidate or go bankrupt after the auction, there could be an impact on 
Cal ISO revenue inadequacy.  Both PJM and New York have credit standards for financial rights 
holders. 

E. Simultaneous Feasibility Test 

The Cal ISO will perform a simultaneous feasib ility test to determine the CRRs to be awarded 
through each step of its allocation and auction process.345 The Cal ISO will run one 
optimization/simultaneous feasibility test process for allocating annual-term CRRs (one test each 
for on-peak and off-peak) and one for allocating monthly-term CRRs (one test each for on-peak 
and off-peak).346 A simultaneous feasibility test also would be run whenever new transmission 
capacity is added or removed, so as to determine the incremental CRRs to be awarded.347 

                                                 
344  CMD Transmittal, p. 78. 
345  CMD # 77. 
346  CRR Study 2, p. 10. 
347  CMD # 96. 



 

 111

 For the annual simultaneous feasibility test, the Cal ISO will assume that all lines are in-
service, except if major long-term outages are scheduled.348 Planned outages would be included 
in the simultaneous feasibility test for the monthly CRR allocation and auction models but the 
criteria for inclusion have not yet been developed. 

 There should be a close correspondence between the transmission model, contingency set 
and constraint representation used in the simultaneous feasibility test and those used in the day-
ahead market. Modeling differences, such as assumptions concerning PAR settings or 
unscheduled flow over the Cal ISO control area, should be identified and investigated to 
determine their potential impact on revenue adequacy.  Some aspects of the grid configuration, 
such as lines in service, will vary over the month, so reasonable assumptions must be made in the 
simultaneous feasibility test, as recognized by the Cal ISO. 

For purposes of CRR Study 2, the Cal ISO proposes to remove the transfer capability of 
transmission that is within the Cal ISO control area, but not under the control of the Cal ISO 
(called Transmission Ownership Rights) from the network model used for the simultaneous 
feasibility test by defining point-to-point CRR options at the source and sink of the line. This 
would be a reasonable approach provided that the options correspond to the schedules that can be 
expected over the non-ISO transmission lines and that the Cal ISO has no responsibility for 
managing congestion on these lines 

The Cal ISO has stated that the transmission model used to perform the simultaneous 
feasibility test for the allocation in CRR Study 2 was created by scaling down the network 
capacity to 75 percent of that defined by the full network model (after removing capacity 
associated with Transmission Ownership Rights) and the operating constraints being used.349 
This model was used for determining the allocation of the long-term CRRs in the study.  For 
each month studied, “an upper bound based on historical load data” was calculated.350  Network 
capacity was not scaled down for the short-term monthly CRR allocation in the study; instead 
“for each month of the short-term allocation a CRR upper bound based on forecasted load data” 
was calculated.351 

There are a number of ambiguities concerning the scaling down methodology that have 
implications for other aspects of the allocation and auction process, including its 
implementability.  Some of the more basic questions are:. 

                                                 
348  CRR Study 2, p. 6. 
349  CRR Study 2, p. 5. It is not clear what is intended from an implementation standpoint.  It should be kept in mind 

that while pre-contingency limits can be adjusted by deducting ETC flows from the limit and multiplying the 
reduced limit by 75 or 37.5 percent, this methodology is not workable for post-contingency constraints as the 
ETC flows on a monitored element will be different for different contingencies, so no single limit adjustment 
would be appropriate for all contingencies. 

  The NYISO has developed a methodology for allocating or auctioning only a portion of transfer capability 
by scaling up bids and offers, rather than scaling down limits. 

350  CRR Study 2, p. 5. 
351  CRR Study 2, p. 5. 
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• Will the annual allocation process include 75% or 100% of the CRRs used to 
account for non-converted ETC schedules?  Will it include 75% or 100% of the 
CRRs requested by new PTOs and by entities with ETCs that convert to CRRs?  

• If the annual allocation includes only 75% of an entity’s annual CRR request, will 
the entity be able to choose which particular CRRs (source to sink) are included in 
the 75% set or, alternatively, will a flat 75% of each annual CRR request be 
included, with the remaining 25% carried into the monthly auction?  If so, does 
this mean that parties will be required to specify their monthly CRR requests at 
the time of the annual allocation? 352 Among other things, the answers to these 
questions affect the relative priority of the allocations made to different groups of 
customers, as customers with higher priority will have an advantage if they can 
pick which of their point-to-point CRR requests to include in the 75% annual 
allocations. 

• How much transmission capacity will be available to support the annual auction 
of CRRs? The transmission system capacity used for the annual allocation and 
auction will be scaled down to 75%, while the CRR requests made for the annual 
allocation will include, at a minimum, 75% of the CRRs used to account for non-
converted ETCs, 75% of the CRRs requested by new PTOs and by entities with 
ETCs that convert to CRRs, and 75% of the requests of non-ETCs.  Moreover, it 
appears to us that in order to insure that sufficient transmission capacity is 
reserved for non-converted ETCs, 100% of these will need to be reserved in the 
annual allocation, rather than 75%.353 

F. CRR Settlements 

The congestion rents collected for each hour in the day-ahead market will be used to fund 
payments to CRR holders for that hour.  Any hourly surpluses or deficits will be accumulated in 
a single balancing account. Funds from the balancing account would be disbursed at the end of 
each month to CRR holders that were not compensated fully during the month. 354 In addition, 
there will be a yearly clearing of the balancing account, in which any surplus funds in the 
account at the end of the year will be allocated to CRR holders in proportion to their gross 
                                                 
352  It appears to us that under a scaling down methodology in which 75% of the CRR requests are included in an 

annual allocation for 75% of system capacity and 25% of the allocation occurs monthly, the implementation 
must be undertaken by representing 75% of each annual CRR request in the annual simultaneous feasibility test 
and 25% of each annual CRR request in the monthly simultaneous feasibility test. If this restriction were not 
imposed (i.e., monthly requests could be modified, or could be a non-proportionate subset of the annual 
request), then the ISO could not be sure that it was appropriately reserving transmission capacity for the 
monthly allocations of new PTOs and converting and non-converting ETCs.  Thus, it might inadvertently 
allocate such transmission capacity to non-ETCs as annual CRRs, or sell it in the annual auction, not knowing it 
would later need this capacity to honor the monthly requests from higher-priority groups. 

353  Similarly, 100 percent of new PTO allocation requests and converting ETC requests may need to be considered 
at the time of the annual allocation in order to preserve the priority of these customer classes over the non-ETC 
customers.  Otherwise annual CRRs could be allocated to non-ETCs that cause the monthly allocations to new 
PTOs and non-converting ETCs to be infeasible. 

354  CMD #90. 
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unrecovered annual shortfall.  Any remaining surplus at the end of the year after fully funding all 
CRRs will be paid to PTOs.  If the balancing account is short at the end of the year, no additional 
payments or charges will be made.355  It is inferred that if the congestion rent collections are 
insufficient to fully fund payments to CRR holders in the hour, these payments will be pro-rated 
down proportionately in the hourly settlements but this does not appear to be explicitly spelled 
out and ought to be clarified.356 This is a reasonable proposal which is consistent with the CRR 
settlement mechanism in PJM.357 

G. CRRs for Third-Party Transmission Expansions  

The MRTU provides that in the case of market-based transmission upgrades, the parties bearing 
the cost of the upgrade will receive CRRs reflecting the added transfer capability if they are not 
recovering their investment through an access-charge-based rate of return, a transmission credit, 
or direct payment from an existing PTO. 

 The Cal ISO’s draft proposal for the allocation of CRRs to merchant transmission 
describes three different types of transmission upgrades, and their eligibility to receive CRRs: 

• Upgrades Associated with Large Generation Interconnections (greater than 20 
MW) 

 The facilities added between the point of interconnection and the new generating facility 
are called interconnection facilities.  Any modifications or additions made to the ISO-controlled 
grid beyond the point of interconnection, so as to accommodate the new generator, are called 
network upgrades. Network upgrades will be eligible for CRR allocations, but not 
interconnection facilities.358 

 There are two types of upgrades that are not explicitly associated with the interconnection 
of a large generator. 

• Reliability-Driven Upgrades Not Associated with Large Generation Interconnection 

 Reliability driven upgrades are upgrades required to ensure system reliability according 
to the Applicable Reliability Criteria.  It is assumed that reliability driven upgrades will be made 
by PTOs, who will recover the cost of the upgrades through their regulated rate of return.  To the 
                                                 
355  CMD Transmittal, p. 72.  It does not appear to us that the balancing account would ever be “short”; the 

minimum balance would be zero, since it is  used only to accumulate excess congestion revenue. 
356  Since the loss residual will also be credited to the CRR balancing account (May ISO, pp. 70-76), there is a low 

probability of an overall annual shortfall but such a shortfall could arise during a part icular hour or month. 
357  In the future the Cal ISO may consider a more direct allocation of hourly congestion rent shortfalls and 

surpluses to the parties responsible for the changes in transfer capability causing such shortfalls or surpluses.  
This may become important in providing efficient maintenance incentives if some of these events have a 
relatively large dollar impact on the CRR settlements.  In the CMD transmittal letter (pp. 72-73), the Cal ISO 
discusses why there will not be separate balancing accounts for each TO.  They recognize that separate accounts 
might be used to provide an incentive for PTOs to manage transmission maintenance more effectively, as each 
PTO could be made to make up its shortfall in funds at the end of each year.  

358  Cal ISO MT, pp. 1-2. 
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extent that the costs of these upgrades are recovered in regulated rates, the upgrade will not be 
eligible for an allocation of CRRs. 

 The likely intent of this rule is to avoid assigning CRRs to entities that do not bear the 
costs of the transmission investment.  This rule also appears, however, to imply that the PTO 
ratepayers who do bear the costs of the transmission investment would only receive a portion of 
the benefits, through their entitlement to a share of the annual congestion rent residual.  This rule 
would be appropriate if the costs of the transmission investment were allocated to all ratepayers 
on the same basis as their entitlement to the annual residual, but it is not clear that this will be the 
case.  Shouldn’t the economic value of the CRRs produced by a transmission investment by a 
PTO be assigned to that PTO’s ratepayers? 

• Economically Driven Upgrades Not Associated with Large Generation 
Interconnection 

 Economically driven upgrades not associated with large generation interconnection are 
transmission assets that are put under the control of the Cal ISO, but are not needed to ensure 
system reliability. If the sponsors for these upgrades do not recover their investment cost under a 
FERC-approved rate of return or direct payment from a PTO, they are eligible to receive CRRs 
for the increase in transfer capability provided by the upgrade.359 

The general principle under the MRTU is that the project sponsor of such economically 
drive upgrades will receive CRRs commensurate with the amount of transfer capability added to 
the system. 360  The quantity of CRRs allocated to the party responsible for the increased 
transmission capacity will be capped by the increase in transfer capability. 361 Any CRRs awarded 
for a transmission expansion will be required to be simultaneously feasible in combination with 
all previously awarded CRRs, which will maintain the Cal ISO’s revenue adequacy. 362  

The Cal ISO lists a number of principles that it proposes to apply to the allocation of 
CRRs to eligible owners of new merchant transmission (“MT owner”): 

• First, “CRRs will be allocated to the MT owner only after the MT upgrades have 
been energized and in operational control of the CAISO.”363 This is an 
appropriate approach because the final impact of the new upgrade on transmission 
capacity may differ from prior estimates made at the time that the upgrade was 
proposed or constructed.  Such differences may occur because of changes in the 
specification of the new facility, or because the order in which upgrades are 
completed differs from the order in which they were proposed, or differs from the 
order in which they crossed any of a number of regulatory, financial and 
contractual hurdles.  The CRRs that are incrementally feasible for a given upgrade 
will depend on the final specifications of the upgrade and the actual order in 

                                                 
359  Cal ISO MT, pp. 1-2. 
360  Sept ISO, p. 103. 
361  Cal ISO MT, p. 1. 
362  CMD Transmittal, p. 79. 
363  CMD Transmittal, p. 80, Cal ISO MT, p. 2. 
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which upgrades are completed.  The CRRs that are estimated to be feasible based 
on estimated completion dates on related projects may be infeasible based on the 
actual completion order, leading to revenue inadequacy if CRRs were awarded 
based on these estimates. 

• Second, “once the CAISO has included the MT related transmission upgrades in 
the FNM, these upgrades need to be consistently modeled in the FNM in all 
subsequent CRR Allocations/Auctions and other CRR related processes.”364  This 
is the correct approach for maintaining revenue adequacy and equity in the CRR 
allocations.365 

• Third, “the terms of the CRRs that are allocated to the MT owner should be good 
for the life of the transmission facility.”366 This feature of the market design is 
reasonable and consistent with the approaches in other regions.  Parties that make 
such long-term investments need to receive long-term property rights.  It can be 
challenging, however, to design a process for determining incremental long-term 
CRRs awards for new merchant transmission owners that appropriately takes into 
account the rights of those paying the embedded cost of the existing transmission 
system.  In order to determine long-term incremental CRRs for the new merchant 
transmission owner, it is necessary to define the long-term claims to CRRs on the 
existing system, since the award of incremental CRRs for the expansion will 
likely cause parallel flows on the existing system as well.  A difficulty is that the 
long-term claims of existing ratepayers are not well defined under the MRTU.  
PJM addresses this issue in allocating incremental FTRs to merchant transmission 
by assuming that currently outstanding CRRs are a proxy for the long-term CRRs 
desired by existing transmission rate payers.  Thus, the allocation of long-term 
CRRs is required to be simultaneously feasible on an incremental basis, taking 
into account currently outstanding CRRs.  This is a reasonable approach, but it 
works better the longer the term of the entitlements to use of the existing system 
that are modeled in this process.  An additional test might be run to insure that the 
incremental CRRs are feasible in the absence of currently outstanding CRRs, i.e., 
that they do not rely on counterflow by CRRs that might not be nominated in the 
future.367 

                                                 
364  Cal ISO MT, p. 2. 
365  The CMD states that when “new transmission capacity is added or removed, the CAISO will review the impact 

of the change on the system network to determine the appropriate amount of new capacity to be released in 
subsequent CRR allocations and auctions.” (CMD #78)  The meaning of this statement is not clear.  When new 
transmission capacity is added or removed, changes need to be made to the transmission grid model used in the 
CRR auction and allocation processes that are identical to the changes that will be made in the transmission grid 
model used in the IFM.  This may include adding or changing monitored contingencies and constraints. When 
new transmission capacity is added or removed it is not necessary to determine a specific increase or decrease in 
the capacity that will be offered as CRRs; this follows implicitly from the changes that the ISO makes to the 
transmission grid model. 

366  Cal ISO MT, p. 2. 
367  There is an outstanding question of the impact on the project sponsor’s long-term CRRs from the retirement of 

existing transmission capacity, of a transmission derating or an increase in external loop flow.  Would the CRRs 
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• Fourth, “if the incorporation of MT related transmission upgrades causes 
previously awarded CRRs to become infeasible, it is the responsibility of the MT 
owner to provide counter flow CRR Obligations to relieve the infeasibility only 
for the terms of those CRRs that were deemed infeasible.”368  It is appropriate to 
require that the merchant transmission investor accept counterflow CRRs to 
maintain the feasibility of outstanding CRRs.  This provision appears, however, to 
mean that after the expiration of the term of the CRRs that would have been 
rendered infeasible by the merchant transmission upgrade the merchant 
transmission owner would no longer be responsible for any costs that the upgrade 
imposes on existing rate payers, in terms of decreasing the capacity of the existing 
transmission system. If this is the intent of this provision, it is not apparent why it 
is appropriate to provide that the new merchant transmission owner does not have 
a continuing obligation to compensate transmission customers for the adverse 
impact that its new facility has on the CRRs that may be allocated to existing 
ratepayers or auctioned for the benefit of these ratepayers, relative to those that 
were allocated prior to the upgrade. The Cal ISO should reconsider this provision. 

• Fifth, “the CRRs allocated to the MT owners should not at any time become a 
revenue liability to the MT owner; except in the case of those counter flow CRR 
Obligations provided to the MT owner to relieve any infeasibility caused by the 
MT upgrade.”369  This is a reasonable provision that, as proposed by the Cal ISO, 
is most easily implemented by awarding CRR options, rather than CRR 
obligations, to merchant transmission owners. 

 The proposed methodology for allocating CRRs to merchant transmission investors 
contained in Section 4 of the Cal ISO draft proposal for allocation of CRRs to merchant 
transmission addresses a number of the complications in assigning CRRs for transmission 
upgrades.  Some additional questions and considerations that the Cal ISO needs to consider as it 
continues to develop this methodology include: 

• The document does not state how many CRRs (source/sink pairs) the merchant 
transmission owner may nominate during the allocation process. A strength of the 
Cal ISO proposal appears to be that it will allow the merchant transmission owner 
to nominate multiple CRR source-sink pairs simultaneously.  This is appropriate 
because in a contingency constrained network it may be difficult for the merchant 
transmission owner to predict exactly which source/sink CRRs will be 
incrementally available after the upgrade.  It is appropriate that the proposal does 
not to place any limitations on the location of the sources or sinks for CRR 
requests for upgrades that are not associated with large generation 
interconnections.370 

                                                                                                                                                             

allocated to the merchant transmission sponsor be guaranteed while the transmission capacity available for the 
allocation and auction of other CRRs declines? 

368  Cal ISO MT, p. 3. 
369  Cal ISO MT, p. 3. 
370  Cal ISO MT, p. 6. 
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• Step 4 of Section 4.1 describes how “Capacity CRRs” will be estimated to reserve 
CRRs that are requested by the merchant transmission owner, but were 
incrementally feasible on the transmission grid prior to the owner’s upgrade.  The 
documents indicate that this set will be determined so as maximize the MW 
quantity of CRRs.371 The Cal ISO might consider, alternatively, identifying this 
CRR set by maximizing the value, based on the market clearing prices from the 
last annual auction. 

• The proposed use of optimization software, using the nominated CRRs as control 
variables (as well as Fixed CRRs and Capacity CRRs with large penalty factors), 
to determine the CRRs allocated to merchant transmission owners is reasonable.  
The optimization software would determine the best set of feasible CRR 
allocations based on the merchant transmission owner’s nominations, rather than 
requiring the merchant transmission owner to guess which CRRs will be 
incrementally feasible. 

However, it appears that the intention is to optimize the MW quantity of the 
allocation.  This will lead to an allocation that favors nominated CRRs that have 
the lowest shift factors over the constraints that bind in the security analysis.  A 
drawback is that this allocation may not maximize the value of the awarded CRRs 
and could lead to anomalous outcomes. As an alternative, the Cal ISO should 
consider using an objective function that would maximize the value of the CRR 
set allocated to the merchant transmission owner based on either: the market 
clearing prices from the last annual auction, or preference values provided by the 
merchant transmission owner. 

• Would the proposed process allow the merchant transmission owner to voluntarily 
request to be allocated additional counterflow CRR obligations so as to increase 
its allocation of nominated CRRs? 

                                                 
371  Cal ISO MT, p. 3 
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IX. INTERACTIONS 

The discussion of the MRTU LMP market design in Sections I through VIII above has been 
organized around distinct market elements.  Several features of the MRTU market design have 
effects that are important but have not been fully addressed in the preceding sections because the 
effects involve multiple features of the MRTU market design.  We revisit those features in this 
section. 

A. LAP Pricing and Nodal Clearing 

We discussed in Section II.B the potential problems arising from the nodal clearing mechanism 
for zonal load bids.  The likely outcome of this clearing mechanism is that no high cost 
generation would be scheduled to operate within constrained regions in Pass 3 of the DAM.  
Aside from the ISO revenue adequacy consequences discussed in Section II.B, this clearing 
mechanism would mean that the DAM nodal prices paid to generators within constrained regions 
would be systematically less than expected real-time prices. 

 Low cost generators (i.e., infra-marginal) located within these constrained regions would 
predictably seek to be paid the real-time price at their location.  Because the LAP regions are so 
large, virtual load bids for the LAP zone in which the low cost generators are located would not 
enable the generators to receive the real-time price at their location, but only the far lower real-
time LAP price.  Such generators might respond to such price discrepancies between DAM and 
real-time by submitting DAM offer prices that reflected expected real-time prices, but as noted 
above such offer prices would likely be mitigated in Pass 2 of the DAM, and the generator would 
have to sell its output at the artificially low (because of the absence of congestion) nodal DAM 
price.  One consequence of this would be that while high cost generation within constrained 
areas might be offered in the RUC, low cost generation within the constrained area would not be 
offered in the DAM at all, although it would be available in real-time. 

 One problem for the Cal ISO in such an environment would be that although the Cal ISO 
would know that this capacity would be available to relieve congestion in real-time (even if the 
power were exported, the power would relieve congestion), the capacity would not be offered in 
the DAM.  In such a circumstance, the Cal ISO therefore might need to commit capacity in the 
RUC somewhere to maintain its ability to meet aggregate real-time load (because capacity not 
offered in the DAM might be exported), but the Cal ISO would not need to commit generation in 
the RUC to manage congestion.  Modeling this situation would require scheduling the generation 
on in the RUC so that the flows solve congestion but then inserting another load to offset the 
generation and restore the actual load generation balance.  It may not be possible to address this 
problem without exposing the Cal ISO to arbitrage as well complicating the RUC. 

B. LAP Pricing, CRR Allocation and Vertically Integrated LSEs 

Another theme that runs through several sections of this report is the problematic impact of LAP 
pricing for CRR allocation and revenue adequacy.  These problems will not arise if the nodal 
clearing mechanism for zonal load bids is maintained, as under that clearing mechanism there is 
unlikely to be any congestion in the DAM and all congestion costs will likely be incurred as 
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RUC costs and real-time uplift (because DAM schedules would be infeasible).  If the nodal 
clearing problem were addressed, however, by zonally clearing zonal LAP bids but the LAP 
structure retained, then there would probably be congestion in the DAM and the availability of 
CRRs to hedge these costs would be important. 

 If the simultaneous feasibility test is applied to the award of LAP CRRs, this will limit 
the CRRs awarded to those satisfying the most binding transmission constraint, artificially 
limiting the ability of LSEs to hedge their congestion costs.  This outcome would not arise if 
infeasible LAP CRRs are nevertheless awarded as described under the CMD, but this would 
likely lead to substantial uplift costs because the CRRs would not satisfy the simultaneous 
feasibility test and the Cal ISO would therefore not collect enough congestion rents to pay CRR 
holders. 

 Another feature of the LAP pricing design is that LSE generation located at the same 
physical location as LSE load would potentially face apparent congestion between its generation 
and its load even though the congestion cost is not real (the generation and load are at the same 
location) and arises only because of the LAP design.  The impacted LSEs could be hedged 
against this artificial congestion by awarding them CRRs from their generation to the LAP.  The 
ability to award such CRRs could be limited by transmission constraints between that generation 
and the LAP, despite the fact that there would be no congestion between the physical generation 
and physical load. This circumstance could result in vertically integrated LSEs being unable to 
acquire the CRRs needed to fully hedge themselves for congestion costs between generation and 
load at the same physical location.  Other vertically integrated LSEs with generation located 
within high cost constrained areas might benefit, because they would decline to accept CRRs 
from their generation to the LAP and would be paid counterflow for dispatching their generation 
to meet their load at the same physical location. 

 These impacts are cost shifts rather than market inefficiencies but they will affect the 
willingness of vertically integrated LSEs to join the Cal ISO market.  In addition, unless such 
vertically integrated LSEs are assigned CRRs from their generation to the LAP, they may have 
an incentive to exercise market power that would not be present under a nodal pricing system. 

C. Ancillary Services and Soft Bid Caps  

The relatively low level of the proposed bid cap ($250/MWh) raises the possibility that the costs 
of incremental generation, and market prices, could exceed the bid cap as they often did in 2000-
2001.  In this circumstance, the soft bid cap could cause energy- limited resources to be 
dispatched in place of units submitting offers above the bid cap, which could lead to reliability 
problems. It may be that limited energy units will be able to avoid being inefficiently dispatched 
for energy by making use of the contingency only flag for spinning and non-spinning reserves.  It 
is not clear, however, whether energy- limited units would be able to submit offers that would 
enable them to be scheduled to provide reserves if the soft bid cap is in effect.  Absent other 
provisions, scheduling reserves to minimize the as-bid production cost of meeting load would  
result in energy- limited units offered at $250/MWh being scheduled to provide energy, while 
reserves would be scheduled on high-cost units offering energy at prices in excess of 
$250/MWh. 



 

 120

 The best way to avoid these problems would be to ensure that the bid cap is raised 
whenever gas prices rise to a level that would cause the cap to be binding.  Other alternatives 
could be to allow owners of limited energy units to self-schedule these resources to provide 
reserves or to enforce the bid cap only in Pass 1B and not apply it to capacity scheduled to 
provide reserves in Pass 1A. 
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X. RESOURCE ADEQUACY 

The general framework of the CPUC resource adequacy proposals addresses three related, but 
distinct issues.  The first is the desirability of LSEs hedging themselves through forward 
contracts against substantial short-term changes in the market price of power.  The second is the 
desirability of having sufficient capacity available to avoid involuntary load shedding during 
short-term demand spikes or during a typically large generation or transmission outages.  The 
third is of special importance to the west. This is the desirability of having sufficient energy 
generating capacity available to avoid involuntary load shedding during periodic low hydro 
generating conditions. 

 Each of these goals interacts with the MRTU market design in somewhat different ways 
and is discussed separately below.  Overall, we have not identified any fundamental 
inconsistencies between the MRTU market design, the general framework described by the 
CPUC, or the need to effectively address the limitations of eastern installed capacity (ICAP) 
markets.  

A. Short-term Capacity Shortages 

1. The Problem 

The traditional resource adequacy problem in the electric utility industry arises from the 
uncertain character of electric demand, the limited ability to store electricity to make up 
shortages, and the uncertain nature of outages.  These properties of the electric industry require 
that generating capacity be maintained to meet variations in expected load and in the expected 
availability of generation.  In the short-term, this role is met by operating reserve requirements 
which assure that the required capacity is on-line in real-time.  In the longer-term it is necessary 
to assure that enough capacity is built to maintain short-term reliability, this is the resource 
adequacy problem.  The resource adequacy problem is an economic problem because keeping 
enough generation available to meet peak load during these extreme conditions is expensive. 

 Under the vertically integrated utility model, resource adequacy standards (i.e., deciding 
how much capacity to maintain) were resolved between the individual utility and its regulators.  
The consequences of inadequate utility resources to meet utility load were straightforward.  The 
utility that lacked sufficient generation to meet its load had to buy energy and schedule 
transmission to import additional power or it would have to undertake involuntary load shedding.  
The determination of which LSE would shed load during shortage conditions was easy; this was 
the utility that was short of power or did not have firm transmission service to deliver power to 
its load.  The Midwest in 1998 saw very high power prices for transactions between vertically 
integrated utilities seeking to meet reserve requirements and avoid load shedding during shortage 
conditions.  The lesson is that when the distribution company was the entity responsible for 
dispatching generation it could be held accountable for having sufficient generation to meet load 
and would balance the high cost of maintaining excess generation against the high costs of 
buying energy during shortage conditions to avoid load shedding. 
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 The need for resource adequacy mechanisms, such as installed reserve requirements, the 
precursor of ICAP systems, initially arose in the Northeast from the implementation of economic 
dispatch which eliminated the link between an entity’s generation and load.  Individual utilities 
bought and sold power through the pool and their generating units followed pool dispatch 
instructions.  An individual utility might be a net buyer during a shortage not because it was 
short of capacity, but merely because that utility’s generation was the lowest cost source of 
operating reserves or regulation.  This operating environment led to rules providing for shared 
responsibility for load shedding within the impacted region of the pools, rather than attempting 
to assign responsibility to the generation-short distribution company. 372 

 Maintaining the capacity needed to meet peak load on a one-day- in-ten-year reliability 
criterion is very expensive on a per MWh basis.  The cost of maintaining seldom used capacity 
can often far exceed $250 per MWh of generation by the units.  Moreover, because marginal 
capacity will almost never be used, maintaining this capacity can materially raise LSE’s overall 
cost of meeting load.  Shared responsibility for load shedding in pools therefore gave rise to the 
prospect that individual utilities would choose to reduce their costs by not incurring the high cost 
of maintaining the capacity needed to meet their peak load at conventional reliability levels, 
knowing that most of any resulting load shedding would be borne by the customers of other 
utilities.  Installed reserve requirements, the pre-cursor of ICAP markets, arose in part to ensure 
that all pool members incurred the cost of maintaining the capacity needed to meet peak day load 
on a reliable basis. 

 Importantly, these earlier reliability structures did not historically rely on prices to 
allocate energy during shortages within the pool or reserve sharing group. Energy was bought 
and sold at cost based rates that did not reflect the value of energy or capacity during these 
shortage conditions.  This was the crux of the incentive problem as the price of energy during 
shortage conditions was far less than the cost of the capacity required to make that energy 
available.  Thus, the resource adequacy problem is to ensure that adequate revenue opportunities 
exist for generation that is needed to serve load to recover its going forward fixed costs and that 
adequate incentives or regulations exist for ensuring that needed investments in transmission and 
new generation are made. 

 The context in which the CPUC and Cal ISO are addressing resource adequacy is similar 
to the problem in the Northeast.  Prior to 1998, the individual California utilities had an incentive 
to contract for sufficient resources to meet their customers load, because if they were unable to 
buy sufficient power to meet their customers load, the utility would have to impose involuntary 
load shedding on its customers.  With the implementation of the Cal ISO this link between utility 
purchases and customer load shedding was eliminated, so that load shedding was imposed 
geographically during 2000 and 2001 to reflect the location of shortages and transmission 
constraints but without regard to which LSEs had paid for enough power to meet their customers 
load and which had not. 

                                                 
372  Of course, to the extent that only a single distribution company served load within the constrained region in 

which there were inadequate resources available to meet firm load, the load shedding would fall entirely on the 
responsible distribution company.  This will not necessarily be the case, however. 
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 One alternative for maintaining reliability within ISO coordinated markets of the 
Northeast pools when the pools transitioned to ISO dispatched open access markets was to 
maintain the reserve requirements of the power pools in some form as a reliability mechanism.  
The need for such a reliability mechanism was increased by the $1,000/MWh bid cap, the 
imperfect shortage pricing that existed at start up of the PJM and NYISO. Absent a bid cap, 
generators could in principle be induced by the prospect of high spot prices during shortages to 
build and make available enough capacity to maintain reliability even without contracts with 
LSEs or an ICAP market.  But the $1,000 bid cap materially reduced the incentive to keep 
capacity available in order to supply power during shortages and made it unlikely that spot prices 
alone would keep the necessary capacity available.  The need for a general resource adequacy 
requirement was reinforced further by the intent of several states to utilize transmission open 
access to support retail access programs, which would give rise to free-rider problems that would 
undercut the efforts of individual LSEs to contract for sufficient generation to maintain 
reliability. 

 The essence of existing ICAP systems is that LSEs are required to contract for a specified 
amount of capacity that must be made available in day-ahead markets and is subject to recall by 
the ISO during shortage conditions, without regard to the price of power in external markets.  
The ICAP contract therefore assures that the contracted capacity is available to the ISO for 
commitment and is available to the market rather than exported in real-time during peak 
conditions.  Significantly, ICAP systems do not directly hedge LSEs against the cost of buying 
power during shortage conditions.  The existing ICAP systems may indirectly reduce energy 
prices by assuring that sufficient capacity is built and kept in operation to avoid capacity 
shortages.  If a capacity shortage nevertheless develops, the impact of ICAP systems on the cost 
of power is limited to assuring that the power is available at prices no higher than the market 
price cap. 

 Thus, a key link between the CPUC resource adequacy mechanism and the MRTU 
market design for addressing short-term reliability needs is that the resource adequacy 
mechanism needs to establish a recall right for the resources covered by the mechanism, without 
regard to external market prices or whether exports were scheduled in day-ahead markets. 
However, under the current MRTU market design, exports of energy that are scheduled in the 
day-ahead market are not subject to recall by the Cal ISO in real-time, even to avoid load 
shedding.  This means that as noted in Section II, in the event of regional power shortages, 
external systems can enter into bilateral contracts at prices in excess of $250/MWh, schedule 
these exports in the DAM, and be assured that these exports will flow in real-time. 

 With implementation in California of an ICAP type resource adequacy system with recall 
rights, power exports scheduled in the DAM would be subject to recall unless they were 
supported by the capacity of an on- line unit that is not a Cal ISO ICAP resource. In addition, the 
CPUC resource adequacy mechanism will need to provide a replacement for the must-offer 
waiver process, to ensure that needed capacity is offered for commitment. 

 Installed capacity systems have several potential limitations as a solution to the resource 
adequacy problem that should be kept in mind in designing the California resource adequacy 
system and these limitations are generally recognized in the Interim Opinion: 
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• An ICAP system ensures that the electricity market clears by keeping in operation 
generating capacity that otherwise cannot recover its costs in the energy and 
ancillary services markets.  The cost of keeping this capacity available may 
exceed its actual value to consumers.  

• A set of rules is required to define the types of facilities that constitute qualifying 
capacity. 

• A set of rules is required to govern the location of qualifying capacity. 

• A set of rules is required to govern generator operational availability. 

• A set of rules is required to govern the treatment of imports. 

• There is a potential for free-riding by any loads not required to maintain installed 
reserves. 

• Low energy prices mean that there will be too little incentive for loads to become 
price-responsive in real time unless this incentive is built into the ICAP system. 

• Absent additional rules, an ICAP system ensures the availability of capacity but 
does not ensure that energy is available in any particular quantity at any particular 
price from this capacity. 

• There is a potential for a short-term ICAP system to become little more than a 
second payment for energy. 

• There is a potential for the exercise of market power that can be difficult to 
address without undermining other policy goals (reliability, retail access). 

2. Market Power 

Existing ICAP systems are sometimes seen as a method of addressing locational market power.  
This is not the case, at least in the short term.  If a resource owner has locational market power in 
short-term energy markets, then it will also have locational market power in ICAP markets.  If a 
resource owner has the ability to profitably drive the energy price to $5,000/MWh by 
economically withholding its capacity from the energy market, then it will in general also have 
the ability to profitably drive the ICAP price to a comparable level by withholding capacity from 
the ICAP market. 

 It might be argued that there is less potential for the exercise of locational market power 
in long-term ICAP contracts than in energy spot markets because the ability of LSEs to enter into 
long-term contracts with generation entrants will often preclude or at least constrain the exercise 
of market power in such long-term markets.  This assessment is likely accurate regarding the 
competitiveness of long-term generation markets, but it confuses the difference between ICAP 
and energy markets with long-term vs short-term contracting.  The same competitive pressure 
from entrants exists in long-term energy markets and any lessening of competitive pressure from 
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entrants in short-term energy markets would also exist in short-term ICAP markets.  LSEs that 
are contracting for ICAP a day at a time or a month at a time are not insulated from the exercise 
of locational market power merely because they are buying ICAP rather than energy. 

 On the other hand, economic withholding becomes progressively more difficult to 
identify as the timeframe moves further away from real time.  In a centrally dispatched system 
such as in PJM and New York, generation that is available (taking account of ramp constraints, 
deratings and environmental limits) and not generating energy or providing reserves or 
regulation in real time despite market prices that exceed its incremental /opportunity costs is 
economically withheld.  While the application of this criterion can be complex for units 
managing energy or fuel limits and during periods of volatile gas prices, it is generally possible 
in LMP markets based on market clearing prices and cooptimization of energy and reserve 
markets to clearly identify substantial economic withholding in real- time.  When we move to the 
day-ahead timeframe, economic withholding is somewhat less clear cut as a competitive seller 
would not offer to sell power in the DAM for less than the expected real- time price, regardless of 
its incremental costs, and the expected real- time price is not observable by the market monitor or 
regulator.  In well designed LMP markets, however, market participants expecting high real-time 
prices can use virtual load bids to arbitrage any difference between day-ahead and real-time 
prices while making all of their capacity available for commitment in the day-ahead market and 
for dispatch in real time. 

 In ICAP markets, it is harder to identify economic and physical withhold ing. In an ICAP 
market, the long-run floor on ICAP prices is provided by the avoidable costs of a unit that would 
not be recovered in energy and reserve margins.  The avoidable costs of a unit can be roughly 
estimated based on historic costs as can past energy and reserve margins, but these past margins 
are not necessarily a good measure of current expectations.  The shorter the timeframe the ICAP 
payments applies to, the harder it can be to distinguish economic or physical withholding from 
an unwillingness to keep money- losing capacity available or to sell for less than the market price. 

 An ICAP owner might keep a money losing unit on line for a period of days despite zero 
daily ICAP prices but it would not agree to a forward commitment to keep the unit available for 
a sustained period of time as an ICAP resource for a zero ICAP price.373  While the value of the 
recall right should place a floor under ICAP prices, it is not a ceiling. This is one of the 
disconnects between daily pricing of ICAP and the term character of capacity decisions that 
complicates market power analysis as well as the effective functioning of ICAP markets. 

 Alternatively, one could measure net energy market revenues after the fact and provide 
generation having locational market power with a guaranteed cost recovery with performance 
incentives.  A locational ICAP system, including such after-the-fact adjustments, has been 
proposed by NEPOOL. 374 

                                                 
373  As noted above, the ICAP price is also bounded by the price at which the units ICAP capability could be sold 

for in adjacent regions or the value of being able to sell non-recallable power into adjacent regions. 
374  Steven E. Stoft, Prepared Direct Testimony on Behalf of ISO New England, Inc., FERC Docket ER03-563-030, 

August 31, 2004. 
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3. Deliverability 

Existing ICAP deliverability tests are a central issue in implementing ICAP systems in 
decentralized electricity markets, particularly with respect to the ability of new generators to 
participate in the ICAP market.  PJM, NEPOOL and the NYISO rely on locational pricing for 
congestion management.  This has enabled all three ISOs to adopt a “minimum interconnect” 
standard for generators selling energy into the market.  A new generator satisfies the “minimum 
interconnect” standard if it is able to deliver its power to the transmission grid without adversely 
affecting reliability and its interconnection (at zero energy dispatch) does not reduce transfer 
capability. 

 LMP pricing in energy markets provides new generators with incentives to site 
themselves efficiently, without restricting competition.  Congestion impacts are reflected in the 
locational energy prices and thus in the revenues of both incumbents and entrants.  Generators 
that locate at places where they cannot be dispatched because of transmission constraints will 
earn very low energy margins, incenting new generation to locate where capacity is needed and 
energy prices higher.  Generators may receive ICAP payments, however, whether they operate or 
not, so there may be no locational price signal in the ICAP market absent some form of 
deliverability requirement.375 

 Absent any form of deliverability requirement there is a potential for ICAP capacity to be 
developed in locations at which it is cheap to construct, even if, because of transmission 
constraints, the capacity adds little to the amount of power that can be used to meet load under 
stressed system conditions.  The more important the ICAP payment is as a source of generator 
revenue, the greater the potential incentive problem. Thus, if almost all of the net margin of the 
marginal generator is derived from the energy market, it is less important to impose 
deliverability requirements in the ICAP market as capacity that is not dispatchable to meet load 
under stressed system conditions will likely be uneconomic to build or keep in operation 
regardless of whether a deliverability test is applied for ICAP purposes.  The larger the 
proportion of revenues of the marginal generator that are derived from the ICAP market, 
however, the greater the potential, absent an ICAP deliverability requirement, for construction of 
generation that is not cost effective in terms of its contribution to regional reliability. 

 The Northeast ISOs have struggled with how to apply some form of deliverability test to 
sellers in the ICAP market and have taken different approaches.  Such a test should meet at least 
three objectives. 

• No barriers to entry:  The deliverability test should preserve the condition for 
efficient entry that the entrant’s full generating costs need only be less than the 
avoidable generating costs of the incumbent. 

• Permit long-term ICAP contracts:  The deliverability test should permit long-term 
bilateral contracts for ICAP.  This requires that ICAP sellers be able to hedge 

                                                 
375  Deliverability requirements can take many forms, ranging from the locational ICAP requirements of the NYISO 

to the CETO/CETL tests of PJM. 
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themselves against the financial impact of entry by competitors on their 
deliverability. 376  

• Reflect reliability criteria:  The deliverability test needs to ensure that capacity 
eligible for ICAP payments is able to make an appropriate contribution to 
reliability under stressed system conditions.  

 In PJM existing ICAP suppliers are grandfathered so the failure of ICAP resources to 
collectively satisfy the deliverability test does not affect the ability of incumbents to supply 
ICAP; it only excludes competition from entrants.  This grandfathering of incumbents allows 
generators to enter into multi-year ICAP contracts but it violates the efficient entry condition. 
This kind of grandfathering of incumbents is a critical issue in evaluating deliverability. 

 Locational ICAP systems avoid the grandfathering of incumbents in constrained-down 
regions.  One limitation of a locational ICAP system is that the ICAP requirement in small load 
pockets combined with a price cap essentially amount to an administratively determined capacity 
payment, with very little role for markets.  The reality is that the Con Ed locational ICAP 
payment generally clears at the price cap set in the Con Ed divestiture contracts.  This kind of 
outcome is even more likely in smaller load pockets with even fewer competing suppliers.  The 
NYISO ICAP demand curve addresses this situation to a degree by allowing locational ICAP 
prices to vary in a range with changes in supply but the basic reality is that the ICAP payment is 
largely administratively determined, not market determined, in non-competitive load pockets.  In 
extreme cases, if there is only one supplier in a load pocket, the supplier must effectively be 
treated like a regulated utility, assured of recovering its going-forward costs and of a return of 
and on any incremental investments.  An ICAP market does not solve this problem. 

 The CPUC and Cal ISO have recognized the existence of the deliverability test problem 
in resource adequacy markets. As long as all capacity satisfying the resource adequacy 
requirement is available for commitment and dispatch by the ISO, the CPUC and the Cal ISO are 
correct that deliverability tests should be applied at the level of the Cal ISO rather than the 
utility. 377  The MRTU market design is generally consistent with this approach to deliverability. 

4. Outage Performance 

A second performance issue arising under ICAP systems is that rules are needed to ensure that 
the capacity receiving ICAP payments is sufficiently reliable that it is available to meet load 
under stressed system conditions.  This has been addressed by the development of the unforced 
capacity (UCAP) system in the Northeast. 

 The UCAP systems calculate an ICAP requirement based on projected generation 
availabilities based on historical performance and then scale down the amount of ICAP provided 
by each supplier based on its historical performance. Under the existing UCAP systems, the 
                                                 
376  This is not the same as preventing entry.  It is analogous to the ability of generators to hedge themselves against 

congestion in energy markets through CRR ownership. 
377  Comments of the California Independent System Operator on Workshop Report on Resource Adequacy Issues, 

Cal ISO, July 14, 2004, p. 27-28. 
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UCAP capacity of each seller is fixed prior to each auction based on the forced outage 
performance of that seller’s units (their equivalent forced outage rate EFORd) during a prior 
period.  Under all three systems, 

 UCAP  =  ICAP * (1 – EFORd) 

Units with poor historical forced outage performance therefore earn less money in the ICAP 
market in the future, motivating them to maintain high levels of availability. 

 One negative side effect of UCAP systems is that generators may be reluctant to declare 
outages because of the impact on their ICAP revenues.  Instead, they will simply undergenerate 
and drag on the system.  It is therefore important to either have significant penalties for failing to 
follow dispatch instructions or some other system of performance.  Outages and deratings that 
occur on a high load day are unfortunate but their reliability impact is exacerbated if the system 
operator is not informed of them and the units do perform as instructed. 

 A second issue is whether the EFORd index provides sufficient performance incentives 
for baseload units.378  The EFORd UCAP systems employed in the Northeast essentially cause 
an ICAP supplier to receive the ICAP payment in proportion to its availability.  Thus, if an ICAP 
unit were on line 6,650 hours, and out due to forced outage in 350 hours, it would have a 95 
percent EFORd rating and would be paid for 95 percent of its capacity (or one can think of this 
unit as being paid 95 percent of the ICAP price).  This would be the case whether the 350 hours 
of forced outage occurred in the spring when the price of power was $12/MWh and the outage 
had no reliability impact or if the 350 hours of forced outage occurred in July, the average LMP 
price was $500 and the outage resulted in load shedding. 

 Similarly, under most existing ICAP systems the incremental value of staying on line 
over a day is relatively small.  For a unit with around 7,000 hours on line and out of service, the 
impact on the EFORd of a 24-hour forced outage would be a little more than .3 percent, so would 
cost a little less than $350/MW for a New York City unit with a $100,000/MW UCAP price.  
The UCAP system by itself therefore provides baseload units with relatively little incentive to 
make themselves available under stressed market conditions. 

 One motivation for the implementation of shortage pricing rules in markets with ICAP 
systems is to address the potential incentive problem by attempting to ensure that the marginal 
ICAP supplier recovers a meaningful proportion of its going-forward costs from the energy 
market during shortage conditions.  Units whose 350 hours of forced outage fall during the 
summer peak risk failing to recover their going-forward costs.  Another approach would be to tie 
the ICAP payment to generator availability during stressed system conditions, measured in some 
appropriate manner such as participation in the day-ahead market on days with high DAM prices 
or reserve shortages. 

                                                 
378  A related issue which does not appear to be a problem would be a potential for market participants to simply not 

offer capacity in real-time without declaring a forced outage.  The ISO rules appear to deter such behavior.  ISO 
New England market rules call for imposing a sanction of an amount up to the deficiency charge and imposing 
a financial sanction equal to the corresponding real-time LMP price. New England Power Pool Market Rule 1, 
Appendix B, p. 307. 
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5. Availability Limitations 

The existing ICAP markets in the Northeast focus on transmission system deliverability and 
operational forced outages and deratings to measure generator availability under stressed system 
conditions.  Experience has shown, however, that generation may be deliverable and in perfect 
operating condition yet unable to meet load under stressed system conditions because of other 
availability limitations.  There are four basic problems that can produce this result: fuel 
availability, energy limits, restrictive start-up conditions, and restrictive availability conditions.  
The first three of these limitations have figured prominently in reliability crises over the past 
several years in the Northeast, California and Texas, while the fourth is of increasing importance 
as renewable resources are added to the ICAP resource mix. 

a) Fuel Availability 

While we often think of the summer peak as the time of maximum stress on the transmission and 
generation system, several reliability crises have arisen in recent years during the winter months.  
First, most of the load shedding in California during the 2000-2001 crisis occurred during the 
winter and spring, not the summer.  Second, the last time load shedding was necessary on a wide 
scale in PJM was during the winter of 1993-1994.  Third, this past winter NEPOOL came 
uncomfortably close to requiring load shedding during a winter cold spell.  Fourth, Ercot’s worst 
recent reliability crisis came during the winter of 2003, not during its summer load peak. 

 A problem common to all but perhaps the PJM case was that high demand for electricity 
was accompanied by a high demand for gas for space heating.  This high demand for space 
heating drove gas prices to very high levels, greatly raising the cost of electricity from gas-fired 
generation and limiting its availability. 

 Aside from the price impact of the gas shortages, there are three areas of potential 
reliability impacts of gas shortages under ICAP systems.  First, there can be times that gas-fired 
generation at some locations simply cannot consume additional gas at any price, because any 
higher burns would drop pipeline gas pressure below the critical level leading to generation trips 
and immediate load shedding. 

 Second, most existing ICAP systems do not require gas-fired generation to contract for 
firm gas transmission with either the local distribution company or the interstate pipeline.  Under 
traditional LDC pipeline curtailment rules, a lack of firm gas transmission service would mean 
that a gas-fired generator would not be able to use gas to generate electricity during periods of 
gas curtailments.  In practice in many regions today including California, gas availability is 
determined by the market, not curtailment rules.  In these areas, a generator lacking firm gas 
transmission service can still generate during periods of gas shortage by buying gas at the 
market-clearing price.379  The gas system today is often balanced by customers choosing not to 

                                                 
379  Thus, while New England gas LDCs and interstate pipelines curtailed non-firm transmission customers during 

the January 2004 cold spell, generators lacking firm transmission were still able to obtain gas by purchasing it 
from entities that had firm transmission.  See ISO New England, Inc., Market Monitoring Department, “Interim 
Report on Electricity Supply Conditions in New England during the January 14-16, 2004 `Cold Snap’,” May 
10, 2004 (hereafter ISO-NE May 2004).  Similarly, although there was generally no non-firm transmission 
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buy gas at high prices rather than by curtailment priorities.  Conversely, a generator having firm 
gas transmission service may sell its gas on days with high gas prices if the electricity price is not 
sufficiently high to warrant operation. 380 Overall, physical curtailment is only a concern today in 
areas with generation served under traditional curtailment rules (at the LDC level). Generators 
are of course not precluded under an ICAP system from contracting for firm gas transmission 
service, but an ICAP system may diminish their incentive to do so.  The crux of an ICAP system 
is that energy market revenues under shortage conditions are limited by price caps and marginal 
capacity is kept available by the ICAP payment.  If the ICAP payment does not depend on 
having firm gas supply, the energy market revenues may not be sufficient to cover the cost of 
contracting for firm gas supply and generators may not do so.381 

 Third, gas market price volatility under stressed market conditions may cause gas fired 
generation lacking dual fuel capability or hedged gas supply to withdraw from the day-ahead 
electricity market.  As noted above, any individual gas fired generator can in principle be assured 
of obtaining gas under market based gas systems by offering to pay the market clearing price of 
gas.  The generator would then be able to supply electricity at a cost commensurate with the 
market price of gas.  There is nevertheless a reliability problem.  In aggregate it is not true that 
gas fired generators collectively can acquire all the gas they need at the market clearing price as 
the gas demand of non-generators may become highly inelastic in the short run as generators 
increase their gas consumption at the expense of other consumers.382  This may lead to extreme 
gas price volatility that may drive unhedged generators out of the gas market. 

 The potential for gas price volatility to reduce generation supply has several elements.  
First, consider the position of a gas fired generator operating in a region whose DAM closes after 
the gas market closes.  If the generator purchases gas in the regular day-ahead gas market before 
offering supply in the day-ahead electric market, the generator risks buying high priced gas that 
turns out to be uneconomic in the power market.  Indeed, this would be likely if gas fired 
generators collectively offered whatever it took to buy gas in the day-ahead gas market and then 
sold their excess gas in the in-day gas market.  Alternatively, a generator could offer electricity at 
a high price in the electric market and then buy gas in-day to cover this position if the generator’s 
offer cleared in the day-ahead electricity market.  If gas prices are extremely volatile and the gas 
market thin and illiquid, however, this strategy could also be quite risky with a substantial risk of 
having to pay a much higher than expected gas price in order to cover the electric market 

                                                                                                                                                             

service available to California on El Paso or Transwestern during the winter of 2000-2001, customers lacking 
firm transmission service could readily acquire daily, bid-week, or term gas at the California border (SoCal 
Border pricing point). 

380  While ISO-NE found that gas -fired generation with firm gas transmission was somewhat more available than 
gas-fired generation lacking firm transmission, the difference was not dramatic (56 versus 42 percent) and may 
have been due to other factors (i.e., the gas-fired generators may have had firm gas contracts because they are 
cogeneration units that operate without regard to the electricity market).  See ISO-NE May 2004, pp. 68-69, 72, 
141. 

381  The MAPP reserve sharing program requires either dual fuel capability or firm gas supply and firm gas 
transportation for capacity to qualify as ICAP during the winter season.  MAPP Reliability Handbook, Section 
3.4.7.2.1. 

382  The price responsiveness of non-electric generator gas demand may also vary substantially from LDC to LDC.  
Some gas LDCs may serve a lot of price-sensitive industrial demand that will reduce consumption as prices rise, 
while other LDCs may serve largely residential demand that is price-inelastic in the short run. 
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position.  The same situation would arise if the day-ahead electric market cleared prior to the 
day-ahead gas market, the generator could sell power before buying gas, but the generator would 
then risk not being able to purchase gas at a price low enough to make money generating 
electricity. 383  The best strategy might therefore be to offer power in the day-ahead market at 
$1,000/MW and to only run to cover this position if it is possible to buy gas at a sufficiently low 
cost.  If the gas price is too high, the generator simply would not run. 384 

 It may at first appear that these reliability impacts are addressed by the must offer 
requirement of ICAP systems, but this is not the case.  A common feature of the NYISO, ISO-
NE and PJM ICAP markets is that ICAP resources are obliged to offer their capacity into the 
day-ahead market of the control area for which they are an ICAP resources.385 Gas-fired 
generators lacking dual fuel capability, lacking firm gas supply, or unwilling to risk purchasing 
extremely expensive gas are therefore required by the market rules to offer their ICAP capacity 
in the day-ahead market.  If these units instead take a forced outage, they suffer a revenue impact 
in the next ICAP auction.  We noted above, however, that the financial impact of such outages 
could be very small for a baseload unit and much lower than possible losses from selling 
uneconomic power in the day-ahead market. 

 More significantly, from a reliability perspective, this behavior is not consistent with the 
reliability analysis on which the resource adequacy analysis is based. Control area ICAP 
requirements are based on probabilistic analyses of available generation, transmission and load.  
Critically, the reliability analyses assumes that forced outages are independent events.  It is 
unlikely in these reliability analyses that a large number of generating units will suffer a forced 
outage on the same day, so many units with low forced outage rates enable the control area to be 
confident of satisfying its one-day-in-ten-year reliability criteria.  If the “forced outage” is 
actually a failure to offer capacity due to lack of gas supply combined with a lack of dual fuel 
capability, then the “forced outages” are not appropriately modeled as independent, instead they 
are highly correlated across many gas fired units lacking dual fuel capability and the control area 
may have a much higher reliability risk than indicated by the probabilistic analysis used to 
develop the resource adequacy requirement.  Moreover, as noted above, the actual ICAP revenue 
impact of a 72-hour forced outage on a baseload gas unit would be very small, providing little 
incentive to incur substantial costs or risks in order to be available. 

 The mere fact that reliability problems can emerge is not necessarily a limitation of an 
ICAP system as these reliability problems could simply be an unavoidable real-world possibility.  
The underlying problem is that an ICAP system lacking appropriate performance incentives is 
less effective than forward energy contracts and uncapped day-ahead and real-time prices in 
                                                 
383  The market power mitigation system could be another source of risk if it does not track contemporaneous gas 

prices and generators buying gas on day t to cover generation on either day t or t+1 risk having their offer prices 
mitigated based on the gas prices reported for day t-1. 

384  These kinds of concerns appear to have reduced the supply of gas-fired generation in New England during the 
January 2004 cold snap.  Gas was available for purchase at a price, but the intra-day gas market was thin, and 
the price volatile and unpredictable.  As a result, much gas-fired generation was unavailable due to a “lack of 
gas supply.”  See ISO-NE May 2004, pp. 44, 49-51, 56-65, 104-106.  

385  NEPOOL Manual for Market Operations p 2-11.  PJM Operating Agreement, Section 1.10.1A, Day-Ahead 
Energy Market Scheduling, Sheet 93; NY ICAP Manual, Section 4.8, p. 4-14; NYISO Services Tariff, Section 
5.12.7, Sheets 135c, 135d.  
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providing an incentive for market participants to address these reliability problems.  There are at 
least three such actions that gas-fired generators could potentially take to improve overall 
reliability.  First, gas-fired generators could develop and maintain dual- fuel capability.  Second, 
they could inject gas into production area storage, or contract for LNG deliveries into storage 
making more gas available at times when the pipeline system is constrained.  Third, they could 
contract for new gas transmission capacity into the region, increasing delivery capacity.  None of 
these actions will be incented by a normal ICAP system. 

 If permitted by environmental constraints, the ideal solution to winter gas supply 
reliability and market impacts of gas shortages is the development of gas-fired generation with 
dual fuel capability.  At the time of ICAP market implementation in the Northeast, a substantial 
proportion of the former utility gas-fired generation had dual fuel capability and routinely 
switched to oil during periods of high gas demand.  It is not clear, however, whether the ICAP-
based reliability mechanisms in the Northeast will sustain this capability.  The ICAP systems 
currently do not require dual fuel capacity and a considerable proportion of the gas-fired 
generation that has been built in the Northeast lacks dual fuel capability, having neither permits 
nor oil capable burners. Even in those cases in which generating units were permitted as dual 
fuel, the generators have not in all cases either installed liquid storage or filled the storage.  
Worse, from a reliability perspective, there is a prospect for material amounts of the existing dual 
fuel capable generation being shut down and replaced with gas-only generation having a lower 
heat rate.  

 If there are environmental restrictions on fuel switching by gas-fired generation, the gas 
market price can rise far above the cost of oil before fuel switching occurs.  The electric system 
may still be reliable in principle if fuel switching can occur if sufficient gas is not available and 
load shedding would be required,386 but market prices can become extremely high under such 
rules, as was seen in California.  Because gas demand may not be highly elastic during winter 
conditions, the gas price can become so high that electric generating companies are reluctant to 
buy gas at those prices out of a fear that they will not be able to recover those costs in the power 
market. 

 Beyond the mere possession of dual fuel capability, reliability during winter conditions 
can also be impacted by the amount of oil fuel in storage.  Possession of dual fuel capability by 
gas-fired generation does not help reliability if the fuel oil stocks are not sufficient to keep the 
generation burning oil for very long.  Problems with oil stockpiles have been an issue in most 
winter reliability crises.  

  In PJM during 1994 frozen coal piles were accompanied by frozen rivers and ice covered 
roads that hindered resupply of oil stocks, leading to rolling blackouts by Pepco, PSE&G, 
Baltimore Gas & Electric, Jersey Central Power, and Vepco. Similarly, ISO-NE reported losing 
at least 100 MW of oil- fired generation during the January 2004 cold snap due to lack of fuel and 

                                                 
386  It is important for the ISO to coordinate operations with the affected gas distribution companies in these 

circumstances.  Unanticipated ramp ups of electric generation can cause reliability problems on the gas 
distribution system and dual fuel units cannot instantly switch between gas and oil. 
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additional outages of oil- fired and dual fuel units may have been related to petroleum fuel 
constraints.387 

 A second potential incentive problem is that the ICAP systems such as those in place in 
the Northeast do not require generators to put gas in consumption area storage to meet generation 
demand when the gas pipeline system is constrained, but availability of storage gas can be 
important in meeting load. 

 While generators helped finance new gas pipeline construction in California beginning in 
2001, these contracts were driven by high energy prices and forward supply contracts not an 
ICAP system.  A new generator that will obtain most of its revenues from the ICAP market or 
from summer operation, will have little incentive to contract for firm gas transmission capacity 
to ensure availability of low cost gas in the winter.  

 There are several ways to address these kinds of fuel supply constraints.  One approach 
would be to add fuel availability requirements to the ICAP program. MAPP has such 
requirements in its reserve sharing program.  The MAPP reserve sharing program requires either 
dual fuel capability or firm gas supply and firm gas transportation for capacity to qualify as 
ICAP during the winter season. 388 In addition,, MAPP requires that units have sufficient fuel 
storage to enable the unit run during the 4 peak hours five days in succession. 389 A second 
approach would be to apply some form of derating to resources based on their availability during 
peak conditions.  Thus, gas-fired generation that is unavailable during the winter peak might 
suffer a derating in addition to the random outage derating reflected in the EFORd.  In reviewing 
the January 2004 cold snap, ISO-NE has mentioned the possibility of adjusting its UCAP rating 
system to more heavily weight outages during peak periods and has included such a feature in a 
recent locational ICAP filing.390 This approach will not be simple to implement, however, 
without unintended consequences.  The reliability issue is not the proportion of time the units are 
unavailable but the correlation across units and with stressed system conditions.  Moreover, if the 
gas supply for generation during the winter peak is limited, tying generators’ receipt of ICAP 
revenues (which may be thousands of dollars per MW) to whether they outbid other customers 
for gas during the winter gas peak has the potential to have many unintended consequences on 
both the gas and electric markets.  The derating would therefore be best implemented across all 
gas generation lacking dual fuel capability, with a collective availability used for this capacity in 
assessing resource adequacy. 

 A third approach would be to allow high electric prices during winter reserve shortage 
periods to incent gas fired generators to maintain dual fuel capability, while high gas prices 
would incent market participants to fill storage and contract for firm gas transmission. It is 
doubtful that generators will incur such costs in the future unless they are hedging a forward 
power contract. 

                                                 
387  ISO-NE May 2004, pp. 31, 94-96, 99. 
388  MAPP Reliability Handbook, Section 3.4.7.2.1.  
389  MAPP Reliability Handbook, Section 3.4.7.2.1. 
390  ISO-NE May 2004, p. 144. 
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b) Start-Up Conditions 

The ICAP systems in the Northeast require that ICAP resources offer their capacity in the day-
ahead market.  It is not always understood, however, that the generators may accompany those 
offers with start-up times greater than 24 hours so that the capacity is effectively not available for 
the next day. 391  This kind of offering behavior is likely for rarely used units that are not 
expected to operate in the near future and are therefore not manned.  In these instances, the long-
start up times are submitted to enable the plant operator to recall employees and then start the 
units.  The same kind of behavior prevailed prior to deregulation.  Some of the problems during 
the 1993-1994 PJM cold snap were due to misforecasting of demand and an inability to get units 
not normally used in the winter manned and on-line.  The problem also arose in Texas during the 
winter of 2003 when some new combined cycles were not available because they had not 
prepared for such low temperatures, while units normally used for summer peaking had been 
mothballed for the winter and could not come on- line in time when weather forecasts changed. 

 Long start-up times can have reliability implications, however, as was seen on May 7 and 
8, 2000 when a sudden change in weather forecasts in the northeast caused PJM, New York and 
New England to be generation short.  The NYISO tracked the changes in the weather forecast 
and by Sunday had a high load forecast for Monday but the NYISO could not commit units with 
72-hour start times (on Sunday to be available on Monday), yet these units qualified for full 
ICAP payments. 

 Some of these reliability problems arising from demand surprises are unavoidable, but 
they can be exacerbated by an ICAP system.  If most of a high cost rarely operated unit’s 
revenues come from the ICAP market and those ICAP market revenues will be received even if 
the unit is unmanned and requires a 72-hour start-up notice, the unit owner would have little 
incentive to staff the unit during normally low load periods and the unit may not be available to 
meet reliability surprises in the fall, winter or spring.  Conversely, if that unit were dependent on 
high prices in the energy market during shortage conditions for its revenues, or if it had signed 
forward call contracts that it needed to cover, the unit owner would be more willing to incur 
higher costs in order to make the unit available to operate on a shorter term basis.  These 
incentives could be better aligned by reducing resource adequacy payments to units that are not 
offered commitment in the DAM during stressed system conditions because of long start-up 
times. 

c) Restrictive Availability Conditions 

A final limitation of ICAP systems is their application to resources with restrictive availability 
conditions, such as wind and solar.  While energy limited units have the ability, given an 
appropriate market design, to ensure that their limited energy is used during peak load 
conditions, wind and solar units are subject to random availability limits. The treatment of wind 
units under ICAP systems is particularly problematic as the availability of wind energy is likely 

                                                 
391  This capacity can be committed by the ISOs but only if they foresee a reliability problem several days in 

advance. 
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to be inversely correlated with peak demand.  Thus, wind energy output at many projects is 
likely to be least on hot humid windless summer days when air conditioner load is at its highest. 

 While the non-availability of wind energy can be treated as forced outages under ICAP 
systems, this is not sufficient for the purpose of reliability analysis.  As noted above with regard 
to fuel availability, forced outages are treated as random events in the reliability analysis used to 
develop ICAP requirements, but this treatment will not be accurate if wind energy non-
availability is not random but correlated with high demand conditions and correlated across wind 
units. 

 The common feature of all of these energy limitations is that existing ICAP systems do 
not provide enough incentive for capacity to be available during peak conditions. This is intrinsic 
to ICAP systems that are not tied to availability during stressed system conditions. ICAP systems 
necessarily pay the generator less for being available during the peak shortage hours than the 
generator would receive during shortage conditions under an energy only market with a price cap 
based on the value of lost load.  Most existing ICAP systems attempt to compensate for this 
incentive problem by requiring that resources receiving compensation for providing ICAP 
demonstrate their capacity.  This approach works well for many thermal resources as if the 
capacity is available, forced outages will be random and this random risk can be analyzed.  This 
approach is not adequate, however, to deal with fuel availability limits and start-up conditions in 
particular, as resource availability under strained system conditions depends on choices made by 
the resource owner, and resource owners will not incur the efficient level of costs to maintain 
availability if they realize limited returns from incurring those costs. 

6. Retail Access 

Under power pool operation, both PJM and New York had installed capacity requirements 
imposed on each of the transmission owner LSEs belonging to the pool.  Each transmission 
owner had an obligation to serve load in its service territory so they were able to anticipate their 
installed capacity requirements and to add capacity when needed to meet load growth. The 
potential for the exercise of market power by generation- long utilities was constrained by the 
ability of pool members to anticipate installed capacity requirements and add quick-start capacity 
to meet ICAP requirements. 

 This system is fundamentally altered by retail access as LSEs under retail access systems 
do not know what load they will be serving on any future date and generally only have short-
term contracts with their retail customers.  Moreover, there is the potential for individual LSEs to 
satisfy their individual ICAP requirements by releasing customers if ICAP prices are high, 
suddenly shifting an ICAP or other resource adequacy requirement to the POLR provider.392  In 
an environment with retail choice, revenue adequacy markets must, therefore, incorporate 
mechanisms to accommodate load switching between LSEs without undermining the reliability 
role of the ICAP requirement.  Critically, retail access requires a mechanism for settling day-to-
day imbalances in ICAP positions as load shifts between LSEs.  The need for a daily balancing 
system in the ICAP market is potentially problematic as one does not take capacity out of service 

                                                 
392  See Interim Opinion, pp. 41-43. 
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or put it in service on a day-by-day basis. The market price of capacity in a daily market absent 
the exercise of market power, is likely to either be zero or rise to the level of the deficiency 
payment.  Moreover, daily imbalance pricing in the ICAP market can lead to supplier behavior 
that turns ICAP market prices into a mirror of energy market prices (eliminating the smoothing 
role) and lead to LSE behavior that undermines the reliability function of the ICAP market. 

 Furthermore, the volatility of ICAP prices can be exacerbated by daily deficiency 
charges.  Under ICAP systems, LSEs that do not contract for sufficient generation to meet their 
ICAP requirement must pay a deficiency charge.  If the price of ICAP is volatile and varies day 
by day and LSEs have the option of paying daily deficiency charges instead of buying ICAP, 
LSEs will have an incentive to buy ICAP when the daily prices is less than the deficiency charge  
and to pay the deficiency charge when the ICAP price would be higher.  This can produce a 
shortage of ICAP during precisely the days on which it is needed. 

 The underlying problem that retail access poses for resource adequacy systems is that 
most retail access systems are fundamentally inconsistent with long-term commitments, which 
undercuts reliance on the resource adequacy market to support entry and reliance on entry to 
keep resource adequacy markets competitive.  Unfortunately, retail access programs pose similar 
problems for both ICAP and energy only markets so the problem cannot be addressed by 
switching to energy-only markets. 

 Residential customers are unlikely to be willing to sign long-term energy contracts that 
lock in payments for ICAP over a five to ten year period.  Given the typical rate at which people 
change houses, residential customers signing 5 to 10-year power contracts could constantly be 
faced with buying out uneconomic contracts or trying to capture the value of in the money 
contracts from the new owner or renter.  This approach is simply not attractive to residential 
customers so contract duration is actually one year or less, too short to support long-term ICAP 
or energy purchase contracts.  This concern would be reduced for larger commercial and 
industrial accounts for whom long-term contracts under retail access may pose fewer problems. 

 Short-term sales contracts with residential consumers could nevertheless in principle 
support long-term fixed price purchase contracts by LSEs.  Oil companies, for example, have 
supported the construction of crude oil and refined product pipelines through long-term take-or-
pay contracts with the pipeline, despite no contract at all with retail motorists.  While long-term 
fixed price ICAP or power purchase contracts would increase the risk of retail access providers, 
the riskiness of these contracts could be managed by periodically entering into long-term 
contracts for only a portion of the retailers customer demand. 

 Such a retailer would lose money when the market price of ICAP or power fell below its 
long-term contract price, but it would make money when the market price of ICAP or power rose 
above the long-term contract price.  By entering into a temporally diversified set of power 
purchase contracts, such a retailer could limit its risk expose to sudden swings in market prices. 

 There appear, however, to be three features of retail access markets that undercut long-
term ICAP or energy contracts that are not hedged by long-term customer contracts.  First, such 
long-term contracts would only be economic if the losses incurred when the market price of 
ICAP is below the contract price were offset by profits when the market price of ICAP is above 
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the contract price.  If the retailer were a regulated utility that cannot retain such a difference 
between the contract price and the market price, then the risk of loss with no offsetting 
possibility of gain would preclude entering into either long-term ICAP or energy contracts. 

 Second, unregulated LSEs may be unable to benefit from low contract prices during 
periods of high ICAP prices if the regulated price to beat does not rise commensurately.  Retail 
rate regulation policies that tend to keep the price to beat too high when ICAP and energy prices 
are low and high low when ICAP and energy prices are low tend to discourage long-term ICAP 
and energy contracts.  With this retail price structure it is more profitable for unregulated LSEs 
to shed customers back to the utility when ICAP prices rise than to enter into long-term contracts 
that hedge ICAP costs. 

 Finally, the third factor is the risk of regulatory change.  ICAP is an artificial product.  
LSEs may be deterred from entering into long-term ICAP contracts by the risk of regulatory 
changes.  Particularly problematic would be regulatory change which retains the ICAP system, 
and thus does not trigger clauses terminating payments if the ICAP requirement is terminated, 
but dramatically reduce the price of ICAP.  ISO NE’s decision to dramatically reduce the ICAP 
deficiency payment without eliminating the requirement would be an example of this kind of 
risk.393  Another example of regulatory risk is the introduction of locational ICAP in New 
England.  A Boston LSE that had entered into a 10-year ICAP contract would find itself no 
longer fully hedged. 

7. Energy and Capacity Imports 

In determining the level of capacity that LSEs need to contract for to maintain short-term 
reliability it is necessary as the CPUC points out to account for the level of imports that will be 
available from adjacent systems as a result of load diversity. 394  Moreover, as the CPUC further 
observes this assessment needs to be made at the level of the Cal ISO, or perhaps the state, not at 
the level of the individual utility, to ensure that multiple LSEs do not attempt to rely on the same 
load diversity to reduce their capacity needs.395 This is the approach taken in defining the 
aggregate ICAP target in Eastern markets.  The ISO makes an assessment of likely peak loads 
and then subtracts from that the level of imports are expected to be available to meet those peak 
loads.  This remaining responsibility is then assigned to LSEs. 

 A further element of an ICAP system is the need to account for capacity imports.  
Traditionally, the power pools assumed that a certain amount of power would be available on 
some interface under stressed conditions and netted this from the collective pool capacity 
requirement.  To avoid double counting of the import power relied upon, PJM for example, 
imposed a CBM margin which made most of the external transfer capability unavailable to 

                                                 
393  Of course, there is also the risk of tightened requirements and FERC in fact ultimately restored a substantial 

deficiency payment. 
394  Interim Opinion, p. 31-32. 
395  Interim Opinion, p. 32. 
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support firm imports.396  With the development of explicit recall rules, this logic is less 
compelling as external ICAP must be dedicated non-recallable capacity.  

 The NYISO places an overall limitation on the amount of the ICAP requirement that can 
be met with external resources (2,755 MW) and then places additional interface by interface 
limits on external resource ICAP imports.397 

 ISO New England also makes the transfer capability of each interface, net of grand 
fathered agreements and less any tie line benefits assumed in calculating the ICAP requirements, 
available to support ICAP imports.398 

 One problem that has manifested itself with respect to ICAP imports is the need for more 
detailed security analysis of import capability, as in some cases transmission maintenance 
outages can dramatically reduce transfer capability and render ICAP undeliverable.  Thus, it is 
probably not appropriate to make the entire N-1 transfer capability on an external interface 
available to support ICAP imports, as a single maintenance outage could make much of this 
ICAP unavailable.  There may therefore be a movement toward using N-2 transfer capability to 
define limits for external ICAP. 

 A further and rather contentious is sue is the treatment of units seeking to split their 
capacity between pools.  One problem with splitting unit capacity between markets is that it 
complicates monitoring of compliance with outage and derating rules, which are potentially 
subject to circumvention if a market participate can choose how to assign outages between 
multiple ICAP markets.  Split ICAP units also complicate market power mitigation and 
enforcement of the DAM bidding requirement, as software needs to account for distinct physical 
unit upper limits and ICAP upper limits. 

B. Forward Hedging 

As explained above, ICAP systems tend to constrain energy prices by avoiding shortage 
conditions and limiting prices to the price cap if regional shortages occur, but they do not 
directly hedge LSEs against high energy prices, particularly those arising from changes in fuel 
costs. 

 Hedging against changes in power prices requires entering into forward contracts for 
energy.  One of the ambiguities in the CPUC resource adequacy proposals is that it is unclear 
whether they are intended to require that LSEs enter into forward energy purchases or call 
contracts on capacity or something else.  The interim order requires “utilities to forward contract 

                                                 
396  The PJM CBM margin was quite different from CBM margins used in the Midwest.  The PJM CBM margin 

only reserved the sale of this capacity as firm transmission service, thus making it unavailable to support firm 
imports for ICAP.  In real-time all of the transfer capability was made available for use to support non-firm 
transmission.  The PJM CBM margin was simply a mechanism for managing reserve requirements.  There was 
no need to restrict use of CBM capacity to support imports in real-time as these imports met PJM load just as 
well as emergency imports.  See PJM OATT, Attachment C, Sheet 280. 

397  NYISO Installed Capacity Manual, Section 2.7, and Attachment B.  
398  NEPOOL Manual for ICAP, Attachment G, Section 1.5.  
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for 90 percent of their summer monthly peak needs.”399 This requirement could be interpreted in 
a number of ways.  One interpretation might be that this is intended to require that LSEs contract 
for energy in all peak hours equal to 90 percent of the monthly peak load. Such contracts would 
greatly exceed the LSEs actual energy demand, however, in most peak hours. A second 
interpretation might be that this is intended to require that LSEs contract for energy equal to 90 
percent of the average energy consumption over the peak hours.  This interpretation would have 
the LSE buying substantially more than 10 percent of its peak load in the spot market during 
high priced hours, however, because the average peak hour consumption is typically well below 
the consumption in the highest hours of the month. A third interpretation might be that it is 
intended that LSEs contract for energy covering 90 percent of the energy over each hour of the 
expected load duration curve for the month.  Since hourly consumption is not known, this would 
require that a portion of the purchases be in the form of call contracts of some sort. It is also 
possible that these comments might be intended to require only that LSEs enter into some kind of 
ICAP type recall contract for 90 percent of expected monthly peak load. These differences are 
important and need to be clarified. 

 Forward energy contracts serve to lock in several different costs.  First, they lock in the 
return to capital which may reduce the cost of financing new generation, reducing prices to 
consumers.  Second, forward contracts can serve to lock in the fuel, emission allowance and 
variable O&M component.  This can be important in providing short-term price stability, but 
attempting to lock in energy costs over the term of a multi-year contract may raise rather than 
lower the risk of the contract for the seller and raise the expected price paid by loads. 

 It is desirable that LSEs contract forward to lock in the price of power for at least a 
portion of their load, locking in the energy component as well as the capital return prior to the 
day-ahead market. As observed by the CPUC, however, it is unlikely to be cost effective for 
LSEs to lock in the energy required to meet 100 percent of their load prior to the day-ahead 
market.  Given the inability to accurately forecast load more than a day or two in advance, such a 
goal would mean overcontracting for power in forward markets and then selling energy in the 
day-ahead or real-time markets on most days.  It would likely be lower cost for loads to lock less 
than 100 percent of the potential real-time load in forward markets and to buy in spot markets.  
Short-term resource adequacy, however, requires the ability to meet 100 percent of potential 
real-time load, without necessarily locking in the cost. 

C. Sustained Energy Shortages 

One important difference between western resource adequacy needs and those of the eastern 
ISOs is the need in the West to account for the impact of long-term annual variations in the 
quantity of hydro generation. 

 In eastern markets, the analysis of ICAP requirements and reliability is focused on having 
enough capacity available to meet demand during short-term system peaks or in the event of 
short-term generation outages.  Thus, an ICAP reliability analysis normally does not ask whether 
there is enough energy available to meet load over the year.  An important feature of the western 

                                                 
399  Interim Opinion, p. 30. 
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electricity crisis over the period 2000-2001 was that it evolved from a capacity shortage in the 
summer of 2000 into an energy shortage during the winter of 2000-2001.  A different kind of 
analysis than is typically undertaken in ICAP modeling would be required to assess the risk of 
energy shortages arising from low hydro conditions in the west. 

 One way to address these risks would be to take the hydro generation cycle into account 
both in estimating the quantity of imports that are assumed to be available to meet short-term 
load spikes and in assessing the ability of the other ICAP resources to provide enough energy to 
meet load over the year.  Given the magnitude of the potential variations in available energy and 
capacity over the hydro cycle, it would be very expensive to western consumers to maintain 
through an ICAP type mechanism enough excess generation to make up for the loss of hydro 
generation during low hydro years.  The interim order does not clearly address the treatment of 
the western hydro cycle. 

 If such adverse hydro conditions can be accurately forecasted, a lower cost approach 
might be to rely in part of bringing high cost mothballed generation back in service or raising 
energy prices to increase conservation during low hydro years. 
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Appendix I 
Nodal Clearing and Settlement Process for Zonal/LAP Bids  

 
A. Introduction 

This appendix illustrates the potential unintended consequences of the proposed nodal clearing 
and settlement process for zonal/LAP load bids in the day-ahead market.  The example does not 
rest on the possession of market power by any market participant but illustrates the impact of 
competitive profit-seeking behavior in conjunction with the proposed settlement rules.  Suppose 
the aggregate load zone/LAP includes regions A, B, C and D, as portrayed in Figure I-1. 

Figure I-1 
AGGREGATED LOAD ZONES  
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 Let us further suppose that the locations A and D in Figure I-1 both have 1,000 MW of 
peak load, 1,000 MW of generation, and 250 MW of transfer capability from B to A and B to D.  
While peak load in these regions can in principle be met without relying on imports, the import 
capability allows LSEs serving load at A and D to take advantage of low cost energy available 
on the spot or term market.  In addition, we assume that there is 2,500 MW of peak load in 
region B, 3,000 MW of peak load in region C and transfer capability of 1,500 MW from C to B; 
see Table I-2.  There is a single LAP covering regions A, B, C and D. 
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Table I-2 
NODAL LOAD 

 
Region 

 
Load 

Import 
Capability 

A 1,000 250 

B 2,500 1,500 

C 3,000 0 

D 1,000 250 

Total 7,500  

 

 Table I-3 portrays a set of assumed generation costs, with high cost generation required at 
the margin to meet load in regions A and D, which are for simplicity of the example assumed to 
be radially connected as shown in Figure I-1. 

Table I-3 
 GENERATION COSTS 

 
Region 

Capacity 
(MW) 

Generation 
(MWh) 

Cost 
($/MWh) 

Total Cost 
($) 

A 500 250 45 11,250 

 500 500 40 20,000 

Total A 1,000 750  31,250 

B 300 0 44 0 

 650 150 42 6,300 

 600 600 40 24,000 

 750 750 35 26,250 

Total B 2,300 1,500  56,550 

C 3,500 2,000 40 80,000 

 2,500 2,500 35 87,500 
Total C 6,000 4,500  167,500 

D 500 250 80 20,000 

 500 500 60 30,000 
Total D 1,000 750  50,000 

Total  10,300 7,500  305,300 
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 The expected real-time dispatch, regional prices, and load weighted cost are summarized 
in Table I-4. 

Table I-4 
EXPECTED REAL-TIME PRICES AND DISPATCH 

 
 
 

Region 

 
Load 
MW 
(A) 

LMP 
Price 

$/MWh 
(B) 

Load 
Cost  

$ 
(C) 

Generation 
Dispatch 

MW 
(D) 

Net 
Imports 

MW 
(E) 

A 1,000 45 45,000 750 250 

B 2,500 42 105,000 1,500 1,000 

C 3,000 40 120,000 4,500 -1,500 

D 1,000 80 80,000 750 250 

Total 7,500  350,000 7,500 0 

LAP Price   46.66667   

Load Weight:  (C) = (A) * (B) 
Net Imports:  (E) = (A) – (D) 

 
B. Passive LSE Bidding 

We initially assume that the LSE’s serving load in the LAP bid the entire expected real-time 
load, 7,500 MW into the DAM, at slightly above the expected real-time zonal/LAP price, as 
shown in Column C of Table I-5.  In New York or PJM, all of this load would clear at the 
zonal/LAP price, which would be $46.67/MWh as shown in Table I-4. 

Table I-5 
BASE CASE DAM SETTLEMENTS 

7,500 MW Bid in at $50 

  
Gen Offer 

Price 
$/MWh 

 
Load 

Weights 
(B) 

Bid 
Load 
MW 
(C) 

Dispatched 
Generation 

MW 
(D) 

Cleared 
Load 
MW 
(E) 

LMP 
Price 

$/MWh 
(F) 

Load 
Cost 

$ 
(G) 

Gen 
Revenues 

$ 
(H) 

A 40-45 0.133333 1,000 750 1,000 45 45,000 33,750 

B 35-42 0.333333 2,500 1,500 2,500 42 105,000 63,000 

C 35-40 0.4 3,000 4,500 3,000 40 120,000 180,000 

D 60-80 0.133333 1,000 0 250 42 10,500 0 

Total  1.0 7,500 6,750 6,750  280,500 276,750 

LAP Price      41.55556  

Congestion Rent      3,750  

(G) = (F) * (E)
(H) = (F) * (D) 
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 Under the proposed MRTU nodal clearing process, however, the bid load would be 
assigned to the four regions based on the ISO-determined load weights portrayed in column (B).  
The bid load allocated in this manner would then be cleared nodally.  All of the bid load 
allocated to regions A, B and C would clear, but only 250 MW of the load allocated to region D 
would clear, as load levels in excess of 250 MW would require dispatch of generation at prices 
of $60/MWh or higher and thus price-capped load bid in at $50/MWh would not clear in region 
D above 250 MW as shown in columns (D) and (E) of Table I-5. 

 Total load of 6,750 MWh would therefore clear in the DAM at a LAP price of $41.56.  
Total load payments would exceed generator revenues as shown in columns (G) and (H) of Table 
I-5, causing the ISO to collect congestion rents of $3,750. 

 As shown in Appendix VI, 1,875 MW of CRRs could be awarded from generation in 
zone C to the LAP.  The settlements for 1,875 MW of Zone C to LAP CRRs for the day-ahead 
market portrayed in Table I-5 are shown in Table I-6. 

Table I-6 
CRR SETTLEMENTS 

 
 

CRRs 

 
 

Source  

 
 

Sink 

Sink 
Price 
$/MW 

Source 
Price 
$/MW 

CRR 
Value 
$/CRR 

CRR 
Payments  

$ 

1,875 C LAP 41.55556 40 1.555556 2,916.667 

Total      2,916.667 

 

 The CRR value is $1.56/MW, entailing total payments of $2,916.67, reducing the DAM 
congestion surplus to $833.33 as shown in Table I-7. 

Table I-7 
NET DAM CONGESTION SETTLEMENTS 

Congestion Rents 3,750 

CRR Payments -2,916.667 

Net Surplus 833.3333 

 

 In real-time, generation would be dispatched to meet the entire 7,500 MW of real-time 
load, and an additional 750 MW of high cost generation not scheduled in the DAM would be 
dispatched in region D and paid the real- time nodal LMP price, $80/MWh, as shown in columns 
(E) and (F) of Table I-8.  The LAP price would be $46.67, so the ISO would sell an additional 
750 MW of power in region D at the real- time LAP price, collecting $35,000 in net real-time 
revenues, but would pay $60,000 for the dispatch of generation in region D. 
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Table I-8 
REAL-TIME SETTLEMENTS 

 Gen Offer 
Price 

$/MWh 
(A) 

LMP 
Price 

$/MWh 
(B) 

 
Load 
MW 
(C) 

Load 
Cost  

$ 
(D) 

Gen 
Dispatch 

MW 
(E) 

Gen 
RT-DAM 

MW 
(F) 

RT Gen 
Revenues 

$ 
(G) 

A 40-45 45 1,000 45,000 750 0 0 

B 35-42 42 2,500 105,000 1,500 0 0 

C 35-40 40 3,000 120,000 4,500 0 0 

D 60-80 80 1,000 80,000 750 750 60,000 

Total   7,500 350,000 7,500  60,000 

LAP Price   46.66667    

RT Load Imbalance 46.667    -750 -35,000 

RT Revenue Shortfall      25,000 

Combined Market Shortfall      24,166.67 

 

 The ISO would therefore incur a real-time revenue shortfall of $25,000, considerably in 
excess of the $833.33 of excess congestion rents collected in the DAM, leading to a combined 
shortfall of $24,166.67.  The fundamental problem giving rise to the shortfall is that the LSE 
load bids failed to clear in the DAM in region D, but the real-time settlements system effectively 
treats the DAM load bids as if they cleared proportionately throughout the load zone, and thus 
the real- time imbalance is also spread proportionately throughout the load zone and settled at the 
real-time LAP price.  Instead of the underbid LSEs having real-time imbalances in region D, 
which they would have to settle at $80/MWh if each region were a pricing zone, they settle their 
imbalances at the $46.67/MWh LAP price.  The ISO, however, must settle imbalances in the 
generation market at $80/MWh. 

C. Inflated Load Bids  

The potential ISO revenue shortfalls under the MRTU LAP settlement rules could be even larger 
than suggested by the passive bidding example. If LSEs within the LAP recognize that their LAP 
bids are cleared nodally, they can reduce their costs and avoid exposure to real- time prices by 
bidding more than their expected load into the DAM, at prices designed not to clear at the high 
priced nodes within the LAP. The aggregate load cleared in the DAM could correspond 
reasonably well to their expected real-time load, yet no generation would have been scheduled 
on high-cost units in constrained areas. 

 Table I-9 portrays such a circumstance in which LSEs within the LAP bid 8,365.385 MW 
of load into the DAM.  We assume that 1,875 MW of load hedged by CRRs is bid in at 
$250/MWh (because it is hedged), and the remaining 6,490.385 MW is bid in at a price cap of 
$50/MWh as shown in columns (C) and (E) of Table I-9.  The 1,875 MW of load bid in at $250 
clears in each zone.  The remaining 6,490.385 of bid load clears in zones A, B, and C as shown 
in column (F), but not in zone D as the nodal price would need to reach $60/MWh for generation 
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to be dispatched to meet load above 250 MW in Zone D.  It is also shown in column (G) that the 
total load cleared in the DAM is 7,500 MW at a zonal price of $41.55/MWh, generating DAM 
congestion rents of $3,750. 

Table I-9 
 DAM SETTLEMENTS 

INFLATED LOAD BIDS 

 Gen 
Offer 
Price 
$/MW 

(A) 

 
 

Load 
Weights 

(B) 

Bid 
Load @ 

$250/MW 
MW 
(C) 

 
Cleared 

Load 
MW 
(D) 

Bid 
Load @ 
$50/MW 

MW 
(E) 

 
Cleared 

Load 
MW 
(F) 

Total 
Cleared 

Load 
MW 
(G) 

 
Dispatched 
Generation 

MW 
(H) 

 
LMP 
Price 

$/MWh 
(I) 

 
Load 
Cost 

$ 
(J) 

 
Gen 

Revenues 
$ 

(K) 

A 40-45 0.133333 250 250 865.3847 865.3847 1,115.385 865.38467 45 50,192.31 38,942.31 

B 35-42 0.333333 625 625 2,163.462 2,163.462 2,788.462 1,788.4617 42 117,115.4 75,115.39 

C 35-40 0.4 750 750 2,596.154 2,596.154 3,346.154 4,846.154 40 133,846.2 193,846.2 

D 60-80 0.133333 250 250 865.3847 0 250 0 42 10,500 0 

Total  1.0 1,875 1,875 6,490.385 5,625 7,500 7,500.0003  311,653.9 307,903.9 

LAP Price         41.55385  

Congestion Rent         3,750  

 

 Table I-10 shows the payments to the 1,875 MW of Zone C to LAP CRRs, are 
$1.55/CRR and total $2,913.46. 

Table I-10 
CRR SETTLEMENTS 

 
 

CRRs 

 
 

Source  

 
 

Sink 

Sink 
Price 
$/MW 

Source  
Price 
$/MW 

CRR 
Value 
$/CRR 

CRR 
Payments  

$ 

1,875 C LAP 41.55385 40 1.553846 2,913.462 

Total      2,913.462 

 

 The net DAM congestion settlements therefore have a surplus of $836.54 as shown in 
Table I-11. 

Table I-11 
NET CRR SETTLEMENTS 

Congestion Rents 3,750 

CRR Payments -2,913.462 

Net Surplus 836.5385 
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 In real-time the ISO would need to dispatch additional high cost generation in region D, 
while backing down low cost generation in regions A, B and C as shown in column (F) of Table 
I-12, but there would be no net load or generation imbalances between the DAM and real-time.  
There would therefore be no load buying power at the real-time LAP price, but the ISO would 
incur an additional $28,846.14 in generation costs to dispatch generation up in region D and 
down in the lower cost regions as shown in Table I-12.  The real- time shortfall would rise to 
$28,846.14, leaving a combined market shortfall of $28,009.6. 

Table I-12 
REAL-TIME SETTLEMENTS 

INFLATED LOAD BIDS 

 
 
 

Region 

Gen Offer 
Price 

$/MWh 
(A) 

LMP 
Price 

$/MWh 
(B) 

 
Load 
MW 
(C) 

Load 
Cost  

$ 
(D) 

Gen 
Dispatch 

MW 
(E) 

Gen RT-
DAM 
MW 
(F) 

RT Gen 
Revenues 

$ 
(G) 

A 40-45 45 1,000 45,000 750 -115.3847 -5,192.31 

B 35-42 42 2,500 105,000 1,500 -288.4617 -12,115.39 

C 35-40 40 3,000 120,000 4,500 -346.154 -13,846.16 
D 60-80 80 1,000 80,000 750 750 60,000 

Total   7,500 350,000 7,500 -0.000333 28,846.14 

LAP Price   46.66667    

RT Load Imbalance  46.66667    0 0 

RT Revenue Shortfall      28,846.14 
Combined Market Shortfall      28,009.6 

 

 Another way of looking at this problem is that the DAM schedules are not feasible.  
Table I-13 shows the generation and load schedules in the DAM settlements.  The load quantities 
are determined by the real-time load weights applied to the total LAP quantity cleared in the 
DAM.  The generation quantities are determined by the DAM generation schedules. 

Table I-13 
DAM SETTLEMENTS 

 Load 
Weights 

Settlement 
Load 

Settlement 
Generation 

A .13333 1,000 865.38467 

B .3333 2,500 1,788.4617 
C .40 3,000 4,846.154 

D .1333 1,000 0 

  7,500  
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 Figure I-14 portrays the transmission flows associated with these DAM settlement 
quantities.  

Figure I-14 
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It can be seen that the flows on both B-D and C-B exceed the limit.  The DAM financial 
schedules are therefore infeasible and will lead to revenue inadequacy in real time. 

 It is important to recognize that while region C has been described as a large region with 
many competitive suppliers, the LAP pricing system would apply in the same way if region C 
were a generation pocket containing a single generator and accounting only for 1 percent of LAP 
load.  The LAP clearing and settlement rules would produce the same kind of infeasible DAM 
schedules portrayed in Figure I-14 but, absent competition, the single supplier in region C could 
allow its DAM schedules to be scheduled with -$30/MWh DEC bids in real-time, greatly 
increasing the Cal ISO uplift costs in the example.  If region C is a generation pocket, the 
situation portrayed in Figure I-14 is no different from the infeasible DAM schedules that give 
rise to the behavior referred to as the “INC/DEC game” under the current market design. 

D. Excess Load Scheduling in DAM 

The settlements portrayed in Tables 9 and 12 are not the worst case outcome under the LAP 
pricing system.  It should be noted that the DAM LAP price in Table I-9 was only $41.55, while 
the real-time price was $46.67.  Every MW in excess of the real-time load that could be 
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purchased day-ahead could therefore be sold back in real- time for a profit, as long as the DAM 
LAP price is less than the real-time LAP price.  LSEs can therefore find it profitable under the 
proposed LAP system to clear load in the DAM that is in aggregate in excess of their expected 
real-time load.  To illustrate this, suppose that the LSEs in regions A, B, C and D again submit 
1,875 MW of load bids at a price of $250/MWh, but now submit 8,000 MW of load bids at a 
price of $45/MWh as shown in Columns (C) and (E) of Table I-15. 

Table I-15 
BASECASE DAM SETTLEMENTS 

EXCESS LOAD SCHEDULES 

  
Gen Offer 

Price 
$/MWh 

(A) 

 
 

Load 
Weights 

(B) 

Bid 
Load @ 

$250/MW 
MW 
(C) 

 
Cleared 

Load 
MW 
(D) 

Bid 
Load @ 
$45/MW 

MW 
(E) 

 
Cleared 

Load 
MW 
(F) 

Total 
Cleared 

Load 
MW 
(G) 

 
Dispatched 
Generation 

MW 
(H) 

 
LMP 
Price 

$/MWh 
(I) 

 
Load 
Cost 

$ 
(J) 

 
Gen 

Revenues 
$ 

(K) 

A 40-45 0.133333 250 250 1,066.667 1,000 1,250 1,000 45 56,250 45,000 

B 35-42 0.333333 625 625 2,666.667 2,666.667 3,291.667 2,291.6667 44 144,833.3 100,833.3 

C 35-40 0.4 750 750 3,200 3,200 3,950 5,450 40 158,000 218,000 

D 60-80 0.133333 250 250 1,066.667 0 250 0 44 11,000 0 

Total  1 1,875 1,875 8,000 6,866.667 8,741.667 8,741.6667  370,083.3 363,833.3 

LAP Price         42.33556  

Congestion Rent         6,250  

(G) = (D) + (F)
(J) = (G) * (J)
(K) = (H) * (I) 

 

 Only 1,000 MW of generation is available to be dispatched in region A, so only 1,250 
MW of load clear in that region , and the 3,2912/3 MW of load bid in region B requires the 
dispatch of even higher cost generation than in prior examples, raising the nodal price to 
$44/MWh.  Overall, 8,741.67MW of generation clear at a DAM LAP price of $42.34/MWh.  At 
the higher nodal prices, congestion rents collected in the DAM rise to 6,250, and CRR payments 
rise to $4,379.17, as shown in Table I-16.   

Table I-16 
CRR SETTLEMENTS 

 
 

CRRs 

 
 

Source  

 
 

Sink 

Sink 
Price 
$/MW 

Source  
Price 
$/MW 

CRR 
Value 
$/CRR 

CRR 
Payments  

$ 

1,875 C LAP 42.33556 40 2.335558 4,379.171 

Total      4,379.171 
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Overall, therefore, the ISO DAM congestion account shows a surplus of $1,870.83. 

Table I-17 
NET CRR SETTLEMENTS 

Congestion Rents 6,250 

CRR Payments -4,379.171 

Net Surplus 1,870.829 

 

 In real-time, however, actual load is only 7,500 MW, and the zonal/LAP price is $46.67.  
The ISO has to dispatch up high cost generation in region D while backing down substantial 
cheap generation in regions A, B and C.  Because the ISO backs down more generation than it 
buys, it receives net payments of $22,500 from generators in real-time as shown in column G of 
Table I-18.  LSE DAM load schedules, however, are also well above real-time loads, however, 
so the ISO must buy back 1,241.67 MW of DAM load schedules at the real-time price of $46.67, 
requiring payments to LSEs of $57,944.4, leading to a net revenue shortfall in real- time of 
$35,444.44 and a combined DAM and real- time shortfall of $33,573.62. 

Table I-18 
REAL-TIME SETTLEMENTS  
EXCESS LOAD SCHEDULES 

 Gen Offer 
Price 

$/MWh 
(A) 

LMP 
Price 

$/MWh 
(B) 

 
Load 
MW 
(C) 

Load 
Cost  

$ 
(D) 

Gen 
Dispatch 

MW 
(E) 

Gen 
RT-DAM 

$ 
(F) 

RT Gen 
Revenues 

$ 
(G) 

A 40-45 45 1,000 45,000 750 -250 -11,250 

B 35-42 42 2,500 105,000 1,500 -791.6667 -33250 

C 35-40 40 3,000 120,000 4,500 -950 -38,000 

D 60-80 80 1,000 80,000 750 750 60,000 

Total   7,500 350,000 7,500 -1,241.667 -22,500 

LAP Price   46.66667    

RT Load Imbalance 46.66667    1,241.667 -57,944.44 

RT Revenue Shortfall      35,444.44 

Combined Market Shortfall      33,573.62 

(D) = (C) * (B) 
(G) = (F) * (B) 

 

E. Perfect Arbitrage 

The examples above illustrate problems with nodal clearing of zonal bids in the DAM.  The 
examples all also show a gap between the prices in the DAM LAP and the LAP in real time.  
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Hence, there is an arbit rage opportunity.  The lack of equilibrium in the examples, however, does 
not cause the real-time shortfall in the ISO’s settlements.  The same revenue shortfall would be 
present even with perfect arbitrage.  This can also be readily illustrated using the preceding 
example.  Suppose that the generation supply curve in regions A, B, and C was more steeply 
upward sloping so that the market clearing price in each region was $46.67 at the quantities 
cleared in the prior example, Table I-15.  This situation is portrayed in Table I-19 below. 

Table I-19 
BASECASE DAM SETTLEMENTS 

Perfect Arbitrage  

  
Gen Offer 

Price 
$/MWh 

(A) 

 
 

Load 
Weights 

(B) 

Bid 
Load @ 

$250/MW 
MW 
(C) 

 
Cleared 

Load 
MW 
(D) 

Bid 
Load @ 
$45/MW 

MW 
(E) 

 
Cleared 

Load 
MW 
(F) 

Total 
Cleared 

Load 
MW 
(G) 

 
Dispatched 
Generation 

MW 
(H) 

 
LMP 
Price 

$/MWh 
(I) 

 
Load 
Cost 

$ 
(J) 

 
Gen 

Revenues 
$ 

(K) 

A 40-45 0.133333 250 250 1,066.667 1,000 1,250 1,000 46.67 58,337.5 46,670 

B 35-42 0.333333 625 625 2,666.667 2,666.667 3,291.667 2,291.6667 46.67 153,622.1 106,952.1 

C 35-40 0.4 750 750 3,200 3,200 3,950 5,450 46.67 184,346.5 254,351.5 

D 60-80 0.133333 250 250 1,066.667 0 250 0 46.67 11,667.5 0 

Total  1 1,875 1,875 8,000 6,866.667 8,741.667 8,741.6667  407,973.3 407,973.6 

LAP Price         46.67  

Congestion Rent         0  

 

In this hypothetical all buyers in the day-ahead market pay $46.67 for power and the generators 
scheduled in regions A, B and C are all paid $46.67 for power.  There are no congestion rents 
and CRRs between the regions and the LAP have no value as shown in Table I-20. 

Table I-20 
CRR SETTLEMENTS 

 
 

CRRs 

 
 

Source  

 
 

Sink 

Sink 
Price 
$/MW 

Source  
Price 
$/MW 

CRR 
Value 
$/CRR 

CRR 
Payments  

$ 

1,875 C LAP 46.67 46.67 0 0 

Total      0 

 

In real-time the ISO must dispatch up high cost generation in region D and back down lower cost 
generation just as in the preceding example, as well as buying back excess load schedules at the 
real-time price.  Table I-21 shows that the perfect arbitrage in the DAM has no impact on the 
ISOs real-time settlement short-fall which is exactly the same as in Table I-18 above. 
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Table I-21 
REAL-TIME SETTLEMENTS 

 Gen Offer 
Price 

$/MWh 
(A) 

LMP 
Price 

$/MWh 
(B) 

 
Load 
MW 
(C) 

Load 
Cost  

$ 
(D) 

Gen 
Dispatch 

MW 
(E) 

Gen 
RT-DAM 

MW 
(F) 

RT Gen 
Revenues 

$ 
(G) 

A 40-45 45 1,000 45,000 750 -250 -11,250 

B 35-42 42 2,500 105,000 1,500 -791.6667 -33,250 

C 35-40 40 3,000 120,000 4,500 -950 -38,000 

D 60-80 80 1,000 80,000 750 750 -60,000 

Total   7,500 350,000 7,500 -1,241.667 -22,500 

LAP Price   46.66667    

RT Load Imbalance 46.66667    1,241.667 57,944.44 

RT Revenue Shortfall      35,444.44 

Combined Market Shortfall      35,444.44 

  

F. Conclusion 

The actual operation of the LAP clearing and settlement mechanism would have more complex 
effects than illustrated in these examples.  The failure to schedule generation in zone D in Pass 3 
could cause higher cost generation to serve real-time load than would otherwise have been the 
case, raising the real-time price above $80/MWh.  LSEs could further reduce their costs by 
bidding in load at prices even below the expected LAP price, thus capping the amount they pay.1  
As more and more phantom load was bid into the DAM in the load price zones B and C, the 
clearing prices in those zones would rise towards the actual real-time price diminishing the 
incentive to schedule additional phantom generation.  Overall, however, the proposed clearing 
and settlement rule would lead to inefficient arbitrage that raises rather than lowers the cost of 
meeting load. 

                                                 
1  Thus, in the example portrayed in Table 13, an LSE could have bid load into the DAM at $41/MWh.  This load 

bid would have cleared only in zone C and the LSE would have been charged only $41/MWh in the DAM for 
these load schedules. 
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Appendix II 
Arbitrage of LAP Load Weights 

 
The same simple transmission system used in Appendix I can be used to illustrate the impact of 
arbitrage by LSEs of errors in Cal ISO load weight forecasting.  To focus on this issue, we 
assume that the problems associated with the proposed clearing and settlement mechanisms for 
zonal/LAP load bids are addressed by clearing zonal/LAP load bids against the zonal/LAP price. 

 Tables II-1 through II-3 illustrate the settlements under such a system if the nodal load 
weights used by the ISO in the DAM accurately reflected the real-time distribution of load.  
Table II-1 shows 7,500 MW of load bid into the DAM at $50/MWh, all of which clears at the 
zonal/LAP price of $46.67/MWh, as shown in Table II-1. 

Table II-1 
BASE CASE DAM SETTLEMENTS 

7,500 MW Bid in at $50 

 Gen Offer 
Price 

$/MWh 
(A) 

 
Load 

Weights 
(B) 

Bid 
Load 
MW 
(C) 

Dispatched 
Generation 

MW 
(D) 

Cleared 
Load 
MW 
(E) 

LMP 
Price 

$/MWh 
(F) 

Load 
Cost 

$ 
(G) 

Gen 
Revenues 

$ 
(H) 

A 40-45 0.133333 1,000 750 1,000 45 45,000 33,750 

B 35-42 0.333333 2,500 1,500 2,500 42 105,000 63,000 

C 35-40 0.4 3,000 4,500 3,000 40 120,000 180,000 

D 60-80 0.133333 1,000 750 1,000 80 80,000 60,000 

Total  1.0 7,500 7,500 7,500  350,000 336,750 

LAP Price      46.66667  

Congestion Rent      13,250  

(G) = (E) * (F)
(H) = (D) * (F) 
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 CRR payments to CRR holders would be $6.67/CRR totaling $12,500, out of total DAM 
congestion rents of $13,250, leaving a DAM congestion rent surplus of $750, as shown in Table 
II-2. 

Table II-2 
BASE CASE CRR SETTLEMENTS 

 
 

CRRs 

 
 

Source  

 
 

Sink 

Sink 
Price 

$/MWh 

Source  
Price 

$/MWh 

CRR 
Value 
$/CRR 

CRR 
Payments  

$ 

1,875 C LAP 46.66667 40 6.666667 12,500 

Total      12,500 

Net DAM Congestion Settlements: 
Congestion Rents:  13,250 
CRR Payments:   -12,500 
Net Surplus:   750 

 

 In real-time, we have assumed that the ISO’s load forecast is exactly right, so there are no 
deviations between the DAM generation schedules and the real-time dispatch.  There are no net 
ISO revenues in real-time, so the combined DAM/Real- time settlements equal the $750 DAM 
surplus as shown in Table II-3. 

 

Table II-3 
BASE CASE REAL-TIME SETTLEMENTS 

 Gen Offer 
Price 

$/MWh 
(A) 

LMP 
Price 

$/MWh 
(B) 

 
Load 
MW 
(C) 

Load 
Cost  

$ 
(D) 

Gen 
Dispatch 

MW 
(E) 

Gen 
RT-DAM 

MW 
(F) 

RT Gen 
Revenues 

$ 
(G) 

A 40-45 45 1,000 45000 750 0 0 

B 35-42 42 2,500 105,000 1,500 0 0 

C 35-40 40 3,000 120,000 4,500 0 0 

D 60-80 80 1,000 80,000 750 0 0 

Total   7,500 350,000 7,500   

LAP Price   46.66667    

RT Load Imbalance  46.66667    0 0 

RT Revenue Shortfall      0 

Combined Market Shortfall      -750 
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 We can now illustrate the impacts of errors in the ISO’s estimate of real-time load 
weights by examining the impact of load weights for region D in the DAM, which are too low or 
too high, with offsetting errors in region C.  Table II-4 shows the real- time settlements in the 
event that the real-time load in Zone D is lower than forecast by the ISO in the DAM (850 MW 
instead of 1,000 MW).  The ISO will be able to dispatch down expensive generation in region D 
and dispatch up cheap generation in region C, while load charges remain unchanged. This 
produces a $6,000 ISO revenue surplus in real-time as shown in Table II-4. 

 
Table II-4 

REAL-TIME SETTLEMENTS 
LOW LOAD IN ZONE D 

 Gen Offer 
Price 

$/MWh 
(A) 

LMP 
Price 

$/MWh 
(B) 

 
Load 
MW 
(C) 

Load 
Cost  

$ 
(D) 

Gen 
Dispatch 

MW 
(E) 

Gen 
RT-DAM 

MW 
(F) 

RT Gen 
Revenues 

$ 
(G) 

A 40-45 45 1,000 45,000 750 0 0 

B 35-42 42 2,500 105,000 1,500 0 0 

C 35-40 40 3,150 126,000 4,650 150 6,000 

D 60-80 80 850 68,000 600 -150 -12,000 

Total   7,500 344,000 7,500  -6,000 

LAP Price   45.86667    

RT Load Imbalance  45.86667    0 0 

RT Revenue Shortfall      -6,000 

Combined Market Shortfall      -6,750 
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 Conversely, Table II-5 shows the real- time settlements in the event that that the ISO’s 
DAM load forecast for region D was 150MW too low and its forecast for region C 150 MW too 
high.  In this case the ISO will need to dispatch up expensive generation in region D in real-time 
while dispatching down cheap generation in region C.  DAM and real-time aggregate load are 
again equal so there are no net load settlements, and the ISO incurs a $6,000 revenue shortfall in 
real-time. 

Table II-5 
REAL-TIME SETTLEMENTS 

HIGH LOAD IN ZONE D 

 Gen Offer 
Price 

$/MWh 
(A) 

LMP 
Price 

$/MWh 
(B) 

 
Load 
MW 
(C) 

Load 
Cost   

$ 
(D) 

Gen 
Dispatch 

MW 
(E) 

Gen 
RT-DAM 

MW 
(F) 

RT Gen 
Revenues 

$ 
(G) 

A 40-45 45 1,000 45,000 750 0 0 

B 35-42 42 2,500 105,000 1,500 0 0 

C 35-40 40 2,850 114,000 4,350 -150 -6,000 

D 60-80 80 1,150 92,000 900 150 12,000 

Total   7,500 356,000 7,500  6,000 

LAP Price   47.46667    

RT Load Imbalance  47.46667    0 0 

RT Revenue Shortfall      6,000 

Combined Market Shortfall      5,250 

 

 If these kind of over and under load forecasts averaged out and over time and were 
unpredictable, they would not give rise to ISO revenue inadequacy as the gains and losses would 
roughly offset as suggested by the example. 

 This happy outcome may not be sustainable, however, if the errors in the ISOs load 
weights are predictable to market participants.  If the errors can be predicted, LSEs will underbid 
in circumstances in which they believe the ISO is likely to over forecast load in the high cost 
regions and they will overbid load in circumstances in which they believe the ISO is likely to 
under forecast load in the high cost regions.  This arbitrage would be profitable for market 
participants but give rise to ISO revenue inadequacy.  The likely magnitude of the revenue 
inadequacy will be far less, however, than that associated with the LAP clearing and settlement 
system that is currently proposed. 
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 To illustrate this potential, we consider first the circumstance in which LSEs believe that 
the ISO’s load forecast for the high cost region zone D is likely to be too high.  In this 
circumstance it will be profitable for the LSEs to reduce their purchases in the DAM and 
purchase more power in real-time (because the DAM LAP price will be higher than the real-time 
LAP price).  Table II-6 illustrates a case in which LSEs reduce their DAM purchases to 7,000 
MW, compared to their expected load of 7,500 MW. 

Table II-6 
BASE CASE DAM SETTLEMENTS 

UNDER BIDDING BY LSEs TO ARBITRAGE LOAD WEIGHTS  

 Gen Offer 
Price 

$/MWh 
(A) 

 
Load 

Weights 
(B) 

Bid 
Load 
MW 
(C) 

Dispatched 
Generation 

MW 
(D) 

Cleared 
Load 
(E) 

MW 

LMP 
Price 

$/MWh 
(F) 

Load 
Cost 

$ 
(G) 

Gen 
Revenues 

$ 
(H) 

A 40-45 0.133333 933.3333 683.3333 933.3333 45 42,000 30,750 

B 35-42 0.333333 2,333.333 1,333.333 2,333.333 40 93,333.33 53,333.33 

C 35-40 0.4 2,800 4,300 2,800 40 112,000 172,000 

D 60-80 0.133333 933.3333 683.3333 933.3333 80 74,666.67 54,666.667 

Total  1.0 7,000 7,000 7,000  322,000 310,750 

LAP Price      46  

Congestion Rent      11,250  

 

 Because there is no longer congestion between B and C, DAM congestion rent 
collections decline and the surplus in the DAM congestion account falls to zero. 

 
Table II-7 

CRR SETTLEMENTS 

 
 

CRRs 

 
 

Source  

 
 

Sink 

Sink 
Price 

$/MWh 

Source  
Price 

$/MWh 

CRR 
Value 
$/CRR 

CRR 
Payments  

$ 

1,875 C LAP 46 40 6 11,250 

Total      11,250 

Net DAM Congestion Settlements: 
Congestion Rents:  11,250 
CRR Payments:   -11,250 
Net Surplus:   0 
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 In real-time, load is 7,500 MW so the ISO has to dispatch 500 MW more generation than 
scheduled in the DAM which is sold at the real- time price, $45.87.  Because the ISO dispatches 
down expensive generation in region D and replaces it with cheaper generation elsewhere, the 
ISO has a surplus in the real-time dispatch.  The surplus has fallen from $6,000 in Table II-4 to 
$5,600 in Table II-8 because of the reduced DAM purchases by LSEs.  The reason for the drop is 
that DAM purchases are 500MW less than in the base case, and the ISO sold this power for 
$45.87 in real-time, but the cost of buying this power is $46.67, a loss of $.80/MW on each of 
the 500 MW.  Overall, however, the ISO is still not only revenue adequate, but shows a real-time 
surplus. 

Table II-8 
REAL-TIME SETTLEMENTS – UNDERBID DAM LOAD – LOW LOAD AT D 

 Gen Offer 
Price 

$/MWh 
(A) 

LMP 
Price 

$/MWh 
(B) 

 
Load 
MW 
(C) 

Load 
Cost  

$ 
(D) 

Gen 
Dispatch 

MW 
(E) 

Gen 
RT-DAM 

MW 
(F) 

RT Gen 
Revenues 

$ 
(G) 

A 40-45 45 1,000 45,000 750 66.66667 3,000 

B 35-42 42 2,500 105,000 1,500 166.6667 7,000 

C 35-40 40 3,150 126,000 4,650 350 14,000 
D 60-80 80 850 68,000 600 -83.3333 -6666.67 

Total   7,500 344,000 7,500 500 17,333.33 

LAP Price   45.86667    

RT Load Imbalance 45.86667    -500 -22,933.33 

RT Revenue Shortfall      -5,600 
Combined Market Shortfall      -5,600 
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 Now, however, let us consider the converse situation in which LSEs anticipate that the 
ISO’s DAM load weights in region D are too low and they bid additional load into the DAM.  In 
this circumstance it will be profitable for the LSEs to increase their purchases of power in the 
DAM and sell excess power in real-time (because the DAM price will be lower than the real-
time price).  This is illustrated in Table II-9 in which LSEs schedule 8,000 MW in the DAM, to 
cover 7,500 MW of expected real-time load. 

 
Table II-9 

 DAM SETTLEMENTS 
OVERBIDDING BY LSEs TO ARBITRAGE LOAD WEIGHTS  

 Gen Offer 
Price 

$/MWh 
(A) 

 
Load 

Weights 
(B) 

Bid 
Load 
MW 
(C) 

Dispatched 
Generation 

MW 
(D) 

Cleared 
Load 
MW 
(E) 

LMP 
Price 

$/MWh 
(F) 

Load 
Cost 

$ 
(G) 

Gen 
Revenues 

$ 
(H) 

A 40-45 0.133333 1,066.667 816.6667 1,066.667 45 48,000 36,750 

B 35-42 0.333333 2,666.667 1,666.667 2,666.667 42 112,000 70,000 

C 35-40 0.4 3,200 4,700 3,200 40 128,000 188,000 
D 60-80 0.133333 1,066.667 816.6667 1,066.667 80 85,333.33 65,333.333 

Total  1.0 8,000 8,000 8,000  373,333.3 360,083.33 

LAP Price      46.66667  

Congestion Rent      13,250  

 

 Because the system remains constrained and the same units remain on the margin in the 
example, DAM congestion rent collections and CRR prices are the same as in the base case and 
the ISO has a $750 surplus in the DAM congestion account. 

 
Table II-10 

CRR SETTLEMENTS 

 
 

CRRs 

 
 

Source  

 
 

Sink 

Sink 
Price 

$/MWh 

Source  
Price 

$/MWh 

CRR 
Value 
$/CRR 

CRR 
Payments  

$ 

1,875 C LAP 46.66667 40 6.666667 12,500 

Total      12,500 

Net DAM Congestion Settlements: 
Congestion Rents:  13,250 
CRR Payments:   -12,500 
Net Surplus:   750 
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 In real-time, load is 7,500 so the ISO has to dispatch 500 MW less generation than 
scheduled in the DAM and the overscheduled LSEs sell back the power they purchase at 
$46.67/MWh for $47.47.  Because the ISO dispatches up expensive generation in region D and 
dispatches down cheaper generation elsewhere, the ISO has a deficit of $6,400 in the real-time 
dispatch.  The deficit has risen from $6,000 in the no arbitrage case (Table II-5) to $6,400 (Table 
II-11) because of the increased DAM purchases by LSEs which are sold back at a real- time LAP 
price that exceeds the price in the DAM, realizing an arbitrage profit of $.80/MWh. 

 
Table II-11 

REAL-TIME SETTLEMENTS – OVERBID DAM LOAD – HIGH LOAD AT D 

 Gen Offer 
Price 

$/MWh 
(A) 

LMP 
Price 

$/MWh 
(B) 

 
Load 
MW 
(C) 

Load 
Cost  

$ 
(D) 

Gen 
Dispatch 

MW 
(E) 

Gen 
RT-DAM 

MW 
(F) 

RT Gen 
Revenues 

$ 
(G) 

A 40-45 45 1,000 45,000 750 -66.667 -3,000 

B 35-42 42 2,500 105,000 1,500 -166.667 -7,000 

C 35-40 40 2,850 114,000 4,350 -350 -14,000 

D 60-80 80 1,150 92,000 900 83.33333 6666.667 

Total   7,500 356,000 7,500 -500 -17,333.33 

LAP Price   47.46667    

RT Load Imbalance  47.46667    500 23,733.33 

RT Revenue Shortfall      6,400 

Combined Market Shortfall      5,650 

 

 Misforecasts by the ISO are inevitable.  The important issue is not the misforecasts, but 
whether they are predictable to market participants.  The surpluses and deficits in the no-
arbitrage case (Tables II-3 and II-4) offset each other (+$6,000 - $6,000 = 0), but that is not the 
case with arbitrage (Tables II-8 and II-11), ($5,600 - $6,400 = -$800)).  
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Appendix III 
Nodal Clearing of Zonal Virtual Load Bids 

 

This appendix illustrates the potential unintended consequences of applying the proposed nodal 
clearing and settlement process for zonal/LAP load bids in the day-ahead market to virtual load 
and supply bids. 

 The illustration is based on the same simple transmission system and generation 
resources used in Appendix I. 

 As shown in Appendix I, if the LSE’s serving load in the LAP bid the entire expected 
real-time load, 7,500 MW into the DAM, at slightly above the expected real- time zonal/LAP 
price under the proposed MRTU nodal clearing process the bid load would be assigned to the 
four regions based on the ISO-determined load weights portrayed in column (B).  The bid load 
allocated in this manner would then be cleared nodally.  All of the bid load allocated to regions 
A, B and C would clear, but only 250 MW of the load allocated to region D would clear, as load 
levels in excess of 250 MW would require dispatch of generation at prices of $60/MWh or 
higher and thus price-capped load bid in at $50/MWh would not clear in region D above 250 
MW as shown in columns (D) and (E) of Table III-1. 

Table III-1 
BASE CASE DAM SETTLEMENTS 

7,500 MW Bid in at $50 

  
Gen Offer 

Price 
$/MWh 

 
Load 

Weights 
(B) 

Bid 
Load 
MW 
(C) 

Dispatched 
Generation 

MW 
(D) 

Cleared 
Load 
MW 
(E) 

LMP 
Price 

$/MWh 
(F) 

Load 
Cost 

$ 
(G) 

Gen 
Revenues 

$ 
(H) 

A 40-45 0.133333 1,000 750 1,000 45 45,000 33,750 

B 35-42 0.333333 2,500 1,500 2,500 42 105,000 63,000 

C 35-40 0.4 3,000 4,500 3,000 40 120,000 180,000 

D 60-80 0.133333 1,000 0 250 42 10,500 0 

Total  1.0 7,500 6,750 6,750  280,500 276,750 

LAP Price      41.55556  

Congestion Rent      3,750  

(G) = (F) * (E)
(H) = (F) * (D) 

 

 A total load of 6,750 MWh would therefore clear in the DAM at a LAP price of $41.56.  
Total load payments would exceed generator revenues as shown in columns (G) and (H) of Table 
III-1, causing the ISO to collect congestion rents of $3,750. 
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 In real-time, generation would be dispatched to meet the entire 7,500 MW of real-time 
load, and an additional 750 MW of high cost generation not scheduled in the DAM would be 
dispatched in region D and paid the real- time nodal LMP price, $80/MWh, as shown in columns 
(E) and (F) of Table III-2.  The LAP price would be $46.67, so the ISO would sell an additional 
750 MW of power in region D at the real- time LAP price, collecting $35,000 in net real-time 
revenues, but would pay $60,000 for the dispatch of generation in region D. 

Table III-2 
REAL-TIME SETTLEMENTS 

 Gen Offer 
Price 

$/MWh 
(A) 

LMP 
Price 

$/MWh 
(B) 

 
Load 
MW 
(C) 

Load 
Cost  

$ 
(D) 

Gen 
Dispatch 

MW 
(E) 

Gen 
RT-DAM 

MW 
(F) 

RT Gen 
Revenues 

$ 
(G) 

A 40-45 45 1,000 45,000 750 0 0 

B 35-42 42 2,500 105,000 1,500 0 0 

C 35-40 40 3,000 120,000 4,500 0 0 

D 60-80 80 1,000 80,000 750 750 60,000 

Total   7,500 350,000 7,500  60,000 

LAP Price   46.66667    

RT Load Imbalance 46.667    -750 -35,000 

RT Revenue Shortfall      25,000 

Combined Market Shortfall      24,166.67 

 

The ISO would therefore incur a real-time revenue shortfall of $25,000, considerably in excess 
of the $833.33 of excess congestion rents collected in the DAM, leading to a combined shortfall 
of $24,166.67.  

 In this appendix, we modify the example developed in Appendix I to illustrate the 
potential incentives of virtual loads and suppliers and the impact on consumer costs of virtual 
load and supply bidding under the proposed settlement rules.  Table III-3 portrays a situation in 
which LSEs within the LAP bid 7,500 MW of load into the DAM. We assume that 1,875 MW of 
LSE load hedged by CRRs is bid in at $250/MWh, and the remaining 5,625 MW is bid in by 
LSEs at a price cap of $50/MWh as shown in columns (C) and (E) of Table III-3.  In addition, 
virtual loads bid in another 2,000 MW at $41/MWh.  The 1,875 MW of LSE load bid in at $250 
clears in each zone.  The remaining 5,625 MW of LSE load clears in zones A, B, and C as shown 
in column (F), but not in zone D as the nodal price would need to reach $60/MWh for generation 
to be dispatched to meet load above 250 MW in Zone D.  Finally, the virtual load bid in at 
$41/MWh clears only in zone C.  It is seen in column (I) that the total load cleared in the DAM is 
7,550 MW at a zona l price of $41.39/MWh, generating DAM congestion rents of $3,750. 
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Table III-3 
BASE CASE DAM SETTLEMENTS 

2,000 MW Virtual Load  

 Gen 
Offer 
Price  
$/MW  

(A) 

 
 

Load 
Weights 

(B) 

LSE Bid 
Load @ 

$250/MW  
MW 
(C) 

 
Cleared 

Load 
MW 
(D) 

LSE Bid 
Load @ 
$50/MW  

MW 
(E) 

 
Cleared 

Load 
MW 
(F) 

Virtual 
Load @ 
$41/MW  

MW 
(G) 

 
Cleared 

Load 
MW 
(H) 

Total 
Cleared 

Load 
MW 
(I) 

 
Gen 

Dispatch  
MW 
(J) 

 
LMP 
Price  

$ 
(K) 

 
Load 
Cost 

$ 
(L) 

 
Gen 

Revenues
$ 

(M) 

A 40-45 0.133333 250 250 750 750 266.6667 0 1,000 750 45 45,000 33,750 

B 35-42 0.333333 625 625 1,875 1,875 666.6667 0 2,500 1,500 42 105,000 63,000 

C 35-40 0.4 750 750 2,250 2,250 800 800 3,800 5,300 40 152,000 212,000 

D 60-80 0.133333 250 250 750 0 266.6667 0 250 0 42 10,500 0 

Total  1.0 1,875 1,875 5,625 4,875 2,000 800 7,550 7,550  312,500 308,750 

LAP Price          41.39073  

Congestion Rent         3,750 

Total Bid Load   9,500       

 

 Table III-4 shows the payments to the 1,875 MW of Zone C to LAP CRRs, are 
$1.39/CRR and total $2,607.62.  

Table III-4 
CRR SETTLEMENTS 

 
 

CRRs 

 
 

Source  

 
 

Sink 

Sink 
Price 
$/MW 

Source  
Price 
$/MW 

CRR 
Value 
$/CRR 

CRR 
Payments  

$ 

1,875 C LAP 41.39073 40 1.390728 2,607.616 

Total      2,607.616 

 

 The net DAM congestion settlements therefore have a surplus of $1,142.38 as shown in 
Table III-5. 

Table  III-5 
NET CRR SETTLEMENTS 

Congestion Rents 3,750 

CRR Payments -2,607.62 

Net Surplus 1,142.384 

 

 In real-time the ISO would need to dispatch additional high cost generation in region D, 
while backing down low cost generation in regions A, B and C as shown in column (F) of Table 
III-6.  In addition, the ISO would buy back 50 MW of DAM load at the real-time price.  The ISO 
would incur an additional $28,000 in generation costs to dispatch generation up in region D and 
down in the lower cost regions as shown in Table III-6 and then pay $2,333.33 to buy back the 
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excess DAM load.  The real-time shortfall would rise to $30,333.33, leaving a combined market 
shortfall of $29,190.95. The overall market shortfall would include the cost of $312.58 (800 * 
$.39073) of uplift payments to the virtual loaders whose bids cleared at $41, despite a zonal/LAP 
price of $41.39. 

Table III-6 
REAL-TIME SETTLEMENTS 

INFLATED LOAD BIDS 

 
 
 

Region 

Gen Offer 
Price 

$/MWh 
(A) 

LMP 
Price 

$/MWh 
(B) 

 
Load 
MW 
(C) 

Load 
Cost  

$ 
(D) 

Gen 
Dispatch 

MW 
(E) 

Gen RT-
DAM 
MW 
(F) 

RT Gen 
Revenues 

$ 
(G) 

A 40-45 45 1,000 45,000 750 0 0 

B 35-42 42 2,500 105,000 1,500 0 0 
C 35-40 40 3,000 120,000 4,500 -800 -32,000 

D 60-80 80 1,000 80,000 750 750 60,000 

Total   7,500 350,000 7,500 -50 28,000 

LAP Price   46.66667    

RT Load Imbalance    50 @  46.66667 2,333.333 
RT Revenue Shortfall      30,333.33 
  CRR Settlements      -1,142.38 
  Uplift on Virtual Bid      312.582 

Combined Market Shortfall      29,503.53 

 

 Table III-7 shows the profitability of the virtual bids that would buy power at $41 in the 
DAM and sell it back at $46.67, even though LSEs bid their entire load into the DAM at a price 
in excess of the real-time LAP price. 

Table III-7 
VIRTUAL BIDDER PROFITS 

DAM Purchases -800 41 -32,800 

Real-Time Sales 800 46.66667 37,333.33 

Net Profit   4,533.333 

 

 Unlike the examples in Appendix I, the potential for this kind of arbitrage by virtual 
bidders does depend on the existence of disequilibrium.  If virtual and LSE bidders were 
permitted to submit sufficient load bids in excess of real-time physical load to bring DAM and 
real-time prices into equilibrium as shown in the example in Section E of Appendix I, the kind of 
arbitrage portrayed in the example in this appendix would not be feasible. 
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 If one attempted to address the uplift costs arising from the flawed nodal clearing process 
by restricting LSE load bids to prevent equilibrium, these restrictions could produce the kind of 
arbitrage portrayed here. 
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Appendix IV 
MRTU Local Market Power Mitigation 

 

This appendix illustrates the potential for the use of extreme decremental offer prices in the local 
market power dispatch (Pass 2) to undercut the effectiveness of the local market power 
mitigation mechanism. 

 Figure IV-1 illustrates the Pass 1 dispatch in which generation would be dispatched 
without regard to local transmission constraints. For the example, it is assumed that the limits (on 
lines A-D and A-C) are local transmission constraints. If the system is dispatched without regard 
to the constraints, all demand can be met at a price of $60/MWh, with 500 MW dispatched at A 
and 1,000 MW at B. 

 It is assumed that the generation at C is bid into the market at $199/MWh in Pass 1A and 
mitigated to $75/MWh in Pass 1B.  Since the LMP price at C is $60/MWh in Passes 1A and 1B, 
the generation would not be dispatched in either pass and thus would not be subject to mitigation 
in this pass (whether or not the generation at C were RMR generation). 

Figure IV-1 
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 Now suppose that the MRTU-local market power mitigation methodology were applied 
in Pass 2 by reducing the offer prices of the generation dispatched in Pass 1 to -$1,000/MWh, 
while enforcing the local transmission constraints. 30 MW of the generation at D would be 
dispatched at the mitigated RMR price of $100/MWh, while the generation at C would be 
dispatched for 380 MW at its $75/MWh mitigated RMR offer price, as shown in Figure IV-2.  It 
is important to note that the prices at A, B and E are negative and the price at B is far below the  
actual offer price of the generation at that location. 

Figure IV-2 
PASS 2 DISPATCH 
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 In Pass 3, generation at A and B is offered at the same prices as in Pass 1, the generation 
at D offers 500 MW at the $100/MWh RMR price, 380 MW of generation at C is offered at the 
mitigated price of $75/MWh, and 220 MW at $199/MWh. It can be seen in Figure IV-3 that 
when the system is dispatched based on the actual bids of suppliers at A and B the LMP price at 
C is no longer $75/MWh as in Pass 2, but rises to $199/MWh.  Because the local market power 
mitigation was applied in Pass 2 based on the extreme DEC bids, it was ineffective in preventing 
the exercise of market power by the RMR generator at C. 

 Similarly, had there been RMR generation at E, it would not have been dispatched in the 
local market power mitigation pass (since the price at that location was -$130/MWh), yet the 
price at E in Pass 3 is $119.67/MWh. 

Figure IV-3 
PASS 3 DISPATCH 
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 The generator at C is able to exercise market power despite the presence of market power 
mitigation because the Pass 2 dispatch did not use the actual offer prices of the suppliers at A and 
B but instead used DEC prices of -$1,000/MWh as provided for in the MRTU  

 If the local market power mitigation in Pass 2 were based on the actual offer prices of the 
generation at A and B, then the generation at C would have been dispatched at its mitigated offer 
price and LMP prices at D would have been $75/MWh, as shown in Figure IV-4, rather than 
$199/MWh.  In addition, if Pass 2 were based on actual offer prices generation at E with offer 
prices less than $78.33/MWh would have been mitigated and dispatched. 

Figure IV-4 
PASS 2 AND 3 DISPATCH 
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 The total cost borne by load can be calculated either as total payments by load at the 
LMP price less congestion rents (which directly or indirectly flow to load) or as total payments 
to generation (which is payments by load less congestion rents).  Under the MRTU market power 
mitigation approach, as portrayed in Table IV-5, the total cost to load would be $138,650 
compared to only $95,251.67 under a standard market power mitigation approach. 

Generator
Output

LMP
Price

Generator
Revenues  

Generator
Output

LMP
Price

Generator
Revenues

A 500 0.33333 166.665 500 41.67 20835
B 316.66666 60 19000 316.66667 60 19000
C 516.66666 199 102816.67 516.66667 75 38750
D 166.66666 100 16666.666 166.66667 100 16666.667
Total 1500 138650 1500 95251.667

MRTU Mitigation
Table IV-5

Standard Mitigation
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Appendix V 
Resource Adequacy Systems 

 
A. ICAP Market Systems  

Price equal to the short-run marginal cost of the marginal supplier is a basic short-run 
equilibrium condition.  With the introduction of market-based marginal cost pricing in energy 
markets, infra-marginal generation earns revenues on sales of energy and ancillary services, 
earning margins equal to the difference between its revenues and the variable costs incurred in 
generating energy, as portrayed in Figure V-1.  Generation also incurs fixed costs, some of which 
can be avoided if the generation owner chooses not to make its capacity available for operation 
(i.e., if the capacity is either mothballed or closed permanently).  In the absence of an ICAP or 
installed reserve requirement, generation owners will not choose to keep capacity in operation 
for dispatch unless their gross operating margin exceeds their avoidable fixed operating costs. 

Figure V-1 
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 Under an ICAP system, a capacity requirement is established such that there is almost 
always sufficient capacity to avoid involuntary load shedding.1  The wholesale energy market 
therefore usually clears at the intersection of demand and the variable cost (dispatch) curve, as 
portrayed in Figure V-2.  If the energy market design does not include demand bids or some 
other form of demand curve to represent scarcity pricing, the price of energy would be generally 
set by the incremental cost of the energy generated by marginal units.  The price may not be high 

                                                 
1  The number of hours of reserve shortage (i.e., emergency state operation) is relatively low but the frequency of 

reserve shortage exceeds the one-day-in-ten-year load shedding standard.  Only severe reserve shortages result 
in load shedding. 
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enough often enough to cover the full cost of keeping these marginal units in operation over the 
year (i.e., the units will have a negative net operating margin as portrayed in Figure V-1), unless 
the energy price is extremely high during hours of reserve shortage. 

 Under an ICAP system, the negative net operating margin is addressed by imposing a 
market-wide ICAP requirement symmetrically on all load-serving entities within the market.  
LSEs may not have the traditional obligation to serve, but under an ICAP system they must 
demonstrate reserves sufficient to meet the installed capacity requirement for their customers.  If 
the amount of generation required to be available under the installed capacity requirement 
exceeds the amount of generation that would have been available in the absence of such a 
requirement (i.e., the amount justified by energy and reserve market revenues alone), a market 
for capacity is created.  Thus, with such a binding ICAP requirement, capacity takes on value in 
and of itself.  Marginal units, unprofitable on the margins they earn on energy sales and ancillary 
services, would demand a capacity payment in return for agreeing to make themselves available 
for operation and allowing the contracting LSE to satisfy its ICAP requirement. 

Figure V-2 
ENERGY MARKET PRICES WITH INSTALLED CAPACITY REQUIREMENTS 
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 To keep capacity open under an ICAP system, the owner of the margina l unit requires a 
capacity payment of at least the difference between its avoidable fixed operating costs and its net 
margin on energy and ancillary services sales (i.e., it must recover the negative net operating 
margin portrayed in Figure V-1 on an expected value basis).  Competition among capacity 
owners and with entrants should cause the market-clearing capacity payment to approximate the 
per-MW payment that would induce just enough generation to remain available to enable the 
ICAP requirement to be met.  Under a market-based ICAP system, all generating capacity 
contracting to provide installed reserves are paid the market-clearing price of capacity, as 
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portrayed in Figure V-3.  Between the capacity payments they receive and their margins on 
energy sales and ancillary services, all units providing the capacity needed to meet the ICAP 
requirements would earn enough to cover their avoidable fixed operating costs and thus would 
remain available. 

Figure V-3 
DETERMINATION OF MARKET PRICE OF CAPACITY 
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 With an ICAP requirement, the capacity payment is determined by the per-MW payment 
required to enable the marginal unit (Unit J in Figure V-3) to at least break even versus the 
payment required to keep the next most expensive unit in operation (Unit L).  Because the 
market can meet the ICAP reserve requirement without Unit L, the market-clearing capacity 
payment would be insufficient for it to cover its anticipated operating losses and Unit L will be 
closed.  Between the capacity payments they receive and their margins on energy and ancillary 
services sales, each of the other units remaining open would make more than enough to cover 
their avoidable fixed operating costs. 

B. Energy-Only Pricing 

An alternative to an ICAP system in maintaining resource adequacy is to structure energy and 
ancillary service markets such that the marginal generator is able to recover its going-forward 
costs in energy and ancillary service prices.  In principle, the changes needed to implement such 
an energy market-based resource adequacy system are to implement shortage pricing that causes 
the prices of energy and ancillary services to rise to a sufficiently high level during shortage 
conditions that the marginal capacity supplier required to meet established reliability criteria is 
able to recover its going-forward costs during these shortage hours. 
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 For vertically integrated utilities such an energy only market could operate much like an 
ICAP system.  The system operator/ISO could determine the shortage prices that it estimates 
would be required to keep sufficient capacity available to meet the target level of reliability and 
could even inform the vertically integrated utilities of the implied reserve margin.  The shortage 
pricing would support the implied reserve margin as the pricing system would assure that there 
would be enough hours with high prices to justify keeping the target level of capacity in 
operation.  Nevertheless, there are some risks in this market design and these risks are magnified 
in markets with unintegrated retailers and suppliers. 

Figure V-4 
SUPPLY AND DEMAND IN A SHORTAGE 
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 The fundamental problem with this market design is that with vertical demand, the 
market price of energy and reserves only exceed the incremental costs of the marginal generator 
when the control area is reserve short.  As long as these reserve shortages are small, they will 
have little impact on reliability, so reliability would be consistent with a shortage pricing system.  
Thus, as portrayed in Figure V-4, the price would rise to the price cap when reserves fell below 
the target level, but involuntary load shedding would occur only when capacity fell below the 
minimum capacity level.  The problem is that actual peak load is uncertain, as is the available 
capacity (due to random outages).  Thus, the more often the system is expected to be in a reserve 
short condition, the greater the potential for bad luck in terms of weather or outages to throw the 
system into the range in which involuntary load shedding is required. 

 From this perspective, there are three basic risks in relying on an energy-only pricing 
system defined in this manner: 
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• Miscalculation of the cost of capacity by the pool. 

• Miscalculation of expected prices by LSEs/suppliers. 

• Required shortage frequency.  

Each of these risks is discussed below. 

1. Miscalculation of Capacity Costs 

Under an ICAP system the system operator determines the reserve margin and ICAP requirement 
through Monte Carlo type analysis of reliability under stressed system conditions.  Importantly, 
the calculated reserve margin does not depend on the cost of having capacity available during 
stressed system conditions. Instead, the system operator determines the physical capacity 
requirements and the cost of keeping this capacity in operation is, in principle, determined in the 
market by the supply decisions of resource providers. 

 Under an energy pricing system driven by shortage pricing, however, the amount of 
capacity that will be made available by resource suppliers in response to any set of shortage 
prices depends on the cost of having this capacity available during those shortage conditions.  If 
the system operator or reliability authority misunderstands the cost of having capacity available 
or miscalculates the revenues generated by marginal capacity during non-stressed conditions, 
then a given set of shortage prices may result in more or less capacity being available than 
expected by the system operator, resulting in a different level of reliability than planned for by 
the system operator.  Since the system operator does not participate in commercial markets there 
is a potential under this approach to energy-only pricing for the system operator to significantly 
misassess the cost of having generating capacity available during peak conditions.  If there is a 
strong link between the shortage costs used by the system operator and the actual reliability 
value of capacity during those conditions, this error would be less important in terms of its 
impact on consumer welfare as the prices would reflect the value of the capacity.  Absent such a 
strong link, there is a potential for misestimation of capacity costs by the system operator to lead 
to a material difference between the actual and intended level of reliability. 

2 Miscalculation of Expected Prices 

While suppliers have a good sense of the overall cost of keeping their capacity available, both 
suppliers and LSEs may have difficulty projecting expected annual net revenues based on the 
system operators shortage cost rules.  The expected price level would depend on both generation 
and transmission outage probabilities as well as the supply of imports.  If suppliers and LSEs 
have different expectations than the system operator about the frequency and degree of shortage 
conditions, then they may not provide the anticipated level of capacity in response to a given set 
of shortage prices, even if the system operator accurately assesses the cost of providing this 
capacity. While the system operator could make public its profile of simulated shortage prices, it 
is not clear that market participants would necessarily find it commercially reasonable to rely on 
these results. A further potential source of divergent expectations is the assessment by resource 
suppliers of the likelihood that regulators will permit high market prices, even during shortage 
conditions.  Thus, if the nominal price cap were $10,000/MW, the system operators’ assessment 
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might be that the marginal supplier would recover its entire net operating revenue shortfall of 
$50,000/MW during eight hours of shortage conditions in which the price of power was 
projected to exceed $5,000/MW.  If the resource owner does not believe that it would be 
permitted to earn more than $1,000/MWh during these market conditions, the revenue 
assessment of the system operator and market participant would be radically different and much 
less capacity might be forthcoming than assumed by the system operator.  In principle market 
participants should over time be able to assess the accuracy of the system operator price forecast, 
as well as the price level regulators would allow, but the reality is that the forecast by resource 
suppliers and the system operator will be based on expected conditions.  Even an accurate 
forecast may only average out to reflect actual prices over a period of a number of years, and 
conditions may be changing more rapidly than the actual outcomes converge on the forecast.  It 
may therefore be difficult or impossible for market participants to distinguish whether price 
estimates are biased ex ante or are accurate estimates of volatile conditions and prices. 

3. Required Shortage Frequency 

Under an energy-only pricing system, there is a very explicit tradeoff between the expected price 
level during shortages and the number of shortage hours required to recover a given net 
operating cost shortfall. The greater the number of hours of reserve shortage, however, the 
greater the likelihood that the shortage in some hours will be sufficiently severe as to require 
involuntary load shedding.  Thus, the lower the price cap in the energy market, the larger the 
number of shortage hours required to recover a given operating cost shortfall, and the more likely 
that load shedding will be necessary during some of the shortage hours. 

 As suggested in the illustration above, with a price cap of $10,000/MWh and effective 
shortage pricing, a small number of shortage hours would be sufficient for the marginal 
generator with an incremental running costs of $100/MWh to recover $50,000/MW in going-
forward costs.  Given this small number of shortage hours, the probability distribution of demand 
and supply surprises might yield a one-day- in-ten years probability of such a large capacity 
shortage that load shedding was required. 

 Suppose, on the other hand, that the price cap were $1,000/MWh. The most that the 
marginal generator could recover during a shortage hour would be $900/MWh. The number of 
shortage hours required for the marginal generator to recover its going forward costs on an 
expected basis would be around 55 hours per year. A capacity balance tight enough to produce 
55 hours per year of shortage conditions, however, would likely have a much greater risk of 
requiring load shedding than if only 8 hours were expected, and the increase in likelihood might 
be non- linear.  

 At the extreme, suppose the price cap was set at $250/MW as proposed under the MRTU. 
In this circumstance around 333 hours of reserve shortage would need to be expected on an 
average annual basis for such a marginal generator to recover its going forward costs in energy 
prices alone.  Such a high frequency of reserve shortages would in turn produce a very high 
probability of involuntary load shedding during some hours of particularly large shortages. 

 An energy-only pricing system is therefore workable only if prices are very high during 
shortage conditions.  This is problematic from at least two perspectives.  First, if even small 
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reserve shortages result in prices of $5,000/MWh or more, there would potentially be a greatly 
increased incentive for energy suppliers to physically withhold capacity in order to produce a 
reserve shortage and drive prices to extremely high levels.  Second, the variability of supply and 
demand conditions will make it likely that resource suppliers will not recover their going-
forward costs evenly year to year, but rather the recovery will be concentrated in particular 
years.2  This price pattern could sustain multi-year energy contracts that would recover generator 
going-forward costs.  Under retail access systems, however, there may not be many multi-year 
energy contracts and thus most customers would be exposed to high energy prices during the one 
year in five or six in which suppliers recover their going forward costs.  This implies large 
variations in retail prices that may not be realizable within the regulatory structure. 

 Two elements of the NYISO market design address these limitations of a energy-only 
market system.  First, the explicit reserve markets of the NYISO provide an additional relatively 
stable income stream for the marginal ICAP resource, which should be a 10-minute combustion 
turbine located east of Central East.  Nevertheless, the expected reserve market earnings of 
around $10,000/MWyear fall far short of what is required to keep the marginal unit in operation. 

                                                 
2  Thus, a marginal generator with a going forward cost of $50,000/MW year might anticipate recovering 

$15,000/MW year in most years but recovering $200,000/MW year every five years or so. 
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 Second, the reserve demand curve implemented by the NYISO prior to the summer of 
2002 addresses the market power problem by in effect making the residual demand curve facing 
a supplier with market power more price elastic than would otherwise be the case as shown in 
Figure V-5.  In addition, the demand curve somewhat raised energy prices. 

Figure V-5 
NYISO RESERVE DEMAND CURVE 
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Nevertheless, the marginal generator east of Central East will not be able to recover its going-
forward costs in NYISO energy and reserve markets unless the price cap is materially raised. 

4. Reliability Consequences  

In a market with a substantial amount of price sensitive load these sources of error in assessing 
the frequency of shortages would not be of great importance from a reliability standpoint as the 
errors would result in variations in market prices but firm load would be met.  Similarly, if there 
is adequate price-responsive load, even frequent reserve shortages need not lead to involuntary 
load shedding.  If there is little or no price sensitive load, however, then both these kinds of 
errors or a price cap would translate into differences in the frequency of reserve shortage 
conditions and inefficiently high probabilities of involuntary load shedding. 

 The potential for all of these kinds of miscalcula tion and the recognition that there would 
be little or no price sensitive load in the short run, as well as a reluctance to allow extremely high 
energy prices, lay behind part of the initial reluctance to rely on energy only pricing to maintain 
reliability for the initial implementation of LMP markets in New York and PJM.  
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C. Energy-Only Pricing with Price-Responsive Real-Time Load 

The reliability risks associated with energy only pricing are likely to be greatly reduced or even 
eliminated if the real-time demand for power is price responsive.  In an energy-only pricing 
system with price-responsive real-time load, market clearance and reliability would be ensured 
by price-responsive real-time customer demand, without the need for administratively 
determined installed reserve requirements and without undue reliability risk. 

• Operating reserve margins would be maintained with price-responsive load 
reducing consumption in response to high prices. 

• There would be no administrative reserve requirement or capacity payment. 
Long-term capacity decisions would be left to market incentives. 

• The electricity market would clear while providing reliability, through operating 
reserve standards, energy pricing and market-determined installed reserve levels. 

The crux of such a system is that instead of shocks such as unexpected weather or bad luck in 
terms of generation outages translating into reduced operating reserves and higher load shedding 
risk, these shocks translate into higher prices and voluntary load reductions. Thus, the demand 
curve portrayed in Figure V-6 could shift out considerably, or outages considerably shift in the 
supply curve without the minimum level of energy demand plus minimum reserves (Qm) 
exceeding the available capacity. 
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Figure V-6 
ENERGY PRICING WITH PRICE-RESPONSIVE LOAD 
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Peak consumption would be lower under an energy-only market than under an ICAP system 
because consumers could avoid paying energy whose true cost of production exceeds its value to 
them. 

 Energy-only pricing systems based on price-responsive load still have several potential 
limitations relative to an ICAP system.  First, these pricing systems can maintain reliability only 
if there is in fact sufficient load responding to short-term price signals to enable the market to 
clear during shortage conditions while maintaining reliability levels and generating substantial 
price cost margins for the available generation resources.  Thus, there have to be truly effective 
demand response programs that can be relied upon to produce real load reduc tions during high 
load conditions.  Second, practical experience suggests that only limited demand response is 
available at low energy prices.  State and federal regulators must be willing to allow real-time 
energy prices to rise well above the incremental cost of the marginal generator during shortage 
conditions in order for demand response to be effective in maintaining reliability.  The presence 
of price-responsive load does not change the reality that the marginal generator must be able to 
recover its going-forward fixed operating costs.  While the presence of substantial price-
responsive load greatly reduces or eliminates the potential reliability risks arising from 
misjudgments under an energy-only market, it does not solve the political problem of high 
energy prices, and unless demand is very price-elastic, the recovery of fixed costs may be 
concentrated in particular years, creating political and regulatory risk under retail access systems 
lacking multi-year energy contracts to hedge prices.  Third, customers lacking real-time meters 
will be unable to avoid paying for power that may, at times, be expensive. 
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Appendix VI 
Aggregate Load Zones and CRR Allocation 

 
A. Introduction 

The reliance on LAP zones for pricing has the potential to give rise to a number of problems, 
particularly when applied to the allocation of CRRs to LSEs serving load from local generation.  
This appendix illustrates several difficulties relating to CRR allocation that would arise from the 
use of aggregate load zones for pricing.  These difficulties arise because the pricing point for the 
generation and load would differ, even when their electrical location is essentially the same, and 
also arise from the zonal representation of load in the SFT. 

If the pricing points for generation and load at the same location are different, a LSE 
serving its load with its own generation at that same location would need to be allocated CRRs 
from its local generation to the LAP zone pricing point in order to be hedged against congestion 
charges. The first problem (illustrated in Sections B through E) is that these CRRs are likely to 
be valuable even in hours in which the LSE does not need a hedge between local generation and 
the aggregated load zone price, leading to a potential windfall for the LSE during lower load 
conditions.  A related problem illustrated in Section F is that some CRRs from local generation 
to the aggregate LAP zone will have negative expected values and, thus, will not be voluntarily 
requested by market participants.  However, failure to assign these “counterflow” CRRs can lead 
to the infeasibility of other CRRs that other LSEs need to hedge congestion charges from their 
generation to their load.  A third problem, illustrated in Section G, is a potential for CRRs from 
the local generation to the LAP to be infeasible, even though there is actually no congestion 
between the generation and the actual load.  The examples below thus show that the need to 
designate CRRs between locations that are actually identical will create trade offs between 
hedging congestion costs for some LSEs and avoiding cost shifting to other LSEs that may be 
insolvable. 

 Sections H and I illustrate another set of problems that arise from the zonal representation 
of sinks in the SFT used to perform the simultaneous feasibility test for CRR allocation.  Section 
H illustrates the underallocation that can result from intra-zonal constraints if CRRs sink at large 
aggregate load zones.  Section I shows the revenue inadequacy that can arise from attempting to 
address this underallocation by disaggregating the load zone sinks for purposes of the SFT, but 
subsequently reassembling the disaggregated CRRs into LAP zones for calculating settlements. 

 These issues are illustrated below by comparing hedging and CRR allocation under a 
system based on disaggregated CRRs versus a system based on CRRs that sink at aggregated 
LAP zones. For the purpose of the examples it is assumed that regions A and D in Figure VI-1 
are both served by vertically integrated LSEs with 1,000 MW of peak load, 1,000 MW of 
generation, and that there is 250 MW of transfer capability from B to A and B to D.  While peak 
load can in principle be met without relying on imports, the import capability allows the LSEs at 
A and D to take advantage of low cost energy available on the spot or term market, as well as to 
conduct generation maintenance and meet load when generation is not available due to forced 
outages.  In addition, it is assumed that there is 2,500 MW of peak load in region B, 3,000 MW 
of peak load in region C and transfer capability of 1,500 MW from C to B.    



 

 VI-2

Figure VI-1 
ILLUSTRATIVE ASSUMPTIONS FOR LAP ZONE 
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Table VI-2 portrays a simple set of assumptions regarding generation costs and the least 
cost dispatch, which determine the nodal prices for load shown in Table VI-3.  As shown in 
Figure VI-4, the generation dispatched on the margin determines the nodal price in each of the 
four regions, which are for simplicity assumed to be radially connected.  All radial constraints 
bind in the dispatch, with imports from generation in region C serving load in regions A, B and 
D.  High cost generation is required at the margin to meet load in regions A and D.   
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Table VI-2 
SCENARIO I GENERATION COSTS 

 
LSE 

Capacity 
(MW) 

Generation 
(MW) 

Cost 
($/MW) 

Total Cost 
($) 

A 500 250 45 11,250 

 500 500 40 20,000 

Total A 1,000 750  31,250 

B 300 0 44 0 

 650 150 42 6,300 

 600 600 40 24,000 

 750 750 35 26,250 

Total B 1,750 1,500  56,550 

C 3,500 2,000 40 80,000 

 2,500 2,500 35 87,500 

Total C 5,000 4,500  167,500 

D 500 250 80 20,000 

 500 500 60 30,000 

Total D 1,000 750  50,000 

Total Production 10,300 7,500  305,300 

 

Table VI-3 
SCENARIO I NODAL PAYMENTS BY LOAD 

 
LSE 

Load 
(MW) 

Nodal Price  
($/MW) 

Total 
($) 

A 1,000 45 45,000 

B 2,500 42 105,000 

C 3,000 40 120,000 

D 1,000 80 80,000 

 7,500  350,000 
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Figure VI-4 
SCENARIO I LEAST COST DISPATCH – PEAK LOAD 
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The resulting generation revenues and nodal prices are summarized in Table VI-5. 

Table VI-5 
SCENARIO I GENERATION REVENUES 

 
LSE 

Generation 
(MW) 

Nodal Price  
($/MW) 

Generation 
Revenues ($) 

A 750 45 33,750 

B 1,500 42 63,000 

C 4,500 40 180,000 

D 750 80 60,000 

Total 7,500  336,750 

 
B. Hedging with Nodal CRRs 

We first consider CRR allocation and hedging under a system based on CRRs defined nodally or 
to disaggregated load zones. For purposes of this example, it is assumed that the LSEs serving 
load in regions A and D are assigned 250 MW of CRRs from C to A and C to D respectively, 
while the LSE serving region B is assigned 1,000 C to B CRRs.  As shown in Figure VI-6, these 
CRRs are simultaneously feasible. 
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Figure VI-6 
FEASIBLE NODAL CRR ALLOCATION 
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The feasible CRRs take on the values shown in Table VI-7 under the scenario I dispatch 
assumptions. 

Table VI-7 
SCENARIO I NODAL CRR VALUES 

 
LSE 

 
CRRs 

Congestion 
Rent ($/MW) 

CRR Revenues 
($) 

A 250 C to A 5 1,250 

B 1,000 C to B 2 2,000 
C 0 0 0 

D 250 C to D 40 10,000 

Total   13,250 
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 The net cost to the LSEs serving load in regions A, B, C and D is shown in Table VI-8.  
The net cost of serving load is equal to the payments by load at the nodal price, minus generation 
revenues (including those from power sales), plus the cost of generation (including the costs 
incurred for power sales), minus CRR revenue.  The net cost of serving load can equivalently be 
expressed as the cost of own-generation used to serve load, plus the cost of purchased power, 
plus congestion charges, minus CRR revenue. 

Table VI-8 
SCENARIO I NET COST TO LOADS – NODAL HEDGING 

 
 

LSE 

Payments  
by Load 

($) 

CRR 
Revenue  

($) 

Generation 
Revenue  

($) 

Generation 
Cost  
($) 

Net Cost 
to Load  

($) 

A 45,000 -1,250 -33,750 31,250 41,250 

B 105,000 -2,000 -63,000 56,550 96,550 
C 120,000 0 -180,000 167,500 107,500 

D 80,000 -10,000 -60,000 50,000 60,000 

Total 350,000 -13,250 -336,750 305,300 305,300 

 
C. Hedging with Zonal/LAP CRRs 

The next step in the example is to assess whether the nodal cost of meeting load shown in Table 
VI-8 can be replicated under a system of zonal price aggregation, in which all LSEs pay a load-
weighted average zonal price.  The answer, as illustrated by the examples below, is that this 
replication can be made to occur for a specific snapshot of load and generation through an 
allocation of CRRs.  One problem that arises, however, is that this same set of CRRs will not 
replicate the nodal pricing outcome in hours in which the actual distribution and level of load and 
generation do not match those implicit in the snapshot that is the basis for the CRR allocation.  
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 Table VI-9 shows the payments for load for the LSEs serving regions A, B, C and D at an 
aggregated zonal price of $46.67/MW calculated for all four regions.  Regions A, B and C pay 
higher prices for their load under a zonal pricing system than under a nodal pricing system, while 
region D pays less.  However, the generation costs and revenues fo r each LSE are unchanged in 
moving from the nodal to the zonal CRR system, since the generation dispatch is unchanged.  
Thus, prior to taking into account CRR revenues, the net cost to LSEs A, B and C has increased 
under LAP, while the net cost to LSE D has fallen.  The costs for LSEs A, B and C increase 
because they are incurring new congestion charges (the difference between the zonal price for 
load and the nodal price for generation) in delivering their power from their generation to their 
load under LAP, even though their generation and load are electrically at the same location.  

Table VI-9 
SCENARIO I NODAL VERSUS ZONAL PAYMENTS BY LOAD 

 
 

LSE 

 
Load 
(MW) 

 
Nodal Price  

($/MW) 

Payments at 
Nodal Prices 

($) 

Payments at 
Zonal Price 

($) 

 
 

Difference 

A 1,000 45 45,000 46,666.67 1,666.67 

B 2500 42 105,000 116,666.7 11,666.7 

C 3,000 40 120,000 140,000.0 20,000 

D 1,000 80 80,000 46,666.67 -33,333 

Total 7,500 46.66667 350,000 350,000 0 

 
 The effect of the artificial congestion charges arising from the zonal price aggregation 
can be offset by assigning the LSEs serving load in regions A, B, C and D additional CRRs from 
their generation to the aggregate load zone, as shown in Table VI-10.  Hence, for example, LSE 
A receives an additional 750 MW of CRRs from region A to the LAP zone. In addition, the sink 
location for its other 250 MW of CRRs is changed from region A to the LAP zone to match the 
pricing point for its load. 
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 Table VI-10 shows that this allocation of CRRs from generation to the aggregate load 
zone is simultaneously feasible.  In the simultaneous feasibility test, a CRR sinking in the 
aggregate load zone is assumed to be distributed across the four regions in proportion to peak 
load:  region A, 0.1333 (1000/7500); region B, 0.3333 (2500/7500); region C, 0.4 (3000/7500); 
and region D, 0.1333 (1000/7500).  Each CRR sinking at the aggregate load zone will be 
modeled in the SFT as sinking 13.33 percent at location A, 33.33 percent at location B, 13.33 
percent at location C, and 40 percent at location D.  Thus, in the SFT, shown in Table VI-10, a 
CRR sinking from C to the load zone is shown as having a shift factor of 0.1333 across the B to 
A constraint, 0.1333 across the B to D constraint, and 0.6 (0.1333 + 0.1333 + 0.3333) across the 
C to B constraint.  Table VI-10 shows that the CRRs to the LAP zone are feasible given the 
distribution factors used to represent zonal load in the SFT.  

Table VI-10 
FEASIBLE CRR ALLOCATION TO LAP ZONE 

  B to A Constraint 
(Limit = 250 MW) 

B to D Constraint 
(Limit = 250 MW) 

C to B Constraint 
(Limit = 1,500 MW) 

 
LSE 

 
CRR 

CRR Shift 
Factor  

Flows 
(MW) 

CRR Shift 
Factor 

Flows 
(MW) 

CRR Shift 
Factor 

Flows 
(MW) 

A 250 C to Zone 0.133333 33.33333 0.133333 33.33333 0.6 150 

 750 A to Zone -0.86667 -650 0.133333 100 -0.4 -300 

B 1,000 C to Zone 0.133333 133.3333 0.133333 133.3333 0.6 600 

 1,500 B to Zone 0.133333 200 0.133333 200 -0.4 -600 

C 3,000 C to Zone 0.133333 400 0.133333 400 0.6 1,800 

D 250 C to Zone 0.133333 33.33333 0.133333 33.3333 0.6 150 

 750 D to Zone 0.133333 100 -0.86667 -650 -0.4 -300 

Total   250  250  1,500 
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 Table VI-11 shows that the congestion rent that the LSE serving each region earns for its 
additional CRRs to the load zone exactly offsets the change in the payments by load (Table IV-8) 
in moving from a nodal to a zonal pricing system.  Note that the additional CRRs assigned to the 
LSE serving region D have a negative value, because the LAP price is lower than the nodal price 
at the location of its generation. 

Table VI-11 
SCENARIO I LOAD ZONE CRR ASSIGNMENT AND VALUE 

 
LSE 

 
CRRs 

Congestion Rent 
($/MW) 

CRR Revenues 
($) 

A 250 C to Zone 6.666667 1,666.667 

 750 A to Zone 1.666667 1,250 

Total A 1,000  2,916.667 

B 1,000 C to Zone 6.666667 6,666.667 

 1,500 B to Zone 4.666667 7,000 

Total B 2,500  13,666.67 

C 3,000 C to Zone 6.666667 20,000 

D 250 C to Zone 6.666667 1,666.667 

 750 D to Zone -33.3333 -25,000 

Total D 1,000  -23,333.3 

Grand Total 7,500  13,250 

 
 The generation revenues and costs are unchanged by the zonal price aggregation, so it 
can be seen in Table VI-12 that if CRRs are assigned to offset changes in the payments by load 
in moving from nodal to zonal pricing, then the net cost of meeting load for each region is 
identical to the cost under a nodal pricing system. 

Table VI-12 
SCENARIO I NET COST TO LOADS – ZONAL HEDGING 

 
 

LSE 

Payments  
by Load 

($) 

CRR 
Revenue  

($) 

Generation 
Revenue  

($) 

Generation 
Cost 
($) 

Net Cost 
to Load 

($) 

Net Cost to A 46,666.67 -2,916.67 -33,750 31,250 41,250 

Net Cost to B 116,666.67 13,666.67 63,000 56,550 96,550 

Net Cost to C 140,000 -20,000 -180,000 167,500 107,500 
Net Cost to D 46,666.67 23,333.33 -60,000 50,000 60,000 

Total 350,000 -13,250 -336,750 305,300 305,300 
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D. Hedging with Nodal CRRs – Low Load 

Unfortunately, the impacts of zonal price aggregation are more problematic than suggested by 
the outcome above.  The first problem is that the zero cost-shifting outcome shown in Table VI-
12 only occurs when the actual day-ahead load is equal to the load (assumed here to be peak) for 
which the zonal price hedges were allocated.  At any other load level, even if the load weights 
were perfect, the zonal price aggregation would lead to cost shifts.  To illustrate this, assume in 
scenario II that the load in each region is 80 percent of the load assumed in the first scenario, as 
shown in Table VI-13. 

Table VI-13 
SCENARIO II NODAL PAYMENTS BY LOAD – LOW LOAD 

 
LSE 

Load 
(MW) 

Nodal Price 
($/MW) 

Total Cost 
($) 

A 800 45 36,000 

B 2,000 40 80,000 
C 2,400 40 96,000 

D 800 80 64,000 

Total 6,000  276,000 
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 In Scenario II, less generation must be dispatched to meet load, as shown in Table VI-14. 
As shown in Figure VI-15, and the radial constraints from B to A and B to D are binding.  The 
nodal price falls to $40 in region B because, on margin a $40/MW generator would be 
dispatched to meet incremental load in this region. 

Table VI-14 
SCENARIO II GENERATION COSTS – LOW LOAD 

 
LSE 

Capacity 
(MW) 

Generation 
(MW) 

Cost  
($/MW) 

Total Cost 
($) 

A 500 50 45 2,250 

 500 500 40 20,000 

Total A 1,000 550  22,250 

B 300 0 44 0 

 650 0 42 0 

 600 350 40 14,000 

 750 750 35 26,250 
Total B 2,300 1,100  40,250 

C 3,500 1,300 40 52,000 

 2,500 2,500 35 87,500 
Total C 6,000 3,800  139,500 

D 500 50 80 4,000 

 500 500 60 30,000 

Total D 1,000 550  34,000 

Total Production 10,300 6,000  236,000 
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Figure VI-15 
SCENARIO II LEAST COST DISPATCH – 80% LOAD 
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 Generation revenues are portrayed in Table VI-16. 

Table VI-16 
SCENARIO II GENERATION REVENUES – LOW LOAD 

 
LSE 

Generation 
(MW) 

Nodal Price  
($/MW) 

Generation 
Revenues ($) 

A 550 45 24,750 

B 1,100 40 44,000 

C 3,800 40 152,000 

D 550 80 44,000 

Total 6,000  264,750 
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 CRR revenues, which depend only on the nodal prices, change in this example because of 
the change in the nodal price at B; these revenues are shown in Table VI-17. 

Table VI-17 
SCENARIO II NODAL CRR VALUES – LOW LOAD 

 
LSE 

 
CRRs 

Congestion Rent  
($/MW) 

CRR Revenues 
($) 

A 250 C to A 5 1,250 

B 1,000 C to B 0 0 

C 0 0 0 

D 250 C to D 40 10,000 

Total   11,250 

 
 Thus, the cost of meeting 80 percent of peak load at nodal prices falls relative to the cost 
of peak load as shown in Table VI-18. 

Table VI-18 
SCENARIO II NET COST TO LOADS – NODAL HEDGING AND LOW LOAD 

 
 

LSE 

Payments  
by Load 

($) 

CRR 
Revenue  

($) 

Generation 
Revenue  

($) 

Generation 
Cost 
($) 

Net Cost 
to Load 

($) 

Net Cost to A 36,000 -1,250 -24,750 22,250 32,250 

Net Cost to B 80,000 0 -44,000 40,250 76,250 

Net Cost to C 96,000 0 -152,000 139,500 83,500 

Net Cost to D 64,000 -10,000 -44,000 34,000 44,000 

Total 276,000 -11,250 -264,750 236,000 236,000 
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E. Hedging with Zonal/LAP CRRs – Low Load 

The next step in the example is to illustrate the cost of meeting 80 percent of peak load for each 
LSE under a system of zonal price aggregation, rather than under nodal pricing.  For scenario II, 
the zonal price and payments by load are shown in Table VI-19. 

Table VI-19 
SCENARIO II NODAL VERSUS ZONAL PAYMENTS BY LOAD – LOW LOAD 

 
 

LSE 

 
Load 
(MW) 

 
Nodal Price 

($/MW) 

Payments at 
Nodal Prices 

($) 

Payments at 
 Zonal Price 

($) 

 
Load Zone  

LDF Weights 

A 800 45 36,000 36,800 0.133333 

B 2,000 40 80,000 92,000 0.333333 

C 2,400 40 96,000 110,400 0.4 

D 800 80 64,000 36,800 0.133333 

Total 6,000 46 276,000 276,000 1.0 

 
 Given this LAP zone price and the generation prices from Table VI-16, Table VI-20 
shows the value of the additional aggregate LAP CRRs that were allocated so as to hedge peak 
load in scenario I. 

Table VI-20 
SCENARIO II LAP CRR ASSIGNMENT AND VALUE – LOW LOAD 

 
LSE 

 
CRRs 

Congestion Rent 
($/MW) 

CRR Revenues 
($) 

A 250 C to Zone 6 1,500 

 750 A to Zone 1 750 

Total A 1,000  2,250 

B 1,000 C to Zone 6 6,000 

 1,500 B to Zone 6 9,000 

Total B 2,500  15,000 

C 3,000 C to Zone 6 18,000 

D 250 C to Zone 6 1,500 

 750 D to Zone -34 -25,500 

Total D   -24,000 

Grand Total 7,500  11,250B 

 
 The resulting cost of meeting each load with a system of zonal price aggregation is 
shown in Table VI-21.  In scenario II, the zonal price aggregation reduces the cost of meeting 
load for the LSEs serving load in regions A, B and C, and raises the cost of the LSE serving load 
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in the high cost region D, relative to a less aggregate pricing system.  This result may at first 
seem counter- intuitive, as the LSE that loses under zonal /LAP aggregation is the LSE whose 
wholesale price is reduced by the aggregation.  The reason for this is that under LAP pricing an 
additional allocation of CRRs was made to hedge the congestion costs between generation and 
load that are at the same location (i.e., the A to load zone, and B to load zone CRRs), so as to 
provide the same net cost of serving peak load as under a nodal pricing system.  While these 
additional CRRs were allocated to provide a congestion hedge for the peak level of load, they 
will also accrue value at lower load levels.  Hence, in the example, under zonal aggregation the 
LSE serving load in region A receives $200 more in congestion rent for its CRRs than the 
congestion costs that it actually incurs at the 80 percent load level.  Similarly, the LSE serving 
load in region B receives congestion rents that exceed its congestion costs by $3,000, and the 
LSE serving load in region C receives a net of $3,600.  The example shows that if an LSE is 
allocated sufficient CRRs from its generation to the aggregated LAP load zone to hedge its peak 
load, then it may receive a windfall during lower load conditions, when it will earn congestion 
rents that are not needed to offset congestion charges between its generation and its load that are 
actually at the same location. 

 The CAISO could attempt to avoid such windfalls by allocating such LSEs fewer CRRs 
than are required to fully hedge the LSEs’ congestion costs at peak load, in the expectation that 
these congestion costs would be offset by excessive CRR revenues during lower load conditions.  
The difficulty with this approach is that the LSE’s customers are then not fully hedged against 
congestion.  If the actual congestion levels differ from those expected by the CAISO, the LSE’s 
customers may be adversely impacted. 

Table VI-21 
SCENARIO II NET COST TO LOADS – ZONAL HEDGING AND LOW LOAD 

 
 

LSE 

Payments  
by Load 

($) 

CRR 
Revenue  

($) 

Generation 
Revenue  

($) 

Generation 
Cost 
($) 

Net Cost 
to Load 

($) 

Net Cost to A 36,800 -2,250 -24,750 22,250 32,050 

Net Cost to B 92,000 -15,000 -44,000 40,250 73,250 

Net Cost to C 110,400 -18,000 -152,000 139,500 79,900 
Net Cost to D 36,800 24,000 -44,000 34,000 50,800 

Total 276,000 -11,250 -264,750 236,000 236,000 

 
F. Counterflow CRR Allocations to LAP Zones 

Another dimension of this problem is that the LSE serving load in region D pays for the windfall 
received by the LSEs serving load on regions A, B and C through the payment of a total of -
$24,000 in congestion rents, i.e., its net payment into the congestion account for holding 
counterflow CRRs.  This payment exceeds D’s decrease in congestion costs under LAP pricing, 
leading to a net increase in its costs of $6,800.  As part of the settlements, D pays -$25,500 (see 
Table VI-20) in congestion rents for its CRRs from region D to the aggregate load zone.  These 
CRRs are counterflow FTRs under zonal price aggregation and have large negative values that 
are offset by counterflow revenues for the generation at high load (i.e., the difference between 
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the high price paid for D’s generation and the low aggregated price paid by its load), but these 
CRR payments are not offset by counterflow generation revenues at lower load levels when less 
generation is dispatched.  At lower loads, the quantity of LSE D’s load met at the lower zonal 
aggregation prices falls, but the quantity of CRRs is fixed, raising its net cost of meeting load. 

 The anomalous result for the LSE serving load in region D suggests the next difficulty 
with zonal aggregation, which is that it implicitly entails the assignment of counterflow CRRs to 
LSEs with load in high cost regions.  In both scenarios I and II the CRRs from D to the aggregate 
LAP zone have negative values, even though the generation in region D is by definition at the 
same location as LSE D’s load.  LSE D would be much better off if it did not accept these 
counterflow CRRs during the CRR allocation process and, if given a choice, it presumably 
would not do so.  For LSE D, the cost of accepting the counterflow congestion hedge is likely to 
exceed any risk reducing value. 

 The difficulty with this outcome is that in order for the allocated set of CRRs for the 
other LSEs to be simultaneously feasible, LSE D needs to accept the counterflow CRRs from D 
to the aggregate load zone.  In the zonal aggregation these counterflow CRRs are necessary not 
only to the simultaneous feasibility of the C to load zone CRRs held by D, but also of the C to 
load zone CRRs held by the LSEs for the other regions. Table VI-22 shows the implied shift 
factors of the various generator to aggregate load zone CRRs assigned for the zonal pricing 
example.  For example, because 1/7.5 of the load for the aggregate load zone is in region A, a 
CRR from generation at A to the aggregate load zone would produce counterflows across the B 
to A constraint of .8667 MW per MW of CRR from A to the aggregate load zone.  With the 
assumed allocation of CRRs, the flows across each of the constraints, B to A, B to D and B to C 
associated with the CRRs is less than or equal to each of the line limits so the allocation satisfies 
the SFT.  Table IV-22 shows that in this SFT the D to aggregate load zone CRRs provide 
counterflow on constraints C to B and B to D. 

Table VI-22 
FEASIBLE SFT, WITH COUNTERFLOW FROM ALL CRRs 

  B to A Constraint 
(Limit = 250 MW) 

B to D Constraint 
(Limit = 250 MW) 

C to B Constraint 
(Limit = 1,500 MW) 

 
LSE 

 
CRR 

CRR Shift 
Factor  

Flows 
(MW) 

CRR Shift 
Factor 

Flows 
(MW) 

CRR Shift 
Factor 

Flows 
(MW) 

A 250 C to Zone 0.133333 33.33333 0.133333 33.33333 0.6 150 

 750 A to Zone -0.86667 -650 0.133333 100 -0.4 -300 

B 1,000 C to Zone 0.133333 133.3333 0.133333 133.3333 0.6 600 

 1,500 B to Zone 0.133333 200 0.133333 200 -0.4 -600 

C 3,000 C to Zone 0.133333 400 0.133333 400 0.6 1,800 

D 250 C to Zone 0.133333 33.33333 0.133333 33.3333 0.6 150 

 750 D to Zone 0.133333 100 -0.86667 -650 -0.4 -300 

Total   250  250  1,500 
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 Because the D to aggregate load zone CRRs likely have a negative value, though, the 
LSE at D would prefer not to accept such D to load zone CRRs; it would likely be better off if it 
were unhedged. Table VI-23 shows the SFT test for the remaining CRRs if LSE D were 
permitted to choose not to accept the D to aggregate load zone CRRs.  It shows that the 
allocation of CRRs in Table VI-10 would substantially overload the B to D and C to B limits, 
absent the counterflow provided by the D to aggregate load zone CRRs. 

Revenue adequacy could be restored by proportionately prorating down the CRRs in 
Table VI-23 to bring the CRR flows below the rating limits enforced in the SFT.  However, 
Table VI-24 shows that a very substantial prorationing of CRR allocations would be required to 
satisfy the SFT and that the number of congestion hedges available to the LSEs at A, B and C 
would be dramatically reduced relative to the earlier example.  As a result, these LSEs would be 
exposed to substantial congestion risk as well as cost shifting. 

 
Table VI-23 

INFEASIBLE SFT, WITH NO COUNTERFLOW FROM 
COUNTERFLOW D TO ZONE CRRs 

  B to A Constraint 
(Limit = 250 MW) 

B to D Constraint 
(Limit = 250 MW) 

C to B Constraint 
(Limit = 1,500 MW) 

 
LSE 

 
CRR 

CRR Shift 
Factor 

Flows 
(MW) 

CRR Shift 
Factor 

Flows 
(MW) 

CRR Shift 
Factor 

Flows 
(MW) 

A 250 C-Zone 0.133333 33.33333 0.133333 33.33333 0.6 150 

 750 A-Zone -0.86667 -650 0.133333 100 -0.4 -300 

B 1,000 C-Zone 0.133333 133.3333 0.133333 133.3333 0.6 600 

 1,500 B-Zone 0.133333 200 0.133333 200 -0.4 -600 

C 3,000 C-Zone 0.133333 400 0.133333 400 0.6 1,800 

D 250 C-Zone 0.133333 33.33333 0.133333 33.3333 0.6 150 

 750 D-Zone 0.133333 0 -0.86667 0 -0.4 0 

Total 
Flow   150  900  1,800 
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Table VI-24 
SFT – NO COUNTERFLOW:  REDUCED CRR ALLOCATION 

  B to A Constraint B to D Constraint C to B Constraint 

 
LSE 

 
CRR 

CRR Shift 
Factor 

 
Flows  

CRR Shift 
Factor 

 
Flows  

CRR Shift 
Factor 

Flows  

Limit   250  250  1,500 

A 69.44444  
C-Zone 0.133333 9.259259 0.133333 9.259259 0.6 41.66667 

 208.3333  
A-Zone -0.86667 -180.556 0.133333 27.77778 -0.4 -83.3333 

B 277.7778  
C-Zone 0.133333 37.03704 0.133333 37.03704 0.6 166.6667 

 416.6667  
B-Zone 0.133333 55.55556 0.133333 55.55556 -0.4 -166.667 

C 833.3333  
C-Zone 0.133333 111.1111 0.133333 111.1111 0.6 500 

D 69.44444  
C-Zone 0.133333 9.259259 0.133333 9.259259 0.6 41.66667 

 0 D-Zone 0.133333 0 -0.86667 0 -0.4 0 

Total 
Flow   41.66667  250  500 

 
G. Infeasibility of Zonal/LAP CRR Hedges Its Load 

A final problem arising because the use of LAP causes the pricing point for local generation and 
load to be different is that the CRRs that an LSE needs to hedge congestion charges between its 
generation at the same location may be infeasible, even though there is actually no congestion 
between the local generation and the actual physical load.  Suppose that the load for the LSE for 
region A were to increase from 1,000 to 1,150 MW.  Due to the binding transmission constraint 
of 250 MW between regions B and A, the increment of 150 MW would be served through the 
dispatch of an additional 150 MW from LSE A’s $45/MW generator in region A.  In order for 
LSE to be fully hedged against the congestion charges accruing from the difference in the pricing 
points for its local load and generation, it would need to be awarded an additional 150 MW of 
CRRs from region A to the aggregate load zone.   

The difficulty, as shown in Table VI-25, is that it is not feasible to award LSE A any 
additional CRRs from region A to the LAP zone.  The table shows that each additional CRR 
from region A to the LAP zone causes an additional 0.1333 MW of flow on the B to D constraint 
in the SFT.  The additional 150 MWs of CRRs needed to hedge LSE A against the LAP would 
cause the 250 MW B to D constraint to be overloaded in the SFT by 20 MW = 150*0.133333.  
LSE A could not be awarded the additional 150 MWs that it needs to provide a hedge between 
its generation in A and its load, when priced at the LAP.  Even though A’s generation and load 
are physically at the same location, the LAP system produces the perverse result that in order to 
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receive the CRRs that it needs, LSE A would need to expand the transmission system from B to 
D. Under LAP pricing the LSEs in the example could not achieve the same hedge against 
congestion charges as under nodal pricing, where there would be no difference between the 
pricing point for LSE A’s load and local generation.   

A second possible result in this situation is that a prorating system could be used in the 
CRR allocation process, so that all LSEs would receive a proportionately reduced number of 
CRRs that have positive shift factor on the B to D constraint.  Thus all LSEs would be exposed 
to congestion risk to a degree.   

Table VI-25 
INFEASIBLE SFT, WITH ADDITIONAL 150 MWs OF CRRs FOR LSE A  

(Counterflow from all CRRs) 

  B to A Constraint 
(Limit = 250 MW) 

B to D Constraint 
(Limit = 250 MW) 

C to B Constraint 
(Limit = 1,500 MW) 

 
LSE 

 
CRR 

CRR Shift 
Factor  

Flows 
(MW) 

CRR Shift 
Factor 

Flows 
(MW) 

CRR Shift 
Factor 

Flows 
(MW) 

A 250 C to Zone 0.133333 33.33333 0.133333 33.33333 0.6 150 

 750 A to Zone -0.86667 -650 0.133333 100 -0.4 -300 
(new 

CRR) 

150 A to Zone -0.86667 -130 0.133333 20 -0.4 -60 

B 1,000 C to Zone 0.133333 133.3333 0.133333 133.3333 0.6 600 

 1,500 B to Zone 0.133333 200 0.133333 200 -0.4 -600 

C 3,000 C to Zone 0.133333 400 0.133333 400 0.6 1,800 

D 250 C to Zone 0.133333 33.33333 0.133333 33.3333 0.6 150 

 750 D to Zone 0.133333 100 -0.86667 -650 -0.4 -300 

Total   120  270  1,440 

 

H. Underallocation of CRRs resulting from LAP Sinks 

The example also can be used to illustrate the underallocation that can result from requiring 
CRRs to sink at large aggregate load zones. Suppose that the LSEs for regions A, B, C and D all 
continue to be part of a large LAP zone and are all serving their load through a combination of 
spot market purchases and longer-term purchases from generation located in region C.  The only 
CRRs that the LSEs request are therefore from region C to the LAP zone; they do not request 
any CRRs from local generation to the LAP zone.  Real-time peak load is distributed across the 
four regions in the same proportions as in the preceding examples: region A, 0.1333 
(1000/7500); region B, 0.3333 (2500/7500); region C, 0.4 (3000/7500); and region D, 0.1333 
(1000/7500).  Each CRR that an LSE requests to the LAP zone will be modeled in the SFT as 
sinking 13.33 percent at location A, 33.33 percent at location B, 13.33 percent at location C, and 
40 percent at location D.   
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 Now suppose each of the LSEs A, B and D were to request a quantity of C to LAP CRRs 
equal to its load – thus A requests 1,000 MW; B requests 2,000 MW; and D requests 1,000 MW.  
In the SFT, 4,500*0.1333 MW = 600 MW of CRR flows would be modeled as sinking at 
location A, 4,500 * 0.3333 = 1,500 MW modeled as sinking at location B, 4,500*0.4 = 1,800 
MW modeled as sinking at node C and 4,500*0.1333 = 600 MW modeled as sinking at node D. 
The ISO would find, however, that only 250 MWs of CRR flows are feasible from C to location 
A (42 percent of request), 1,500 MW are feasible to location B (100 percent), and 250 MW are 
feasible to location D (42 percent).  Differences in the feasibility of CRRs sinking at different 
nodes result from transmission constraints internal to the aggregated load zone, specifically the 
250 MW limits from B to A and from B to D. If CRRs are defined and evaluated to an aggregate 
load zone sink, the most limiting of the internal constraints would limit the quantity of CRRs 
awarded and the LSEs as a group could only be awarded 42 percent of their aggregate request for 
CRRs.  Thus, 4,500 MW * 13.33% * 42% = 250 MW is the maximum quantity of CRRs that 
may feasibly sink at location A or D. Thus, the LSEs can only be awarded 4,500 * 42% = 1875 
MW of CRRs in total to the aggregate zone.  As shown in Table VI-26 and Figure VI-27 below, 
this quantity of CRRs from C to the LAP will exhaust the transmission from B to A and from B 
to D, but will leave some room on the constraint from C to B.  

Table VI-26 
FEASIBLE QUANTITY OF CRRs FROM C TO THE LAP  

B to A Constraint 
(Limit = 250 MW) 

B to D Constraint 
(Limit = 250 MW) 

C to B Constraint 
(Limit = 1,500 MW) 

 
 
 

CRR 
CRR Shift 

Factor  
Flows 
(MW) 

CRR Shift 
Factor 

Flows 
(MW) 

CRR Shift 
Factor 

Flows 
(MW) 

1,875 C to Zone 0.133333 250 0.133333 250 0.6 1,125 
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Figure VI-27 
SFT FOR 1,875 MW OF C TO LAP CRRs 
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 It would not be possible to award any more CRRs to the aggregate load zone without 
violating the simultaneous feasibility test and revenue adequacy condition, even though 
additional CRRs would be feasible to specific nodes within the LAP.  For instance if the LSEs 
were awarded 45 percent of their request (2,025 MW), in the simultaneous feasibility test the 
flows would exceed the 250 MW feasible to location A:  4,500 MW * 13.333% *45% = 270 
MW, as shown in Figure VI-28 below. 
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Figure VI28 
INFEASIBLE SFT FOR 2,025 MW OF C TO LAP CRRs 

D
B

A

25
0 

M
W

250 MW

1,500 MW

270 MW

270

(inf
eas

ible
)

675 MW

270
(infeasible)

270 MW

1,21
5

810 MW

2,025 MW

$40

C

 
 

 The 1,875 MW of feasible CRRs from C to the LAP do not provide the LSEs in the 
example with as much hedge against congestion charges as the CRRs that could be assigned on a 
nodal basis in the example in Table VI-7.  This is because, in comparison with the nodally-
assigned CRRs, the CRRs from C to the LAP do not fully use the transmission capacity that is 
available on the C to B constraint.  This is shown in Table VI-29. In the table, the CRR 
settlements are calculated using the prices presented in scenario I and compared to the 
settlements previously shown for nodally-defined CRRs. While the C to LAP CRRs could be 
allocated to benefit particular LSEs relative to a system that awards less aggregated CRRs, 
overall the LSEs will be less well hedged with the LAP CRRs. 
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Table VI-29 
SCENARIO I – VALUE OF CRRs DEFINED TO LAP VERSUS NODES 

 Nodal Sinks LAP Sinks CRR Revenues ($) 

 
 

LSE 

 
 

CRRs 

Congestion 
Rent 

($/MW) 

 
 

CRRs 

Congestion 
Rent 

($/MW) 

 
 

Nodal 

 
 

LMP 

A 250 C to A 5   1,250  

B 1,000 C to B 2   2,000  

C 0 0   0  

D 250 C to D 40   10,000  

Total   1,875 C to LAP 6.66667 13,250 12,500 

 

 In this example, an additional 375 MW of CRRs would be feasible from location C to 
location B, since the C to B rating limit is 1,500 MW.  Table VI-30 shows that the 1,875 MW of 
C to LAP CRRs and the 375 MW of C to B CRRs are feasible together. 

Table VI-30 
FEASIBLE CRRs FROM C TO THE LAP AND FROM C TO B 

B to A Constraint 
(Limit = 250 MW) 

B to D Constraint 
(Limit = 250 MW) 

C to B Constraint 
(Limit = 1,500 MW) 

 
 

 
CRR 

CRR Shift 
Factor  

Flows 
(MW) 

CRR Shift 
Factor 

Flows 
(MW) 

CRR Shift 
Factor 

Flows 
(MW) 

1,875 C to Zone 0.133333 250 0.133333 250 0.6 1,125 

375 C to B 0 0 0 0 1.0 375 

Total  250  250  1,500 

 

The 375 MW of CRRs that are not allocated from C to B (because they do not have a LAP sink) 
have a congestion rent of 2 $/MW * 375 MW = $750 in scenario I, which is the difference in the 
value of the CRRs defined nodal and those defined to sink at the LAP, as shown in Table VI-29. 

I. Revenue Inadequacy from Inconsistent Reassembly of CRRs  

The underallocation of CRRs that may result from the use of load zone sinks may be addressed 
by disaggregating the definition used for CRR sinks in the SFT. The disaggregation of load 
zones is only consistent with revenue adequacy, however, if CRRs are awarded and settled based 
on the same disaggregated load regions to which the SFT has been applied. The previous 
example can also be used to illustrate the revenue inadequacy that may result if the CRR 
settlements are made based on an infeasible reassembly of the CRRs that were actually 
determined to satisfy the SFT.   
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 In the example, 1,875 MWs of C to LAP CRRs and 375 MW of C to B CRRs are found 
to be simultaneously feasible.  No revenue inadequacy would result if the LSEs in the example 
were actually allocated 1,875 MWs of C to LAP CRRs and 375 MW of C to B CRRs. 
Infeasibility would occur, however, if the C to B  CRRs were instead “reassembled” and 2,250 
MW of CRRs were awarded to the aggregated load zone.  With the load distribution factors in 
the example, this would mean that 2,250 * 13.333% = 300 MW of flows would implicitly cross 
the B to A and B to D constraints in the SFT, as shown in Figure VI-31 and Table VI-32. 

Figure VI-31 
INFEASIBLE SFT FOR CRR REASSEMBLY 
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Table VI-32 
INFEASIBLE REASSEMBLY OF CRRs FROM C TO THE LAP AND FROM C TO B 

B to A Constraint 
(Limit = 250 MW) 

B to D Constraint 
(Limit = 250 MW) 

C to B Constraint 
(Limit = 1,500 MW) 

 
 

 
CRR 

CRR Shift 
Factor  

Flows 
(MW) 

CRR Shift 
Factor 

Flows 
(MW) 

CRR Shift 
Factor 

Flows 
(MW) 

1,875 C to Zone 0.133333 250 0.133333 250 0.6 1,125 

375 C to Zone 0.133333 50 0.133333 50 0.6 225 

Total  300  300  1,350 
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The 300 MW implicitly crossing the constraints exceeds the 250 MW rating limits for B to A 
and B to D.  Thus, revenue inadequacy may occur if the ISO were to pay congestion rents for 
2,250 MW of CRRs from C to the LAP. 

 Thus, the total payments by load at the zonal price would be $350,000 as shown in Table 
VI-9, while generator revenues would be $336,750 (Table VI-8) producing congestion rents of 
$13,250.  Settling 2,250 MW of C to LAP CRRs, however, would cost $15,000 ($6.67 * 2,250), 
producing a CRR shortfall of $1,750. 
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Appendix VII 
Load-Following CRRs 

 

This appendix illustrates some of the potential administrative difficulties of a system in which 
CRRs follow load. Suppose that there were 12,000 MW of peak load priced at load zone B, and 
that the four LSEs serving load at B were in aggregate assigned: 1,000 A-B CRRs, 500 C-B 
CRRs, 2,000 D-B CRRs, 750 E-B CRRs and 25 F-B CRRs. 

 These CRRs could then be assigned to each LSE in proportion to its share of the 12,000 
total load in the zone.  Thus, the Blue, Red, Green and Yellow LSEs would be assigned CRRs as 
portrayed in Table VII-1.   

Table VII-1 
UNIFORM CRR ALLOCATION TO LSEs  

 CRRs  

 
LSEs 

A-B 
1,000 

C-B 
500 

D-B 
2,000 

E-B 
750 

F-B 
25 

Load 
12,000 

Blue 20.83333 10.41667 41.66667 15.625 0.520833 250 

Red 62.5 31.25 125.0 46.875 1.5625 750 

Green 875.0 437.5 1,750.0 656.25 21.875 10,500 
Yellow 41.66667 20.83333 83.33333 31.25 1.041667 500 

 1,000.0 500.0 2,000.0 750.0 25.0 12,000 

 

 Suppose that Blue gained 50 MW of load from Green.  If the CRRs were reallocated to 
follow this shift in load, then Blue would gain CRRs as portrayed in Table VII-2 based on a 
50/12,000 increase in its load ratio share of the load in zone B. 

Table VII-2 
BLUE CRRs AFTER GAINING CUSTOMERS FROM GREEN 

 CRRs  

 
 

A-B 
1,000 

C-B 
500 

D-B 
2,000 

E-B 
750 

F-B 
25 

Load 
12,000 

Initial CRRs 20.83333 10.41667 41.66667 15.625 0.520833 250 

Gain from Green 4.166667 2.083333 8.333333 3.125 0.104167 50 
Final Blue CRRs 25.0 12.5 50.0 18.75 0.625 300 
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 If the Blue LSE then lost 25 MW of load to Red and 10 MW of load to Yellow, the CRRs 
would again be reallocated using the same fractional allocation rule, as shown in Table VII-3.  
Blue would lose 25/12,000 of each of its CRRs to Red and 10/12,000 of each of its CRRs to 
Yellow.  Similar calculations would be required to determine the increase in CRRs for Red and 
Yellow. Hence, this method for reallocating CRRs among LSEs would require the CAISO 
billing and settlement to track and settle fractional CRRs that result from shifts in load, perhaps 
even on a daily basis.   

Table VII-3 
BLUE CRRs AFTER LOSING CUSTOMERS TO RED AND YELLOW 

 CRRs  

 
 

A-B 
1,000 

C-B 
500 

D-B 
2,000 

E-B 
750 

F-B 
25 

Load 
12,000 

Blue CRRs 25.0 12.5 50.0 18.75 0.625 300 

Loss to Yellow 2.083333 1.041667 4.166667 1.5625 0.052083 25 

Loss to Red 0.833333 0.416667 1.666667 0.625 0.020833 10 

Final Blue CRRs 22.08333 11.04167 44.16667 16.5625 0.552083 265 

 

 Load switching among LSEs presents challenges just in accounting correctly for the 
settlements for power delivered to a customer at a fixed location. It would be a substantial 
increase in complexity to have to account for an increasingly complex pattern of CRRs from 
many possible generating points. Moreover, such an approach would not even provide an 
allocation of CRRs that would match an LSE’s hedging preferences. LSE’s would face a 
constant reallocation of their CRRs, and the administrative cost to them of tracking and trading 
to assemble such fractional CRRs into useful hedges from their specific generation sources may 
even exceed the hedge value of the CRRs.  In effect, the result of reallocating CRRs to follow 
shifts in load would be the costly development of a complicated administrative procedure for 
tracking and reassigning the initially allocated CRRs, followed by additional LSE or customer 
costs for seeking out different patterns of CRRs for hedging and for trading and managing their 
CRR portfolio. 

 The administrative process required to track CRRs is likely to be even more complicated 
than that shown in the example in Tables VII-1 through VII-3; this example is simplified by the 
feature that each LSE’s holdings of each CRR are proportional to its retail load. This 
simplification arises because of the assumption that each LSE is initially assigned the same 
proportion of each CRR.  This symmetry will probably not exist under the CAISO’s proposed 
CRR allocation methodology, as each LSE would be able to designate different sources for their 
initial allocation CRRs.  Variations in the share of each CRR initially allocated to each LSE 
would further complicate the tracking process. 
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 Table VII-4 portrays an initial allocation in which various LSEs have selected CRRs with 
varying sources.  The total quantity of CRRs allocated is 3,500 MW, which is the same as 
before.  However, neither each LSE’s share of this total, nor its share of the CRRs between any 
two locations is necessarily equal to its load ratio share for zone B. 

Table VII-4 
NON-UNIFORM DESIGNATION OF CRRs 

 CRRs  

 
LSEs 

A-B 
1,000 

C-B 
500 

D-B 
2,000 

E-B 
750 

F-B 
25 

Load 
12,000 

Blue 0 0 0 100 0 250 

Red 250 0 0 0 0 750 

Green 750 250 2,000 650 25 10,500 

Yellow 0 250 0 0 0 500 

Total 1,000 500 2,000 750 25 12,000 

 

 Suppose again that the Green LSE loses 50 MW of load to the Blue LSE.  In this case, 
the reallocation of CRRs from Green to Blue must be based on Green’s unique allocation of 
CRRs.  Table VII-5 shows that as in the first example it continues to be necessary for the CAISO 
to track and settle fractional CRRs.  Now, in addition, the allocation of CRRs is not a fixed 
function of Blue’s additional load ratio share (e.g., 50/12,000) of the total CRRs between any 
source and sink, but would vary for each CRR.  For instance, it would gain (50/10,500*750) of 
Green’s CRRs from A-B versus (50/10,500*250) of Green’s CRRs from C-B.   

Table VII-5 
BLUE CRRs AFTER GAINING CUSTOMERS FROM GREEN 

 CRRs  

 
 

A-B 
1,000 

C-B 
500 

D-B 
2,000 

E-B 
750 

F-B 
25 

Load 
12,000 

Blue Initial  0 0 0 100 0 250 

Gain from Green 3.571429 1.190476 9.52381 3.095238 0.119048 50 
Green-Blue 

Final Blue CRRs 3.571429 1.190476 9.52381 103.0952 0.119048 300 
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 If Blue then lost 25 MW of load to Yellow and 10 MW Red, it would lose a share both of 
the CRRs it was initially assigned and those it acquired in reassignments from Green as shown in 
Table VII-6.  Thus, Blue would lose (25/300*103.0952) CRRs from E-B to Yellow. It is 
apparent that there would likely be an increased need to track and settle very small fractions of 
CRRs if LSEs were to initially acquire varying amounts of CRRs with different sinks, which is 
the current proposal. 1 

Table VII-6 
BLUE CRRs AFTER LOSING CUSTOMERS TO YELLOW AND RED 

 CRRs  

 A-B 
1,000 

C-B 
500 

D-B 
2,000 

E-B 
750 

F-B 
25 

Load 
12,000 

Blue  3.571429 1.190476 9.52381 103.0952 0.119048 300 

Loss to 
Yellow 0.297619 0.099206 0.793651 8.59127 0.009921 25 

Blue-Yellow 

Loss to Red 0.119048 0.039683 0.31746 3.436508 0.003968 10 
Blue-Red 

Final Blue 
CRRs 3.154762 1.051587 8.412698 91.06746 0.105159 265 

Blue 

 

 These complexities of the CRR allocation and reallocation process are potentially 
avoidable if the CAISO were to account for load shifts by reallocating the economic value of a 
given set of CRRs (i.e., dollars), rather than the CRRs themselves. The economic value of CRR 
awards can be measured by the market clearing prices in the proposed monthly CRR auction. 
Thus, the economic value of the CRRs could be made to follow load through cash payments 
based on the monthly auction market value of the assigned set of CRRs. This process would be 
administratively much simpler, since it is much easier to track and reassign fractional dollars 
than fractional CRRs.  Moreover, the process would make it straightforward for LSEs to acquire 
the hedges that they need, after taking into account changes in their load and generation position. 
The LSEs would choose which CRRs they want to acquire in an auction, rather than having to 
trade and reconfigure the fractional CRRs that they receive through an administrative 
reallocation.  The funding for the CRRs that they acquire would be provide in whole or part by 
the payment they receive for their proportionate share of the monthly auction value, which is 
derived from their initial CRR allocation and subsequent shifts in load.  Each LSE would be in 
the same net position at the end of the month after receiving an allocated share of CRR dollars, 
rather than CRRs.  The only difference is that the LSEs administrative costs would be lower for 
engaging in CRR trading to achieve its desired hedge position.  

                                                 
1  In the documents reviewed, the CAISO does not state whether CRRs allocated on an annual versus monthly 

basis would be reallocated jointly or whether the monthly allocations would be reassigned first or some other 
procedure followed.  Taking account of this distinction would further complicate the reallocation of CRRs to 
follow load.   
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 The CAISO should reconsider whether the objective of assigning the CRR value of the 
transmission system to those that pay the embedded costs of the grid is most efficiently attained 
through the allocation of CRRs to load or the allocation of the market value of CRRs to load 
through a system based on auction revenue rights.  The second approach appears to be a much 
more workable way to accommodate a reallocation of the benefits of CRRs in response to shifts 
in load among LSEs. The only distinction between allocating auction revenue rights (ARRs) to 
LSEs, rather than allocating the actual CRRs is in the treatment after the allocation.  The initial 
allocation of ARRs could look like the allocation of CRRs; the ARRs could be defined as source 
to sink rights and follow the CRR allocation procedure proposed by the CAISO to match a 
particular pattern of generation and load.  However, once the auction occurs, the ARRs would 
define the allocation of the auction revenue but would not remain as actual CRRs in the hands of 
the party receiving the allocation, unless the party chooses to buy the CRR in the auction.  Thus a 
party can choose to buy the CRR corresponding to its ARR, or can choose to sell it and buy a 
different CRR that better matches its load/generation portfolio. This process would automatically 
allocate and reallocate money as load shifts between LSEs and would substantially reduce the 
administrative burden of tracking shifts in CRRs between LSEs.  

 An additional consequence of rules providing for the allocation of CRRs to LSEs, rather 
than CRR economic values, is that they limit the duration of forward auctions for CRRs.  If 
CRRs must be retained by the CAISO for allocation to LSEs on an annual, biannual or monthly 
basis, then they cannot be sold in multi-year auctions.  This limitation would be avo ided if LSEs 
were allocated the financial proceeds of the auction (i.e., ARRs), rather than CRRs.  In this case, 
long-term CRRs could be sold in forward auctions and the revenue could be held in escrow and 
later distributed to LSEs through the CAISO settlements based on the load distribution at a future 
point in time. 

 While it is likely reasonable to limit the duration of the CRRs sold in the initial CRR 
auctions, since market participants may not have a good basis for assessing CRR market values 
until an LMP market is actually in operation, it would be helpful in the long-run to build a 
system that could allow market participants to acquire long-term source to sink CRRs in an 
auction.  LSEs seeking to enter into long-term contracts to hedge their energy cost may in the 
future want to have the opportunity to acquire a long-term hedge of the congestion costs 
associated with energy deliveries under that contract. If there is no possibility of offering a 
portion of the CRRs through a long-term auction, LSEs will have no means of acquiring such a 
long-term hedge other than by contracting with local generation. 
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Appendix VIII 
Pass 2 Mitigation Structure 

 
The example in Appendix VIII illustrates the potential for the peculiar structure of the local 
market power mitigation pass to undermine the effectiveness of the market power mitigation.  
For clarity, that Appendix portrayed the application of the local market power mitigation 
mechanism to RMR units.  This appendix illustrates additional potential limitations of the 
MRTU local market power mitigation mechanism if there are generators possessing material 
local market power that are not subject to RMR contracts and that are intended to be subjected to 
market power mitigation in Pass 2, based on a PJM-style mitigation system. 1 

 This example is based on the same transmission grid and bids employed in Appendix 
VIII.  As before, Figure VIII-1 illustrates the Pass 1 dispatch in which generation would be 
dispatched without regard to local transmission constraints.  It is aga in assumed that the limits (in 
lines A-D and A-C) are local transmission constraints.  If the system is dispatched without regard 
to the constraints, all demand can be met at a price of $60, with 500 MW dispatched at A and 
1,000 MW at B.  It is assumed that the generation at C is bid into the market at $375 in Pass 1A 
and mitigated to $75 in Pass 1B.  Since the LMP price at C is $60 in Passes 1A and 1B, the 
generation would not be dispatched in either pass and thus would not be subject to mitigation in 
this pass. 

Figure VIII-1 
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1  Under a PJM-style mitigation system, units subject to mitigation are first dispatched based on their unmitigated 

offer prices and then subjected to mitigation on the portion of their offer curve that is dispatched. 
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 For the purpose of the example in this appendix, we will assume that the methodology for 
Pass 2 is changed so that the Pass 2 dispatch is based on the actual offer prices of the generation 
dispatched in Pass 1, rather than having those schedules set to -$1,000/MWh.  In this example, 
however, we assume that the generation at C is not RMR generation.  It is therefore offered into 
Pass 2 at its unmitigated Pass 1 offer price, rather than at an RMR price.  With this change, the 
Pass 2 dispatch is as shown in Figure VIII-2.  It can be seen that the generator is dispatched for 
350 MW in Pass 2 and this amount of its capacity would therefore be subject to mitigation in 
Pass 3. 

Figure VIII-2 
PASS 2 DISPATCH 
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 In Pass 3, the offer prices of the generator at C would be mitigated to $75/MWh for the 
first 350 MW of output, but the remainder of the unit’s output would be available only at 
$375/MWh.  More important, the 350 MW output at C reflects the tradeoff between generation 
at A, B, C and D for a $375/MWh price at C.  The price of power would be $200 at C in Pass 3, 
as shown in Figure VIII-3, even though 350 MW of power were offered at $75/MWh. 

Figure VIII-3 
PASS 3 DISPATCH 
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This is illustrated in Figure VIII-4 which portrays the dispatch to meet only 499 MW of 

load at C.  The total cost of meeting load falls by $200: -5 MW at $60 at B (-$300) +1 MW at 
$100 at D (+100), +3 MW at $0 at A (+$0).  So even though 350 MW of power is offered at C at 
the mitigated price in Pass 3, the price at C is $200 because generation at C is not marginal and 
the price at C is determined by the tradeoffs with other alternatives. The marginal cost of those 
alternatives was determined in Pass 2 based on a $375/MWh offer price for generation at C.   

Figure VIII-4 
COST OF INCREMENTAL LOAD 
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 The proposed mitigation procedure also can result in a large difference between the cost 
of meeting the last MW of load ($200 to meet the 500th MW at C in Figure VIII-4) and the next 
MW of load ($375 to meet the 501st MW at C). 
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I. INTRODUCTION 

An ISO could in principle coordinate any number of sequential markets with simultaneous 
clearing of energy and ancillary services schedules to obtain associated prices and create new 
financial contracts. The accompanying multiple settlements would each account for imbalances 
relative to the preceding financial contracts. Thus, an ISO could, for example, coordinate a year-
ahead market, a month-ahead market, a day-ahead market, a six-hour ahead market, an hour-
ahead market and the necessary real-time market. The principal reasons for adding forward 
markets with full multiple settlements are to allow for advance scheduling and commitment 
decisions  by market participants along with  tools for managing the accompanying financial 
risks.  However, clearing and settling additional such markets would add costs for the ISO and 
for market participants.  The incremental costs of clearing and settling such markets probably do 
not decrease significantly with the addition of each new market in the sequence.  However, the 
incremental benefits to market participants of risk hedging do decrease with each new step in the 
sequence and these benefits are smaller as the final required real-time decision point approaches.  
It is not cost effective for an ISO to coordinate markets in all possible time frames. 

 Two considerations in evaluating the benefits of clearing and settling an additional 
market are the changes in information available in that time frame and the irreversible choices 
that must be made in that time frame.  Thus, a day-ahead market is useful primarily because 
many unit commitment decisions need to be made in that time frame and clearing and settling a 
day-ahead market provides incentives that support a more efficient and competitive unit 
commitment process.  Moreover, enabling market participants to enter into forward financial 
commitments for energy and transmission usage in the same time frame in which they must 
make irreversible unit commitment decisions leads to a more price-elastic supply curve for 
power in the forward market (the supply curve is much less price-elastic once the unit 
commitment is fixed) and avoids adverse reliability and market surprises that could occur if the 
unit commitment process were to take place independent from the forward market for 
transmission scheduling. 

 There are also important irreversible decisions that are made in the hour-ahead time 
frame, principally the scheduling of imports and the commitment of slow-starting gas turbines.  
An hour-ahead market could be implemented to support these decisions that would clear 
generation offers and load bids to determine hour-ahead financial schedules that would be settled 
as deviations against day-ahead schedules in the hour-ahead settlement.  These hour-ahead 
schedules would in turn be settled relative to real-time injections and withdrawals in the final 
balancing settlement.  There could in principle be advantages to being able to rely on such an 
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hour-ahead market for the scheduling of imports and exports in particular, and  such an hour-
ahead market could be incorporated within the Cal ISO’s MRTU market design. 

There are, however, only a few market participant resources that require irreversible 
choices in the hour-ahead timeframe.  Absent such choices, there is little need to reflect new 
information in choices and support them with a full market and separate settlement.  The 
principal exception are schedules for imports and exports, which must be determined prior to 
real-time and coordinated with adjacent control areas.  The Cal ISO proposes to address the need 
to schedule and price imports and exports prior to real-time through its hour-ahead scheduling 
and unit commitment process (the HASP). For the remaining activities, at some stage, the ISO 
must call for the final information to be used in real-time.  The Cal ISO also proposes to acquire 
this information in its hour-ahead scheduling and unit commitment process.  The proposed hour-
ahead scheduling and unit commitment process will provide the same opportunity for market 
participants to adjust schedules and bilateral contracts in anticipation of the final settlements in 
the real-time balancing market that would be provided by an hour-ahead market.  

 The introduction of a complete hour-ahead market settlement, however, would likely 
require moving scheduling deadlines forward, would introduce substantial market design 
complexity to coordinate incentives between the hour-ahead market and real-time that could be 
difficult to satisfactorily resolve (and if not satisfactorily resolved could pose reliability risks) 
and would increase both implementation and operating costs for the Cal ISO settlement system 
and for Cal ISO market participants.  Moreover, an hour-ahead market cleared based on bid load 
prior to the determination of final import and export schedules and gas turbine commitment in a 
subsequent scheduling and unit commitment process based on the Cal ISO’s load forecast would 
not serve to support decisions in the subsequent scheduling and unit commitment process.  With 
the improvements the Cal ISO has proposed in its hour-ahead scheduling and unit commitment 
process, there are not likely to be material incremental benefits from introducing an additional 
hour-ahead settlement process in conjunction with the initial implementation of the MRTU 
market design. There would be material incremental costs and implementation risks.  Hence, the 
cost-benefit tradeoff indicates that the benefits would not justify the costs. 

 It is noteworthy that the same cost benefit conclusion is apparent in other organized 
markets.  The most important step is to get the ISO coordinated real-time market established.  
The next priority for establishing ISO coordinated forward markets has been the day-ahead 
market.  Both PJM and NYISO have been operating ISO coordinated day-ahead markets based 
on security-constrained unit commitment for nearly five years.  And, both PJM and NYISO have 
operated successfully for a number of years without a full hour-ahead settlement process.  The 
market participants of both ISOs have on various occasions considered adding a third settlement 
but have never reached the conclusion that such a step was necessary or cost effective.  While 
there are reliability evaluations and scheduling decisions that need to be made in the hour-ahead 
time frame, both PJM and NYISO have been able to address these needs without adding a full 
third settlement.  The Cal ISO already plans to implement a day-ahead market.  Absent 
identification of important irreversible decisions that Cal ISO market participants would make in 
such an hour-ahead market but that do not confront market participants in PJM or NYISO, there 
is no need to increase the administrative and market design complexity, and cost, of the Cal 
ISO’s initial implementation task by requiring that it begin operation of its LMP markets with an 
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additional settlement process that has not been necessary to date in either of the successful LMP 
markets.  

II. ADVANTAGES OF AN HOUR-AHEAD SCHEDULING PROCESS 

The Cal ISO’s proposed HASP would achieve most of the purposes of an hour-ahead market, so 
there would be few if any benefits from the implementation of a full hour-ahead market with the 
associated additional settlement process.  Both the Cal ISO and its market participants, however, 
would incur additional implementation and operating costs in the development of such an hour-
ahead market.  Moreover, the operation of a market in the hour-ahead time frame would give rise 
to market design complexities that could have unintended consequences, giving rise to both 
market inefficiency and reliability risks if not satisfactorily resolved. 

 In understanding these conclusions it is useful to begin by discussing the alternative 
structures within which an hour-ahead market might be implemented and consider how 
operational and reliability requirements constrain the choice among these alternatives. 

 There are four broad alternatives for the process leading up to real-time. 

• Hour-Ahead Least Cost Scheduling and Unit Commitment Process and Real-
Time Dispatch 

• Hour-Ahead Market, Hour-Ahead Least Cost Scheduling and Unit Commitment 
Process and Real-Time Dispatch 

• Hour-Ahead Market, Hour-Ahead Reliability Scheduling and Unit Commitment 
Process and Real-Time Dispatch 

• Hour-Ahead Market and Real-Time Dispatch 

 The first of these alternatives is the approach the Cal ISO proposes to implement:  an 
hour-ahead least cost scheduling and unit commitment process based on forecast load, followed 
by a real-time dispatch to meet actual load.  The second alternative would include a hour-ahead 
market cleared against bid load, followed by an hour-ahead least cost scheduling and unit 
commitment process based on forecast load, followed by the real-time dispatch to meet actual 
load.  The third alternative would include a hour-ahead market cleared against bid load, followed 
by a hour-ahead reliability scheduling and unit commitment process based on forecast load, then 
followed by the real-time dispatch to meet actual load.1  The fourth and final alternative would 
be to clear a hour-ahead market against bid load and then move directly to the real-time dispatch 
against actual load. 

                                                 
1  The second and third approaches differ in that the second approach would schedule imports and adjust the 

schedules of units not following real-time dispatch instructions so as to meet forecast load at least cost, whereas 
the third approach would only schedule imports or adjust unit schedules if required to avoid reserve shortages. 
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 The second and third approaches both include an hour ahead market as well as an 
additional hour-ahead scheduling and unit commitment process.  This feature of these 
alternatives is important for two reasons.  First, by maintaining a scheduling and unit 
commitment evaluation based on forecast load, in addition to the hour-ahead market clearing 
based on bid load, these approaches attempt to avoid the potential reliability risks that could arise 
absent some form of hour-ahead reliability evaluation process based on forecast load.  Second, 
however, these approaches have several disadvantages relative to the structure of the proposed 
HASP because of the need to introduce an additional hourly process. 

 The existence of both an hour-ahead market and a subsequent hour-ahead scheduling and 
unit commitment process would introduce market design issues that would need to be 
satisfactorily resolved to avoid adverse impacts on market efficiency and reliability.  Some of the 
significant market design issues that would arise under the second or third alternatives include: 

• Would import suppliers and export buyers be permitted to revise their bids and 
offers between the hour-ahead market and the hour-ahead scheduling and unit 
commitment process?  

• Would internal generation suppliers be permitted to revise their bids and offers 
between the hour-ahead market and real-time? 

• Would virtual demand and supply bids be permitted in the hour-ahead market? 

• Would load serving entities (LSEs) be permitted to submit additional bilateral 
schedules in the hour-ahead scheduling and unit commitment process following 
the Hour-Ahead market? 

• Would export buyers be permitted to schedule exports in the hour-ahead market 
that were not scheduled in the day-ahead market? 

 Some of the considerations involved in resolving these issues would be: 

• If import suppliers were not permitted to offer additional supplies in the hour-
ahead scheduling and unit commitment process, introduction of the hour-ahead 
market would move forward the effective deadline for scheduling imports, 
potentially reducing import supply offers. 

• Such a structure could introduce incentives for LSEs to bid less than their 
expected load into the hour-ahead market, seeking to price discriminate between 
suppliers selling power in the hour-ahead market and the real-time market.  While 
the outcomes could be profitable for an individual LSE they could lead to a 
change in offer prices by suppliers or even a reduction in supply that would raise 
costs for the market as a whole. 

• If suppliers were not permitted to revise their offers between the hour-ahead 
market and real-time and there were no virtual bidding in the hour-ahead market, 
suppliers would be likely to offer their output into the hour-ahead market at the 
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expected real-time price, rather than at incremental cost, leading to market 
inefficiency, complicating market power mitigation and likely raising costs for 
consumers and suppliers. 

• If suppliers were permitted to revise their offers between the hour-ahead market 
and real-time, or if import suppliers were permitted to offer additional supplies in 
the hour-ahead scheduling and unit commitment process, this would expand the 
time interval required between the posting of schedules for the hour-ahead market 
and the running of the subsequent hour-ahead scheduling and unit commitment 
process. 

• If export buyers were permitted to schedule exports in an hour-ahead market that 
preceded the hour-ahead scheduling and unit commitment process, price capped 
load bids by LSEs in the hour-ahead market based on mistaken price expectations 
could result in exports being scheduled at a level that results in reserve shortages 
in real-time, despite adequate resources committed in the day-ahead RUC. 

 In this regard it is particularly important to recognize that while some market participants 
may anticipate that with the introduction of an hour-ahead market hour-ahead prices would be 
systematically lower than real-time prices and see an advantage in such an outcome, this would 
be an unfortunate outcome.  A market design in which hour-ahead prices were systematically 
lower than real-time prices would be precisely the kind of outcome that would need to be 
avoided in a market design that includes both an hour-ahead market and real-time settlement if 
the Cal ISO is to avoid adverse impacts on reliability.  If, for example, the hour-ahead market 
were structured in such a way as to allow LSEs to price discriminate between the hour-ahead 
market and real-time, such a circumstance would serve to drive price sensitive supply offers out 
of the hour-ahead market, raising prices and making overall operating day supply and imbalance 
prices more volatile. 

 Moreover, among other purposes, the structure of the hour-ahead scheduling and unit 
commitment process proposed by the Cal ISO is intended to assure that capacity scheduled in the 
day-ahead RUC is available to meet control area load and is not used to meet export demand if 
this would leave inadequate resources to meet control area load.  This end would be 
accomplished by determining real-time exports (i.e., those not scheduled in the day-ahead 
market) in the hour-ahead scheduling and unit commitment process which will take account both 
of export demand and the Cal ISO’s control area load forecast. 

 In the circumstance in which there is excess demand at the bid cap in the HASP (i.e., 
internal load plus export demand at the price cap price exceeds supply offers at the price cap 
price), hourly schedules will be determined in part based on scheduling priorities.  The proposed 
scheduling priorities for the transactions scheduled in the HASP (imports, exports, wheel-
throughs and schedules for units unable to follow real-time dispatch instructions) would be:  1) 
Final day ahead schedules submitted without energy bids; 2) hour-ahead deviations associated 
with ETC schedules; 3) hour-ahead self-scheduled deviations from must-take/must-run 
resources; 4) all other hour-ahead self-scheduled deviations; and 5) hour-ahead supply and 
demand deviations with energy bids. 
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 Priority 4 will include internal California load based on the Cal ISO’s load forecast and 
self-scheduled exports supported by wheels or self-committed generation not scheduled in the 
day-ahead market or day-ahead RUC.  Priority 5 will include all hour-ahead exports not 
supported by wheelthroughs or self-committed generation not scheduled in the day-ahead market 
or day-ahead RUC. These load priorities will be relevant if there are insufficient resources 
available at the bid cap price to meet the Cal ISO’s load forecast.2  In this situation, Priority 5 
exports will be scheduled to the extent that resources are available to support those exports in 
addition to those required to meet the ISO’s load forecast and day-ahead export schedules.  

 If export bids were cleared in a separate hour-ahead market that took account only of bid 
load, there would be a potential (if control area load bid into the hour-ahead market was less than 
forecast load) for exports to be scheduled in such an hour-ahead market supported by capacity 
committed in the day-ahead RUC, even if the scheduling of those exports left inadequate 
resources to meet control area load in real-time. To avoid this outcome in a market design 
including an hour-ahead market, it would be necessary to either impose other restrictions on 
exports scheduled in a hour-ahead market that could create seams and price disparities in the 
West during non-shortage conditions, or accept the possibility that capacity committed in the 
day-ahead RUC could be used to support exports during periods in which the Cal ISO control 
area was reserve-short.  

 The hour-ahead scheduling and unit commitment process proposed by the Cal ISO is 
intended to avoid this outcome because export schedules would be determined taking into 
account both export demand and the Cal ISO’s load forecast.  Real-time exports (i.e., exports not 
scheduled in the day-ahead market) would be scheduled in the HASP if they did not compromise 
the Cal ISO’s ability to reliably meet control area load but real-time exports would not be 
supported by capacity scheduled to meet control area load in the day-ahead market if the 
scheduling of those exports were expected to have adverse reliability impacts (i.e., if insufficient 
capacity were available at the bid cap to both meet export demand and control area load). This 
will be accomplished by assigning exports bids and schedules submitted in the HASP a lower 
priority than internal Cal ISO control area load, unless the exports are supported by resources not 
committed in the Cal ISO day-ahead market or by day-ahead export schedules.3  The structure of 
                                                 
2  In fact, these priorities will only be relevant in the circumstance in which schedules in the hour-ahead 

scheduling and unit commitment process are cleared either at the bid floor or the bid cap.  While the $250 bid 
cap is a soft bid cap and it is possible that the Cal ISO would buy power at prices above $250/MWh in the 
HASP, we presume that export bids at the bid cap and export self-schedules not scheduled day-ahead would not 
be cleared in the HASP if clearing these exports required purchasing power at offer prices in excess of the bid 
cap. Requiring an ISO that is at the margin buying power on a pay-as-bid basis at prices in excess of its bid cap 
to sell power for export at prices determined by the bid cap price would give rise to incentives for inefficient 
arbitrage while making no contribution to maintaining reliability.  Raising the bid cap to a level less likely to 
constrain the market clearing price would reduce the likelihood of either the bid cap binding or the Cal ISO 
needing to make purchases on a pay-as-bid basis at offer prices in excess of the bid cap in order to maintain 
reliability, but if the bid cap were raised to $1,000/MWh or more, it would still not be appropriate for the Cal 
ISO to pay above bid cap prices to support sales of power for export at prices determined by the bid cap.  

3  Since exports scheduled in the Cal ISO’s day-ahead market are not recallable by the Cal ISO in the hour-ahead 
process but can be cancelled by the market participant and sold into the Cal ISO market in real-time, market 
participants wanting to export firm power can do so under the proposed hour-ahead scheduling process by 
scheduling those exports in the day-ahead market. 
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the day-ahead market allows the Cal ISO to take account of export schedules in the day-ahead 
RUC commitment and ensures that sufficient capacity is committed to meet control area load, to 
the extent that sufficient capacity is available at the bid cap. 

 A second disadvantage of introducing the additional hour-ahead market required under 
the second and third approaches is that because the hour-ahead market would be in addition to 
the other hour-ahead processes, it must precede them in time, requiring that the hour-ahead 
market be moved forward in time, relative to the proposed hour-ahead scheduling process, 
resulting in a greater time difference between such an hour-ahead market and real-time than 
between the proposed HASP and real-time. 

 Under the hour-ahead scheduling and unit commitment process proposed by the Cal ISO, 
scheduling coordinators would submit bids and hour-ahead self-schedules and self-schedule 
changes for resources and imports, as well as changes to wheeling schedules, by 75 minutes prior 
to the operating hour.  If this hour-ahead scheduling and unit commitment process were to be 
preceded by an hour-ahead market, the bid submission deadline for the hour-ahead market would 
need to be moved further forward in time.  If market participants were provided an opportunity 
to rebid between the hour-ahead market and the hour-ahead scheduling and unit commitment 
process, the time frame for submission of bids and schedules to the hour-ahead market would 
certainly be two or more hours in advance of real-time. 

 A third disadvantage of the second and third approaches relative to the hour-ahead 
scheduling and unit commitment process proposed by the Cal ISO is that the introduction of a 
complete third settlement process for energy (in addition to the day-ahead market and real-time 
imbalances) would increase the administrative costs of both the Cal ISO and its market 
participants.  While there may have been a need to bear the administrative costs of a third 
settlement under the prior market design, as a result of the constraints placed on the real-time 
dispatch by the market separation doctrine, that is no longer the case.  One of the potential cost 
savings from the introduction of LMP and elimination of market separation is elimination of 
these additional settlement costs.  The administrative costs of implementing an additional market 
are not insignificant and need to be considered in choosing among these alternatives.  

 The fourth alternative for the scheduling process leading up to real-time differs from the 
second and third in that the hour-ahead market would replace the hour-ahead scheduling and unit 
commitment process, rather than preceding such a process.  This difference is significant in 
reducing the impact on scheduling deadlines of introducing an hour-ahead market.  This feature 
of the fourth alternative also introduces a fundamental reliability issue, however, which is that if 
the bid load clearing in the hour-ahead market were less than expected real-time load, there 
would be no subsequent process in which additional imports could be scheduled or the schedules 
of units not following real-time dispatch instructions could be adjusted to ensure that the import 
and off-dispatch unit schedules were adequate to maintain reliability (i.e., meet control area 
load).  While such an approach can be workable, such a reliance on the bids and schedules of 
LSEs for maintaining reliability would be a big step for the California market and careful 
consideration would need to be given to whether such a fundamental change should be 
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introduced in conjunction with the other changes associated with MRTU implementation.4  It 
would be essential if this approach were adopted that FERC, market participants and the Cal ISO 
all be satisfied that there were no informational or other impediments to LSEs submitting as 
accurate load forecasts as those the Cal ISO would develop for use in the hour-ahead scheduling 
process.  

 The fourth approach also gives rise to some of the same market design issues that would 
arise under the second or third approach.  In particular: 

• Would internal generation suppliers be permitted to revise their bids and offers 
between the hour-ahead market and real-time? 

• Would virtual demand and supply bids be permitted in the hour-ahead market? 

An important feature of the fourth approach is that a satisfactory resolution of these market 
design issues would be necessary not only to ensure market efficiency, but also to maintain 
reliability.  There would be no safety net provided by a subsequent scheduling and unit 
commitment process based on forecast load if potential strategic bidding by market participants, 
arising from potential differences between hour-ahead and real-time prices combined with free 
rider incentives arising from the absence of shortage pricing or other consequences for an LSE 
that is short in real-time, caused too few imports, from a reliability perspective, to be scheduled 
in the hour-ahead market.  A satisfactory resolution of these market design issues could require 
substantial and perhaps fundamental changes in the current market design. 

 A final disadvantage of the fourth approach relative to the proposed hour-ahead 
scheduling process is that like the second and third approaches the addition of another complete 
settlement process would raise the administrative costs of both the Cal ISO and market 
participants. 

III. POTENTIAL ADVANTAGES OF AN HOUR-AHEAD MARKET 

The FERC suggested in its September Rehearing Order that the Cal ISO evaluate the costs and 
benefits of employing a financially binding hour-ahead market instead of the simplified hour-
ahead schedule process currently reflected in the MRTU market design.5  As suggested by 
                                                 
4  If an hour-ahead market were cleared based on the Cal ISO load forecast rather than based on market participant 

load bids, then there would be no separate hour-ahead scheduling and unit commitment process and these 
reliability issues would be avoided.  Such a market design, however, would require resolution of a number of 
additional settlement issues relating to assignment of costs arising from differences between the Cal ISO load 
forecast used to clear this hour-ahead market and actual real-time load.  For example, if real-time load and 
prices exceeded the Cal ISO’s hour-ahead load forecast and prices, how would the high cost real-time purchases 
be allocated across LSEs?  Conversely, if real-time load and prices were less than the Cal ISO’s hour-ahead 
load forecast and prices, how would the cost of selling back excess hour-ahead purchases at lower real-time 
prices be assigned to LSEs?  Since this does not appear to be the market design envisioned either by FERC or 
any of the market participants recommending implementation of an hour-ahead market, it is not discussed 
further below.   

5  Sept FERC ¶ 45-46. 
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FERC, the Cal ISO would clear a financial hour ahead market based on bid load and then 
subsequently run a hour-ahead scheduling and unit commitment process to ensure that sufficient 
resources were available to meet the Cal ISO’s load forecast for the hour.  

 We understand that three broad areas of concern have been identified with respect to 
reliance on an hour-ahead scheduling and unit commitment process that is not accompanied by 
an hour-ahead market.  These areas of concern are import scheduling, ancillary service 
scheduling and load scheduling.  We discuss these concerns below and conclude that all of these 
concerns can be addressed within the structure of the Cal ISO’s proposed HASP without the 
need to incur the costs, time lags and market design complications associated with 
implementation of a full hour-ahead market. 

A. Import Scheduling  

In discussing the potential need for an hour-ahead market, the FERC suggested in its September 
Rehearing Order that given the importance of imports in meeting Cal ISO control area load and 
the need for the Cal ISO to commit to a specific level of imports in the hour-ahead timeframe, it 
is important that hour-ahead import schedules be accurate.6  Regardless of whether it is actually 
the case that the Cal ISO is more dependent on imports than other ISOs or RTOs, the 
implementation of a hour-ahead financial market would not contribute to achieving the objective 
of more accurate hour-ahead import schedules.  Under the second and third approaches discussed 
above the hour-ahead import schedules that would need to be accurate would be those 
determined in the hour-ahead scheduling and unit commitment process to meet forecast load that 
follows the hour-ahead market.  The addition of an hour-ahead market that would be cleared 
against bid load, before the Cal ISO scheduled imports based on forecast load, would not 
improve the Cal ISO’s scheduling of imports to meet forecast load.  On the contrary, the addition 
of an hour-ahead market could potentially adversely impact the supply of imports offered in the 
hour-ahead time frame, unless the market design for the hour-ahead market were carefully 
structured to provide price convergence between the hour-ahead market, hour-ahead scheduling 
and unit commitment process and real-time. The potential for import transactions to be cleared at 
low prices in a financially binding hour-ahead market due to low bid load while real-time prices 
are high, could discourage external suppliers from offering real-time imports unless the dual 
markets are carefully designed. 

 Under the fourth approach, import schedules would be determined solely in the hour-
ahead market, but achieving accurate import schedules based on bid load would require that the 
LSEs would be able to obtain the information needed for accurate load bidding within the time-
constraints of the hour-ahead market and that the market design provide efficient incentives for 
accurate load bidding.  Absent assurance that these requirements can be met, implementation of 
the fourth approach is likely to reduce, rather than increase, the accuracy of hour-ahead import 
schedules.  

                                                 
6  Sept FERC ¶ 46. 
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 The FERC also suggested that a financially binding hour-ahead market would be useful 
in minimizing uplift charges on imports.7  This would only be the case under the fourth approach 
in which imports were scheduled in the financially binding hour-ahead market and there was no 
subsequent hour-ahead scheduling unit commitment process in which additional imports would 
be scheduled. Under either the second or third approach, additional imports or exports could be 
scheduled in a hour-ahead scheduling and unit commitment process that followed the hour-ahead 
market, so depending on the settlement rules for the hour-ahead scheduling and unit commitment 
process, there could still be a potential for uplift on imports as well as a need to carefully 
coordinate the two markets to avoid deterring external suppliers from offering imports.  

 While implementation of the fourth approach would have the advantage of eliminating 
most or all uplift charges attributable to the scheduling of imports, the uplift costs associated 
with import schedules under the first three approaches will be small if real-time prices are not 
materially below the cost of marginal imports.  If real-time prices are materially below the cost 
of the level of imports needed to reliably meet load and maintain reserves, then the hour-ahead 
scheduling and unit commitment process could give rise to material uplift costs, but in this 
circumstance an hour-ahead market not accompanied by a scheduling and unit commitment 
process based on forecast load would be likely to schedule insufficient imports from a reliability 
standpoint.  Significant uplift costs associated with imports scheduled in the hour-ahead 
scheduling and unit commitment process are a symptom of a problem of some sort in the hour-
ahead scheduling and unit commitment process, in real-time operating protocols, or in pricing 
and if they arise their cause needs to be identified and addressed.  If there is in fact an 
inconsistency between the level of imports that are economic at real-time prices and the quantity 
needed from a reliability standpoint, then limiting the scheduling of imports to those scheduled 
in an hour-ahead market based on bid load will undermine reliability.  If the scheduling of 
imports that are needed from a reliability standpoint gives rise to substantial uplift costs, the 
cause of these uplift costs needs to be identified and if possible addressed.  The appropriate 
market design response, however, is not to change the market design in such a way that the 
imports needed to maintain reliability would not be scheduled. 

 An hour-ahead market would also be useful in pricing congestion on the ties, but this 
issue has been addressed by the Cal ISO’s revised HASP pricing mechanism. If there is 
congestion on the ties in the HASP, the imports scheduled in this process (deviations against 
day-ahead schedules) will be paid the lower of the price determined at the external bus in the 
hour-ahead scheduling process or the real-time price, subject to a bid production cost guarantee 
that assures that resources providing imports always at least recover their as bid costs.8  
Similarly, bilateral import schedules will pay congestion based on the lower of the price 
determined at the external bus in the hour-ahead scheduling process or the real-time price.  
Conversely, if there is congestion on a tie, exports scheduled on that tie in this process 
(deviations against day-ahead schedules) will pay the higher of the price determined in the hour-

                                                 
7  Sept FERC ¶ 45. 
8  The Cal ISO is considering applying this pricing rule to imports whether or not congestion exists in the HASP. 
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ahead scheduling process or the real-time price and bilateral export transactions will pay 
congestion charges on the same basis.9 

 More generally, FERC suggested that such an hour ahead market might be helpful 
because of the variability of load in California and the importance that hour-ahead scheduling 
adjustments be accurate.10  The implementation of such an hour-ahead financial market would 
contribute little to achieving this objective, however, because the hour-ahead schedules whose 
accuracy would be important would be those determined in the hour-ahead scheduling and unit 
commitment process based on forecast load. 

 While an hour-ahead market would provide an additional market in which LSEs could 
purchase imports at market clearing prices prior to real-time, market participants that wish to 
lock in the cost of imports or exports prior to real-time can do so under the proposed hour-ahead 
scheduling process by entering into bilateral contracts and scheduling these import or export 
transactions in the hour-ahead scheduling and unit commitment process. 

B. Ancillary Services 

A concern has been expressed that the hour-ahead scheduling and unit commitment process 
would not provide for a real-time auction market for ancillary services, would not provide for 
ancillary service suppliers to be paid the market clearing price, and would not provide for a 
capacity payment for import suppliers of ancillary services.11  These concerns are addressed in 
the structure of the hour-ahead scheduling and unit commitment process proposed by the Cal 
ISO as ancillary service schedules and compensation will be determined prior to real-time in the 
hour-ahead scheduling and unit commitment process. 

 The FERC suggested that these kinds of concerns could be addressed by clearing an 
hour-ahead ancillary services market in conjunction with an hour-ahead energy market.12 It 
needs to be kept in mind that if the day-ahead ancillary services schedules were adjusted in such 
an hour-ahead market, the assignment of ancillary service schedules to individual units in the 
hour-ahead market would be determined by scheduling resources to meet bid load, rather than in 
conjunction with the scheduling of resources to meet the Cal ISO’s load forecast as will be the 
case in the HASP. Thus, the proposed HASP will jointly schedule ancillary services for the 
operating hour in combination with the determination of intertie schedules and schedules for 
resources not being dispatched on a five or ten minute basis.  The process will produce real-time 
                                                 
9  This pricing rule closely parallels the current NYISO pricing rule for imports scheduled in NYISO hour-ahead 

scheduling process (originally implemented as ECA B).  A pricing rule similar to that employed by the NYISO 
will be appropriate for the markets coordinated by the Cal ISO because the Cal ISO’s proposed modeling of tie 
line flows and redispatch for pricing purposes (internal generation has zero impact on tie lines) is analogous to 
the real-time modeling implemented by NYISO.  In the event that the Cal ISO changes its modeling of internal 
generation to account for its impact on tie line flows, i.e., modeling the loopflows through the rest of the 
WSCC, a switch to the PJM pricing approach for tie line schedules would likely be appropriate.   

10  Sept FERC ¶ 45. 
11  Request for Rehearing of Powerex Corp, Docket ER02-1656-017 etc., June 19, 2004, p. 2-3, 5  
12  Sept FERC ¶ 46. 
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ancillary services awards for any incremental13 ancillary service capacity needed as a result of 
load forecast changes, outages or other real-time operational considerations,14 that would be 
generally consistent with the expected real-time dispatch of the resources. 

 The total quantity of ancillary services scheduled in a separate hour-ahead market would 
be based on the Cal ISO’s load forecast (to the extent that the quantity needed depends on the 
load level), but the unit commitment and scheduling decisions in such an hour-ahead market 
would be based on a dispatch to meet bid load, rather than forecast load.  However, if there is a 
hour-ahead scheduling and unit commitment process based on forecast load subsequent to the 
hour-ahead market in which ancillary service schedules were determined, the opportunity cost of 
carrying ancillary services on particular on-line units could be very different between the hour-
ahead market cleared based on bid load and real-time. To the extent that day-ahead ancillary 
service schedules were adjusted in such a hour-ahead market, these inconsistencies between 
opportunity costs in the hour-ahead market and in real-time would raise the cost of meeting load.  
Thus, market participants could incur the costs of clearing and settling an additional market in 
order to produce higher cost ancillary service schedules.  Moreover, systematic differences 
between the opportunity costs in the hour-ahead market in which ancillary service payments 
were determined and actual real-time opportunity costs could adversely affect the willingness of 
market participants to offer ancillary services in the hour-ahead market. 

C. Load Schedules 

A further concern has been expressed that, absent an hour-ahead market, the hour-ahead 
scheduling process would preclude “load from providing bids or providing self-schedule changes 
including balanced self-schedule changes.  The Hour-Ahead market, if simplified, must allow 
load to adjust schedules and resources,” and should not “limit load in its ability to respond to 
system and market conditions.”15 This concern is addressed by the structure of the proposed 

                                                 
13  Incremental to the resources scheduled in the day-ahead market 
14  While the Cal ISO anticipates that the changes in ancillary service schedules between those determined in the 

day-ahead market and those in the hour-ahead scheduling process will typically be small, it is desirable that the 
Cal ISO’s market design have the flexibility to accommodate the need for such changes.  These changes are 
most likely to be necessary during periods of stressed system conditions in which generation or transmission 
outages over the course of the day may cause the set of on line resources to differ materially from those 
scheduled in the day-ahead market and reflected in day-ahead ancillary service schedules. 

 There is a separate question of whether it would be desirable and cost effective to financially settle differences 
between day-ahead ancillary service schedules and those determined in the HASP.  Implementation of such a 
financial settlement does not depend on implementation of an hour-ahead market, however, so it is not 
necessary to resolve whether there should be such a second settlement for ancillary services in assessing 
whether the Cal ISO should clear and settle an hour-ahead market in addition to the HASP.  As discussed 
below, if such a second settlement for ancillary services were implemented, it would be preferable to implement 
it in the Cal ISO’s HASP, rather than in a preceding hour-ahead market, to reduce the potential for 
inconsistencies arising from differences between the opportunity costs of providing ancillary services from 
particular resources evaluated based on bid load and actual real-time load.   

15  Motion to Accept Late Filed Comments and Comments of Pacific Gas and Electric Company Regarding the 
Proposals of the California Independent System operator Corporation Regarding Technical Conference; Docket 
ER02-1656-000. June 8, 2004, pp. 5-6 and Pacific Gas and Electric Company’s Request for Rehearing or 
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hour-ahead scheduling and unit commitment process, which will permit loads to submit resource 
self-schedule changes up to 75 minutes before the beginning of the operating hour.  These 
resource schedules would automatically be balanced against the submitting LSE’s real-time load 
for settlement purposes . These resource schedules would include incremental and decremental 
bids carried forward for dispatchable load in real-time.  There will therefore be no apparent need 
for LSEs to separately submit load bids or load schedule changes in the hour-ahead scheduling 
and unit commitment process.  LSEs need only schedule the energy supply for any bilateral 
transactions that the LSE wishes to use to meet its load, which transactions will automatically be 
settled against the LSE’s real-time load. The structure of the proposed hour-ahead scheduling 
and unit commitment process therefore does not discriminate against adjustment of load 
schedules.  Rather, the load schedule of LSEs would effectively be automatically adjusted 
upwards to reflect their real-time load to the extent that the LSE has scheduled resources to meet 
that load. The net transactions in the real-time market, on which credit requirements are 
determined, would therefore be limited to the difference between the LSE’s real-time load and 
the resource schedules it submitted in the HASP.  

 A related concern has been expressed that the structure of the hour-ahead scheduling and 
unit commitment process could lead to the allocation of uplift costs associated with the hour-
ahead unit commitment to LSEs that have scheduled resources to meet their load after the day-
ahead market has been settled, but are not short in real-time.16 The Cal ISO has clarified that 
hour-ahead unit commitment costs will be assigned to load that was neither scheduled in the 
DAM nor met in real-time with resources scheduled in the hour-ahead scheduling and unit 
commitment process. Thus, LSEs that submit schedules in the HASP that are sufficient to cover 
the difference between their real-time load and day-ahead schedules will not be assigned hour-
ahead unit commitment costs for having underscheduled their real-time load. 

 Similarly, a concern that an inability to schedule load in an hour-ahead market would 
provide a disincentive for LSEs to procure resources intra-day would not apply under the 
structure of the Cal ISO’s hour-ahead scheduling and unit commitment process as LSEs would 
be able to schedule intra-day resources to meet their load in the HASP.17  On the contrary, 
because the hour-ahead scheduling and unit commitment process would close closer to real-time, 
the proposed structure of the Cal ISO hour-ahead scheduling and unit commitment process 
would facilitate intra-day scheduling of resources by LSEs. 

 Finally, a concern has been expressed that absent load schedules, the Cal ISO may 
commit resources or schedule imports to meet loads that will not materialize in real-time.18 The 
Cal ISO’s hour-ahead scheduling and unit commitment process should be based on the most 
accurate and up to date load forecast that is available at the time that the Cal ISO makes these 

                                                                                                                                                             

Clarification of October 28, 2003 and June 17, 2004 Further Orders on California ISO Market Design, pp. 4-6, 
July 16, 2004 (hereafter PG&E July). 

16  PG&E July, pp. 5-6.  
17  PG&E July, pp. 5-6. 
18  See for example, Request for Rehearing of the Metropolitan Water District of Southern California of Order on 

Further Development of CAISO Market Design.  ER02-1656-017, etc., pp. 7-8.   
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decisions.  On the other hand, as discussed above there could be reliability risks in moving to an 
operational system that relies exclusively on the hour-ahead load bids and schedules of LSEs to 
ensure that adequate resources are available to meet control area load in real-time. And there 
must be some time which is the last time for forward decisions.  It is therefore intrinsic to the Cal 
ISO proposal, and any other structure in which there is a hour-ahead scheduling and unit 
commitment process based on forecast load, that sufficient resources would be committed to 
meet the Cal ISO’s load forecast even if that load were not bid by LSE’s in a hour-ahead market 
process.  If there is an hour-ahead scheduling and unit commitment process based on forecast 
load, then there is a potential for Cal ISO load forecast errors to raise costs by scheduling more 
imports than necessary or committing more short-start units than necessary.  This potential for 
ISO error is not reduced if there is an hour-ahead market that clears based on bid load prior to the 
hour-ahead scheduling and unit commitment process. 

 The basic market design principle is to match the procedures and incentives with the 
requirements of a reliable electricity system while allowing flexibility for market participants to 
express their choices in a market driven system.  Supply and demand decisions should be 
voluntary but made with consistent prices that provide incentives to match the choices and 
account for impacts on the system.  The principal exceptions occur when the dictates of 
reliability (e.g., in the day-ahead RUC) or the timing of critical decisions (e.g., hour-ahead 
imports) require physical and financial commitments that may not be fully voluntary or that 
cannot be made with fully consistent contemporaneous prices.  In these cases, the Cal ISO 
applies design principles to (i) minimize the necessary exceptions; (ii) employ pricing rules to 
avoid substantial conflicts with market incentives; and (iii) require little socialization through 
uplift charges.  

 
i William W. Hogan is the Lucius N. Littauer Professor of Public Policy and Administration, John F. Kennedy 
School of Government, Harvard University and a Director of LECG, LLC.  This paper draws on work for the 
Harvard Electricity Policy Group and the Harvard-Japan Project on Energy and the Environment.  The author is or 
has been a consultant on electric market reform and transmission issues for Allegheny Electric Global Market, 
American Electric Power, American National Power, Australian Gas Light Company, Avista Energy, Brazil Power 
Exchange Administrator (ASMAE), British National Grid Company, California Independent Energy Producers 
Association, California Independent System Operator, Calpine Corporation, Central Maine Power Company, 
Comision Reguladora De Energia (CRE, Mexico), Commonwealth Edison Company, Conectiv, Constellation Power 
Source, Coral Power, Detroit Edison Company, Duquesne Light Company, Dynegy, Edison Electric Institute, 
Edison Mission Energy, Electricity Corporation of New Zealand, Electric Power Supply Association, El Paso 
Electric, GPU Inc. (and the Supporting Companies of PJM), GPU PowerNet Pty Ltd., GWF Energy, Independent 
Energy Producers Assn, ISO New England, Luz del Sur, Maine Public Advocate, Maine Public Utilities 
Commission, Midwest ISO, Mirant Corporation, Morgan Stanley Capital Group, National Independent Energy 
Producers, New England Power Company, New York Independent System Operator, New York Power Pool, New 
York Utilities Collaborative, Niagara Mohawk Corporation, NRG Energy, Inc., Ontario IMO, Pepco, Pinpoint 
Power, PJM Office of Interconnection, PP&L, Public Service Electric & Gas Company, Reliant Energy, Rhode 
Island Public Utilities Commission, San Diego Gas & Electric Corporation, Sempra Energy, SPP, Texas Utilities 
Co, TransÉnergie, Transpower of New Zealand, Westbrook Power, Western Power Trading Forum, Williams 
Energy Group, and Wisconsin Electric Power Company. The views presented here are not necessarily attributable to 
any of those mentioned, and any remaining errors are solely the responsibility of the author. (Related papers can be 
found on the web the web at www.whogan.com.) 
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Memorandum  

California Independent  
System Operator Corp. 

 
To: ISO Governing Board 
From: Charles Robinson, Vice President and General Counsel 
 Steve Greenleaf, Director of Regulatory Policy 
 Lorenzo Kristov, Principal Market Design Architect 
 Keith Casey, Manager of Market Analysis and Mitigation 
cc: ISO Officers 
Date: April 29, 2005 
Re: Approval MRTU Conceptual Design Proposals    

This memorandum requires Board action. 
 
EXECUTIVE SUMMARY 
 
Management recommends Board approval of two specific conceptual design elements of the 
Market Redesign & Technology Upgrade (“MRTU”) project. As outlined at the February and March 
Board meetings, once approved by the Board, Management proposes to file these conceptual 
design proposals, as well as the Hour Ahead Scheduling Procedure (“HASP”) approved by the 
Board in November 2004, at FERC for conceptual approval. These are the last elements of MRTU 
that management intends to file at FERC for conceptual design approval.  Final resolution of the 
Seller’s Choice contract issue, the Congestion Revenue Right (“CRR”) study and allocation effort, 
and certain other important details require resolution. However Management is confident that these 
issues  can be finalized and included in the MRTU tariff filing anticipated for November 2005 and 
that resolution of such issues will not further delay the implementation team from completing the 
core elements of MRTU systems and software. 
As further detailed in Attachments A and B to this memorandum, the two design issues for which 
Management is seeking Board approval include: 

1) Clearing of Demand Bids – Management recommends that the Board approve the 
proposed method for clearing demand bids at the Load Aggregation Point (‘LAP”), as 
further detailed in Attachment A and as recommended by Law and Economics 
Consulting Group (“LECG”) in their review of the ISO’s proposed market design; 

2) Market Power Mitigation Provisions – Management recommends that the Board 
approve the proposed package of market power mitigation provisions.  Management 
believes that the proposed system and local market power mitigation provisions are 
balanced and provide adequate protection from the exercise of market power.  Each of 
the proposed provisions is further detailed in Attachment B. 

Management recommends the following motion: 
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MOVED, 
That the ISO Board of Governors approves the Market Redesign and 
Technology Upgrade conceptual design proposals, as outlined in the 
memorandum dated April 29, 2005, and related attachments, and directs ISO 
Management to file such proposals at FERC for conceptual approval. 
     

BACKGROUND  
As discussed at the last several Board meetings, over the past five months Management has been 
working closely with the Board’s designated MRTU project liaison to evaluate the status and 
direction of the MRTU project, both from a conceptual design and implementation standpoint.  The 
over-arching objective of the assessment was to ensure that the MRTU proposal and project will 
satisfy certain key objectives: 1) propose and implement a market design that supports the ISO’s 
core functions of reliable operation of, and open-access to, the transmission system; 2) propose 
and implement a design that is consistent across market timeframes, in particular, one that 
allocates and prices use of the transmission grid in the day-ahead timeframe in a manner 
consistent with real-time grid operation; 3) propose and implement market rules that result in 
efficient market outcomes and provide consumers with sufficient protection from the exercise of 
market power; 4) ensure consistency between the ISO’s market redesign and the rules regarding 
resource adequacy being developed in the CPUC proceeding; and 5) Implement the new design as 
soon as possible.  
As previously discussed, the result of that assessment was a reaffirmation of the ISO’s 
commitment to both the currently proposed market design, subject to certain modifications, and the 
pressing need to implement the new design by February 2007. The commitment to the February 
2007 implementation date requires the ISO to “freeze” the design to provide the implementation 
team sufficient time to develop and test (with market participants) the new design.  As a 
consequence of this approach and the overarching need to implement the new design on time, the 
ISO identified those elements that it believes are absolutely necessary (from a reliability and 
properly functioning design perspective) to be included in the day-one market design (referred to 
as “Release 1”). The ISO also identified certain design features that, while they may be attractive, 
are not believed to be necessary for the day-one market design and will therefore be developed for 
implementation at a later time to be determined (referred to as “Release 2”).  An Example of 
Release 1 items include market power mitigation measures. An example of a Release 2 item is 
integrating the Residual Unit Commitment (RUC) process into the Integrated Forward Market 
(simultaneous RUC versus sequential RUC). These elements and others in the Release 1 and 
Release 2 categories are discussed further in the ISO’s two White Papers that were initially 
released to stakeholders on February 23rd , have been updated based on the stakeholder process, 
and are included as Attachments A and B to this memorandum. 
The ISO intends to finalize nearly all remaining conceptual design issues by the end of this 
Summer. The one major exception to that is the development of the CRR allocation rules, which 
will be developed and refined through the Fall, consistent with the completion of CRR Study 2 (the 
technical study necessary to determine the amount and hedging effectiveness of available CRRs). 
Hopefully, subject to a favorable FERC ruling in July on the design proposals recommended for 
approval herein the MRTU project team can proceed full speed ahead with implementation 
knowing that the major policy issues that could have substantially affected the design are resolved. 
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As noted above, over the course of the Summer and Fall the ISO will endeavor to finalize the CRR 
allocation rules, as well as certain other important details, and to develop and finalize the MRTU 
draft tariff language that the ISO plans to file in November 2005.  
 
STAKEHOLDER PROCESS 
On March 1-2, 2005, and April 12-13, 2005 the ISO conducted two-day MRTU stakeholder 
meetings.  The objectives of those meetings were to 1) ensure that stakeholders gained good 
understanding of which design features the ISO was proposing to include in “Release 1” and those 
that were proposed to be deferred to “Release 2”; 2) ensure that stakeholders gained good 
understanding of what items were proposed to be included in the May FERC filing and what items 
were proposed to be deferred to the November 2005 tariff filing and 3) discuss the ISO’s detailed 
proposals regarding various elements of the design, with a focus on those items to be included in 
the May FERC filing and the recommendations included in LECG’s review of the ISO’s design 
proposal. Management believes those objectives were largely accomplished. 
Management requested that stakeholders provide initial comments on the ISO’s proposals by 
March 11th and final written feedback on the ISO’s White Papers and the LECG report by April 
21st.  The ISO has posted stakeholder comments on its website at 
http://www.caiso.com/docs/2002/08/23/200208231358035858.html. Management briefly 
summarizes stakeholder feedback below. 
The stakeholder comments are summarized, by date and topic, below for the Category A items, 
i.e., those to be filed at FERC in May. While not exhaustive, the summary below provides a sense 
as to where stakeholders are on each of the identified issues. Please note that stakeholders also 
offered comment on the ISO’s prioritization of issues as noted in Attachment A. In general, many 
stakeholders request that the ISO accelerate its focus on Congestion Revenue Rights and 
resource adequacy-related matters. There was also strong support for ensuring that the ISO’s 
software can accommodate greater granularity in load aggregation pricing (which it can do). 
Certain stakeholders also stated that the ISO should implement virtual bidding.  
Summary of March 11th Stakeholder Comments 

Market Power Mitigation Provisions 
 Damage Control Bid Caps 
Views regarding the ISO’s proposed transition plan for raising the energy bid caps differed 
substantially on the timing and whether the increase should be conditioned on a study of the 
market. PG&E stated that the ISO and FERC must make an affirmative finding that the markets are 
competitive before raising the bid cap.  CMUA, the Sacramento Municipal Utility District (“SMUD”) 
and others urged the ISO adopt a go-slow approach.  In contrast, other entities (WPTF, Williams, 
and Mirant) stated that either the bid cap be raised to $1,000/MWh immediately or that the 
transition occur more quickly.  IEP urged the CAISO to consider “hardwiring” the transitional bid 
cap levels into the Tariff, as opposed to conditioning the plan on markets being demonstrated to be 
workable competitive. Pasadena Water and Power, Sempra, and WPTF all stated some concern 
that unless bid caps in California are tied to regional caps, California is at risk of suppressing the 
price of real-time energy in California and exporting needed resources, especially when supply 
conditions are tight. 
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 Local Market Power Mitigation (“LMPM”) 
SCE, PG&E, City and County of San Francisco, the Electricity Oversight Board (“EOB”) and others 
support the ISO’s recommendation to establish PJM-style LMPM.  WPTF and Mirant support NY-
style LMPM, concerned that the PJM-style mitigation may over-mitigate. Sempra acknowledges 
that forward contracting is a better approach to mitigating the exercise of local market power and 
that any form of bid-capping mechanism is a second-best solution.  Williams opposes the proposal 
to mitigate the entire portion of a unit’s bid curve above the Pass 1 (competitive) dispatch when 
that unit is identified as a resource that may provide local reliability support at a level above its 
Pass 1 dispatch and notes that such need may not be identified in the pre-IFM runs. 
Notwithstanding their support for PJM-style mitigation, SCE raises concerns that the ISO’s 
proposal may not be effective if it does not model all the constraints likely to occur on the system.  
SCE requests clarification on the constraints that will be modeled in the ISO’s proposed Integrated 
Forward Market (“IFM”), pre-IFM and Residual Unit Commitment (“RUC”) processes or “passes”.    
 Frequently Mitigated Units 
Mirant and WPTF raise concerns with the ISO’s proposal, basically asserting that this “special rule” 
is only needed because the mitigation is too stringent.  Notwithstanding those general concerns, 
WPTF states that the threshold (80% of runs hours) for determining when a unit should receive a 
bid adder should be lowered.  Mirant states that units that are frequently mitigated should be 
considered for Reliability Must Run designation.  IEP prefers a market based local capacity product 
for day-one implementation, or a transparent forward local reliability area capacity price that 
reflects market conditions, in lieu of CAISO backstop capacity contracts for compensation of 
frequently mitigated units.  In fact, several parties expressed favor of a formal capacity market that 
is integrated with the other CAISO markets.  IEP also notes that additional transparency is required 
in the designation of frequently mitigated units.  SCE does not support the concept of a bid-adder 
for compensating frequently mitigated units, commenting that imposing a bid-adder simply 
legitimizes the exercise of local market power and that exercise of market power will be allowed to 
set a node’s market clearing price which could also impact prices at neighboring nodes. 
 Ancillary Services and Residual Unit Commitment Mitigation 
Similar to its concerns expressed above with respect to LMPM, SCE raises concerns regarding 
Ancillary Services mitigation and RUC mitigation.  SCE is concerned that if, as proposed, the ISO 
procures Ancillary Services on an area basis, the price of such reserves will be high due to market 
power, i.e., lack of competitive suppliers within the area.  With respect to RUC, SCE states that the 
mitigation may be ineffective if the ISO does not model, in the pre-IFM or mitigation runs, all the 
constraints that it will use to determine unit commitments.  Williams and IEP state that the CAISO 
should not propose to decrease the A/S cap to $100/MW until it also has implemented a 
$1,000/MWh energy cap. 
 System AMP 
No party objected to the elimination of System AMP, as proposed by the ISO.  However, PG&E did 
request more time to consider the proposal. 
 Scarcity Pricing 
WPTF questions whether, as represented by the ISO, that the proposed design accommodates 
any scarcity pricing.  WPTF asserts that, with respect to reserves, the ISO should automatically set 
the price at $1,000 whenever the ISO does not satisfy its procurement target.  WPTF and Sempra 
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support accelerated development of an explicit scarcity pricing mechanism for Release 1.  The 
CEOB argues that the $250 bid cap will not dampen new investments or LSE incentives to enter 
forward contracts and questions instituting a more liberal scarcity pricing policy until there is 
credible evidence that demand response programs will materialize that can effectively respond to 
real time price spikes.  IEP comments that the CAISO must provide additional transparency 
regarding the use of reserves for contingencies as well as an ex post (operational) audit.  

Clearing of Demand Bids   
No party raised substantive comments on the ISO’s (and LECG’s) proposal for how demand bids 
should be cleared at the Load Aggregation Point (LAP) level.  As described by the ISO in its 
February 23 White Paper and discussed in the stakeholder meetings, this change is primarily a 
technical matter relating to the inner workings of the Integrated Forward Market software and does 
not in any way alter the ISO’s proposal to settle internal loads at averaged LAP prices. While a few 
parties (PG&E) requested more time to consider this issue, no party disagreed with the ISO’s 
proposal. 

Hour Ahead Scheduling Process 
Southern California Edison Company (“SCE”) supports the ISO’s proposal. A number of parties 
(Western Power Trading Forum (“WPTF”), Bonneville Power Administration (“BPA”), Powerex, 
Northern California Power Administration (“NCPA”), Pacific Gas & Electric Company (“PG&E”), 
Williams, the “Water Entities”, others) raised both questions and concerns regarding the ISO’s 
HASP proposal.  NCPA, the California Municipal Utilities Association (“CMUA”) and Silicon Valley 
Power (“SVP”) raised questions regarding the consistency between the HASP proposal and the 
Metered Subsystem (MSS) White Paper released by the ISO last November.  
WPTF raised certain objections to the HASP proposal. WPTF stated that the HASP proposal will 
let load-serving entities “off the hook” for uplift costs that arise from their scheduling behavior. 
Powerex and BPA raise concerns that the ISO’s proposal will not support imports. The water 
entities questioned the viability of not updating pump schedules for the hour ahead IFM. 
Summary of Final Stakeholder Comments 
On April 21st PG&E and WPTF submitted further comments. 

Hour Ahead Scheduling Process 
WPTF raised concerns that the ISO’s HASP process does not include a specific mechanism for 
optimizing ancillary services.  WPTF argues that because the ISO’s proposed HASP design does 
not provide an opportunity for market participants to submit new bids for ancillary serves (i.e., 
subsequent to day-ahead offers but before real time), both energy and ancillary services may be 
more expensive than needed. WPTF states that a full hour-ahead ancillary services market will 
allow market participants to buy-back ancillary services and allow for substitution across 
scheduling coordinators, thereby supporting the convergence of ancillary service prices between 
day-ahead and real time and overall economic efficiency. WPTF states that the ISO should not 
preclude the possibility that providers of real time ancillary services be paid a capacity payment. 
WPTF recommends that the ISO ensure that it retains the software flexibility to provide a capacity 
payment. Finally, WPTF raises concerns that the ISO’s software design plan has no 
accommodation for a full settlement in the hour-ahead market.  WPTF states that this is of concern 
especially because of the issues raised above and that these issues have not yet been resolved by 
FERC. WPTF states that it is willing to consider solutions that maintain the timeline preferences 
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and minimize the burden of clearing markets, such as the functionality to support the trading of 
ancillary service obligations. 
While supporting the general concepts behind the HASP proposal, PG&E states that it awaits 
further definition and evaluation.  Specifically, PG&E awaits details on how the ISO intends to 
forecast real time load to make intertie procurement decisions.  PG&E states that such details are 
critical to ensuring that the proposal will operate in a cost-effective manner. 

Market Power Mitigation Provisions 
Damage Control Bid Caps 

WPTF once again raises concerns regarding the interplay between resource adequacy process, 
the level of the damage control bid caps and local market power mitigation. WPTF is concerned 
that low bid caps and stringent local market power mitigation may impede California’s ability to 
attract the necessary supplies, potentially compromising both short and long-term reliability. WPTF 
believes that in order to provide certainty for investment, the ISO must establish at FERC an 
objective transition process for raising the bid cap. 
PG&E also states that resource adequacy and market power mitigation are linked and strongly 
supports the ISO’s intention to ascertain market competitiveness prior to any change in the bid 
caps.   

Local Market Power Mitigation 
WPTF recommends that each local constraint be assessed to determine whether it is competitive 
or non-competitive prior to implementation of the new market design. WPTF recommends that 
such an assessment be done by an independent entity. 

Frequently Mitigated Units 
WPTF asserts that the ISO’s proposed adoption of the PJM Interconnection’s (“PJM”) rules for 
frequently mitigated units is over simplistic. WPTF asserts that PJM’s proposal was developed to 
address unique circumstances (a number of simple cycle units needed to address transmission 
inadequacies). WPTF states that this unique circumstance probably does not exist in California and 
therefore the 80% threshold is probably not the right number.  WPTF recommends that the ISO 
conduct an assessment to determine what units may be unable to continue operations under the 
mitigation regime and target its proposal to those units.  In addition, WPTF states that the proposed 
fixed adder is overly simplistic and that the ISO should instead consider a flexible adder based on 
the capacity factor of the resource. 
 Scarcity Pricing 
WPTF states that the ISO’s policy not to provide any particular scarcity pricing mechanism will 
have undesirable outcomes. First, WPTF states that there will be no economic impact of the ISO 
leaning on reserve energy.  Second, there will be a disconnect between the ISO’s markets, capped 
at $250, and load shedding programs that are valued above $250. Finally, WPTF states that the 
ISO’s use of reserves should be transparent and posted to the market. 
 Ancillary Services and Residual Unit Commitment Mitigation 
WPTF states that the ISO should align its procurement policies for reserves with its mitigation 
policies for those same reserves.  Specifically, WPTF asserts that to treat regions broadly for 
procurement and then apply some more locational test for market power would be inconsistent and 
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inappropriate. WPTF states that the ISO should file at FERC the technical basis for any potential 
area of ancillary service mitigation. 

Categorization of Issues 
 Virtual Bidding 
WPTF contends that virtual bidding should not be “lumped” into Release 2. WPTF states that 
FERC directed the ISO to consider implementing convergence or virtual bidding on Day 1. WPTF 
states that the ISO’s FERC filing should clearly characterize the software constraints limiting the 
ISO’s ability to implement virtual bidding on Day 1. 
 Network Model and Other Technical Representations 
WPTF raises concerns that based on the discussion at the April 12-13 stakeholder meetings, there 
may be inconsistencies between how units are represented in the network model, the scheduling 
points used to schedule resources, the point at which metering values are reported, and the pricing 
points used for settlements.  WPTF requests clarification of these issues. 
 
DISCUSSION 
Stakeholders raise a number of questions that Management will endeavor to answer both generally 
here and in more detail in the attached White Papers. 
 Clearing of Demand Bids 
As noted above, no stakeholder raised substantive concerns with respect to the ISO’s (and 
LECG’s) proposed method for clearing demand bids at the LAP level. While PG&E stated that it 
awaits the final detailed tariff language to implement the proposal, it did not raise any concerns with 
the conceptual basis of the proposal. 
 Hour Ahead Scheduling Process 
Notwithstanding the fact that the Board has already approved the HASP proposal and that 
management is not asking the Board to reaffirm that previous decision, Management offers below 
responses to certain issues raised by stakeholders regarding the HASP proposal. 
WPTF and, in earlier comments, other parties raised concerns with the ISO’s HASP proposal. In 
particular, WPTF raised concerns that the HASP proposal would result in certain inefficiencies by 
not allowing market participants to submit new bids for ancillary services and allowing the ISO to 
re-optimize both energy and ancillary services in the hour-ahead timeframe. 
In response, it is important to distinguish two issues. The first is whether the MRTU design should 
retain today’s cumbersome three-settlement market system (i.e., a full hour-ahead settlement 
market in addition to day-ahead and real-time), or move to a two-settlement system as employed 
by all other ISOs. The second is whether to re-optimize the procurement of ancillary services after 
the day-ahead market, i.e., either within the HASP or in real-time. Management points out that 
these two issues are separable. Moreover, whereas WPTF’s concern is focused on the second 
issue, the first is the primary issue Management wants to put before FERC for conceptual approval 
at this time, i.e., the question of implementing a simplified hour-ahead scheduling process with 
minimal associated pricing and settlement, versus a complete hour-ahead settlement market. 
Management notes further that LECG’s comprehensive report on the MRTU market design also 
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noted the efficiency benefits of re-optimizing ancillary services after day-ahead, either within the 
HASP or in real-time, yet still completely supports the adoption of HASP rather than a complete 
hour-ahead settlement market.  
As noted in Attachment A, creation of the ISO’s HASP proposal was driven by two primary 
considerations: 1) the desire to permit market participants to submit revised supply schedules as 
close to the operating hour as possible, i.e., shorten the scheduling timeline by combining the hour-
ahead and real-time pre-dispatch scheduling processes; and 2) to simplify MRTU implementation 
and ongoing operation of the MRTU markets by moving from today’s three-settlement system to a 
two-settlement system. A third consideration was incorporated into the HASP design but is not 
essential to that design, namely, the desire of ISO operators to satisfy 100% of the ancillary service 
requirements in the day-ahead and not facilitate the inappropriate buy-back by market participants 
of ancillary services in the hour-ahead. 
Working within that construct, in May of 2004 the ISO proposed a “simplified” hour-ahead market 
that FERC approved in concept in a June 2004 order. Based on FERC conceptual approval of the 
simplified hour-ahead market , the ISO implementation team proceeded with its efforts with the 
understanding that the simplified hour-ahead design was now a part of the overall design. FERC 
then issued an order on rehearing in September 2004 that raised certain concerns and questions 
regarding the simplified hour-ahead market design. Based on those concerns, the ISO modified its 
simplified hour-ahead market proposal to address FERC and market participant concerns. That 
modified proposal became the HASP proposal approved by the Board last November.  
ISO management and LECG continue to support this HASP proposal. WPTF has raised concerns 
about the lack of an hour-ahead market for ancillary services and has linked this concern to its 
opposition to the HASP proposal. ISO management believes that the WPTF concerns regarding 
ancillary services can be addressed separately and should not hinder the FERC’s approval of 
HASP. In particular, the adoption of HASP as a primary design element of MRTU rather than a full 
hour-ahead settlement market does not preclude the possibility of creating a multi-settlement 
ancillary services market as LECG and WPTF recommend. As discussed in Attachment A, there 
are certain other outstanding ancillary services issues – specifically the pricing of ancillary services 
procured in HASP and in real-time – that must be addressed in the upcoming MRTU stakeholder 
process. Management recognizes that these pricing issues are inextricably linked to the question of 
ancillary services multi-settlement and therefore intends to include the issue of multi-settlements 
for ancillary services in this discussion. At the same time Management acknowledges that 
attempting to incorporate an hour ahead or real-time re-optimization of ancillary services into 
Release 1 would add unacceptable risk to the project schedule, and therefore would need to 
postpone this modification, if it is determined to be needed, to Release 2. For Release 1, the 
current HASP design does enable Scheduling Coordinators to substitute different resources in 
hour-ahead for ones that were scheduled in day-ahead to provide ancillary services, provided the 
substitute resources are located where needed and meet the ancillary service performance 
requirements.  
With respect to other comments regarding HASP, the ISO believes that it has addressed concerns 
raised by parties that the HASP proposal is inconsistent with the ISO’s MSS proposal.  The ISO 
does not believe any conflicts exist.  The ISO will continue to work with MSS participants to ensure 
a successful integration of established MSS concepts into the MRTU design. 
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Finally, although no party submitted written comments on the issue, the issue regarding HASP and 
the recent Phase 1B intertie bidding problem did come up at the April 12-13 stakeholder meeting.  
As further explained in footnote 5 (page 7) of Attachment A, from a conceptual design standpoint, 
Management believes that the design of the HASP proposal will support a pre-LMP “long-term” 
solution to the intertie bidding issue, if that solution is determined to be appropriate for the February 
2007 Release 1 design. 
Management notes that the Market Surveillance Committee (“MSC”) has also recommended that 
the HASP design not be finalized until the pre-LMP long-term solution to the intertie problem is 
finalized.  As noted above, Management does not believe that the ISO should delay seeking 
conceptual approval of the HASP design until such a solution to the intertie problem is defined.   As 
noted in the attached White Paper, Management recognizes that the pre-LMP long-term solution to 
the intertie bidding problem may have implications for the HASP treatment of pre-dispatched 
intertie bids under LMP, but at this time cannot know for sure what if any modification to the HASP 
proposal will be needed. This uncertainty should not, however, stand in the way of obtaining FERC 
conceptual approval of the HASP design in preference to a full hour-ahead settlement market, 
which is needed to ensure continuity and timely completion of the MRTU implementation effort.      
 Market Power Mitigation Provisions 
 Damage Control Bid Cap 
Comments on the ISO’s proposed transition plan for raising the bid caps were predictably varied. 
PG&E supported a “go slow” approach wherein the ISO would only raise the caps if the markets 
were demonstrated to be competitive.  Alternatively, suppliers urged the ISO to either raise the cap 
immediately or to accelerate the increase in the bid caps.     
As detailed in Attachment B, Management continues to believe that the proposed transition plan is 
reasonable and prudent. However, based on stakeholder feedback, Management is now proposing 
to modify the transition plan for lowering the ancillary services and RUC Availability payment bid 
cap.  Consistent with the proposed measured increase in the bid cap for energy, Management now 
proposes a three-year transition ($50 increments) for lowering the ancillary services and RUC 
availability payment bid caps from $250 to $100. 
 Local Market Power Mitigation 
Similar to opinions on the Damage Control Bid Cap, views are split on the ISO’s proposed LMPM 
provision.  Load-serving entities and the MSC generally support the PJM-style mitigation whereas 
suppliers are concerned that it will unnecessarily over-mitigate the bids of resources. Based on the 
feedback and continuing internal evaluation, Management continues to recommend adoption of the 
proposed PJM-style LMPM provisions. 
Management also commits to undertake, to a degree, the competitive v. non-competitive constraint 
analysis recommended by WPTF and others prior to implementation of MRTU. The ISO previously 
committed to work with stakeholders on this issue over the coming year and Management intends 
to work with stakeholders to develop an appropriate methodology for assessing the 
competitiveness of transmission constraints.  While analysis of every transmission path may not be 
possible, the ISO will work with stakeholders to identify critical paths. 
Finally, we note that the MSC opposes the ISO’s proposal regarding default bids for mitigated 
units. As detailed in Attachment B, the ISO proposes to provide three default bid options for units 
whose bids are mitigated.  One of the options is for a resource owner’s bid to be mitigated to cost 
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plus 10%.  The ISO’s proposal to mitigate to 110% of incremental cost is consistent with the 
mitigation already approved by FERC and in place in PJM and well-established FERC precedent 
regarding what are recoverable incremental costs. The MSC states that there is no cost basis for 
the 10% adder and that a resource owner’s bid should be mitigated to the resource’s incremental 
cost.  The MSC also proposes a method to determine a resource’s incremental cost. While 
Management acknowledges the MSC’s concern, Management does not support elimination of the 
10% adder.  The 10% adder is intended as a proxy for difficult to quantify incremental costs and 
has a well established precedent in the PJM Market1.     
 Frequently Mitigated Units 
Based on stakeholder feedback, Management continues to support the proposed bid adder for 
frequently mitigated. While WPTF and others question whether the circumstances that drove 
adoption of such a feature in PJM exist here in California, Management continues to believe the 
proposed bid adder is a reasonable safeguard should circumstances arise where the ISO must 
frequently mitigate certain units. Moreover, the bid adder approach is consistent with the CAISO’s 
overall objective of adopting a “PJM-like Package” of market power mitigation provisions.  SCE 
raised concerns about the use of administrative adders – especially when they are able to set the 
market clearing price. Similarly, the MSC objects to the application of a bid adder for frequently 
mitigated units on the basis that such adders introduce market inefficiencies that artificially 
increase prices in hours where there is no physical scarcity and may have spillover effects that 
would also increase prices at other (neighboring) nodes. While Management agrees with the 
concerns noted by SCE and the MSC, Management believes these concerns can be mitigated by 
the use of long-term contracts with units that are critical to local reliability needs, which would make 
these units ineligible for the bid adder. In the first instance, those contracts are likely to be long-
term contracts entered into by load-serving entities to satisfy their resource adequacy obligation. In 
the case where a load-serving entity is unable to enter into a forward contract with a frequently 
mitigated unit, the ISO could enter into a backstop capacity contract.  As noted in Attachment B 
(Section II.b.viii), the CAISO is planning to develop an alternative CAISO-established local capacity 
backstop product by summer 2006 so that it could be filed with FERC and used as a replacement 
or option to the bid adder approach for day-one implementation of MRTU. Management 
recommends adoption of the bid adder approach so as to substantively and affirmatively address 
concerns raised by FERC regarding the ability of certain critical resources to earn sufficient 
revenues to stay in operation.  Having a bid adder approach as a definitive fallback option, 
provides FERC with assurance that the CAISO will have an explicit mechanism for addressing 
revenue adequacy of frequently mitigated units, which is a critical component of an effective local 
market power mitigation approach. 
 Scarcity Pricing 
A number of stakeholders raised concerns that the ISO’s MRTU proposal does not contain formal 
scarcity pricing mechanisms, such as the reserve scarcity mechanism in place in both the New 
England and New York ISOs. 
As discussed in Attachment B (Section II.b.vi), the current MRTU design does provide for some 
form of scarcity pricing in both the forward (energy) and real time (ancillary services) markets.  

                                                 
1  In a January 25, 2005 Commission Order on the PJM market, FERC reaffirmed its position that a 10% bid 
adder is appropriate and that such bids should be eligible to set LMPs. 
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However, in the longer run, Management intends to consider developing a more extensive scarcity 
pricing design at a system level that could be implemented as a Release 2 item. 
In their Opinion, the MSC generally supports the concept of scarcity pricing and notes that it should 
be accompanied by demand response, sufficient forward contracting by LSEs, low barriers to entry 
of new generation, and adequate transmission capacity to serve the market.  They express 
concern that the ISO’s proposed limited form of scarcity pricing is potentially problematic given that 
not all of the above mentioned market characteristics are likely to be present in the initial 
implementation of MRTU and that any form of scarcity pricing under those conditions would be 
problematic.  Specifically, the ISO is proposing a limited form of scarcity pricing under MRTU in 
which if operating reserves that are flagged as “contingency only” reserves are dispatched in Real 
Time due to a deficiency of supply bids, the energy bids associated with these reserves would be 
set at $250/MWh and allowed to set LMPs.  The MSC recommends that suppliers use energy bids 
to manage their likelihood of being dispatched rather than using a self-selected contingency only 
flag for reserves.  The MSC also recommends that the ISO defer implementation of the real-time 
scarcity pricing market feature until an adequate definition of scarcity, based on the physical needs 
of operators for system reliability, can be developed to avoid the potential issue of withholding.  
Management has considered this concern and notes that self-selection of contingency-only reserve 
offers is consistent with the concept of scarcity pricing that the ISO is proposing to implement and 
does not constitute physical withholding for the following reason. The ISO has a requirement to 
hold in reserve a specific amount of capacity and will only procure these reserves, contingency-
only or otherwise, up to the required amount.  In this instance, the ISO is required to physically 
withhold these reserves from the real-time energy market to maintain adequate operating reserves.  
The ISO would not anticipate dispatching the energy from those reserves except in intervals of true 
scarcity (where all other supplemental energy bids have been exhausted) or in the event of a 
contingency.  Whether the ISO purchases all reserves as contingency-only, or just some portion, is 
immaterial to the triggering of the scarcity pricing mechanism and the indication in any interval that 
true scarcity exists. Nonetheless, Management will continue to discuss this issue with the MSC and 
stakeholders. 
 Categorization/Prioritization of Issues 
Perhaps the greatest source of stakeholder consternation was the interplay between the ISO’s 
MRTU design and implementation efforts. Put another way, stakeholders are very frustrated by the 
ISO’s inability to implement certain features (e.g., virtual bidding, expanded hour-ahead 
functionality, scarcity pricing) in Release 1 due to the fact that implementation of those features 
would have an adverse impact on the implementation effort and schedule. (See Sections 5 and 7 
of Attachment A). Stakeholders believe that decisions to build certain functionality into Release 1 
have not been made in a timely, open and transparent manner. 
Management acknowledges and understands the concerns and frustrations of stakeholders.  As 
with most large projects, there is a need to continuously balance design and implementation issues 
and make tradeoffs.  It is clear that the ISO needs to share more and more timely information with 
stakeholders regarding MRTU implementation and Management intends to do so. Notwithstanding 
stakeholder frustration, the facts remain the same – certain functionality has not been built into the 
MRTU systems and changing the systems at this juncture will increase the risk that the ISO may 
not be able to implement MRTU on schedule, i.e., by February 2007.  At this point in time, 
Management recommends that the ISO, working with stakeholders, continue to prioritize Release 2 
items so as to stage implementation/release of additional functionality after February 2007.    
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MANAGEMENT RECOMMENDATION 
For the reasons outlined above, Management recommends that the Board approve Management’s 
recommendations regarding: 1) the clearing of demand bids under MRTU; and 2) the market power 
mitigation provisions to be included in the MRTU design, as outlined in Attachments A and B to this 
memorandum.  Management also recommends that the Board direct Management to file such 
proposals at FERC for conceptual approval.  
Management recommends the following motion. 

MOVED, 
That the ISO Board of Governors approves the Market Redesign and 
Technology Upgrade conceptual design proposals, as outlined in the 
memorandum dated April 29, 2005, and related attachments, and directs ISO 
Management to file such proposals at FERC for conceptual approval. 
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DGGLWLRQDO� VXSSO\� UHVRXUFHV� DQG� ZKHHOLQJ� WUDQVDFWLRQV� ZLWKRXW� D� IRUPDO� KRXU�DKHDG�
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�/030��PHFKDQLVP�� �$Q�HIIHFWLYH� /030�PHFKDQLVP�� WRJHWKHU�ZLWK� IL[HG�SULFH� IRUZDUG�
FRQWUDFWV�IRU�HQHUJ\�EHWZHHQ�VXSSOLHUV�DQG�&DOLIRUQLD�ORDG�VHUYLQJ�HQWLWLHV��/6(V��DQG�DFWLYH�
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LQ� DGYDQFH� RI� GHOLYHU\� WR� REWDLQ� D� UHDVRQDEOH� SULFH�� RI� WKHLU� UHWDLO� HQHUJ\� DQG� DQFLOODU\�
VHUYLFHV� REOLJDWLRQV� DQG� WKDW� ILQDO� GHPDQG� DFWLYHO\� SDUWLFLSDWHV� LQ� WKH� ZKROHVDOH� PDUNHW���
7KHVH�IHDWXUHV�RI�WKH�UHWDLO�PDUNHW�GHVLJQ�SULPDULO\� OLPLW�WKH�DELOLW\�RI�VXSSOLHUV�WR�H[HUFLVH�
V\VWHP�ZLGH�PDUNHW�SRZHU�LQ�WKH�VKRUW�WHUP�HQHUJ\�DQG�DQFLOODU\�VHUYLFHV�PDUNHWV��+RZHYHU��
WKH�WHFKQRORJ\�RI�HOHFWULFLW\�SURGXFWLRQ�DQG�GHOLYHU\�FDQ�FUHDWH�FLUFXPVWDQFHV�ZKHQ�RQH�RU�
PRUH�VXSSOLHUV�DUH�HVVHQWLDO�WR�PHHW�D� ORFDO�HQHUJ\�RU�DQFLOODU\�VHUYLFHV�QHHG���8QGHU�WKHVH�
V\VWHP�FRQGLWLRQV��RQH�RU�PRUH� VXSSOLHUV� FDQ�SRVVHVV� VXEVWDQWLDO� ORFDO�PDUNHW�SRZHU� DQG�
ZLWKRXW�DQ�HIIHFWLYH�SURVSHFWLYH�/030�PHFKDQLVP�RQO\� WKH�ELG�FDS� OLPLWV�ZKDW� WKH\�FDQ�
FKDUJH�WR�PHHW�WKLV�ORFDO�HQHUJ\�RU�DQFLOODU\�VHUYLFHV�QHHG���*LYHQ�WKH�XQFHUWDLQWLHV�DVVRFLDWHG�
ZLWK� JHQHUDWLRQ� XQLW� DQG� WUDQVPLVVLRQ� OLQH� DYDLODELOLW\�� WKHVH� V\VWHP� FRQGLWLRQV� DUH� YHU\�
GLIILFXOW�WR�SUHGLFW�DQG�FDQ�RIWHQ�ODVW�IRU�VLJQLILFDQW�SHULRGV�RI�WLPH���)RU�H[DPSOH��D� ODUJH�
QXFOHDU�IDFLOLW\�RU�D�WUDQVPLVVLRQ�OLQH�PD\�EH�XQH[SHFWHGO\�IRUFHG�RXW�IRU�DQ�H[WHQGHG�SHULRG�
RI� WLPH��DQG� WKLV�PD\�PDNH�D�VLQJOH� JHQHUDWLRQ�XQLW�HVVHQWLDO� WR�PHHW�GHPDQG�DW�D�FHUWDLQ�
ORFDWLRQ���%HFDXVH�RI�WKHVH�XQFHUWDLQWLHV�LW�LV�SRVVLEOH�WKDW�YLUWXDOO\�DQ\�JHQHUDWLRQ�XQLW�LQ�WKH�
,62�FRQWURO�DUHD�FDQ�SRVVHVV�VXEVWDQWLDO�ORFDO�PDUNHW�SRZHU�XQGHU�VRPH�V\VWHP�FRQGLWLRQV���
)(5&� PXVW� WKHUHIRUH� JLYH� WKH� ,62� WKH� DXWKRULW\� WR� LPSOHPHQW� D� SURVSHFWLYH� /030�
PHFKDQLVP�WKDW�DSSOLHV�WR�DOO�JHQHUDWLRQ�XQLWV� LQ�WKH�FRQWURO�DUHD��RU�&DOLIRUQLD�FRQVXPHUV�
ZLOO�EH�VXEMHFW�WR�SHULRGLF�HSLVRGHV�RI�VXEVWDQWLDO�ORFDO�PDUNHW�SRZHU�ZKHQ�WKHVH�XQH[SHFWHG�
V\VWHP�FRQGLWLRQV�DULVH��

                                                
1 “Opinion on the Necessity of Effective Local Market Power Mitigation for a Workably Competitive Wholesale Market,” 
May 29, 2003 (available from http://www.caiso.com/docs/2003/05/29/200305291236069966.pdf)  
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7KH� QH[W� VHFWLRQ� GHVFULEHV� WKH� QHFHVVLW\� IRU� D� SURVSHFWLYH� /030�PHFKDQLVP� WR�
SUHYHQW�VLJQLILFDQW�KDUP�WR�FRQVXPHUV�IURP�WKH�H[HUFLVH�RI�XQLODWHUDO�PDUNHW�SRZHU���7KLV�
VHFWLRQ�DOVR�GHVFULEHV�WKH�HVVHQWLDO�UROH�RI�IL[HG�SULFH�IRUZDUG�FRQWUDFWV�IRU�HQHUJ\�YHUVXV�DQ�
LQVWDOOHG�FDSDFLW\�PDUNHW�RU�FDSDFLW\�SD\PHQWV�LQ�OLPLWLQJ�WKH�DELOLW\�RI�VXSSOLHUV�WR�H[HUFLVH�
V\VWHP�ZLGH�XQLODWHUDO�PDUNHW�SRZHU� LQ� WKH� VKRUW�WHUP� HQHUJ\� DQG� DQFLOODU\� VHUYLFHV�PDUNHW���
6HFWLRQ���GLVFXVVHV� LPSRUWDQW�GHWDLOV�RI� WKH�GHVLJQ�RI� D�/030�PHFKDQLVP�� LQFOXGLQJ� WKH�
DSSURSULDWH�ELG� OHYHO� IRU�PLWLJDWHG� JHQHUDWLRQ� XQLWV� UHJDUGOHVV� RI� KRZ� IUHTXHQWO\� WKH\� DUH�
PLWLJDWHG�� �7KLV� VHFWLRQ� DOVR�GLVFXVVHV� WKH�TXHVWLRQ�RI� VFDUFLW\�RI� JHQHUDWLRQ� DQG� UHVHUYHV�
HLWKHU� ORFDOO\� RU� V\VWHP�ZLGH� DQG� WKH� DSSURSULDWH� PDUNHW� SULFHV� ZKHQ� WKHVH� V\VWHP�
FRQGLWLRQV�RFFXU���6HFWLRQ���GLVFXVVHV�WKH�UDWLRQDOH�IRU�FKDQJLQJ�WKH�OHYHO�RI�WKH�ELG�FDS�RQ�
WKH� ,62·V� HQHUJ\� DQG� DQFLOODU\� VHUYLFHV�PDUNHWV�� 7KLV� VHFWLRQ� KLJKOLJKWV� WKH� QHHG� IRU� WKH�
&38&� WR� PDQGDWH� KLJKHU�PLQLPXP� OHYHOV� RI� FRYHUDJH� RI� ILQDO� GHPDQG� ZLWK� IL[HG�SULFH�
IRUZDUG�FRQWUDFWV�IRU�HQHUJ\�LI�LW�ZRXOG�OLNH�WR�PDLQWDLQ�WKH�LQWHJULW\�RI�ORZHU�OHYHOV�RI�WKH�
ELG�FDS�RQ�WKH�,62·V�VKRUW�WHUP�HQHUJ\�DQG�DQFLOODU\�VHUYLFHV�PDUNHWV��6HFWLRQ���FRQVLGHUV�
WKH�FRVWV�DQG�EHQHILWV�RI�DQ�DXWRPDWLF�PLWLJDWLRQ�SURFHGXUH��$03��DV�D�PHDQV�WR�OLPLW�WKH�
H[HUFLVH�RI�V\VWHP�ZLGH�XQLODWHUDO�PDUNHW�SRZHU��2XU�FRQFOXVLRQ�LV�WKDW�WKH�FRVWV�RI�DQ�$03�
PHFKDQLVP�LV�QRW�ZRUWK�DQ\�SRWHQWLDO�EHQHILWV�LW�PLJKW�SURYLGH���

����0DQDJLQJ�0DUNHW�3RZHU�LQ�:KROHVDOH�(OHFWULFLW\�0DUNHWV�

:H�EHOLHYH�WKH�EHVW�DSSURDFK�WR�PDQDJLQJ�PDUNHW�SRZHU�LQ�HOHFWULFLW\�PDUNHWV�LV�WR�
IRFXV� VWURQJ� PLWLJDWLRQ� RQ� WKH� DVSHFWV� RI� WKH� HQHUJ\� DQG� DQFLOODU\� VHUYLFHV� SURFXUHPHQW�
SURFHVV� WKDW� DUH� XQOLNHO\� WR�SURGXFH� FRPSHWLWLYH�RXWFRPHV��ZKLOH�PLQLPL]LQJ� LQWHUIHUHQFH�
ZLWK� WKRVH� DVSHFWV�ZLWK� D� VXIILFLHQWO\� FRPSHWLWLYH�PDUNHW� VWUXFWXUH�� � 7KH� ,62·V�SURSRVHG�
PDUNHW� SRZHU�PLWLJDWLRQ� SDFNDJH� UHIOHFWV� WKLV� SKLORVRSK\�� � 7KH� DSSURDFK� LV� WR� OLPLW� WKH�
DPRXQW�RI�V\VWHP�ZLGH�PLWLJDWLRQ�ZKLOH�IRFXVLQJ�VWURQJ�PLWLJDWLRQ�RQ�ORFDO�PDUNHWV�ZKHUH�
WUDQVPLVVLRQ� FRQVWUDLQWV� SUHFOXGH� HIIHFWLYH� FRPSHWLWLRQ� LQ� ERWK� VKRUW� DQG� ORQJHU�WHUP�
PDUNHWV���2XWVLGH�RI�ORFDOO\�FRQVWUDLQHG�UHJLRQV��SRWHQWLDO�DQG�DFWXDO�FRPSHWLWLRQ�IURP�QHZ�
HQWUDQWV�ZLOO�UHVXOW�LQ�DGHTXDWH�FRPSHWLWLRQ�IRU�IL[HG�SULFH�IRUZDUG�FRQWUDFWV�IRU�HQHUJ\�DQG�
DQFLOODU\�VHUYLFHV�ZLWK�GHOLYHU\�KRUL]RQV�RI�DW�OHDVW�WZR�WR�WKUHH�\HDUV�LQWR�WKH�IXWXUH��ZKHUH�
QHZ�HQWUDQWV�FDQ�FUHGLEO\�FRPSHWH��

�7KH�PRVW�HIIHFWLYH�ZD\�WR�OLPLW�WKH�LQFHQWLYH�IRU�VXSSOLHUV�WR�H[HUFLVH�PDUNHW�SRZHU�
LQ� VKRUW�WHUP� HQHUJ\� DQG� DQFLOODU\� VHUYLFHV�PDUNHWV� LV� WR� WDNH� DGYDQWDJH�RI� WKH� IDFW� WKDW� WKH�
IRUZDUG�PDUNHW�IRU�HQHUJ\�DQG�DQFLOODU\�VHUYLFHV�LV�VXEVWDQWLDOO\�PRUH�FRPSHWLWLYH�DW�GHOLYHU\�
KRUL]RQV�ORQJHU�WKDQ�LV�QHFHVVDU\�WR�EULQJ�QHZ�JHQHUDWLRQ�FDSDFLW\�RQ�OLQH���)RU�WKLV�UHDVRQ��
/6(V�FDQ�UHO\�RQ�WKH�WKUHDW�RI�QHZ�HQWU\�RI�JHQHUDWLRQ�FDSDFLW\�WR�REWDLQ�D�FRPSHWLWLYH�SULFH�
IRU�D�IL[HG�SULFH�ORQJ�WHUP�FRQWUDFW�IRU�HQHUJ\�RU�DQFLOODU\�VHUYLFHV�GHOLYHUHG�VHYHUDO�\HDUV�LQ�
WKH� IXWXUH�� � +RZHYHU�� DW� VKRUWHU� GHOLYHU\� KRUL]RQV�� IHZHU� VXSSOLHUV� DUH� DEOH� WR� FRPSHWH���
6LJQLILFDQW�UHOLDQFH�RQ�IRUZDUG�PDUNHWV�DW�WKHVH�GHOLYHU\�KRUL]RQV�FDQ�VXEMHFW�FRQVXPHUV�WR�
VXEVWDQWLDO�XQLODWHUDO�PDUNHW�SRZHU�LQ�WKH�VKRUW�WHUP�HQHUJ\�DQG�DQFLOODU\�VHUYLFHV�PDUNHWV��
$V�WKH�GHOLYHU\�KRUL]RQ�EHFRPHV�VKRUWHU��WKH�QXPEHU�RI�VXSSOLHUV�FRPSHWLQJ�WR�SURYLGH�WKH�
QHFHVVDU\�HQHUJ\�RU�DQFLOODU\�VHUYLFHV�VKULQNV��XQWLO�WKH�UHDO�WLPH�PDUNHW��ZKHQ�RQO\�VXSSOLHUV�
RSHUDWLQJ�WKHLU�XQLWV�ZLWK�XQORDGHG�FDSDFLW\�FDQ�PHHW�WKH�HQHUJ\�RU�DQFLOODU\�VHUYLFHV�QHHG���
&RQVHTXHQWO\��WKH�VDPH�OHYHO�RI�H[SRVXUH�WR�HQHUJ\�DQG�DQFLOODU\�VHUYLFHV�PDUNHWV�DW�VKRUWHU�
GHOLYHU\� KRUL]RQV� LQFUHDVHV� ULVN� WKDW� ILQDO� FRQVXPHUV� ZLOO� EH� VXEMHFW� WR� WKH� H[HUFLVH� RI�
VXEVWDQWLDO�XQLODWHUDO�PDUNHW�SRZHU��
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,W� LV� LPSRUWDQW� WR� HPSKDVL]H� WKDW� KDYLQJ� DGHTXDWH� JHQHUDWLRQ� FDSDFLW\� LQVWDOOHG� WR�
VHUYH�GHPDQG�GRHV�YHU\�OLWWOH�E\�LWVHOI�WR�SUHYHQW�WKH�H[HUFLVH�RI�XQLODWHUDO�PDUNHW�SRZHU�LQ�
VKRUW� WHUP� HQHUJ\� DQG� DQFLOODU\� VHUYLFHV� PDUNHWV�� 6SHFLILFDOO\�� VXSSRVH� WKHUH� DUH� WZR�
RWKHUZLVH�LGHQWLFDO�PDUNHWV� LQ�WHUPV�RI�PDUNHW�GHPDQG�DQG�WKH�DPRXQW�DQG�RZQHUVKLS�RI�
JHQHUDWLRQ�FDSDFLW\��H[FHSW�WKDW�RQH�KDV�D�FDSDFLW\�PDUNHW�DQG�WKH�RWKHU�GRHV�QRW��7KHVH�WZR�
ZKROHVDOH�HOHFWULFLW\�PDUNHWV�ZLOO�EH�VXEMHFW�WR�WKH�VDPH�DPRXQW�RI�XQLODWHUDO�PDUNHW�SRZHU�
LQ�WKH�VSRW�PDUNHW��EHFDXVH�WKH�FDSDFLW\�SD\PHQW�RQO\�UHTXLUHV�D�VXSSOLHU�WR�ELG�LQWR�WKH�VSRW�
PDUNHW� DW� RU� EHORZ� WKH� ELG� FDS� LI� LWV� XQLWV� DUH� DYDLODEOH� WR� RSHUDWH�� � 7KH� LQFHQWLYHV� IRU�
VXSSOLHUV�WR�ELG�DW�WKH�ELG�FDS�DUH�LGHQWLFDO�XQGHU�HLWKHU�VFHQDULR���,Q�DGGLWLRQ��WKH�VXSSOLHU�
KDV�WKH�RSWLRQ�LQ�HLWKHU�FDVH�WR�GHFODUH�VRPH�RI�LWV�JHQHUDWLRQ�XQLWV�XQDEOH�WR�RSHUDWH�GHVSLWH�
WKH�IDFW�WKDW�WKH\�DUH�DFWXDOO\�DEOH�WR�RSHUDWH��$�PDMRU�OHVVRQ�IURP�WKH�SHULRG�-XQH������WR�
-XQH� ����� LQ� WKH� &DOLIRUQLD� PDUNHW� LV� WKH� YLUWXDO� LPSRVVLELOLW\� RI� GHWHUPLQLQJ� ZKHWKHU� D�
VXSSOLHU�LV�WUXO\�DEOH�WR�VXSSO\�HQHUJ\�IURP�LWV�JHQHUDWLRQ�XQLWV��,Q�FRQWUDVW��DGHTXDWH�OHYHOV�
RI� IL[HG�SULFH� IRUZDUG� FRQWUDFWV� IRU� HQHUJ\� DQG� DQFLOODU\� VHUYLFHV� VLJQLILFDQWO\� OLPLW� WKH�
LQFHQWLYHV� RI� VXSSOLHUV� WR� H[HUFLVH� XQLODWHUDO� PDUNHW� SRZHU� LQ� WKH� VKRUW�WHUP� HQHUJ\� DQG�
DQFLOODU\�VHUYLFHV�PDUNHWV���$GHTXDWH�LQVWDOOHG�FDSDFLW\�WR�VHUYH�GHPDQG�DORQH�GRHV�YHU\�OLWWOH�
WR�SUHYHQW�WKH�H[HUFLVH�RI�VXEVWDQWLDO�XQLODWHUDO�PDUNHW�SRZHU�LQ�VKRUW�WHUP�PDUNHWV���7KLV�LV�
WUXH�HYHQ� LI� WKH� LQVWDOOHG�FDSDFLW\�PDUNHW�SHQDOL]HV� WKH�XQLW�RZQHU� IRU�GHFODULQJ� WRR�PDQ\�
IRUFHG�RU�SODQQHG�RXWDJHV�E\�OLPLWLQJ�WKH�DPRXQW�RI�LQVWDOOHG�FDSDFLW\� LW�FDQ�VHOO� IURP�WKH�
JHQHUDWLRQ� XQLW� LQ� IXWXUH� SHULRGV�� � ,Q�PRVW� V\VWHPV�� SHQDOWLHV� IRU� IDLOLQJ� WR� FRPSO\� ZLWK�
PXVW�RIIHU�UHTXLUHPHQWV�DUH� LQDGHTXDWH�DQG�PHDVXUHPHQW�RI�FRPSOLDQFH� LV�GLIILFXOW�� LI�QRW�
LPSRVVLEOH������

:KLOH� UREXVW� IRUZDUG� PDUNHWV� KDYH� SURYHQ� WR� EH� HIIHFWLYH� LQ� PLWLJDWLQJ� PDUNHW�
SRZHU�RYHU�EURDG�UHJLRQV�ZKHUH�HQWU\�LV�UHODWLYHO\�XQFRQVWUDLQHG�DQG�WKHUH�DUH�D�QXPEHU�RI�
SRWHQWLDO�VXSSOLHUV��IRUZDUG�FRQWUDFWV�GR�QRW�SURGXFH�WKH�VDPH�EHQHILWV� LQ�DUHDV�VXEMHFW�WR�
ORFDO�PDUNHW�SRZHU��&HUWDLQ�JHQHUDWLRQ�XQLW�RZQHUV�SRVVHVV�VXEVWDQWLDO� ORFDO�PDUNHW�SRZHU�
EHFDXVH�LW�LV�H[WUHPHO\�FRVWO\�WR�EXLOG�D�QHZ�JHQHUDWLRQ�XQLW�LQ�D�ORFDO�DUHD�DW�DOPRVW�DQ\�WLPH�
KRUL]RQ�WR�GHOLYHU\���&RQVHTXHQWO\��LW�LV�QRW�FUHGLEOH�LQ�VXFK�FLUFXPVWDQFHV�IRU�DQ�/6(�WR�XVH�
WKH� WKUHDW�RI� HQWU\� WR� GLVFLSOLQH� WKH� IRUZDUG� FRQWUDFW� SULFH� WKDW� DQ� H[LVWLQJ� ORFDO� VXSSOLHU�
ZRXOG�RIIHU�WR�SURYLGH�HQHUJ\�RU�DQFLOODU\�VHUYLFHV��

$�VHFRQG�UHDVRQ�WKH�IRUZDUG�FRQWUDFW�VROXWLRQ�PD\�QRW�OLPLW�WKH�ORFDO�PDUNHW�SRZHU�
H[SRVXUH�RI�DQ�/6(�UHVXOWV�IURP�WKH�/6(�QRW�EX\LQJ�VXIILFLHQW�HQHUJ\�IRU�GHOLYHU\�SRLQWV�LQ�
WKH� QHWZRUN� ZKHUH� LW� DFWXDOO\� ZLWKGUDZV� SRZHU�� � 7KLV� SXUFKDVLQJ� VWUDWHJ\� FDQ� FUHDWH�
FLUFXPVWDQFHV� ZKHUH� WKH� /6(� LV� H[SRVHG� WR� VLJQLILFDQW� ORFDWLRQDO� SULFH� ULVN� EHFDXVH� WKH�
QHWZRUN�LV�XQDEOH�WR�GHOLYHU�WKH�ZKROHVDOH�HQHUJ\�IURP�WKH�SRLQWV�LQ�WKH�QHWZRUN�ZKHUH�LW�LV�
LQMHFWHG� WR� WKH� SRLQWV� ZKHUH� WKH� /6(� DFWXDOO\� ZLWKGUDZV� HQHUJ\� IURP� WKH� QHWZRUN�� � %\�
PDNLQJ�LWV�IRUZDUG�PDUNHW�SXUFKDVHV�DW�ORFDWLRQV�LQ�WKH�QHWZRUN�ZKHUH�LW�DFWXDOO\�ZLWKGUDZV�
HQHUJ\�DW�OHYHOV�OHVV�WKDQ�RU�HTXDO�WR�LWV�DFWXDO�UHWDLO�HQHUJ\�REOLJDWLRQV�DW�WKHVH�ORFDWLRQV��WKLV�
H[SRVXUH�WR�ORFDO�PDUNHW�SRZHU�LQ�WKH�VSRW�PDUNHW�FDQ�EH�DYRLGHG���

7R�WKH�H[WHQW�WKDW�/6(V�GR�QRW�SUHFLVHO\�PDWFK�WKHLU�IRUZDUG�FRQWUDFW�SXUFKDVHV�WR�
WKHLU� DQWLFLSDWHG� ORFDWLRQDO� HQHUJ\� QHHGV� DQG� WR� WKH� H[WHQW� WKDW� FHUWDLQ� ORFDWLRQV� LQ� WKH�

                                                
2 For example, a common penalty for non-performance is to reduce the amount of installed capacity a unit can sell in 
future periods.  The delay in applying the penalty, combined with the fact that capacity may be worth much less in the 
future, dilutes the effectiveness of this approach. 
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WUDQVPLVVLRQ�QHWZRUN�IDFH�VXEVWDQWLDO�EDUULHUV�WR�HQWU\�E\�QHZ�JHQHUDWLRQ�IDFLOLWLHV��/6(V�ZLOO�
IDFH�VLJQLILFDQW�ORFDO�PDUNHW�SRZHU�LQ�WKH�VSRW�PDUNHW���:KLOH�/6(V�VKRXOG�EH�JLYHQ�VWURQJ�
LQFHQWLYHV� E\� WKH� &38&� WR� SXUFKDVH� WKHLU� IRUZDUG� PDUNHW� HQHUJ\� QHHGV� WR� PDWFK� WKHLU�
H[SHFWHG�ORFDWLRQDO�HQHUJ\�QHHGV��LW�LV�GLIILFXOW�IRU�WKH�/6(�WR�IRUHFDVW�SUHFLVHO\�LWV�GHPDQG�
IRU� HQHUJ\� DW� DOO� ORFDWLRQV� LQ� WKH�QHWZRUN�� ,Q� WKH� LQVWDQFHV�ZKHQ�/6(V�XQH[SHFWHGO\�QHHG�
DGGLWLRQDO� HQHUJ\� IURP� FHUWDLQ� ORFDWLRQV� LQ� WKH� QHWZRUN� LQ� WKH� VKRUW�WHUP� PDUNHW�� WKH\�
VKRXOG�QRW�EH�VXEMHFW�WR�WKH�H[HUFLVH�RI�VXEVWDQWLDO�ORFDO�PDUNHW�SRZHU��

$Q�DGYDQWDJH�RI�D�ORFDWLRQDO�PDUJLQDO�SULFLQJ��/03��PDUNHW�GHVLJQ�LV�WKDW�&38&�FDQ�
VSHFLI\� WKH� H[DFW� GHOLYHU\� ORFDWLRQV� WKDW� VXSSOLHUV� VKRXOG� SXUFKDVH� WKH� QHFHVVDU\� IRUZDUG�
FRQWUDFW�FRYHUDJH�IRU�WKHLU�HQHUJ\�DQG�DQFLOODU\�VHUYLFHV�REOLJDWLRQV���5DWKHU�WKDQ�VSHFLI\LQJ�
GHOLYHU\�ZLWKLQ�D�]RQH��WKH�&38&�FDQ�PDQGDWH�IRUZDUG�PDUNHW�SXUFKDVHV�DW�ORFDWLRQV�ZKHUH�
WKH�/6(�DFWXDOO\�ZLWKGUDZV�HQHUJ\�IURP�WKH�QHWZRUN���7KLV�ZLOO�HQVXUH�WKDW�IRUZDUG�HQHUJ\�
DQG�DQFLOODU\�VHUYLFHV�SXUFKDVHV�FDQ�DFWXDOO\�EH�GHOLYHUHG�LQ�UHDO�WLPH���6SHFLILFDOO\��LI�WKH�/6(�
KDV�SXUFKDVHG�HQHUJ\� LQ�DGYDQFH� IRU�GHOLYHU\�DW� ORFDWLRQV�ZKHUH� LW�ZLWKGUDZV�HQHUJ\�RU�DW�
ORFDWLRQV�ZKHUH�LWV�&55V�DUH�VRXUFHG��WKHQ�WKH�ULVN�RI�IDLOLQJ�WR�GHOLYHU�LQ�UHDO�WLPH�QRZ�LV�
WUDQVIHUUHG� WR� JHQHUDWLRQ�XQLW�RZQHUV�� �7KHVH�PDUNHW�SDUWLFLSDQWV�KDYH� WKH� DFWXDO�SK\VLFDO�
UHVRXUFHV�QHFHVVDU\�WR�HQVXUH�WKDW�ORDG�ZLOO�EH�VHUYHG��DQG�IDFH�D�VLJQLILFDQW�ILQDQFLDO�SHQDOW\�
LI�WKH\�DUH�XQDEOH�WR�GR�VR���

����)HDWXUHV�RI�DQ�(IIHFWLYH�/030�0HFKDQLVP�

,Q� RXU� SUHYLRXV� RSLQLRQ� RQ� WKH� QHFHVVLW\� RI� DQ� HIIHFWLYH� ORFDO� PDUNHW� SRZHU�
PLWLJDWLRQ� PHFKDQLVP� ZH� KLJKOLJKWHG� D� QXPEHU� RI� FULWHULD� IRU� GHVLJQLQJ� DQ� /030�
PHFKDQLVP���:H� EHOLHYH� WKDW� WKH� 3-0�VW\OH�PHFKDQLVP� SURSRVHG� E\� WKH� ,62� LV� OLNHO\� WR�
VDWLVI\�WKRVH�FULWHULD�EHWWHU�WKDQ�D�1HZ�<RUN�VW\OH�PHFKDQLVP���7KH�DSSHDO�RI�WKH�3-0�VW\OH�
PHFKDQLVP�LV�WKDW�PLWLJDWLRQ�LV�EDVHG�SULPDULO\�RQ�WKH�VWUXFWXUH�RI�WKH�WUDQVPLVVLRQ�QHWZRUN�
DQG� JHRJUDSKLF� GLVWULEXWLRQ� RI� JHQHUDWLRQ� DVVHWV�� � &HUWDLQ� WUDQVPLVVLRQ� FRQVWUDLQWV� DUH�
GHHPHG� FRPSHWLWLYH� DQG� QR� ELGV� WR� XVH� VXFK� LQWHUIDFHV� ZLOO� EH� PLWLJDWHG�� � $OO� RWKHU�
FRQVWUDLQWV�DUH�QRQ�FRPSHWLWLYH�DQG�WKH�ELGV�RI�JHQHUDWLQJ�XQLWV�WKDW�PRVW�HIIHFWLYHO\�UHOLHYH�
WKRVH� FRQVWUDLQWV� PXVW� EH� PLWLJDWHG�� EHFDXVH� RI� WKH� EHOLHI� WKDW� WKHUH� LV� LQVXIILFLHQW�
FRPSHWLWLRQ�DPRQJ�WKHVH�VXSSOLHUV���,Q�FRQWUDVW��WKH�1HZ�<RUN�VW\OH�RI�PHFKDQLVP�UHOLHV�RQ�
EHKDYLRUDO� FRQGXFW� DQG� LPSDFW� WKUHVKROGV� WR�GHWHUPLQH�ZKLFK� JHQHUDWLRQ�XQLWV� VKRXOG�EH�
PLWLJDWHG���3RWHQWLDOO\��DOO�XQLWV� LQ�D�JHRJUDSKLF�DUHD�FRXOG�EH�PLWLJDWHG��GHSHQGLQJ�RQ�WKHLU�
EHKDYLRU��+RZHYHU��D�ZHDNQHVV�RI�WKH�1HZ�<RUN�DSSURDFK�LV�WKDW�GHSHQGLQJ�RQ�WKH�OHYHOV�RI�
WKH� FRQGXFW� DQG� LPSDFW� WKUHVKROGV� VHW� LQ� WKH� UHJXODWRU\� SURFHVV�� D� VXEVWDQWLDO� DPRXQW� RI�
ORFDO� PDUNHW� SRZHU� FRXOG� JR� XQPLWLJDWHG�� � 6SHFLILFDOO\�� )(5&� VHOHFWLQJ� WKH� OHYHOV� RI� WKH�
FRQGXFW�DQG�LPSDFW�WKUHVKROGV�WKDW�D�JHQHUDWLRQ�XQLW�PXVW�YLRODWH�WR�KDYH�LWV�ELG�PLWLJDWHG�
DPRXQWV�WR�LW�VSHFLI\LQJ�DQ�DFFHSWDEOH�DPRXQW�RI�ORFDO�PDUNHW�SRZHU�WKDW� LV�DOORZHG�WR�JR�
XQPLWLJDWHG���%HFDXVH�WKH�1HZ�<RUN�VW\OH�PHFKDQLVP�VDQFWLRQV�WKH�H[HUFLVH�RI�ORFDO�PDUNHW�

                                                
3 For example, if (1) an LSE has purchased a fixed-price forward contract for energy delivered to a specific location and 
(2) it is unable withdraw this quantity of energy from the network at this location during the settlement hour because of a 
local transmission constraint or inadequate supply of energy, there are a number of ways to penalize the seller of the 
contract.  For example, the supplier could simply be required to pay the LSE the difference between the spot price and the 
forward contract price at that location times the forward contract quantity.  Because some demand by the LSE at that 
location is unmet, the spot price at that location would be at least equal to the market-wide bid cap, which would imply a 
substantial payment to the buyer of the contract.  Therefore, a means of increasing the cost of these energy shortfalls to 
the seller of the contract is to raise the bid cap on the spot market. 
4 “Opinion on the Necessity of Effective Local Market Power Mitigation for a Workably Competitive Wholesale Market,” op. 
cit., Footnote 1. 
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SRZHU� ZLWKLQ� WKH� WROHUDQFHV� RI� WKH� FRQGXFW� DQG� LPSDFW� WKUHVKROGV�� ZH� SUHIHU� WKH� 3-0�
DSSURDFK�ZKLFK�HOLPLQDWHV�WKLV�UHJXODWRU\�GLVFUHWLRQ��

7KH� ,62� LV� ILOLQJ� D�PHFKDQLVP� WKDW� LV� YHU\� VLPLODU� WR� WKH� 3-0� DSSURDFK�� � ,W� DOVR�
VKDUHV� LPSRUWDQW� HOHPHQWV�ZLWK�/030�PHFKDQLVPV� DOUHDG\� DSSURYHG�E\�)(5&� IRU�RWKHU�
,62V��VXFK�DV�WKRVH�LQ�1HZ�(QJODQG�DQG�1HZ�<RUN���:H�XQGHUVWDQG�WKH�GHVLUH�RI�WKH�,62�
WR�ILOH�D�WDULII�WKDW�GRHV�QRW�FRQIOLFW�ZLWK�)(5&�GHFLVLRQV�UHJDUGLQJ�PLWLJDWLRQ�LQ�WKHVH�RWKHU�
PDUNHWV�DQG�ZH�EHOLHYH�WKDW�WKH�SDFNDJH�RI�PLWLJDWLRQ�DQG�RWKHU�0578�HOHPHQWV�DV�D�ZKROH�
FRQVWLWXWHV� DQ� LPSURYHPHQW� RYHU� WKH� FXUUHQW� GHVLJQ�� � +RZHYHU� WKHUH� DUH� DVSHFWV� RI� WKH�
/030� WKDW� ZH� EHOLHYH� VLJQLILFDQWO\� GHWUDFW� IURP�PDUNHW� HIILFLHQF\�� �:H� GLVFXVV� WKHVH� LQ�
GHWDLO�EHORZ���0RVW�RI�WKHVH�DVSHFWV�DUH�VKDUHG�ZLWK�WKH�PLWLJDWLRQ�PHFKDQLVPV�LQ�RWKHU�86�
PDUNHWV�� �:H�XUJH� WKH�)(5&� WR� UHFRQVLGHU� WKH� LPSDFWV�RI� WKHVH� VKRUWFRPLQJV�RQ�PDUNHW�
HIILFLHQF\�LQ�WKH�FRQWH[W�RI�IRUPXODWLQJ�D�VHW�RI�FRQVLVWHQW�SULQFLSOHV�IRU�ORFDO�PDUNHW�SRZHU�
PLWLJDWLRQ�LQ�DOO�,62V��

%HIRUH�GLVFXVVLQJ� WKH�ZRUNLQJV�RI�/030�PHFKDQLVPV�� LW� LV� XVHIXO� WR�FRQVLGHU� WKH�
JRDO�RI� WKHVH�PHFKDQLVPV��ZKLFK� LV� WR�SURGXFH� ORFDWLRQDO�SULFHV� WKDW�DFFXUDWHO\� UHIOHFW� WKH�
LQFUHPHQWDO� FRVW� RI� ZLWKGUDZLQJ� SRZHU� DW� DOO� ORFDWLRQV� LQ� WKH� QHWZRUN�� � 6XFK� SULFHV� DUH�
SURGXFHG�E\�VXIILFLHQW�FRPSHWLWLRQ�� �$Q�HIILFLHQW�SULFH�VKRXOG�UHIOHFW�WKH� LQFUHPHQWDO�FRVW�
�RU� EHQHILW�� WR� WKH� V\VWHP� RI� DGGLWLRQDO� FRQVXPSWLRQ� �RU� VXSSO\�� DW� WKDW� ORFDWLRQ� LQ� WKH�
WUDQVPLVVLRQ� QHWZRUN�� � 8QOHVV� WKHUH� LV� D� VKRUWDJH�� D� SULFH� WKDW� LV� DERYH� WKH� VKRUW� WHUP�
LQFUHPHQWDO�FRVW�LV�LQHIILFLHQW�EHFDXVH�LW�FDQ�GHWHU�FRQVXPSWLRQ�ZKRVH�YDOXH�LV�JUHDWHU�WKDQ�
WKH�FRVW�RI�SURGXFWLRQ��EXW�EHORZ�WKH�SULFH���)XUWKHU��ZKHQ�DQ�LQGLYLGXDO�JHQHUDWLRQ�XQLW�VHWV�
LWV�SULFH�DERYH�LWV�LQFUHPHQWDO�FRVW��RWKHU�PRUH�H[SHQVLYH�XQLWV�PD\�EH�FKRVHQ�WR�VXSSO\�LQ�
LWV� SODFH�� � ,Q� WKH� DEVHQFH� RI� VKRUWDJHV�� SULFHV� WKDW� GHYLDWH� IURP� LQFUHPHQWDO� FRVWV� FDXVH�
LQHIILFLHQW�FRQVXPSWLRQ�DQG�LQHIILFLHQW�SURGXFWLRQ���,Q�SHUIHFWO\�FRPSHWLWLYH�PDUNHWV��ILUPV�
ZLOO�FKRRVH�WR�SURGXFH�DV�ORQJ�DV�WKH�SULFH�LV�DERYH�WKHLU�LQFUHPHQWDO�FRVWV���7KH�RQO\�WLPH�
WKH�HFRQRPLFDOO\�HIILFLHQW�SULFH�VKRXOG�EH�DERYH�WKH�LQFUHPHQWDO�FRVW�RI�ZLWKGUDZLQJ�HQHUJ\�
DW�WKDW�ORFDWLRQ�LV�ZKHQ�VXSSO\�DW�WKDW�ORFDWLRQ�LV�FDSDFLW\�FRQVWUDLQHG��L�H��WKHUH�LV�D�VFDUFLW\�
RI� VXSSO\��� � ,Q� WKLV� FDVH�� WKH� HIILFLHQW� ORFDWLRQDO� SULFH� LV� DERYH� WKH� YDULDEOH� FRVWV� RI� DOO�
JHQHUDWLRQ�XQLWV���,GHDOO\��LW�LV�VHW�E\�WKH�ZLOOLQJQHVV�RI�GHPDQG�DW�WKDW�ORFDWLRQ�WR�FXUWDLO�LWV�
FRQVXPSWLRQ���,Q�SUDFWLFH��LW�LV�XVXDOO\�VHW�HTXDO�WR�WKH�ELG�FDS�RQ�WKH�HQHUJ\�PDUNHW��

7KH�JHQHUDO�LGHD�RI�ORFDO�PDUNHW�SRZHU�PLWLJDWLRQ�LV�WR�LQGXFH�DQ�RIIHU�SULFH�IURP�D�
JHQHUDWLRQ�XQLW�ZLWK�ORFDO�PDUNHW�SRZHU�HTXDO�WR�WKH�RQH�WKDW�ZRXOG�REWDLQ�LI�WKDW�XQLW�IDFHG�
VXIILFLHQW�FRPSHWLWLRQ��$�XQLW�WKDW�IDFHV�VXEVWDQWLDO�FRPSHWLWLRQ�ZRXOG�RIIHU�D�SULFH�HTXDO�WR�
LWV� YDULDEOH� FRVW�RI� VXSSO\LQJ� DGGLWLRQDO� HQHUJ\��:KHQ� WKH�/030�PHFKDQLVP� LV� WULJJHUHG��
WKH�RIIHU�SULFH�RI�VXFK�D�XQLW� LV�VHW�WR�D�UHJXODWHG�OHYHO�� �%\�WKH�DERYH�ORJLF��WKLV�UHJXODWHG�
OHYHO� VKRXOG� EH� HTXDO� WR� WKH� ,62·V� EHVW� HVWLPDWH� RI� WKH� XQLW·V� YDULDEOH� FRVW� RI� VXSSO\LQJ�
HQHUJ\��DVVXPLQJ�WKDW�D�VFDUFLW\�SULFLQJ�PHFKDQLVP�LV�LQ�SODFH�WKDW�ZRXOG�UDLVH�SULFHV�DERYH�
ELG�OHYHOV� LQ�FDVH�RI�D�FDSDFLW\�VKRUWIDOO��$OWKRXJK�WKH�FRQGLWLRQV�XQGHU�ZKLFK�PLWLJDWLRQ�LV�
WULJJHUHG� DUH� WKH�PDLQ� VRXUFH� RI� GLIIHUHQFHV� EHWZHHQ� WKH� 1HZ� <RUN�VW\OH� DQG� 3-0�VW\OH�
PLWLJDWLRQ�� ZH� ZLOO� IRFXV� RQ� WKH� OHYHO� WKDW� WKH� RIIHU� SULFH� LV� PLWLJDWHG� WR�� � :KLOH� WKH�
PLWLJDWLRQ�FRQWUROV�WKH�H[WHQW�WR�ZKLFK�RIIHU�SULFHV�GHYLDWH�IURP�LQFUHPHQWDO�FRVWV��VHYHUDO�
DVSHFWV�RI�DOO�H[LVWLQJ�/030�PHFKDQLVPV�� LQFOXGLQJ�,62·V�SURSRVHG�PHFKDQLVP��ELDV� WKH�
RIIHU�SULFH�XSZDUGV� WR�JXDUDQWHH� WKDW�PLWLJDWHG�RIIHU�SULFHV�ZLOO�EH�QRWLFHDEO\�KLJKHU�WKDQ�
WKRVH�IURP�XQLWV�IDFLQJ�VXEVWDQWLDO�FRPSHWLWLRQ���



  April 26, 2005 

Market Surveillance Committee of the CAISO  Page 7 of 14 

7KH� ,62�SURSRVHV� WR�RIIHU� WKUHH�RSWLRQV� IRU�PLWLJDWHG�ELG�SULFHV�� ���� LQFUHPHQWDO�
FRVWV� SOXV� D� ���� DGGHU�� ���� DQ� DYHUDJH� RI� SUHYLRXV� /03V� DW� WKH� XQLW·V� ORFDWLRQ�� RU� ���� D�
QHJRWLDWHG� SULFH�� � )RU� XQLWV� WKDW� DUH� IUHTXHQWO\� PLWLJDWHG³PRUH� WKDQ� ���� RI� WKHLU� UXQ�
KRXUV³DQ�HYHQ�ODUJHU�ELG�DGGHU�ZLOO�EH�DGGHG�WR�WKH�,62·V�HVWLPDWH�RI�WKDW�XQLW·V�YDULDEOH�
FRVW��

7KH�WKUHH�PLWLJDWLRQ�RSWLRQV�VKDUH�RQH�LPSRUWDQW�IHDWXUH��HDFK�LV�YLUWXDOO\�JXDUDQWHHG�
WR� EH� VLJQLILFDQWO\� DERYH� WKH� LQFUHPHQWDO� FRVW� RI� WKH� JHQHUDWLRQ� XQLW�� � :H� DUH� YHU\�
V\PSDWKHWLF�WR�FRQFHUQV�DERXW�RYHU�UHJXODWLRQ� LQ�HOHFWULFLW\�PDUNHWV�� �7KHUH�ZLOO� DOZD\V�EH�
VRPH�XQFHUWDLQW\�DERXW�WKH�WUXH�PLQLPXP�FRVW�RI�SURGXFLQJ�HQHUJ\�IURP�D�JHQHUDWLRQ�XQLW���
/LQNLQJ�RIIHU�SULFHV� WR� LQFXUUHG� FRVWV� FRXOG�ZHDNHQ� WKH� LQFHQWLYHV�RI� JHQHUDWRUV� WR� ORZHU�
WKRVH� FRVWV�� � 7KH� FRQFHUQ� ZLWK� DFFXUDWHO\� PHDVXULQJ� LQFUHPHQWDO� FRVWV� VHHPV� WR� KDYH�
UHVXOWHG� LQ� D� GHVLUH� WR�ELDV�PLWLJDWHG� SULFHV� XSZDUGV��+RZHYHU�� WKLV� GRHV�QRW� DGGUHVV� WKH�
IXQGDPHQWDO� SUREOHP� WKDW� SULFH� UHJXODWLRQ� LV� DQ� LPSHUIHFW� EXW� QHFHVVDU\� UHVSRQVH� WR�
VLWXDWLRQV�RI�FKURQLF�PDUNHW�SRZHU�DQG�WKDW�LQFUHPHQWDO�FRVW�HVWLPDWHV�DUH�DV�OLNHO\�WR�EH�WRR�
KLJK�DV�WRR�ORZ���

8VLQJ�D�ELG�DGGHU�WKDW�WKH�,62�NQRZV�LV�ODUJHU�WKDQ�WKH�JHQHUDWLRQ�XQLW·V�PLQLPXP�
YDULDEOH�FRVW�FRQWUDGLFWV�WKH�SULPDU\�JRDO�RI� ORFDWLRQDO�PDUJLQDO�SULFLQJ�WR�REWDLQ�WKH�PRVW�
HIILFLHQW� GLVSDWFK� SRVVLEOH�� � $� VFKHPH� WKDW� V\VWHPDWLFDOO\� ELDVHV� WKH� ELGV� RI� PLWLJDWHG�
JHQHUDWLRQ�XQLWV�XSZDUG�UHODWLYH�WR�WKH�,62·V�EHVW�HVWLPDWH�RI�WKH�XQLW·V�PLQLPXP�YDULDEOH�
FRVW�RI�VXSSO\LQJ�HOHFWULFLW\�GRHV�QRW�DFKLHYH�WKLV�JRDO��*HQHUDWLRQ�XQLWV�WKDW�IDFH�VXIILFLHQW�
FRPSHWLWLRQ� ZLOO� ELG� FORVH� WR� WKHLU� PLQLPXP� YDULDEOH� FRVW�� � &RPELQLQJ� WKHVH� ELGV� ZLWK�
PLWLJDWHG�ELGV�VHW� VLJQLILFDQWO\�DERYH� WKHLU�PLQLPXP�YDULDEOH�FRVW�RI�VXSSO\LQJ�HQHUJ\�ZLOO�
UHVXOW�LQ�XQLWV�IDFLQJ�VLJQLILFDQW�FRPSHWLWLRQ�EHLQJ�RYHUXVHG��

2QH�PLJKW� WKLQN� WKDW� D� ���SHUFHQW� DGGHU� LV� UHODWLYHO\� VPDOO�� EXW� LW� LV� LPSRUWDQW� WR�
HPSKDVL]H�WKDW�LI�����0:�JHQHUDWLRQ�XQLW�LV�RSHUDWLQJ������KRXUV�SHU�\HDU�ZLWK�D����SHUFHQW�
DGGHU�RQ�WRS�RI�D�YDULDEOH�FRVW�HVWLPDWH�RI�����0:K��WKLV�LPSOLHV�DQQXDO�SD\PHQWV�LQ�H[FHVV�
RI� WKHVH� YDULDEOH� FRVWV� RI� ��� PLOOLRQ� WR� WKDW� JHQHUDWLRQ� XQLW� RZQHU�� � ,Q� DGGLWLRQ�� WKLV�
PLWLJDWHG�ELG�OHYHO�ZLOO� VHW�KLJKHU�SULFHV�IRU�XQLWV� ORFDWHG�QHDU�WKLV�JHQHUDWLRQ�XQLW��IXUWKHU�
LQFUHDVLQJ�WKH�FRVWV�WR�FRQVXPHUV��

7KH� XVH� RI� KLVWRULF� QRGDO� SULFHV� DV� D� VXEVWLWXWH� IRU� WKH� LQFUHPHQWDO� FRVW� RI� D�
JHQHUDWLRQ� XQLW� LV� HYHQ� PRUH� WURXEOLQJ�� � +LVWRULF� PDUNHW� SULFHV� ZLOO� W\SLFDOO\� EHDU� OLWWOH�
UHVHPEODQFH� WR� WKH�PLQLPXP� LQFUHPHQWDO� FRVW� RI� D� JHQHUDWLRQ� XQLW�� 7KH� RQO\� FRQGLWLRQV�
XQGHU�ZKLFK�KLVWRULF�SULFHV�DUH�OLNHO\�WR�UHIOHFW�LQFUHPHQWDO�FRVWV�DUH�WKRVH�LQ�ZKLFK�WKH�XQLW�
LV�DOZD\V�PDUJLQDO�DQG�OLNHO\�WR�EH�IUHTXHQWO\�PLWLJDWHG���$W�WKH�YHU\�OHDVW��WKH�,62�VKRXOG�
FRQVLGHU�VHJPHQWLQJ�WKH�SULFLQJ�XQGHU�WKLV�RSWLRQ�E\�WLPH�RI�GD\�VR�WKDW�SHDN�SULFHV�GR�QRW�
JHW�UHIOHFWHG�LQ�RII�SHDN�PLWLJDWHG�ELGV���

,QFOXGLQJ�DG�KRF�ELG�DGGHUV�RU�RWKHU�DGMXVWPHQWV�LQ�WKH�FRPSXWDWLRQ�RI�PLWLJDWHG�ELG�
OHYHOV�DOVR�LQFUHDVHV�WKH�LQFHQWLYHV�IRU�XQPLWLJDWHG�VXSSOLHUV�WR�GLVWRUW�WKHLU�ELGV�DERYH�WKHLU�
PLQLPXP�YDULDEOH�FRVW���7KHVH�VXSSOLHUV�UHFRJQL]H�WKDW�WKH�PLWLJDWHG�ELG�PXVW�EH�GLVSDWFKHG�

                                                
5 Elsewhere, we have argued that using standard costs for generators of particular types as reference bids rather than unit 
specific reference bids would provide more appropriate incentives for reducing generating unit operating costs.  See 
“Market Power Mitigation Under Locational Marginal Pricing”, MSC Opinion, Nov. 23, 2004, 
www.caiso.com/docs/2004/11/23/2004112316123829554.pdf.  
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VR� WKH\� IDFH� OLWWOH� ULVN�RI� D� UHGXFHG� DPRXQW�RI� HQHUJ\� VROG�EXW� D� VXEVWDQWLDO� OLNHOLKRRG�RI�
DFKLHYLQJ�D�KLJKHU�SULFH�IRU�WKHLU�HQHUJ\�E\�ELGGLQJ�KLJKHU�WKDQ�WKHLU�PLQLPXP�YDULDEOH�FRVW�
RI�VXSSO\LQJ�HQHUJ\���7KLV�ELGGLQJ�EHKDYLRU�ULVNV�JUHDWHU�GLVWRUWLRQ�IURP�DQ�HIILFLHQW�GLVSDWFK�
RI�WKH�XQLWV�LQ�WKH�FRQWURO�DUHD��DOO�EHFDXVH�RI�WKH�XVH�RI�WKLV�DG�KRF�ELG�DGGHU��

:H� VWURQJO\� XUJH� WKH� ,62� WR� DYRLG� VHWWLQJ� ORFDWLRQDO� PDUJLQDO� SULFHV� DERYH�
FRPSHWLWLYH� OHYHOV� E\� LQFOXGLQJ� DG� KRF� ELG� DGGHUV� LQ� PLWLJDWHG� ELG� OHYHOV� DV� PHDQV� IRU�
SURYLGLQJ�DGHTXDWH�UHYHQXHV�WR�RZQHUV�RI�PLWLJDWHG�JHQHUDWLRQ�XQLWV�� �$V�GLVFXVVHG�DERYH��
WKLV�VWUDWHJ\�FRXOG�KDYH�VLJQLILFDQW�FRVWV�WR�FRQVXPHUV�LQ�WHUPV�RI�PDUNHW�HIILFLHQF\��DQG�LW�
UHVXOWV�LQ�WKH�RYHUXVH�RI�JHQHUDWLRQ�XQLWV�IDFLQJ�VXEVWDQWLDO�FRPSHWLWLRQ��

7KH�,62�VKRXOG�GHVLJQ�D�PHFKDQLVP�IRU�VHWWLQJ�WKH�PLWLJDWHG�ELG�OHYHO�IRU�D�VXSSOLHU�
WKDW� EDODQFHV� WKH� WZR� FRPSHWLQJ� JRDOV� FRPPRQ� WR� DOO� UHJXODWRU\� SULFH�VHWWLQJ� SURFHVVHV���
)LUVW�WKH�PLWLJDWHG�ELG�VKRXOG�DOORZ�WKH�JHQHUDWLRQ�XQLW�RZQHU�WKH�RSSRUWXQLW\�WR�UHFRYHU�WKH�
PLQLPXP� YDULDEOH� FRVW� RI� VXSSO\LQJ� HQHUJ\�� � 6HFRQG� WKLV�PHFKDQLVP� VKRXOG� SURYLGH� WKH�
VWURQJHVW�SRVVLEOH� LQFHQWLYHV� IRU� WKH�VXSSOLHU� WR�SURYLGH� WKH�QHFHVVDU\�HQHUJ\�DW�PLQLPXP�
FRVW����

�����0LWLJDWLRQ�DQG�)L[HG�&RVW�5HFRYHU\�

$Q� RYHUULGLQJ� FRQFHUQ� GULYLQJ� WKH� GHVLJQ� RI� /030�PHFKDQLVPV� LV� WKH� IHDU� WKDW�
RYHU�PLWLJDWLRQ�ZLOO� DUWLILFLDOO\�GHSUHVV�SULFHV�DQG�UHVXOW� LQ�XQGHU�LQYHVWPHQW� LQ�JHQHUDWLRQ���
7KH�SHUFHSWLRQ�WKDW�XQGHU�LQYHVWPHQW�LV�D�PRUH�VHULRXV�SUREOHP�WKDQ�RYHU�LQYHVWPHQW�KDV�
SURGXFHG�D�SUHIHUHQFH�WR�HUU�RQ�WKH�VLGH�RI�KLJKHU�SULFHV���<HW�GLVWRUWLQJ�ORFDWLRQDO�SULFHV�LV�
XQOLNHO\�WR�VHUYH�WKH�SXUSRVH�RI�LPSURYLQJ�HIILFLHQF\�LI�WKH�KLJKHU�SULFHV�DUH�QRW�IRFXVHG�LQ�
SHULRGV� DQG� DW� ORFDWLRQV�ZLWK�KLJK� FRVWV�RI� VXSSO\LQJ� HQHUJ\�� �8QIRUWXQDWHO\�� SROLFLHV� WKDW�
LQIODWH� RIIHU� SULFHV�ZLWK� DGGHUV�ZLOO� UDLVH� SULFHV� LQ� DOO� KRXUV� DQG� FRXOG�� WKURXJK� WKH� /03�
FDOFXODWLRQV��FDXVH�SULFH�VSLOORYHUV� WR�RWKHU� ORFDWLRQV�QRW�VXEMHFW� WR� ORFDO�PDUNHW�SRZHU�RU�
H[SHULHQFLQJ�VFDUFLW\��

7KH�PRVW�HJUHJLRXV�RI�WKHVH�SUDFWLFHV�LV�WKH�SURSRVDO�WR�DGG�����0:K�WR�WKH�RIIHU�
SULFHV� RI� DOO� IUHTXHQWO\� PLWLJDWHG� XQLWV� WKDW� DUH� QRW� UHFHLYLQJ� IL[HG� FRVW� FRPSHQVDWLRQ�
WKURXJK� 5HOLDELOLW\� 0XVW�5XQ� �505�� FRQWUDFWV� RU� VRPH� RWKHU� FDSDFLW\�PHFKDQLVP�� � 7KH�
PRWLYDWLRQ�IRU�WKH�DGGHU� LV� WR�HQVXUH� WKDW� IUHTXHQWO\�PLWLJDWHG�XQLWV� UHFHLYH�FRPSHQVDWLRQ�
DGHTXDWH� WR� FRYHU� DW� OHDVW� WKHLU� JRLQJ�IRUZDUG� IL[HG� FRVWV��� +RZHYHU�� LW� LV� LPSRUWDQW� WR�
UHPHPEHU�WKDW�DQ\�XQLW��HYHQ�D�IUHTXHQWO\�PLWLJDWHG�XQLW�� LV�VWLOO�HOLJLEOH�WR�HDUQ�SULFHV�ZHOO�
DERYH�LWV�RIIHU�SULFH���)RU�H[DPSOH��WKH�,62�LV�FRQVLGHULQJ�D�VFDUFLW\�SULFLQJ�PHFKDQLVP�WKDW�

                                                
6 One example of this approach is for ISO to establish a benchmark variable cost estimation procedure based on 
validated heat rates and variable operating and maintenance costs for each gas-fired generation unit in California.  This 
validated heat rate would be multiplied by a benchmark daily price of natural gas delivered to the generation unit. The 
Henry Hub price plus the regulated cost of transporting natural gas from Henry Hub to this generation unit, including the 
relevant intrastate gas transmission and distribution charges, could be used as this benchmark natural gas price.  The 
heat rate times this benchmark delivered price of natural gas plus a benchmark variable operating and maintenance 
charge for generation units of this technology and vintage could be set equal to the mitigated bid level for this generation 
unit.  If the supplier believes that it can produce the necessary energy at a lower variable cost, then it should be able to 
keep the difference between this benchmark variable cost and its actual variable costs.  This scheme for setting mitigated 
bids would provide strong incentives for the least cost procurement of natural gas and operation by mitigated generation 
units. Because it uses the ISO’s best estimate of the minimum variable cost of that generation unit, this mechanism also 
limits the distortions in the dispatch introduced as a result of mitigating generation units because they possess substantial 
local market power. 
7 Note that fixed costs, by definition do not vary with the output of a plant.  They are therefore not incremental costs. 



  April 26, 2005 

Market Surveillance Committee of the CAISO  Page 9 of 14 

ZLOO� VHW� SULFHV� DW� WKH� SULFH�FDS� GXULQJ� DQ\� KRXUV� LQ� ZKLFK� WKHUH� LV� DQ� RSHUDWLQJ� UHVHUYH�
GHILFLHQF\���*LYHQ�D�UHODWLYHO\� ORZ�SULFH�FDS��HYHQ�WKLV�PD\�QRW�SURYLGH�DGHTXDWH�UHYHQXHV�
IRU� D� IUHTXHQWO\�PLWLJDWHG� XQLW� WR� UHFRYHU� IL[HG� FRVWV�� � +RZHYHU�� VLPSO\� UDLVLQJ� SULFHV� LQ�
KRXUV�ZKHUH�WKHUH�LV�QR�VFDUFLW\�LV�HTXLYDOHQW�WR�VWDWLQJ�WKDW�WZR�ZURQJV�PDNH�D�ULJKW����

)UHTXHQWO\� PLWLJDWHG� JHQHUDWLRQ� XQLWV� DUH� SURYLGLQJ� D� UHJXODWHG� VHUYLFH�� DQG� WKH\�
VKRXOG� UHFHLYH� FRVW� UHFRYHU\�� � %XW� FRVW� UHFRYHU\� QHHG� QRW� GLVWRUW� SULFHV� LQ� SHULRGV� RU� DW�
ORFDWLRQV�ZKHUH�WKHUH�LV�QR�MXVWLILFDWLRQ�IRU�SULFHV�WR�ULVH�DERYH�LQFUHPHQWDO�FRVWV���&RQVLGHU�
D�PLWLJDWHG�XQLW�ZLWK�D�����0:K�LQFUHPHQWDO�FRVW�DQG�D�����0:K�DGGHU�WKDW�LV�DSSOLHG�LQ�
DQ� KRXU� RI� DPSOH� VXSSO\�� 7KH� PDUNHW� ZLOO� EH� WHOOLQJ� JHQHUDWLRQ� ZLWK� FRVWV� OHVV� WKDQ�
�����0:K� WKDW� WKH\� DUH� QHHGHG� DQG� WHOOLQJ� GHPDQG� ZLWK� D� YDOXH� RI� HOHFWULFLW\� OHVV� WKDQ�
�����0:K�WR�VKXW�GRZQ��1HLWKHU�RXWFRPH�LV�GHVLUDEOH��

7KH�)(5&�KDV�DUWLFXODWHG�WKH�EHOLHI�WKDW� LW� LV�DSSURSULDWH�WKDW�VRPH�SRUWLRQ�RI�WKH�
IL[HG�FRVWV�RI�PLWLJDWHG�XQLWV�EH�DOORZHG�WR�VHW�PDUNHW�SULFHV�� � ,Q�RWKHU�ZRUGV�� VXFK�XQLWV�
VKRXOG�QRW�MXVW�EH�DOORZHG�WR�UHFRYHU�WKHLU�IL[HG�FRVWV�IRU�WKHPVHOYHV��EXW�WKRVH�FRVWV�VKRXOG�
EH� UHIOHFWHG� LQ� WKH� SULFHV� HDUQHG� E\� RWKHU� QRQ�PLWLJDWHG� XQLWV�� � 7KH� )(5&� LV� HVVHQWLDOO\�
DUJXLQJ�WKDW�SULFHV�VKRXOG�EH�VHW�DW�ORQJ�UXQ�DYHUDJH�FRVW��DV�WKH\�ZRXOG�LQ�WKH�ORQJ�UXQ�LQ�D�
FRPSHWLWLYH�PDUNHW�� � 7KHUH� DUH� WZR�SUREOHPV�ZLWK� WKLV� YLHZ�� 7KH� ILUVW� LV� WKDW� WKH� )(5&�
ZRXOG�VHW�SULFHV�WR�UHFRYHU�DW�OHDVW�WKHVH�DYHUDJH�FRVWV�GXULQJ�DOO�KRXUV�WKH�XQLW�RSHUDWHV���,Q�D�
FRPSHWLWLYH�PDUNHW�WKH�KLJK�SULFHV�GXULQJ�FHUWDLQ�SHULRGV�ZRXOG�RIIVHW�SULFHV�DW�LQFUHPHQWDO�
FRVWV�GXULQJ�WKH�PDMRULW\�RI�KRXUV�ZLWK�DEXQGDQW�VXSSO\���7KH�DYHUDJH�RI�DOO�WKHVH�UHVXOWLQJ�
SULFHV�ZRXOG�WUHQG�WRZDUG�ORQJ�UXQ�DYHUDJH�FRVW���7KH�DGGHU�DSSURDFK�JHWV�SULFHV�ZURQJ�DOO�
WKH�WLPH��SURGXFLQJ�WKH�SUREOHPV�GHVFULEHG�DERYH��

6HFRQG�� WKH� IL[HG� DGGHU� DSSURDFK� LJQRUHV� WKH� SODXVLEOH� SURVSHFW� WKDW� IUHTXHQWO\�
PLWLJDWHG�XQLWV�PD\�RSHUDWH� LQ� D�QDWXUDO�PRQRSRO\� HQYLURQPHQW�� � ,Q�RWKHU�ZRUGV� D� VPDOO�
ORFDO�PDUNHW�LV�PRVW�HIILFLHQWO\�VHUYHG�E\�D�SODQW�RU�SODQWV�RZQHG�E\�RQH�ILUP���,Q�DQ\�QDWXUDO�
PRQRSRO\��LQFUHPHQWDO�FRVWV�DUH�LQVXIILFLHQW�WR�UHFRYHU�IL[HG�FRVWV��%XW�WKLV�LV�QRW�D�VLJQDO�RI�
D�QHHG�IRU�QHZ�JHQHUDWLRQ��RQO\�WKH�ODFN�RI�D�FRPSHWLWLYH�HQYLURQPHQW���,W�LV�ZLGHO\�DFFHSWHG�
WKDW�VHWWLQJ�SULFHV�RI�QDWXUDO�PRQRSRO\�VHUYLFHV�DW�LQFUHPHQWDO�FRVWV�ZRXOG�EH�HIILFLHQW��LI�WKH�
IL[HG�FRVWV�RI�WKH�QDWXUDO�PRQRSRO\�SURYLGHU�FRXOG�EH�UHFRYHUHG�WKURXJK�RWKHU�PHDQV��

&RQVHTXHQWO\�� HYHQ� IRU� D� IUHTXHQWO\�PLWLJDWHG�XQLW�� LWV�PLWLJDWHG�ELG� VKRXOG�EH� VHW�
HTXDO�WR�WKH�,62·V�EHVW�HVWLPDWH�RI�LWV�PLQLPXP�YDULDEOH�FRVW�RI�VXSSO\LQJ�HOHFWULFLW\���7KLV�
PLWLJDWLRQ�PHFKDQLVP�GRHV�QRW�LPSO\�WKDW�WKH�XQLW�RZQHU�FDQQRW�UHFRYHU�VXIILFLHQW�FRVWV�WR�
UHPDLQ�LQ�WKH�PDUNHW���,Q�IDFW��LI�WKLV�VXSSOLHU�LV�UHTXLUHG�WR�PHHW�D�ORFDO�HQHUJ\�QHHG�GXULQJ�D�
QXPEHU�RI�KRXUV�RI�WKH�\HDU��WKHQ�WKH�ORFDO�/6(�ZLOO�KDYH�D�VWURQJ�LQFHQWLYH�WR�HQWHU�LQWR�D�
ORQJ�WHUP�FRQWUDFW�ZLWK�WKLV�ORFDO�VXSSOLHU�WKDW�UHFRYHUV�LWV�JRLQJ�IRUZDUG�IL[HG�FRVWV���7KLV�
XQLW�RZQHU�DOZD\V�KDV�WKH�RSWLRQ�WR�H[LW�WKH�LQGXVWU\�RU�VLPSO\�PRWKEDOO�LWV�XQLW�LI�LW�GRHV�QRW�
EHOLHYH� LW�FDQ�UHFRYHU�VXIILFLHQW� UHYHQXHV� IURP�VSRW�PDUNHW�HQHUJ\�VDOHV�� �+RZHYHU�� LI� WKH�
XQLW� LV� QHFHVVDU\� WR� PHHW� ORFDO� GHPDQG�� WKHQ� WKLV� /6(� PXVW� ILQG� DQ� DFFHSWDEOH� IRUZDUG�
FRQWUDFW�SD\PHQW�VWUHDP�WKDW�UHFRYHUV�WKH�XQLW·V�DQQXDO�WRWDO�FRVWV���$�����0:K�DGGHU�PD\�
VLJQLILFDQWO\� LQFUHDVH� WKH� IRUZDUG� FRQWUDFW�SD\PHQW� VWUHDP� WKH� ORFDO�/6(�PXVW�SD\� WR� WKH�
VXSSOLHU� WR� SURYLGH� WKHVH� ORFDO� HQHUJ\� QHHGV�� EHFDXVH� WKH� VXSSOLHU� ZLOO� EH� IRUHJRLQJ� WKDW�
SD\PHQW��DV�ZHOO�DV�GLVWRUWLQJ�WKH�VSRW�SULFHV�WKLV�XQLWV�DQG�RWKHU�QHDUE\�XQLWV�UHFHLYH�IRU�WKH�
HQHUJ\�WKH\�VXSSO\�WR�WKH�VSRW�PDUNHW��
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�����6FDUFLW\�3ULFLQJ�

7KH� ,62� LV� SURSRVLQJ� WR� H[SORUH� WKH� LPSOHPHQWDWLRQ� RI� ´VFDUFLW\� SULFLQJµ� XQGHU�
VRPH�OHYHO�RI�GHILFLHQFLHV� LQ�RSHUDWLQJ�UHVHUYHV���8QGHU�WKLV�SURSRVDO��SULFHV�ZRXOG�ULVH�WR�
WKH�SULFH�FDS�ZKHQ�RSHUDWLQJ�UHVHUYHV�GLS�EHORZ�VRPH�SUH�GHILQHG�OHYHO���:H�DUH�VXSSRUWLYH�
RI�WKLV�FRQFHSW�RI�VFDUFLW\�SULFLQJ�DV�D�PHDQV�IRU�IL[HG�FRVW�UHFRYHU\�IRU�JHQHUDWLRQ�XQLWV���,Q�
SDUWLFXODU��ZH�EHOLHYH� WKDW� LW� LV�DQ�HVVHQWLDO�HOHPHQW�RI�D�ZHOO�IXQFWLRQLQJ�HOHFWULFLW\�PDUNHW�
WKDW� ZRXOG� DOVR� LQFOXGH� DFWLYH� SDUWLFLSDWLRQ� RI� ILQDO� FRQVXPHUV� LQ� WKH� ZKROHVDOH� PDUNHW��
VXIILFLHQW�IRUZDUG�FRQWUDFWLQJ�E\�/6(V��ORZ�EDUULHUV�WR�QHZ�HQWU\�RI�JHQHUDWLRQ�FDSDFLW\��DQG�
DGHTXDWH�WUDQVPLVVLRQ�FDSDFLW\�WR�VHUYH�WKH�ZKROHVDOH�PDUNHW��

+RZHYHU�� XQWLO� DOO� WKHVH� HOHPHQWV� DUH� LQ� SODFH�� WKLV� NLQG� RI� VFDUFLW\� SULFLQJ� LV� QRW�
QHFHVVDULO\�D�VHFRQG�EHVW�VROXWLRQ���,Q�SDUWLFXODU��ZH�EHOLHYH�WKHUH�DUH�VHYHUDO�DVSHFWV�RI�WKH�
VSHFLILF� SURSRVDO� IRU� VFDUFLW\� SULFLQJ� XQGHU� WKH� 0578� GHVLJQ� WKDW� DUJXH� DJDLQVW�
LPSOHPHQWLQJ�LW�DW�WKLV�WLPH��:H�KDYH�QRWHG�LQ�SUHYLRXV�RSLQLRQV�WKDW�VFDUFLW\�UHQWV�VKRXOG�
EH� SDLG� RQO\� ZKHQ� WKHUH� LV� WUXH� VFDUFLW\�� � 7KLV� XQGHUVFRUHV� WKH� SRLQW� WKDW� LI� VFDUFLW\�
FRQGLWLRQV� DUH� SDUWLFXODUO\� SURILWDEOH� IRU� VXSSOLHUV� WKH\� ZLOO� WDNH� DFWLRQV� WR� FUHDWH� WKHVH�
FRQGLWLRQV���7R�WKH�H[WHQW�WKDW�/6(V�KDYH�VLJQHG�VXIILFLHQW�IL[HG�SULFH�IRUZDUG�FRQWUDFWV�IRU�
WKHLU� H[SHFWHG� HQHUJ\� QHHGV�� RXU� FRQFHUQ� ZLWK� VXSSOLHUV� WDNLQJ� DFWLRQV� WR� FDXVH� VFDUFLW\�
FRQGLWLRQV� LQ� WKH� HQHUJ\� PDUNHW� FDUULHV� OHVV� ZHLJKW�� DQG� WKH� DUJXPHQW� IRU� LPSOHPHQWLQJ�
VFDUFLW\�SULFLQJ�PHFKDQLVPV�EHFRPHV�VWURQJHU��

8QGHU�WKH�FXUUHQW�0578�GHVLJQ��VXSSOLHUV�SURYLGLQJ�DQFLOODU\�VHUYLFHV�DUH�SHUPLWWHG�
WR�GHVLJQDWH�WKH�HQHUJ\�WKH\�SURSRVH�WR�VXSSO\�IURP�WKHLU�XQLWV�ZLWK�D�´FRQWLQJHQF\µ�IODJ��
PHDQLQJ� WKDW� WKH� HQHUJ\� ZLOO� EH� WDNHQ� IURP� WKHVH� XQLWV� RQO\� LI� WKH� ,62� KDV� D� V\VWHP�
HPHUJHQF\���7KH�,62�LV�SURSRVLQJ�WR�GHILQH�D�VFDUFLW\�FRQGLWLRQ�DV�ZKHQ�WKH�,62�PXVW�FDOO�
XSRQ�WKHVH�FRQWLQJHQF\�UHVHUYHV���%HFDXVH�WKH�FRQWLQJHQF\�VWDWXV�LV�QRZ�YROXQWDU\��ZH�DUH�
FRQFHUQHG�WKDW�WKLV�FUHDWHV�DQ�DGGLWLRQDO�PHFKDQLVP�IRU�VXSSOLHUV�WR�ZLWKKROG�HQHUJ\�IURP�
WKH�UHDO�WLPH�PDUNHW� DQG� WKHUHIRUH� FUHDWHV� DQ� DUWLILFLDO�� UDWKHU� WKDQ� WUXH� VFDUFLW\�RI� HQHUJ\���
:H�IHHO�WKDW�WKH�FRQGLWLRQV�WKDW�FRQVWLWXWH�VFDUFLW\�VKRXOG�EH�EDVHG�XSRQ�DQ�DVVHVVPHQW�RI�
WKH�SK\VLFDO�QHHGV�RI�RSHUDWRUV�IRU�V\VWHP�VWDELOLW\��UDWKHU�WKDQ�WKH�VHOI�HOHFWLRQ�RI�VXSSOLHUV���
:H�DUH�DOVR�FRQFHUQHG�WKDW�WKH�GHILQLWLRQ�RI�VFDUFLW\�ZLOO�EH�GLIIHUHQW�LQ�WKH�UHDO�WLPH�PDUNHW�
WKDQ� LW� LV� LQ� WKH� GD\�DKHDG� PDUNHW�� � :H� WKHUHIRUH� UHFRPPHQG� WKDW� WKH� ,62� GHIHU�
LPSOHPHQWLQJ� VFDUFLW\� SULFLQJ� XQGHU� UHVHUYH� GHILFLHQFLHV� XQWLO� LW� FDQ� FRPSOHWH� D� PRUH�
FRPSUHKHQVLYH�GHILQLWLRQ�RI�VFDUFLW\�WKDW�FDQ�EH�DSSOLHG�FRQVLVWHQWO\�DFURVV�ERWK�PDUNHWV����

:H�DOVR�UHFRPPHQG�WKDW�WKH�,62�H[SORUH�HOLPLQDWLQJ�WKH�FRQWLQJHQF\�IODJ�DQG�DOORZ�
VXSSOLHUV�WR�XVH�WKHLU�HQHUJ\�ELG�WR�PDQDJH�WKHLU�GLVSDWFK�ULVN�LQ�WKH�UHDO�WLPH�PDUNHW���:LWK�
WKH� HOLPLQDWLRQ� RI� WKH� V\VWHP�ZLGH� DXWRPDWLF� PLWLJDWLRQ� SURFHGXUH� �$03��� WKHUH� LV� OLWWOH�
UHPDLQLQJ�UDWLRQDOH�IRU�WKLV�FRQWLQJHQF\�IODJ�RQ�WKH�HQHUJ\�SRUWLRQ�RI�DQFLOODU\�VHUYLFHV�ELGV���
6XSSOLHUV� WKDW� ZLVK� WR� SURYLGH� UHVHUYHV� DQG� RQO\� VXSSO\� HQHUJ\� XQGHU� H[WUHPH� V\VWHP�
FRQGLWLRQV�FDQ�VXEPLW�DQ�HQHUJ\�ELG�DW�RU�VOLJKWO\�EHORZ�WKH�HQHUJ\�ELG�FDS��

,I� /6(V� KDYH� SURFXUHG� HQRXJK� LQVWDOOHG� JHQHUDWLRQ� FDSDFLW\� WR� PHHW� WKHLU� UHWDLO�
GHPDQG� QHHGV� ZLWKRXW� VXIILFLHQW� OHYHOV� RI� IL[HG�SULFH� IRUZDUG� FRQWUDFWV� IRU� HQHUJ\�� WKH�
OLNHOLKRRG� WKDW� VFDUFLW\� FRQGLWLRQV� PD\� DULVH� LV� VLJQLILFDQWO\� LQFUHDVHG� EHFDXVH�� DV� QRWHG�
HDUOLHU�� KDYLQJ� DGHTXDWH� LQVWDOOHG� JHQHUDWLRQ� FDSDFLW\� GRHV� OLWWOH� WR� OLPLW� WKH� LQFHQWLYH� RI�
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VXSSOLHUV� WR� H[HUFLVH�PDUNHW�SRZHU� LQ� WKH� VSRW�PDUNHW��)RU� H[DPSOH��RQH�ZD\� WR� H[HUFLVH�
VXEVWDQWLDO� XQLODWHUDO�PDUNHW� SRZHU� LV� WR� FUHDWH� DUWLILFLDO� VFDUFLW\� FRQGLWLRQV� WR� H[SORLW� WKH�
PDUNHW�UXOHV�WKDW�DOORZ�SULFHV�WR�ULVH�GXULQJ�SHULRGV�RI�DSSDUHQW�VFDUFLW\��

$V� D� JHQHUDO� UXOH�� XQOHVV� WKHUH� LV� DQ� DFWLYH� GHPDQG�VLGH� LQ� WKH� ZKROHVDOH�PDUNHW��
LPSOHPHQWLQJ� D� VFDUFLW\�SULFLQJ� UHJLPH� LV� YHU\� OLNHO\� WR� HQKDQFH� WKH� DELOLW\�RI� VXSSOLHUV� WR�
H[HUFLVH� XQLODWHUDO� PDUNHW� SRZHU� LQ� WKH� VSRW�PDUNHW�� �:LWK� DQ� DFWLYH� GHPDQG�VLGH� LQ� WKH�
ZKROHVDOH�PDUNHW�SULFH�UHVSRQVLYH� FRQVXPHUV�ZLOO� VXEPLW� WKHLU�ZLOOLQJQHVV� WR� UHGXFH� WKHLU�
GHPDQG�LQWR�WKH�VSRW�SULFH��DQG�WKLV�ZLOO�UDWLRQ�WKH�DYDLODEOH�VXSSO\�ZLWKRXW�WKH�QHHG�IRU�DQ�
DGPLQLVWUDWLYHO\�GHWHUPLQHG�SURFHGXUH�IRU�UHGXFLQJ�WKH�GHPDQG�IRU�HOHFWULFLW\���)RU�VFDUFLW\�
SULFLQJ� WR� DFKLHYH� WKH� PD[LPXP� EHQHILWV�� WKH� IROORZLQJ� HVVHQWLDO� HOHPHQWV� RI� D� ZHOO�
IXQFWLRQLQJ�PDUNHW�PXVW�EH�LQ�SODFH������/6(V�KDYH�IL[HG�SULFH�IRUZDUG�FRQWUDFWV�FRYHULQJ�D�
VXEVWDQWLDO�IUDFWLRQ�RI�WKHLU�H[SHFWHG�GHPDQG��DQG�����WKH�PDMRULW\�RI�WKH�UHPDLQLQJ�GHPDQG�
WKDW� LV�QRW�FRYHUHG�E\� WKHVH� IL[HG�SULFH� IRUZDUG�FRQWUDFWV�PXVW�SD\�WKH�UHDO�WLPH�SULFH� IRU�
HOHFWULFLW\� LI� WKH\� FRQVXPH�PRUH� DQG�UHFHLYH� WKH�UHDO�WLPH�SULFH� LI� WKH\� FRQVXPH� OHVV� WKDQ�
WKHLU�IL[HG�SULFH�GHPDQG�OHYHO��

����6HWWLQJ�WKH�/HYHO�RI�WKH�3ULFH�&DS�LQ�WKH�(QHUJ\�DQG�$QFLOODU\�6HUYLFHV�0DUNHWV�

9LUWXDOO\�DOO�VWDNHKROGHUV�DJUHH�ZLWK�WKH�QHHG�IRU�D�GDPDJH�FRQWURO�FDS�RQ�ELGV�LQWR�
ERWK� WKH� VKRUW�WHUP� HQHUJ\� DQG� DQFLOODU\� VHUYLFHV� PDUNHWV�� � $Q� LPSRUWDQW� LVVXH� LV� WKH�
DSSURSULDWH�OHYHO�RI�WKDW�FDS���:KLOH�LW�LV�XQFOHDU�ZKDW�WKH�DSSURSULDWH�OHYHOV�RI�WKHVH�ELG�FDSV�
VKRXOG�EH��WKHUH�DUH�D�QXPEHU�RI�IDFWRUV�WKDW�VKRXOG�EH�FRQVLGHUHG�LQ�VHWWLQJ�WKHVH�OHYHOV�WR�
HQVXUH� WKDW� ERWK� WKH� VSRW� PDUNHW� IRU� HQHUJ\� DQG� DQFLOODU\� VHUYLFHV� RSHUDWHV� HIILFLHQWO\���
6SHFLILFDOO\�� WKHUH� LV�DQ� LQYHUVH�UHODWLRQVKLS�EHWZHHQ�WKH� OHYHO�RI�WKH�SULFH�FDS�RQ�WKH�VSRW�
PDUNHW�WKDW�FDQ�EH�FUHGLEO\�PDLQWDLQHG�DQG�WKH�QHFHVVDU\�DPRXQW�RI�ILQDO�GHPDQG�WKDW�PXVW�
EH�FRYHUHG�E\�IL[HG�SULFH�IRUZDUG�FRQWUDFWV�IRU�HQHUJ\���$V�ORQJ�DV�WKH�OHYHO�RI�WKH�SULFH�FDS�
LV�VHW�DERYH�WKH�YDULDEOH�FRVW�RI�WKH�KLJKHVW�FRVW�XQLW�QHFHVVDU\�WR�PHHW�GHPDQG��ORZHU�OHYHOV�
RI� WKH� SULFH� FDS�RQ� WKH� VSRW�PDUNHW� IRU� HQHUJ\� UHTXLUH� KLJKHU� OHYHOV� RI� FRYHUDJH� RI� ILQDO�
GHPDQG�ZLWK�IL[HG�SULFH�IRUZDUG�FRQWUDFWV�LQ�RUGHU�WR�PDLQWDLQ�WKH�LQWHJULW\�RI�WKH�ELG�FDS�
RQ�WKH�HQHUJ\�RU�DQFLOODU\�VHUYLFHV�PDUNHW���)RU�H[DPSOH��WKH�H[SHULHQFH�RI�WKH�SDVW�WZR�\HDUV�
LQ�WKH�&DOLIRUQLD�PDUNHW�KDV�VKRZQ�WKDW�D�ELG�FDS�RI������0:K�GRHV�QRW�LPSRVH�VLJQLILFDQW�
UHOLDELOLW\�SUREOHPV�RU�GHJUDGH�WKH�HIILFLHQF\�RI�WKH�VSRW�PDUNHW�LI�YLUWXDOO\�DOO�RI�WKH�GHPDQG�
LQ�WKH�&DOLIRUQLD�,62�FRQWURO�DUHD�LV�FRYHUHG�E\�IRUZDUG�FRQWUDFWV��

,I�WKH�ELG�FDS�LV�VHW�WRR�ORZ�IRU�WKH�OHYHO�RI�IRUZDUG�FRQWUDFWV��WKHQ�LW�LV�SRVVLEOH�IRU�
V\VWHP�FRQGLWLRQV�WR�DULVH�ZKHQ�RQH�RU�PRUH�VXSSOLHUV�KDYH�DQ�LQFHQWLYH�WR�WHVW�WKH�LQWHJULW\�
RI� WKH�ELG� FDS�RQ� WKH� VSRW�PDUNHW�� E\� ELGGLQJ� LQ� H[FHVV� RI� WKH� SULFH� FDS�� � 7KHVH� V\VWHP�
FRQGLWLRQV�DURVH� IUHTXHQWO\�GXULQJ� WKH�SHULRG�-XQH������ WR�-XQH������EHFDXVH�RQO\�D�YHU\�
VPDOO�IUDFWLRQ�RI�ILQDO�GHPDQG�ZDV�FRYHUHG�LQ�IL[HG�SULFH�IRUZDUG�FRQWUDFWV�RU�E\�JHQHUDWLRQ�
IDFLOLWLHV� RZQHG� E\� WKH�&DOLIRUQLD� XWLOLW\� GLVWULEXWLRQ� FRPSDQLHV� �8'&V��� �0DLQWDLQLQJ� WKH�
FUHGLELOLW\� RI� WKH� FXUUHQW� �����0:K� ELG� FDS� UHTXLUHV� WKDW� WKH� &38&� PDQGDWH� IRUZDUG�
FRQWUDFW� FRYHUDJH� RI� ILQDO� GHPDQG� DW� YHU\� FORVH� WR� WKH� SUHVHQW� OHYHO�� � 7UDQVLWLRQLQJ� WR� D�
ZKROHVDOH� PDUNHW� ZLWK� DQ� LQVWDOOHG� FDSDFLW\� REOLJDWLRQ� RU� PDUNHW� DQG� VXIILFLHQW� LQVWDOOHG�
FDSDFLW\�WR�PHHW�ILQDO�GHPDQG��EXW�ZLWK�D�ORZHU�DPRXQW�RI�ILQDO�GHPDQG�FRYHUHG�E\�IL[HG�
SULFH� IRUZDUG�FRQWUDFWV� IRU�HQHUJ\� LQFUHDVHV� WKH� OLNHOLKRRG�WKDW�RQH�RU�PRUH�VXSSOLHUV�ZLOO�
ILQG�LW�XQLODWHUDOO\�SURILWDEOH�WR�WHVW�WKH�LQWHJULW\�RI�WKH�ELG�FDS�RQ�WKH�VSRW�PDUNHW���/RZ�ELG�
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FDSV�PD\�DOVR�PHDQ�WKDW�WKH�IRUZDUG�FRQWUDFW�SULFH�LV�KLJKHU�WKDQ�DYHUDJH�VKRUW�WHUP�HQHUJ\�
SULFHV�RYHU�WKH�WHUP�RI�WKH�FRQWUDFW���7KLV�E\�LWVHOI�LV�QRW�QHFHVVDULO\�LQHIILFLHQW��GHSHQGLQJ�
RQ�WKH�GHVLJQ�RI�D�IRUZDUG�FRQWUDFWLQJ�UHTXLUHPHQW�DQG�WKH�ULVN�SUHIHUHQFHV�RI�/6(V�YHUVXV�
JHQHUDWLRQ�XQLW�RZQHUV��

$�PDMRU�FRVW�DVVRFLDWHG�ZLWK�PDLQWDLQLQJ� WKH�FXUUHQW� OHYHO�RI� WKH�ELG�FDS� LV� WKDW� LW�
YLUWXDOO\� HOLPLQDWHV� DQ\� LQFHQWLYH� IRU� ILQDO� GHPDQG� WR�EHFRPH� DQ� DFWLYH� SDUWLFLSDQW� LQ� WKH�
ZKROHVDOH�PDUNHW���$W�D������0:K�ELG�FDS��ILQDO�FRQVXPHUV�VDYH�RQO\�OLPLWHG�DPRXQWV�RI�
PRQH\� E\� UHGXFLQJ� WKHLU� FRQVXPSWLRQ� GXULQJ� SHULRGV� ZLWK� KLJK� ZKROHVDOH� SULFHV�� � 7KLV�
LPSOLHV� WKDW�YLUWXDOO\� DOO� VROXWLRQV� WR�VXSSO\�DQG�GHPDQG� LPEDODQFHV� LQ� WKH�SUHVHQW�PDUNHW�
GHVLJQ�PXVW� FRPH� IURP� FRQVWUXFWLQJ� DGGLWLRQDO� JHQHUDWLRQ� FDSDFLW\�� UDWKHU� WKDQ� UHGXFLQJ�
ILQDO�GHPDQG�DQG�HOLPLQDWLQJ�WKH�QHHG�WR�FRQVWUXFW�QHZ�JHQHUDWLRQ�IDFLOLWLHV���$QRWKHU�FRVW�
RI�D�ORZ�ELG�FDS�LV�WKH�ZHDNHQLQJ�RI�LQFHQWLYHV�WR�PDLQWDLQ�KLJK�XQLW�DYDLODELOLW\�GXULQJ�SHDN�
ORDG�SHULRGV���+LJKHU�OHYHOV�RI�WKH�ELG�FDS�RQ�WKH�HQHUJ\�PDUNHW�SURYLGH�JUHDWHU�LQFHQWLYHV�
IRU� VXSSOLHUV� WR�PDLQWDLQ� WKHLU� XQLWV�� � 7KH� HQHUJ\� ELG� FDS� LV� WKH� PD[LPXP� VSRW� PDUNHW�
UHSODFHPHQW�FRVW�RI�HQHUJ\�QRW�VXSSOLHG�E\�D�JHQHUDWLRQ�XQLW�RZQHU�WKDW�LV�XQDEOH�WR�PHHW�LWV�
IL[HG�SULFH�IRUZDUG�FRQWUDFW�REOLJDWLRQV���)XUWKHUPRUH��LPSRUWHUV�DUH�DOVR�PXFK�PRUH�OLNHO\�
WR�SURYLGH�HQHUJ\�WR�&DOLIRUQLD�GXULQJ�H[WUHPH�V\VWHP�FRQGLWLRQV�LI�WKH\�FDQ�UHFHLYH�D�SULFH�
WKDW� LV� VLJQLILFDQWO\� KLJKHU� WKDQ� WKH� FXUUHQW� SULFH� FDS� RI� �����0:K�� � +RZHYHU�� WKHVH�
EHQHILWV�RI�UDLVLQJ�WKH�ELG�FDS�PXVW�EH�EDODQFHG�DJDLQVW�WKH�FRVW�RI�JUHDWHU�RSSRUWXQLWLHV�WR�
H[HUFLVH� PDUNHW� SRZHU� LQ� WKH� VSRW� PDUNHW�� LI� WKHUH� LV� LQDGHTXDWH� KHGJLQJ� E\� /6(V� DQG�
LQVXIILFLHQW�VSRW�PDUNHW�SDUWLFLSDWLRQ�E\�ILQDO�GHPDQG��

$� VHFRQG� LVVXH� ZLWK� UHVSHFW� WR� ORZHU� ELG� FDSV� RQ� WKH� ,62·V� HQHUJ\� DQG� DQFLOODU\�
VHUYLFHV�PDUNHWV�LV�WKDW�WKH\�UHGXFH�WKH�XQLODWHUDO�LQFHQWLYH�/6(V�KDYH�WR�HQWHU�LQWR�IRUZDUG�
FRQWUDFWV� IRU� HQHUJ\� DQG� DQFLOODU\� VHUYLFHV� EHFDXVH� WKH� SRWHQWLDO� GRZQVLGH� RI� VXEVWDQWLDO�
SXUFKDVHV� IURP� VKRUW�WHUP� PDUNHWV� LV� UHGXFHG� E\� WKH� OHYHO� RI� WKH� ELG� FDSV�� � 7KLV� ORJLF�
LPSOLHV�WKDW�DQ\�ILQLWH�ELG�FDS�RQ�VKRUW�WHUP�HQHUJ\�DQG�DQFLOODU\�VHUYLFHV�PDUNHWV�ZLOO�GXOO�
WKH�LQFHQWLYH�WKDW�/6(V�KDYH�WR�HQJDJH�LQ�IL[HG�SULFH�IRUZDUG�FRQWUDFWV���&RQVHTXHQWO\���WKH�
&38&� PXVW� PDQGDWH� PLQLPXP� OHYHOV� RI� IRUZDUG� FRQWUDFWLQJ� IRU� /6(V� VXEMHFW� WR� WKHLU�
UHJXODWRU\� RYHUVLJKW� WR� HQVXUH� DGHTXDWH� OHYHOV� RI� IRUZDUG� FRQWUDFWLQJ�� � 'LUHFW� DFFHVV�
FXVWRPHUV�DQG�/6(V�QRW�VXEMHFW�WR�&38&�UHJXODWLRQ�PXVW�EHDU�HLWKHU�WKH�LQFUHDVHG�ULVN�RI�
RXWDJHV�RU�KLJKHU�VSRW�SULFHV�GXULQJ�SHULRGV�RI�HQHUJ\�RU�DQFLOODU\�VHUYLFHV�VFDUFLW\��RU�WKH\�
ZLOO�KDYH�DQ�LQFHQWLYH�WR�UHO\�WRR�KHDYLO\�RQ�VSRW�PDUNHW�SXUFKDVHV�EHFDXVH�RI�WKH�OHYHO�RI�
WKH�ELG�FDSV��

$� WKLUG� LPSRUWDQW� LVVXH� FRQFHUQV� WKH� OHYHO� RI� ELG� FDSV� RQ� WKH� DQFLOODU\� VHUYLFHV�
PDUNHW� YHUVXV� WKH� HQHUJ\�PDUNHW�� � 7KH�PDUJLQDO� FRVW� RI� SURYLGLQJ� DQ� DGGLWLRQDO�0:� RI�
DQFLOODU\� VHUYLFHV� IURP� D� XQLW� ZLWK� XQORDGHG� JHQHUDWLRQ� FDSDFLW\� LV� ]HUR�� ,Q� DGGLWLRQ�� WKH�
RSSRUWXQLW\� FRVW� RI� VHOOLQJ� DQFLOODU\� VHUYLFHV� LV� WKH� IRUHJRQH� YDULDEOH� SURILWV� RI� WKDW�
JHQHUDWLRQ�XQLW�VHOOLQJ�HQHUJ\���&RQVHTXHQWO\��EHVLGHV�WKH�XVXDO�DUJXPHQWV�WKDW�WKH�VORSH�RI�
WKH�UHVLGXDO�GHPDQG�FXUYH�D�VXSSOLHU�IDFHV�GHWHUPLQHV�WKH�H[WHQW�RI�XQLODWHUDO�PDUNHW�SRZHU�
D�VXSSOLHU�LV�DEOH�WR�H[HUFLVH��LQ�WKH�FDVH�RI�DQFLOODU\�VHUYLFHV��WKH�PDUNHW�SRZHU�D�VXSSOLHU�FDQ�
H[HUFLVH�LQ�WKH�HQHUJ\�PDUNHW�FUHDWHV�DQ�DGGLWLRQDO�UHDVRQ�IRU�WKH�SULFH�RI�DQ�DQFLOODU\�VHUYLFH�
WR�EH�JUHDWHU�WKDQ�]HUR���,Q�SDUWLFXODU��WKH�VXSSOLHU�XVHV�WKH�IRUHJRQH�YDULDEOH�SURILWV�IURP�
VHOOLQJ� RQH� 0:K� RI� HQHUJ\� DV� WKH� RSSRUWXQLW\� FRVW� RI� SURYLGLQJ� DQ� DGGLWLRQDO� 0:� RI�
DQFLOODU\�VHUYLFHV���7KH�VXSSOLHU�WKHQ�ELGV�D�PDUNXS�RYHU�WKLV�RSSRUWXQLW\�FRVW�RI�SURYLGLQJ�
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DQFLOODU\�VHUYLFHV�EDVHG�RQ�KRZ�FRPSHWLWLYH� LW� WKLQNV� WKH�DQFLOODU\�VHUYLFHV�PDUNHW� LV�� �7KH�
PRUH�VXSSOLHUV�FRPSHWLQJ�WR�SURYLGH�WKLV�DQFLOODU\�VHUYLFH��WKH�ORZHU�LV�WKH�PDUNXS��

7KLV� ORJLF�� WRJHWKHU�ZLWK� WKH� UHODWLYH� WKLQQHVV�RI� DQFLOODU\� VHUYLFH�PDUNHWV� �EHFDXVH�
RQO\�D�VXEVHW�RI� WKH�JHQHUDWLRQ�XQLWV�FDQ�VHOO�HDFK�DQFLOODU\�VHUYLFH��� VXJJHVWV� WKDW�DQFLOODU\�
VHUYLFHV� DUH� IDU� PRUH� VXVFHSWLEOH� WR� WKH� H[HUFLVH� RI� XQLODWHUDO� PDUNHW� SRZHU� WKDQ� HQHUJ\�
PDUNHWV�� &RPELQLQJ� WKLV�ZLWK� WKH� IDFW� WKDW� YDULDEOH� FRVW�RI� SURYLGLQJ� DQFLOODU\� VHUYLFHV� LV�
FORVH� WR� ]HUR� VXJJHVWV� LW� LV� DSSURSULDWH� WR� VHW� D� VLJQLILFDQWO\� ORZHU� ELG� FDS� RQ� DQFLOODU\�
VHUYLFHV�DV�RSSRVHG�WR�HQHUJ\���)RU�WKHVH�UHDVRQV��ZH�VXSSRUW�WKH�,62·V�SODQ�WR�UHGXFH�WKH�
ELG� FDS� RQ� WKH� DQFLOODU\� VHUYLFHV� PDUNHWV�� � :H� DOVR� VXSSRUW� WKH� ,62·V� SURSRVDO� IRU� D�
WUDQVLWLRQ�SODQ� WR�UDLVLQJ� WKH�SULFH�FDS�RQ�WKH�VKRUW�WHUP�PDUNHWV� IRU�HQHUJ\��DOWKRXJK�ZH�
HPSKDVL]H� WKH� QHHG� WR� PDLQWDLQ� VLJQLILFDQW� OHYHOV� RI� IRUZDUG� FRQWUDFWLQJ� IRU� HQHUJ\� DQG�
DQFLOODU\�VHUYLFHV���'HVSLWH�WKDW�IDFW�WKDW�DW�KLJKHU�YDOXHV�RI�WKH�ELG�FDS�VXSSOLHUV�KDYH�OHVV�RI�
DQ�LQFHQWLYH�WR�WHVW�WKH�LQWHJULW\�RI�WKH�ELG�FDS��WKH�SRWHQWLDO�KDUP�WR�FRQVXPHUV�IURP�SULFHV�
QHDU� WKH� FDS� DUH� VLJQLILFDQWO\� KLJKHU�� VR� WKDW� KLJK� OHYHOV� RI� IRUZDUG� FRQWUDFW� FRYHUDJH� DUH�
QHFHVVDU\�WR�SURWHFW�FRQVXPHUV�IURP�WKH�ULVN�RI�KLJK�VSRW�SULFHV��

7R�VXPPDUL]H��ZH�VXSSRUW� WKH�,62·V�SURSRVDO� IRU�D�SKDVHG� LQFUHDVH� LQ� WKH�HQHUJ\�
ELG�FDS��DFFRPSDQLHG�E\�GHFUHDVHV�LQ�WKH�DQFLOODU\�VHUYLFHV�ELG�FDS���+RZHYHU��UDWKHU�WKDQ�
XVH� D� UHWURVSHFWLYH� DVVHVVPHQW�RI� WKH� FRPSHWLWLYHQHVV�RI� WKH� HQHUJ\� DQG� DQFLOODU\� VHUYLFHV�
PDUNHW�WR�GHWHUPLQH�ZKHWKHU�WR�UDLVH�WKH�ELG�FDS�RQ�WKH�HQHUJ\�PDUNHW��ZH�UHFRPPHQG�WKDW�
WKH�,62�IRFXV�RQ�ZKHWKHU�ILQDO�GHPDQG�KDV�DGHTXDWH�SURWHFWLRQ�DJDLQVW�VSRW�SULFH�ULVN�HLWKHU�
WKURXJK� IL[HG�SULFH� IRUZDUG� FRQWUDFWV� RU� DFWLYH� SDUWLFLSDWLRQ� LQ� WKH� UHDO�WLPH� PDUNHW���
%HFDXVH� V\VWHP� FRQGLWLRQV� FDQ� FKDQJH� GUDPDWLFDOO\� DFURVV� \HDUV�� SULPDULO\� EHFDXVH� RI�
K\GURORJ\�DQG�GHPDQG�JURZWK�RXWVLGH�RI�&DOLIRUQLD��LW�LV�H[WUHPHO\�GLIILFXOW�WR�GHWHUPLQH�RQ�
DQ�H[�DQWH�EDVLV�ZKHWKHU�WKHUH�ZLOO�EH�VXEVWDQWLDO�RSSRUWXQLWLHV�LQ�WKH�IXWXUH�IRU�VXSSOLHUV�WR�
H[HUFLVH�PDUNHW�SRZHU�DW�D�KLJKHU�ELG�FDS���&RQVHTXHQWO\��WKH�DVVHVVPHQW�RI�ZKHWKHU�WR�UDLVH�
WKH�ELG�FDS�VKRXOG�IRFXV�RQ�ZKHWKHU�WKH�ILQDO�FRQVXPHUV�KDYH�DGHTXDWH�SURWHFWLRQ�DJDLQVW�
WKH� DFFRPSDQ\LQJ� LQFUHDVHG� ULVN�RI�KLJK� VSRW�SULFHV�� UDWKHU� WKDQ�RQ� DQ� DVVHVVPHQW�RI� WKH�
FRPSHWLWLYHQHVV�RI�WKH�HQHUJ\�DQG�DQFLOODU\�VHUYLFHV�PDUNHWV���%HFDXVH�DQ\�ILQLWH�ELG�FDS�RQ�
WKH�HQHUJ\�DQG�DQFLOODU\�VHUYLFHV�PDUNHW�GXOOV�WKH�LQFHQWLYH�/6(V�KDYH�WR�KHGJH�VKRUW�WHUP�
SULFH� ULVN�� WKH� &38&� PXVW� SOD\� D� PDMRU� UROH� LQ� HQVXULQJ� DGHTXDWH� OHYHOV� RI� IRUZDUG�
FRQWUDFWLQJ� DQG� GHPDQG�VLGH� LQYROYHPHQW� LQ� &DOLIRUQLD·V� VKRUW�WHUP� HQHUJ\� DQG� DQFLOODU\�
VHUYLFHV�PDUNHWV�IRU�WKH�/6(�VXEMHFW�WR�LWV�UHJXODWRU\�RYHUVLJKW�DQG�GLUHFW�DFFHVV�FXVWRPHUV��

���6XVSHQVLRQ�RI�6\VWHP�ZLGH�$03�

:H� VXSSRUW� WKH� ,62·V� SURSRVDO� WR� VXVSHQG� WKH� XVH� RI� V\VWHP�ZLGH� DXWRPDWLF�
PLWLJDWLRQ� SURFHGXUH� �$03�� XQGHU� 0578�� � 7KLV� PRYH� LV� FRQVLVWHQW� ZLWK� WKH� JHQHUDO�
DSSURDFK�RI�IRFXVLQJ�PLWLJDWLRQ�RQ�WKH�OHDVW�FRPSHWLWLYH�DVSHFWV�RI�WKH�PDUNHWV�DQG�UHGXFHV�
UHOLDQFH�RQ�DQ�LQHIIHFWLYH�DQG�SRWHQWLDOO\�LQWUXVLYH�PLWLJDWLRQ�WRRO���,Q�SDVW�RSLQLRQV�ZH�KDYH�
H[SUHVVHG�RXU�VNHSWLFLVP�DERXW� WKH�EHQHILWV�RI�V\VWHP�ZLGH�$03�DV�ZHOO�DV�RXU�FRQFHUQV�
DERXW�WKH�XQGHVLUDEOH�VLGH�HIIHFWV�WKDW�FDQ�EH�LQGXFHG�E\�SURFHGXUHV�WKDW�XWLOL]H�SUHYLRXVO\�
DFFHSWHG�ELGV� WR�VHW�$03�UHIHUHQFH� OHYHOV��� �7KH�XVH�RI�KLVWRULF�ELGV� LPSRVHV�D�FRVW�RQ�D�

                                                
8 See “Market Power Mitigation Under Locational Marginal Pricing”, MSC Opinion, Nov. 23, 2004, 
www.caiso.com/docs/2004/11/23/2004112316123829554.pdf.  
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VXSSOLHU�IRU�VXEPLWWLQJ�D�ORZ�ELG��EHFDXVH�WKLV�ELG�LV�OLNHO\�WR�UHGXFH�WKDW�VXSSOLHU·V�UHIHUHQFH�
OHYHO�DQG�WKHUHIRUH�OLPLW�WKH�H[WHQW�WR�ZKLFK�WKH�VXSSOLHU�FDQ�UDLVH�SULFHV�GXULQJ�RWKHU�KRXUV�
RI�WKH�\HDU���

:H� EHOLHYH� WKDW� VHWWLQJ� $03� UHIHUHQFH� OHYHOV� EDVHG� RQ� DFFHSWHG� ELGV� OLPLWV� WKH�
LQFHQWLYHV� IRU� VXSSOLHUV� WR� FRPSHWH� YLJRURXVO\� GXULQJ� FRPSHWLWLYH� SHULRGV�� � 8VLQJ� WKLV�
PHFKDQLVP�WR�VHW� UHIHUHQFH� OHYHOV� UHVXOWV� LQ�DQ�$03�PHFKDQLVP�WKDW� ULVNV� UDLVLQJ�DYHUDJH�
SULFHV�LQ�WKH�PDMRULW\�RI�SHULRGV�DQG�UHGXFHV�SULFHV�RQO\�GXULQJ�WKRVH�UHODWLYHO\�UDUH�SHULRGV�
ZKHQ�WKH�VXSSOLHU�LV�SLYRWDO���,Q�DGGLWLRQ�WR�RXU�JHQHUDO�FRQFHUQV�DERXW�$03�PHFKDQLVPV��
WKHUH� DUH� VHYHUDO� DVSHFWV� WKDW�PDNH� LW� SDUWLFXODUO\� LQDSSURSULDWH� IRU� WKH�&DOLIRUQLD�PDUNHW���
)RU�H[DPSOH��WKHUH�LV�QR�ORJLFDO�EDVLV�IRU�DSSO\LQJ�$03�PHFKDQLVPV�WR�LPSRUW�SRUWIROLRV�RU�
WR�HQHUJ\�OLPLWHG�UHVRXUFHV��ERWK�RI�ZKLFK�SOD\�DQ�LPSRUWDQW�UROH�LQ�WKH�&DOLIRUQLD�PDUNHW���
)RU� DOO� WKHVH� UHDVRQV� ZH� VWURQJO\� HQGRUVH� WKH� PRYH� WR� UHOHJDWH� V\VWHP�ZLGH� $03� WR� D�
VXVSHQGHG�VWDWXV�GXULQJ�WKH�LQLWLDO�RSHUDWLRQV�RI�WKH�PDUNHW�XQGHU�0578��

���&RQFOXGLQJ�&RPPHQWV�

$V�ZH�KDYH�HPSKDVL]HG�LQ�D�QXPEHU�RI�SUHYLRXV�RSLQLRQV��WR�EH�HIIHFWLYH�DQ�/030�
PHFKDQLVP�PXVW�EH�LQWHJUDWHG�ZLWK�WKH�GHVLJQ�RI�WKH�HQHUJ\�DQG�DQFLOODU\�VHUYLFHV�PDUNHW���
'HVSLWH� RXU� UHVHUYDWLRQV� ZLWK� SDUWV� RI� WKH� SURSRVHG� /030�PHFKDQLVP�� ZH� EHOLHYH� WKDW�
SURSRVHG�PHFKDQLVP��LQWHJUDWHG�ZLWK�WKH�RYHUDOO�HQHUJ\�PDUNHW�GHVLJQ��FRQVWLWXWHV�D�PDMRU�
VWHS�IRUZDUG�IRU� WKH�&DOLIRUQLD�PDUNHW�� �)RU�WKLV� UHDVRQ��ZH�VWURQJO\�DGYRFDWH� WKDW�)(5&�
DGRSW� WKLV� FRPSUHKHQVLYH� SDFNDJH� UDWKHU� WKDQ� SLFN� DQG� FKRRVH� DVSHFWV� RI� WKH� SURSRVHG�
PDUNHW� GHVLJQ� FRPELQHG�ZLWK� IHDWXUHV� IURP�RWKHU�86� ,62V�� � 7KH� H[SHULHQFH�RI� WKH� SDVW�
VHYHQ� \HDUV� LQ� &DOLIRUQLD� GHPRQVWUDWHV� WKDW� WKH� XQLQWHQGHG� FRQVHTXHQFHV� RI� D� SLHFHPHDO�
DSSURDFK�FDQ�EH�H[WUHPHO\�FRVWO\�IRU�&DOLIRUQLD�FRQVXPHUV��
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$GGHQGXP�WR�WKH�2SLQLRQ�RQ�WKH�&DOLIRUQLD�,62·V�0DUNHW�5HGHVLJQ��
DQG�7HFKQRORJ\�8SJUDGH��0578��&RQFHSWXDO�)LOLQJ�

E\�

)UDQN�$��:RODN��&KDLUPDQ��%UDG�%DUEHU��0HPEHU��
-DPHV�%XVKQHOO��0HPEHU��%HQMDPLQ�)��+REEV��0HPEHU�
0DUNHW�6XUYHLOODQFH�&RPPLWWHH�RI�WKH�&DOLIRUQLD�,62�

�

0D\����������

���,QWURGXFWLRQ�

'XULQJ� WKH� SXEOLF� FDOO� RQ�$SULO� ���� �����ZKHQ�ZH� DGRSWHG� RXU� ´2SLQLRQ� RQ� WKH�
&DOLIRUQLD� ,62·V�0DUNHW� 5HGHVLJQ� DQG� 7HFKQRORJ\� 8SJUDGH� �0578�� &RQFHSWXDO� )LOLQJ�µ�
VHYHUDO� TXHVWLRQV� DERXW� WKH� RSLQLRQ� ZHUH� UDLVHG� E\� VWDNHKROGHUV� WKDW� ZH� EHOLHYH� UHTXLUH�
IXUWKHU�FODULILFDWLRQ���7KLV�DGGHQGXP�GLVFXVVHV�WKHVH�LVVXHV��

)LUVW�� RQ� SDJHV� �� DQG� ��� ZH� VWUHVV� WKH� QHHG� IRU� ORDG�VHUYLQJ� HQWLWLHV� �/6(V�� WR�
SXUFKDVH� WKHLU� HQHUJ\� DQG� DQFLOODU\� VHUYLFHV� QHHGV� LQ� WKH� IRUZDUG� PDUNHW� IRU� GHOLYHU\� WR�
ORFDWLRQV� LQ� WKH�&DOLIRUQLD� ,62�FRQWURO� DUHD�ZKHUH� WKHVH�SURGXFWV� FDQ� DFWXDOO\�EH�XVHG� WR�
VHUYH� WKH� HQHUJ\� DQG� DQFLOODU\� VHUYLFHV� QHHGV� RI� WKH� /6(� WKDW� SXUFKDVHG� WKHP�� �:H� DOVR�
HPSKDVL]HG� WKDW� LQ� D� QRGDO�SULFLQJ� PDUNHW� WKH� &DOLIRUQLD� 3XEOLF� 8WLOLWLHV� &RPPLVVLRQ�
�&38&�� FDQ� PRUH� SUHFLVHO\� VSHFLI\� WKH� GHOLYHU\� SRLQWV� DQG� GHOLYHU\� TXDQWLWLHV� IRU� ERWK�
HQHUJ\�DQG�DQFLOODU\�VHUYLFHV�WKDW�WKH�/6(V�PXVW�SXUFKDVH�LQ�WKH�IRUZDUG�PDUNHW��UDWKHU�WKDQ�
VSHFLI\�GHOLYHU\�DQ\ZKHUH�ZLWKLQ�D�FRQJHVWLRQ�]RQH�VXFK�DV�13����63����RU�=3����DV�LV�WKH�
FDVH� IRU� WKH� FXUUHQW� ]RQDO� PDUNHW� GHVLJQ�� � 7KLV� LV� RQH� DWWUDFWLYH� IHDWXUH� RI� D� ORFDWLRQDO�
PDUJLQDO�SULFLQJ��/03��PDUNHW�GHVLJQ���,W�DOORZV�/6(V�WR�VSHFLI\�SK\VLFDOO\�IHDVLEOH�GHOLYHU\�
SRLQWV�IRU�LWV�IRUZDUG�FRQWUDFWV�WR�FOHDU�DJDLQVW���$V�QRWHG�LQ�WKH�2SLQLRQ��LI�D�VXSSOLHU�IDLOV�
WR�WDNH�WKH�DFWLRQV�WKDW�DOORZ�WKH�/6(�WR�SXUFKDVH�WKH�FRQWUDFWHG�TXDQWLW\�RI�HQHUJ\�DW�WKDW�
ORFDWLRQ��WKH�VHOOHU�RI�WKH�IRUZDUG�FRQWUDFW�EHDUV�WKH�FRVW�RI�WKH�H[WUHPHO\�KLJK�VKRUW�WHUP�
SULFHV� DW� WKDW� ORFDWLRQ�� � ,Q� DGGLWLRQ�� ZH� EHOLHYH� WKDW� WKRVH� /6(V� WKDW� GR� QRW�PDNH� WKHLU�
IRUZDUG�SXUFKDVHV�LQ�D�SK\VLFDOO\�IHDVLEOH�PDQQHU�VKRXOG�EHDU�WKH�SRWHQWLDOO\�KLJKHU�FRVWV�RI�
LQFUHDVHG� VKRUW�WHUP�HQHUJ\� DQG� DQFLOODU\� VHUYLFHV� GHPDQGV� WKDW� UHVXOW� IURP� WKLV� GHFLVLRQ��
0RUHRYHU��WKHVH�/6(V�VKRXOG�EH�XQDEOH�WR�WUDQVIHU�VRPH�RI�WKHVH�FRVWV�WR�RWKHU�/6(V�DV�LV�
WKH�FDVH�XQGHU�WKH�FXUUHQW�]RQDO�PDUNHW�GHVLJQ��

'HVSLWH�RXU� VWURQJ� GHVLUH� IRU� WKH�&38&� WR� HQVXUH� WKDW� WKH�/6(V� WKDW� LW� UHJXODWHV�
PDNH�SK\VLFDOO\� IHDVLEOH� IRUZDUG�PDUNHW�SXUFKDVHV�RI� HQHUJ\� DQG� DQFLOODU\� VHUYLFHV��ZH�GR�
QRW� PHDQ� WR� LPSO\� WKDW� WKHVH� /6(V� VKRXOG� UHO\� RQ� WKH� /RFDO� 0DUNHW� 3RZHU� 0LWLJDWLRQ�
�/030�� PHFKDQLVP� WR� SURFXUH� WKHVH� SURGXFWV�� ,I� WKHUH� LV� HIIHFWLYH� FRPSHWLWLRQ� DPRQJ�
VXSSOLHUV� WR� SURYLGH� WKH� QHFHVVDU\� ORFDO� HQHUJ\� DQG� DQFLOODU\� VHUYLFHV�� WKH\� VKRXOG� EH�
SXUFKDVHG�LQ�IRUZDUG�FRQWUDFWV�FOHDULQJ�DJDLQVW�WKHVH�ORFDWLRQV�LQ�WKH�&DOLIRUQLD�,62�FRQWURO�
DUHD���:H�GR��KRZHYHU��QRWH�WKDW�WKH�)HGHUDO�(QHUJ\�5HJXODWRU\�&RPPLVVLRQ��)(5&��QHHGV�
WR�SURYLGH�DGHTXDWH�ORFDO�PDUNHW�SRZHU�PLWLJDWLRQ�LQ�DUHDV�ZLWK�VHYHUH�ORFDO�PDUNHW�SRZHU�
DQG�KLJK�EDUULHUV� WR�HQWU\�WR�HQVXUH�WKDW�FRQVXPHUV�SD\� MXVW�DQG�UHDVRQDEOH�SULFHV� IRU� WKH�
QHHGHG�ORFDO�HQHUJ\�DQG�DQFLOODU\�VHUYLFHV�ZKHWKHU�RU�QRW�WKH\�DUH�SXUFKDVHG�LQ�WKH�IRUZDUG�
RU�VKRUW�WHUP�PDUNHW��8QOLNH�XQFRQVWUDLQHG�DUHDV��D� ORQJHU� WLPH�KRUL]RQ�EHWZHHQ�FRQWUDFW�
QHJRWLDWLRQ�DQG�GHOLYHU\�ZLOO�QRW�DSSUHFLDEO\�H[SDQG�WKH�SRRO�RI�SRWHQWLDO�VXSSOLHUV� LQ�ORDG�
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FHQWHUV� ZKHUH� WKH� EDUULHUV� WR� QHZ� HQWU\� DUH� VXEVWDQWLDO�� $EVHQW� DQ� HIIHFWLYH� /030�
PHFKDQLVP�� FRQVXPHUV� LQ� WKHVH� DUHDV� ZLOO� DOPRVW� FHUWDLQO\� IDFH� XQMXVW� DQG� XQUHDVRQDEOH�
SULFHV�IRU�HQHUJ\�DQG�DQFLOODU\�VHUYLFHV��

3ULFH�UHVSRQVLYH�ILQDO�GHPDQG�LV�HYHQ�PRUH�YDOXDEOH�ZLWKLQ�WKHVH�ORFDO�UHJLRQV�WKDQ�
LQ� OHVV�FRQVWUDLQHG�DUHDV�RI�WKH�&DOLIRUQLD�,62�FRQWURO�DUHD�� �7KH�&38&�VKRXOG�PDNH� LW�D�
KLJK� SULRULW\� WR� SURYLGH� LQFHQWLYHV� IRU� FRQVXPHUV� WR� EHFRPH� DFWLYH� ZKROHVDOH� PDUNHW�
SDUWLFLSDQWV���,I� ODUJH�FXVWRPHUV�KDYH�D�ILQDQFLDO� LQFHQWLYH�WR�EHFRPH�SULFH�UHVSRQVLYH��WKLV�
FDQ�RQO\�LPSURYH�WKH�SHUIRUPDQFH�RI�WKH�VKRUW�WHUP�HQHUJ\�DQG�DQFLOODU\�VHUYLFHV�PDUNHWV���
+RZHYHU��ZH�FDXWLRQ�WKDW�LQ�DUHDV�ZLWK�OLWWOH�RU�QR�FRPSHWLWLRQ�IRU�VXSSO\��SULFH�UHVSRQVLYH�
GHPDQG��ZKLOH� H[WUHPHO\� YDOXDEOH�� LV�QRW�E\� LWVHOI� VXIILFLHQW� WR� HQVXUH� MXVW� DQG� UHDVRQDEOH�
SULFHV�� �$OWKRXJK� WKH�SUHVHQFH� RI�SULFH� UHVSRQVLYH� ILQDO� GHPDQG�FDQ� OLPLW� WKH� DPRXQW�RI�
ORFDO�PDUNHW�SRZHU�D�VXSSOLHU�FDQ�H[HUFLVH��LW�GRHV�QRW�HOLPLQDWH�WKH�QHHG�IRU�D�SURVSHFWLYH�
/030�PHFKDQLVP��

A second question concerns the meaning of our statement on page 4 that “having 
adequate installed capacity to service demand does very little by itself to prevent the 
exercise of market power in the short-term energy and ancillary services markets.” Our 
point is that generation capacity that is purchased by an LSE and that carries a weak or 
non-existent performance requirement, as is typically the case for capacity purchased 
through an installed capacity market, is of little value in limiting the exercise of market 
power in the short-term energy and ancillary services markets. Forward market purchases 
should require a commitment for performance.  Such performance would include the 
supply of energy, but to a lesser extent will include the purchase of ancillary services, 
options, and other forms of "stand-by" performance that may be required in order to 
operate the system reliably.   

Simply making a payment to a generation unit owner for their installed capacity 
with the only obligation that the unit bid into the short-term energy or ancillary services 
market if the unit is available to supply energy does not, in our view, purchase the 
necessary performance commitment to limit the ability of this supplier to exercise 
unilateral market power in the short-term energy and ancillary services markets.  As we 
note in the opinion, it is difficult, if not impossible, to determine if a unit has failed to 
comply with the requirement to bid into the market if it is available, and the penalties 
associated with failure to comply are often insufficient to deter this behavior given the 
increased profits that are available to the supplier from exercising unilateral market 
power in the spot market.  As noted in the opinion, it is virtually impossible for an entity 
besides the owner of the generation unit to determine whether or not that unit is truly 
available to operate. The advantage of buying a performance guarantee, such as a forward 
contract for energy or an option contract to provide energy if the short-term price is 
above some level, is that the supplier bears the responsibility for any unit outages.  
Because of the price guarantee implicit in this forward contract or option, the purchaser is 
                                                
1 It is important to note that price-responsive demand can take the form of participating load that is actively 
bidding into the energy or ancillary services markets and the more passive form of simply reducing 
consumption upon notification of the price level.  Because of the infrastructure and transactions costs 
necessary for active participation, we expect that the passive form of price-response would be more 
widespread.   
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indifferent to the short-term energy or ancillary services price changes that result from a 
generation unit outage, regardless of the cause.  As a consequence, the seller of either 
contract has a strong financial incentive to make their unit available to provide the 
contracted energy or ancillary services when it is truly available to do so. 

Page 2 of the opinion states that, "we believe it may be more cost-effective for the 
ISO to formulate a long-term solution to the pre-dispatch of intertie bids before 
committing to a design for the HASP."  During the public call, the CAISO noted that it 
was necessary to file the HASP design in May in order to obtain FERC conceptual 
approval of this major market design element in July in order to meet the February 2007 
MRTU implementation date.  The CAISO argued that doing so would not foreclose 
modifications to the proposed settlement of inter-tie bids under HASP.  However, we 
note that a commitment to HASP may foreclose options outside of the HASP framework, 
such as an hour-ahead energy and ancillary services market.  The CAISO is undertaking a 
stakeholder process over the next several months to address the inter-tie issue and will 
file any proposed changes to the settlement of interties under HASP when it submits its 
MRTU Tariff filing in November.  Therefore a delay in HASP could possibly lead to a 
more cost-effective long-term solution to the intertie bidding problem, but would also 
increase the likelihood of a delay in the implementation of MRTU. 
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NOTICE OF FILING SUITABLE FOR PUBLICATION 
IN THE FEDERAL REGISTER 

 
 

UNITED STATES OF AMERICA 
BEFORE THE  

FEDERAL ENERGY REGULATORY COMMISSION 
 

California Independent System  ) Docket Nos. ER02-1656-____ 
   Operator Corporation   )   
 

Notice of Filing 
 

[    ] 
 
 

 Take notice that on May 13, 2005, the California Independent System Operator 
Corporation (ISO) submitted further amendments to its Comprehensive Market Design 
Proposal filed on July 22, 2003 in the captioned proceeding.  In its filing, the ISO seeks 
approval of such amendments.  The ISO states that copies of the amended 
Comprehensive Market Design Proposal have been served upon the Public Utilities 
Commission of California, the California Energy Commission, the California Electricity 
Oversight Board, all entities with effective ISO Scheduling Coordinator Agreements and 
all parties in the proceeding in Docket No. ER02-1656-000. 
 
 

http://www.ferc.gov

Any person desiring to be heard to protest said filing should file a motion to 
intervene or protest with the Federal Energy Regulatory Commission, 888 First Street, 
N.E., Washington, D.C. 20426, in accordance with Rules 211 or 214 of the 
Commission’s Rules of Practice and Procedure (18 C.F.R. §§ 385.211, 385.214).  
Protests filed with the Commission will be considered in determining the appropriate 
action to be taken but will not serve to make protestants parties to the proceeding.  Any 
person wishing to become a party must file a motion to intervene.  All such motions or 
protests should be filed on or before the comment date, and, to the extent applicable, must 
be served on the applicant and any other person designated on the official service list.  
Copies of this filing are on file with the Commission and are available for public 
inspection.  This filing may also be viewed on the Internet at  using 
the “eLibrary” link.  Comments, protests and interventions may be filed electronically via 
the Internet in lieu of paper.  See 18 C.F.R. § 385.2001(a)(1)(iii) and the instructions on 
the Commission’s Internet site under the “e-Filing” link. 
 
Comment Date: _______________________ 
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