BEFORE THE
PUBLIC UTILITIES COMMISSION
OF THE STATE OF CALIFORNIA

Order Instituting Rulemaking to Promote )
Policy and Program Coordination and ) R.04-04-003
Integration in Electric Utility Resource )
Planning )
)
REPLY COMMENTS OF THE

CALIFORNIA INDEPENDENT SYSTEM OPERATOR TO
ADMININSTRATIVE LAW JUDGE’S RULING REQUESTING
ADDITIONAL COMMENTS ON RESOURCE ADEQUACY ISSUES

Charles F. Robinson, General Counsel

Anthony J. Ivancovich, Senior Regulatory Counsel
Grant A. Rosenblum, Regulatory Counsel
California Independent System Operator

151 Blue Ravine Road

Folsom, CA 95630

Telephone:  916-351-4400

Facsimile: 916-351-2350

Attorneys for the
California Independent System Operator
Dated: July 29, 2004



BEFORE THE
PUBLIC UTILITIES COMMISSION
OF THE STATE OF CALIFORNIA

Order Instituting Rulemaking to Promote )
Policy and Program Coordination and ) R.04-04-003
Integration in Electric Utility Resource )
Planning )
)
REPLY COMMENTS OF THE

CALIFORNIA INDEPENDENT SYSTEM OPERATOR TO
ADMININSTRATIVE LAW JUDGE’S RULING REQUESTING
ADDITIONAL COMMENTS ON RESOURCE ADEQUACY ISSUES
The California Independent System Operator (“CAISO”) respectfully submits these reply
comments in response to the Administrative Law Judge’s Ruling Requesting Additional
Comments on Resource Adequacy Issues mailed on July 8, 2004 (“ALJ Ruling”) in this
proceeding.
L. INTRODUCTION
The ALJ Ruling requested comments on the following resource adequacy issues:
(1) Whether to accelerate the phase-in of the full planning reserve margin
from January 1, 2008 to June 1, 2006;
(2) How the year-round 15-17% reserve requirement and the seasonal 90%
forward contracting requirement interact, including (1) when to fill-in the
remaining 10% for reserves procured for the summer months, and (2)
when load serving entities (“LSEs”) must demonstrate the full 15-17% in

the non-summer months. In particular, comments should address whether

LSEs should be required to procure and demonstrate the remaining 10% of
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their summer resource adequacy requirement and their full non-summer
reserve margin one month ahead; and

3) Whether future Commission approved contracts intended to comply with
resource adequacy requirements should include terms and conditions
requiring that resources secured to meet the LSE’s resource adequacy
requirement be available to LSEs to schedule in the day-ahead time frame.

In addition to the CAISO, eight other parties filed initial comments on the
aforementioned issues.' In the instant Reply Comments, the CAISO responds to other parties’
initial comments regarding the issues raised in the ALJ Ruling. The CAISO notes that its Reply
Comments will not address issues that were not expressly raised in the ALJ Ruling (e.g., the
“counting” of liquidated damages contracts for purposes of satisfying the resource adequacy
obligation and the merits of a capacity tagging proposal). These issues are addressed in the
CAISO’s comments on the resource adequacy Workshop Report and therefore are not repeated
herein.

The CAISO submits that none of the parties’ comments pose a legitimate barrier to
implementing the 15-17% planning reserve margin by June 1, 2006. Further, the opposition to a
requirement that the full non-summer planning reserve margin, as well as the remaining 10% of
the summer reserve margin, be procured one-month ahead is limited, and the objections to such a

requirement are without merit. Finally, no party has raised valid arguments in opposition to a

! Initial comments were filed by the following parties: Alliance for Retail Energy Markets (“AREM”);

Western Power Trading Forum (“WPTE”); Silicon Valley Manufacturing Group (“SVMG”); Pacific Gas &
Electric Company (“PG&E”); Southern California Edison Company (“SCE”); Office of Ratepayer Advocates
(“ORA”); Independent Energy Producers Association (“IEP”); San Diego Gas & Electric Company (“SDG&E”);
and The Utility Reform Network (“TURN”).
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requirement that resources procured to meet a load serving entity’s (“LSE”) resource adequacy
obligation must be available to the LSE and the CAISO in the day-ahead time frame.
II. WAITING UNTIL 2008 TO FULLY IMPLEMENT THE RESERVE

REQUIREMENT IS UNWARRANTED

In its Response to the ALJ Ruling filed on July 22, 2004 (“Response”), the CAISO
argued that all LSEs should be required to acquire a reserve margin of no less than 10-12% in
2005 and fully satisfy the planning reserve margin by June 2006, subject to certain protections
against market power for local capacity requirements. Three factors supported the CAISO’s
conclusion. First, aggregate supply conditions currently favor LSE procurement, which will
allow acceleration of the phase-in schedule by dampening the threat of the exercise of market
power by suppliers. Second, adequate prophylactic steps could be taken to protect against the
exercise of market power by suppliers. Third, a full resource adequacy obligation should
precede implementation of the CAISO’s final phase of its market redesign. ORA, IEP and
WPTF support an accelerated phase-in of the reserve requirement. ORA Comments, Attachment
at 1; IEP Comments at 1; WPTF Comments at 2. SDG&E does not oppose an accelerated phase-
in. SDG&E Comments at 2.

TURN, SCE and AREM oppose an accelerated phase-in of the full reserve requirement.
TURN alleges that an accelerated phase-in will increase costs. TURN Comments at 5-6. TURN
also argues that an accelerated phase-in is unnecessary because resources will be adequate for

2004-2008.% Id. at 7-8. TURN and SCE state that an accelerated phase-in will raise market

2 In support of its position, TURN states that the CAISO experienced new peak levels last weak and still had

three times the amount of reserves needed to meet a 7% reserve operating reserve margin. Accordingly, TURN
argues that the Commission should ignore the “sky-is falling” arguments. TURN Comments at 2-4.
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power concerns.” TURN Comments at 6; SCE Comments at 2. Likewise, SCE claims that an
accelerated phase-in will not increase reliability because no new capacity will be added as a
result of such acceleration. SCE Comments at 4. On the other hand, PG&E contends that an
accelerated phase-in may increase short-term reliability, but will not result in new construction.*
PG&E Comments at 2. SCE and AREM argue that an accelerated phase-in is inappropriate
because numerous resource adequacy issues are unresolved at this time. SCE Comments at 3-4;
AREM Comments at 3.

The CAISO submits that waiting until 2008 to fully implement the planning reserve
margin could subject California ratepayers to increased costs and, potentially, curtailments if the
resource base deteriorates, there is a prolonged period of low hydro conditions, or there is a
significant increase in peak demand (in California and/or the West). The parties seeking to defer
implementation of the reserve requirement acknowledge that there is a surplus of cheap energy
today. Thus, conditions are favorable for negotiating long-term capacity deals now. Conditions
may not be so favorable in the future, forcing LSEs to meet their resource adequacy obligation in
times where tighter supply increases prices.

Claims that competition between the utilities for capacity will drive up costs significantly
are mere speculation and lack a logical basis given the acknowledged current supply conditions.
Given that there presently is a supply surplus, and the utilities only need to procure a limited
amount of additional capacity to meet the reserve requirement (because the CDWR contracts

cover a significant percentage of the utilities’ net short), it is not certain that any “bidding war”

} TURN states that if the Commission accelerates the phase-in, it will need to adopt some mechanism to

mitigate market power (e.g., set a “circuit breaker” for high prices). TURN Comments at 6.

4 PG&E states the utilities will need additional tools to comply with any accelerated phase-in including the
authority to sign contracts beyond the third quarter of 2005 with delivery in years other than 2004. PG&E
Comments at 2. PG&E also stresses that cost recovery issues will need to be addressed. 1d.
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will result. In any event, as the CAISO indicated in its Response, if there is evidence that
suppliers are exercising market power, the utilities can always come back to the Commission and
request that the effective date of the reserve requirement be pushed back. Alternatively, if there
is a demonstration that suppliers are exercising market power, the CAISO could step in and
execute RMR or RMR-like contracts, whichever is applicable under the circumstances, for a
transitional period in order to meet locational capacity needs.

Further, parties fail to recognize that capacity is cheap compared to energy. As
California learned during the energy crisis, high spot market prices are not cheap. When capacity
is not locked-in in advance, LSEs must rely on volatile spot market prices to serve load, and that
approach can be extremely expensive.

The claims that existing supply conditions obviate the need to “lock up” capacity now are
shortsighted. Although there presently remains some excess capacity under optimal conditions
(scenario of base demand and favorable resource availability), it should not be assumed that
there will be excess capacity available to serve California load between 2006 and 2008. The
CAISO believes the near-term potential for the “mothballing” and/or retirement of 3,000-
4,000MW of generating units is very real and cannot be ignored.” The CAISO’s Five-Year
Assessment shows convergence in the supply-demand balance between 2004 and 2008, and does
not reflect the likelihood that nearly 4,000 MW of capacity could retire over the next several
years. The CAISO’s Five-Year Assessment also does not reflect our first evidence of this trend,

the sudden mothballing just this year, of an additional 825 MW of capacity. Under these

> The CAISO has received formal notification that some large older generators will retire prior to 2005 in the

event they are not selected in the procurement process. Without a contract, owners of aging generators are not
compelled to invest in needed maintenance based on hopes to run in the spot market. TURN argues that even if
aging generators retire or mothball now they will likely return to service when needed. It can take from one-to-six
months for a mothballed generator to re-commission. As such mothballed units cannot be considered as quasi-
available to meet adverse conditions.
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circumstances, the arguments that accelerated implementation of the full planning reserve
margin will not result in any new capacity ignore the very real risk that existing resources will no
longer be available to serve California load in future years. This could result in a capacity
shortage in the near future if mechanisms are not in place to “lock-up” such capacity.

Parties also ignore the fact that, even if there is a capacity surplus today, that capacity
may not be available to serve California load if it is not “locked-up” now. Low hydro conditions
in upcoming years could turn a capacity surplus into a capacity deficit, and problems could arise
if the remaining capacity is not “locked-up” to serve load in California. Further, load is growing
at a rapid pace throughout the West, while the number of potential resource additions planned in
California have declined. Many new generation projects that were in progress in 2003 are either
on-hold or have been outright cancelled. Further, despite the currently favorable conditions,
reserve margins in the West are the lowest in the nation, and the areas outside of California are
experiencing significant load growth. California Independent System Operator Corporation,
100 FERC q 61,062 at P 2, 32 (2002). Increasing load without a corresponding increase in new
generation will put a strain on existing resources. Moreover, generation development in
California has slowed considerably. Only 118 MW of new generation is expected by the end of
2004, compared to 4,830 MW built in 2003, 2,878 MW built in 2002 and 2,513 MW built in
2001. Load growth in other states will compete with California load for a finite set of supplies in
upcoming years. Under these circumstances, there is no guarantee that existing supplies will be
available when California needs them, especially if there is a region-wide heat wave and/or a low
hydro year. California needs to act now to “lock-up” such supplies by accelerating the full phase

in of the planning reserve margin by summer 2006.
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The CAISO recognizes that accelerating the phase-in date for the full planning reserve
margin will not result in incremental resources being constructed. However, that is not the
objective of an accelerated phase-in. The objective of an accelerated phase-in is to increase
reliability, reduce the risk of curtailments, and limit exposure to volatile spot market prices.
These goals can be accomplished by ensuring that available resources are committed to serving
California loads.

TURN “hones in” on the fact that the CAISO experienced record peaks last week, and
still had significant additional resources in reserve. TURN Comments at 3. TURN states that any
discussion of an accelerated phase-in of the full planning reserve margin must be considered
with this in mind.

The CAISO submits that the existence of some excess capacity at this point in time is all
the more reason for LSEs to begin “locking-up” that capacity now, especially given the specter
of continued region-wide load growth and the potential for the mothballing and retirement of
existing generation. With an excess of capacity, prices should be cheaper now, and it is less
likely that suppliers will subject LSEs to the exercise of market power. The events of last week
also demonstrate that loads in California are growing at a much faster rate than was previously
anticipated. The July 21, 2004 peak was 3.9% higher than the peak demand for July 2003, with
both peaks occurring under similar, average temperatures (temperatures slightly less than a 1-in-
2 year pattern). That fact, and the fact that significant load growth is being experienced
throughout the West, creates significant uncertainty for the future availability of resources to
serve California. Stated differently, why is it prudent for LSEs to face unnecessary risk in the

future when they can lock-up capacity at reasonable prices today.
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The CAISO also notes TURN’s reference to the significant additional resources that were
in reserve during the week of July 19-23 is misleading. However, this assertion is misleading
because the reserves shown cannot all be used to serve additional load. Included in those
reserves were approximately 2,800 MW of Operating Reserves that the CAISO must carry to be
compliant with WECC Minimum Operating Reliability Criteria. In addition, during the peak
hours, the CAISO was importing from outside the Control Area on average in excess of 5,600
MW.¢ California cannot count on that level of imports being available when temperatures are
hot in neighboring states and/or hydro reserves are low.’

Certain parties also claim that an accelerated phase-in is not feasible given that the
Commission has not finally decided all of the issues in the proceeding. This fact should not
delay implementation of the full planning reserve margin. The Commission is scheduled to issue
a final resource adequacy decision (including a decision on the Workshop issues) in September.
That should provide sufficient time for LSEs to line up adequate supplies by the summer of
2006. As the CAISO indicated in its Response, LSEs should not be required to demonstrate
compliance with the year-ahead showing requirement by April 2005 for May 2006. The first

year-ahead showing should be scheduled for April 2006 for the 2007 summer season. This

6 In its 2004 Summer Assessment (p. 30), the CAISO’s base case scenario for imports in July 2004

contemplated imports of 5,862 MW.
! TURN’s assumption that there were significant additional resources in reserve on July 21 was based on an
assumption that the CAISO reached its summer peak on July 21 and that the preliminary resource data published on
the CAISO webpage captures actual conditions. This assumption is erroneous for two reasons. First, recent trends
demonstrate a slightly higher growth rate in peak demand than originally assumed in the 2004 Summer Assessment
base forecast and approach the forecasted high peak demand. Second, he preliminary available resource capacity
does not account for transmission constraints, and does not include other unreported outages for ambient de-rates
(including capacity not available due to low hydro conditions). The actual resources available when considering
data error, capacity limitation due to transmission constraints, and ambient de-rates approximately 600 MW higher
than forecasted for the summer peak, mostly due to lower than average forced outages. Moreover, the Participating
Thermal Outages on July 21 was 1,532 MW compared to the forecast of 2,500 MW. The maximum Participating
Thermal Outages during peak hours for the 2004 summer season on June 1% was 4,296 MW. These types of
unplanned outages can occur at anytime of any day.
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timeline (in conjunction with the CAISO’s proposal for a monthly forward contracting obligation

for 100% of the reserve requirement) would give LSEs until April 1, 2006 to procure 100% of

their capacity requirements for May 2006. That should provide LSEs with sufficient time to
procure their capacity requirements.

The CAISO acknowledges PG&E’s point that, if the Commission accelerates the phase-n
date for the full planning reserve margin, LSEs will need a Commission decision revising prior
Commission orders to allow them to enter into the necessary supply arrangements. The CAISO
also concurs with PG&E that the Commission should allow LSEs the opportunity to recover all
prudently incurred costs in complying with an accelerated phase-in.

III. A REQUIREMENT THAT LSES PROCURE 100% OF THEIR SUMMER AND
NON-SUMMER CAPACITY REQUIREMENTS BY THE MONTH AHEAD IS
APPROPRIATE
In its Response, the CAISO strongly advocates a requirement that LSEs be required to

procure the remaining 10% of their summer resource adequacy requirement, and their full non-

summer reserve margin, one month ahead. Such a requirement precludes LSEs from placing
reliable and reasonably priced service to load at risk by waiting until the last minute to procure
an undue quantity of resources needed to serve load.

TURN agrees with the CAISO that LSEs should be required to procure 100% of their
summer and non-summer reserves a month ahead. TURN Comments at 1. ORA states that
LSEs should be required to demonstrate 100% resource adequacy for the summer months 30
days ahead of time. ORA Comments, Attachment at 3. However, ORA believes that the
Commission should proceed with a summer-only requirement, and then determine whether

specific requirements are needed for non-summer months. /d. ORA submits that any non-

summer requirement should be less stringent than the summer requirement (e.g., there could be a
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monthly or quarterly demonstration for non-summer months made in the end-of year filing for
the summer months). /d. at 3-4. San Diego agrees that the additional 10 percent summer
requirement should be met in the month ahead, and the 15-17% showing for non-summer months
should be made concurrently with the showing for the summer months for efficiency purposes.
SDG&E Comments at 4. SCE and AREM argue that a requirement that LSEs forward contract
100% of their reserve requirements a month in advance will unnecessarily increase costs without
providing any reliability benefits. SCE Comments at 7-9; AREM Comments at 7-11.* SCE
claims that anything beyond the 90% requirement is unnecessary because supplies will be
available in the short-term markets anyway, and units are unlikely to be mothballed in the
summer months. SCE Comments at 8. PG&E suggests that LSEs should meet 100% of their
reserve needs one day before the operational month. PG&E Comments at 5-6.

The resistance to an obligation on the part of LSEs to line up sufficient capacity a month-
ahead is unwarranted. Ultimately, LSEs must procure sufficient resources to meet the needs of
their customers be it in forward markets or in the CAISO’s markets. The alternative to month-
ahead procurement is undue reliance on spot market purchases with the hope that sufficient
supplies will be available. When purchases are made at the last minute, the range of options
available to meet unforeseen circumstances is substantially more circumscribed than if purchases

are made ahead of time.

8 AREM claims that the Commission’s Interim Order, D.04-01-050, did not establish a 15-17% reserve
requirement on a year-round basis. AREM Comments at 8. AREM states that, to the extent LSEs are required to
make a month-ahead showing, such showing should be limited to the summer months. The CAISO does not believe
that there is any basis for AREM’s belief that the Commission did not establish a year-round reserve requirement.
The order directed “LSE’s to meet this 15-17% reserve requirement by no later than January 1, 2008.” Interim
Order, mimeo at 11. If the reserve requirement was a summer-only requirement there would be little sense in
making the requirement effective in January. Also, the Commission established “a requirement that utilities forward
contract 90% of their summer...peaking needs... a year in advance.” Id. If the reserve requirement was a summer-
only requirement, again there would have been no need to specify a separate summer forward contracting
requirement.
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PG&E, SCE and AREM have not provided a credible explanation as to why it is better to risk
last minute purchases of needed capacity rather than to proceed with an orderly procurement of
needed resources in advance of the day-ahead and real-time time frames. The requirement that
LSEs procure their summer and non-summer capacity requirements a month in advance provides
the utilities with a large degree of flexibility to firm up their capacity commitments when market
conditions are optimal, while ensuring that surplus supplies, to the extent they exist, are
committed to California and are not diverted elsewhere or available only at very high prices (due
to adverse conditions such as a West-wide heat wave). In that regard, a month-ahead
requirement would not unduly limit the ability of utilities to use short-term capacity purchases.
Further, as the CAISO stressed in its Response, a month-ahead requirement does not in any way
preclude LSEs from procuring energy that is available from other resources after the month
ahead and is cheaper than the energy the utilities can purchase under their capacity contracts. In
that regard, the month-ahead obligation is a capacity obligation only; LSEs are not being
required to procure 100% of their expected energy needs a month in advance. As the CAISO has
emphasized on numerous occasions, capacity is cheap (compared to energy) and the existence of
a month-ahead obligation will place downward pressures on prices in the short-term markets.

On the other hand, a month-ahead requirement precludes the LSEs from placing reliable,
cost-effective service to load at risk by waiting until the last minute to procure the resources
needed to serve their customers’ load. Moreover, the month-ahead requirement would ensure
that, if there were problems looming, the Commission, the CAISO, and LSEs would have a
month to attempt to line up additional supplies or encourage conservation rather than addressing

a potential short fall at the last minute in a crisis mode.
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SCE contends that a requirement that 100% of capacity requirements be procured by the
month-ahead will unnecessarily increase costs without enhancing reliability in any material
fashion. SCE Comments at 7-8. SCE’s position is based on the following assumptions: (1)
existing supplies are going to be available on a short term-basis anyway and are unlikely to be
mothballed during the summer peak season; (2) new supplies take years to add; and (3) existing
suppliers will not make commitments outside California and therefore will be available to meet
California needs.

These arguments miss the point. Even assuming, arguendo, that supplies are available,
that does not ensure that such supplies will be made available to California when California
needs them. Only if LSEs procure necessary capacity in advance will any available capacity be
guaranteed to serve California load and not potentially chase higher prices outside the State. If
capacity is not locked-in in advance, LSEs will be forced to rely on volatile spot market prices to
serve load, and that approach can be extremely risky and expensive.

SCE’s argument regarding the mothballing of generating units also is without merit.
Generating units are not casually mothballed during non-summer months and then brought back
into service every summer. Units are mothballed because the unit is not under a bilateral contract
and the unit owner does not perceive an opportunity to recover fixed costs by participating in the
market. Indeed, there is general consensus among suppliers and generation developers that fixed
cost recovery is unlikely to be realized through reliance on the California spot markets.

The arguments that a monthly obligation is unnecessary for non-summer months seem to
stem from the mistaken assumption that resource adequacy is not as critical during the non-
summer months. The CAISO believes that the forward contracting obligation should apply to

the non-summer months as well as the summer months. While certain parties may assume that
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adequate resources will be available for the non-peak months of the year, there is no assurance of
this outcome because resources would not be locked up by California LSEs. Ignoring non-peak
months could unnecessarily expose consumers to high spot market prices and potential
curtailments. Blackouts can occur, and have occurred, during the off-peak winter months.
Further, price spikes regularly can occur — and have occurred --during the shoulder months,
especially when there are “heat waves,” low hydro levels, and/or significant quantities of
capacity offline for scheduled outages. Further, there has been no showing that extending the
forward contracting obligation to the non-summer months will unduly burden LSEs, especially
given that LSEs are already making demonstrations of resource adequacy for the five summer
months.
IV.  RESOURCE ADEQUACY CONTRACTS SHOULD INCLUDE A

REQUIREMENT THAT RESOURCES BE MADE AVAILABLE TO LSES AND

THE CAISO IN THE DAY-AHEAD TIME FRAME

The CAISO stressed in its Response that a well-designed resource adequacy requirement
must include an obligation that LSE-procured capacity resources be available to the CAISO
through its day-ahead and real-time markets and scheduling processes when such resources are
not otherwise scheduled in the day-ahead market. Therefore, the Commission should require that
contracts between LSEs and suppliers include a provision making resources available to LSEs in
a day-ahead timeframe and to the CAISO in the event such resources are not scheduled by LSEs
in the day-ahead. Thus, to the extent resources are not scheduled by LSEs to meet their loads, but
become necessary in the day-ahead or real-time periods to balance resources with load, the

CAISO could use the resources for such purpose. CAISO Response at 19. Unless the

Commission explicitly addresses the issue of coordination and an efficient hand-off of resources
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to the CAISO, the value of the Commission’s resource adequacy obligation will not be fully
realized.

TURN, SDG&E and PG&E all agree with the CAISO that resources should be made
available to LSEs in the day-ahead time frame and to the CAISO if they are not scheduled by
LSEs. TURN Comments at 13; SDG&E Comments at 5; PG&E Comments at 6. WPTF states
that a day-ahead offer obligation would be reasonable with adequate compensation via a capacity
payment, as well as the ability to include opportunity costs in energy offers. WPTF Comments
at 14. WPTF supports a unit commitment process and believes that capacity procured to meet
resource adequacy requirements should seamlessly integrate with the transmission operator’s
markets. /d. at 13. ORA and SCE recommend that the Commission not decide the issue at this
time. ORA states that a decision is unnecessary at this time because the ultimate form of the
CAISO’s market design is currently unclear and, as such, ensuring integration remains uncertain.
ORA Comments, Attachment at 4. SCE states that the onus should be on the CAISO to
determine whether the resource adequacy requirements placed on LSEs are sufficient to meet the
CAISO’s operational needs. SCE Comments at 10-11. SCE argues that the CAISO should
provide this analysis after the Commission issues its final rules on resource adequacy. AREM
contends that a day-ahead must offer obligation should be voluntary. AREM Comments at 12.
As indicated in the CAISO’s Response, a day-ahead must offer-type obligation is necessary for
the following reasons: (1) it will ensure that LSE resources are made available in a manner that
is consistent with the CAISO’s scheduling and commitment requirements; (2) it will enhance the
CAISO'’s ability to operate the grid reliably by moving unit commitment and dispatch out of
real-time and into the day-ahead timeframe; (3) it will ensure that resources procured by LSEs

are utilized by the CAISO to meet energy needs and that overall costs are not increased because
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the CAISO was forced to commit resources that are less efficient than those procured by the
LSEs; and (4) it is necessary to ensure that units are properly mitigated for system and local
market power in the market runs that the CAISO conducts.

Contrary to SCE’s and ORA’s suggestion, there is no reason for the Commission to delay
ruling on this issue. In the first instance, any resources procured by LSE’s must be scheduled or
made available to the CAISO regardless of the market design. Otherwise, the very purpose of
resource adequacy, i.e., to procure sufficient capacity, would not translate into reliable service to
load. Moreover, ORA’s claim that the CAISO’s market design is uncertain lacks merit. FERC
has already approved the CAISO’s proposed market redesign on a conceptual basis. California
Independent System Operator Corporation, 105 FERC 9 61,140 (2003) (“October 28 Order™).

In a June 17, 2004 Order, FERC provided additional guidance regarding the details of seven
specific elements of the market redesign, including the CAISO’s residual unit commitment
(“RUC”) proposal. California Independent System Operator Corporation, 107 FERC 4 61,274
(2004) (“June 17 Order”). In its June 17, 2004 Order, FERC also ordered the CAISO to file
tariff language on the seven market design elements by the end of 2004 and established
procedures that will lead to resolution of a couple of distinct market design issues

Thus, the CAISO’s market redesign is sufficiently “baked” for the Commission to rule on
the merits of a day-ahead must offer obligation. The details of the RUC proposal have been
approved by FERC. Given that a day-ahead must offer obligation is necessary in order for RUC

to function effectively and efficiently,’ it is imperative that the Commission impose a day-ahead

? Absent a requirement to make resources available to the CAISO for possible commitment through the RUC

mechanism, the RUC procedure may not have a sufficient pool of resources, and the CAISO may not be able to
commit sufficient resources to serve the next-day’s forecasted load. Today, the CAISO satisfies this availability
requirement through the FERC-established must-offer obligation, in combination with the must-offer waiver
process (today’s equivalent of the RUC process). Under a Commission-approved requirement that contracts
between LSEs and suppliers include a provision for making capacity procured under the contract available to the
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must offer requirement for resource adequacy contracts. The CAISO has previously identified
the need for a day-ahead must offer obligation in several filings at FERC regarding the proposed
market redesign." There is no need for the CAISO to go back and re-evaluate this issue as
certain parties suggest. The CAISO has fully evaluated its needs in connection with the new
market design and has concluded that it needs a day-ahead must offer obligation in order for the
market design to function effectively and efficiently and for the CAISO to operate the grid
reliably. That is why the CAISO included a day-ahead must offer obligation in its July 22, 2003
market redesign filing at FERC and has continued to stress the need for such a mechanism as
part of the new market design.

Although FERC rejected the CAISO’s day-ahead must offer proposal, it did so on the
grounds that the CAISO was not proposing to provide a capacity payment to suppliers and no
resource adequacy requirement existed as a substitute. However, FERC recognized that a
Commission-approved, day-ahead resource adequacy product with a capacity payment would
satisfy FERC’s and the CAISO’s objectives. June 17 Order at P 26. Previously, FERC has
recognized that “absent a resource adequacy requirement, generators should not be required to
bid into the day-ahead market.” October 28 Order at P 227; see also Midwest Independent
System Operator Inc., 102 FERC 9 61,280 at P 96 (2002). Thus, FERC has recognized that a

day-ahead must-offer obligation is best achieved via a resource adequacy requirement.

CAISO, capacity that is not included in a forward schedule by the LSE would be required to bid into the CAISO
day-ahead integrated forward market (“IFM”) and would be available for commitment or dispatch by the CAISO as
part of the RUC

procedure. However, absent a requirement that the CAISO be permitted to utilize the capacity procured by LSEs,
there will not be any way to ensure that sufficient resources will participate in RUC, thereby potentially rendering

the RUC procedure ineffective and exposing consumers to potential real-time supply shortages or high prices.

10 See Comments of the California Independent System Operator Corporation, Docket No. ER02-1656 (May

11, 2004); Amended Comprehensive Market Design Proposal, Docket No. ER02-1656 (July 22, 2003).
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A contractual day-ahead must offer obligation is consistent with the general objectives and the
design of the CAISO’s market redesign and will provide important operational and market
efficiency benefits. The CAISO’s inability to consider a full complement of LSE-procured
capacity resources in the day-ahead market and in the RUC process could introduce unavoidable
market flaws, which could lead to (1) inefficient/inaccurate optimization of unit commitment and
scheduling to manage congestion, and (2) insufficient protection from locational and system
market power. A day-ahead must offer obligation will provide the CAISO with the means to
both reliably and efficiently commit the resources necessary to serve the next day’s load and
meet local reliability needs when they are not scheduled by LSEs. Given FERC’s actions, such
resources can be made available to the CAISO on a day-ahead basis only pursuant to the rules
and obligations established under a resource adequacy requirement.

ORA appears to express some support for a flexible offer obligation, whereby a supplier
would be obligated to make its capacity available in either the day-ahead or the real-time
markets. ORA’s support for a flexible offer obligation seems to stem from its belief that the
Commission supported such a mechanism (rather than a day-ahead must offer obligation). To the
contrary, the Commission supported the CAISO’s proposal for a day-ahead must offer
obligation. The CAISO views the flexible offer obligation as a less-than-perfect “back-up” in
the event FERC failed to approve a day-ahead must offer obligation.

In filings at FERC, the CAISO identified several problems with a flexible offer
obligation. See Comments of the California Independent System Operator Corporation
Regarding Technical Conference, Docket No. ER02-1656, pages 16-32 (May 11, 2004). Unlike
a day-ahead must offer obligation, a flexible offer obligation could lead to (1) inefficient unit

commitment, (2) deficient and/or inaccurate market power mitigation, and (3) the potential for
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over-generation and excess on-line capacity in real-time. In particular, a flexible offer option
would not adequately address the issues identified on pages 19-21 of the CAISO’s Response.
That is why the CAISO proposed a day-ahead must offer obligation to FERC and not a flexible
offer obligation. Further, in order for the market design to work as planned, and for all of the
benefits associated with a day-ahead must offer obligation to be achieved, it is necessary that the
obligation be mandatory not voluntary. The problems identified in the CAISO’s Response and
herein can arise if the obligation is not mandatory.
V. CONCLUSION

For the reasons set forth herein and in the CAISO’s Response, the CAISO respectfully

requests that the Commission include in its final order on resource adequacy issues, the

following:

1. Full phase-in of the planning reserve margin by June 1, 2006, although the
initial yearly reporting requirement may be deferred until April 1, 2006 for
the 2007 summer peak season.

2. A requirement that LSEs must to procure and demonstrate the remaining

10% of their summer resource adequacy requirement and their full non-

summer reserve margin one month ahead.
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July 29, 2004

A requirement specifying that contracts will be deemed qualifying
capacity for resource adequacy purposes only if such contracts include an
express obligation that the capacity be made available to the CAISO in the
day-ahead time frame either through a submitted schedule or through

participation in the CAISO’s IFM and RUC pr

Respectfu:lly /fubm ed:

By: ( /

Anthony J. Ivancowch\/ \_/
Attorney for
California Independent System Operator
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