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[ ntroduction and Summary

On November 1, 2000, the Commisson issued in the above dockets an order proposing
gpedific remedies to address dysfunctionsin Cdifornias wholesale bulk power markets and to ensure
just and reasonable wholesale power rates by public utility selersin Cdifornia The dectric power
gtuation in Cdifornia has worsened since our November 1 order wasissued and it is critical thet both
we and Cdlifornia State regulators take immediate geps within our repective juridictions to correct
thegtuation. Today, in theinterest of protecting consumers, ensuring creditworthiness of market
paticpants, and moving the Western markets toward the kind of rules that will sustain the dectric
indudry in the long run, we adopt and direct specific remedies within our authority under the Federd
Power Act. These remedies are desgned to hdp dleviate the extreme high prices being borne by
Cdlifornians, but a0 to ensure that sHlers continue to have incentives to sl into Cdiforniaand
suffident incentives to build sordy needed new generation and transmisson necessary to provide
rdigble savicein the future. However, as discussed further herein, the problems facing consumersin
Cdifornia cannot be dleviated unless the State d 0 takes immediate Seps to remove redrictions,
identified below, thet it hasimpasad on the three investor-owned suppliersin Cdiforniaand to permit
needed infragtructure.

Beginning in 1996, this Commisson issued a series of orderswhich, a the urging of Cdifornia
Sate regulators, deferred to the Sate on al Sgnificant agpects of Sate restructuring of Cdifornia
ectric power markets and market rules - - induding those agpects which directly implicated this
Commisson'sexdudvejurigdiction. In today's order, we find it necessary to fundamentaly change
some of the wholesde market rules that arose from the origind State restructuring and were accepted
by us Unlesswe teke this ep, and unless the State d o expeditioudy takes the gep of changing its
market regtrictions and dedling with other rdevant metters within its jurisdiction, wholesde markets will
continue to be dysfunctiond and dectric consumerswill continue to be & risk of unnecessary price
voldility and power interruptions. Smply put, we must not only stop the current dectric market
hemorrhaging and restore credibility to the dectric marketsin the Weg, but we must ensure that this
Stugtion does not recur.

Given the gravity of the Stuation and the nesd to expeditioudy implement remedies thet will
avert arecurrence of the problemsin Cdifornialast summer aswel asthe problemsin the past few
weeks, our order today isforward-looking. This order does not addressissues associated with
retroective refund and retroactive remedid authority issues. Today we concentrate on the
implementation of those market reforms thet are nesded immediatdy. We emphasize thet ariticd long-
term reforms such as Sting and demand response do must be addressed immediady by rdevant Sate
authorities

The Commission herein adopts the following remedid meesures
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Elimination of the Mandatory PX Buy-Sell Requirement. The Commissonis
diminating the requirement that the investor owned utilitiesin Cdifornia (I0Us) sl dl of therr
generation into, and buy al their generation from, the Cdifornia Power Exchange (PX). This
will release the entirety of the IOUs 40,000 MWs of pesk |oad from expasure to the spot
market and will dlow or require the following:

(@ 25,000 MWsimmediately returned to State regulation. On the dete of
this order, 25,000 MW of generation owned by or under contract to the IOUs, which
the State had required to be sold & wholesdle into the PX, may be sold directly a retall
by the |0OUs subject to the regulaion of Cdifornia The State isfree as of date of
issuance of this order to regulate this power on acos-of-sarvice bass, subject to a
cod cap, or in any way it seesfit.

(b) Release of load to bilateral markets and prudent risk management.
Therdease of dl 40,000 MWSs from mandatory expasure to the soot market will
permit the IOUs to move thar purchase power needsto bilaterd long-term contracts
and adopt a bdanced portfolio of contracts to mitigate cost exposure. Thisiscriticd to
limiting extreme price valatility for Cdiforniaconsumeas  However, this cannat oocur
unlessthe Cdifornia Commisson dso removesiits requirement that |OUs buy only
through the PX and unlessit provides |OUs with some cartainty with repect to
contracting. Itiscritica thet the Cdifornia Commisson givetimey and predicteble
goprovd of the prudence of abdanced portfolio of long and short-term contracts.

(¢) Termination of PX wholesale rate schedules. The Commissonwill
terminate the PX's wholesd e rate schedules which enable it to continue to operate asa
mandatory power exchange. Terminaion will be effective as of the dose of the April
30, 2001 trading day.  Thesetariffsmay be re-indituted at alaer time but thet
depends upon the Cdifornia Commission's willingness to remove its mandatory buy
requirement and to develop prudence benchmarksfor bilateral purchases, or other
changed drcumgtances. We see great vaue in this and other power exchanges but
cannot assure just and reasonable rates in the presence of amandatory power
exchange in these drcumdtances.

Benchmark Pricefor Wholesale Bilateral Contracts. To provide guidanceto the
mearket participants and our input to the Cdifornia Commission with respect to prudent
contracting, we adopt a price benchmark for assesang prices of long-term dectric supply
contracts. We would expect to use this benchmark in assessng any complaints regarding the
justness and reesonableness of pricing of such long-term contracts negatiated under current
market conditions.

Penaltiesfor Underscheduling Load. Market participantswill be required to schedule
95 percant of thar loads prior to red-time and will be subject to a pendty for deviaionsin
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scheduling in excess of five percent of an entity's hourly load requirements, with disoursement of
revenuesto dl loadsthat scheduled accurately.

Market Monitoring and Price Mitigation for SO and PX Spot Markets. The
above remedies will shrink the 1SO's red-time market to goproximatdy 5 percent of load. In
other words, only about 2,000 MW (ingteed of 6,000 MWSs) will be purchased in the redl-
time, sometimes volatile, markets However, to ensure that pricesin the 1SO and PX spot
markets are just and reasonable, the Commission will provide gppropriate market monitoring
and price mitigation:

(&) " Real-Time" Mitigation. The Commisson directsatechnica conference for
purposss of deveoping acomprehensve and sysematic monitoring and mitigation
program which incorporates gppropriate threshol ds and screens and pedific mitigation
messuresif those thresholds and screens are breeched. A proposed planisto be
submitted to the Commission no later than March 1, 2001 so that an acoeptable plan
can be reviewed by the Commisson and in place by May 1, 2001.

(b) $150 Breakpoint for Interim Period. The Commisson will eablish a$150
per MW breskpoint which will be used for the interim period before "red time'
mitigation isimplemented.

. SHlershidding a or bdow this breskpoint will receive the market
dearing prices, but not more than $150 per MW.

. If sdlersbidding above this breskpoint are needed to dear the market,
they will recaive ther actud bids However, they will be subject to
cartain reporting and monitoring requirements to ensure that mearket
power is not exerdsed and to ensure that rates remain just and
ressoneble. Certain refund conditions will continue to apply; however,
unless the Commisson issues written natification to asdler that its
transaction is dill under review, refund potentid on atransaction will
close after 60 days.

Independent Governing Board of 1SO. The current 1SO stakeholder governing board
must be replaced with a non-gakeholder board, with membersto be independent of market
paticpants. Intheinterim, the |ISO Governing Board members on January 29, 2001, are
required to turn over decison-making power and operaing contral to the management of the
|SO; however, they will be permitted to continue functioning as an advisory committee that
provides input to 1SO manegement until such time asanew Board is seeted or until April 27,
2001, whichever occurs sooner. We note that under the Commisson's Order No. 2000 rule
on regiond trangmisson organizations (RTOs), the Cdifornia | SO's RTO filing pursuant to the
rule must address the independence ariterion contained intherule.
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€) State-Federal Discussions on Board Selection. Inalater order, the
Commission will establish procedures to discuss with Sate representetives the
process for sdection of 1SO Board members.

(6)  Generation I nter connection Procedures For SO and 10Us. We require both the
ISO and the three Cdlifornia | OUs to file generation interconnection procedures

Background

A. Augus 23 Order

On Augudt 2, 2000, in regponse to Sgnificant increases in prices for energy and andllary
savicesin Cdifornia, SDG& E filed acomplaint in Docket No. EL00-95-000. This complaint, filed
agand dl Hlersof energy and andillary sarvicesinto the 1SO and PX markets subject to the
Commisson'sjurisdiction, requested that the Commission impose a$250 price cap for sdesinto those
markets. The Commisson denied thisrequest in an order issued August 23, 2000, on the grounds thet
SDG&E had not provided sufficient evidence to support an immediate sdler's pricecgp. ' However,
in thet order, the Commisson indtituted forma hearing proceedings under section 206 of the Federd
Power Act to invedigate the justness and reasonableness of the rates of public utility sdlersinto the
SO and PX markets, and dso to investigate whether the tariffs, contracts, indtitutiona structures and
bylaws of the |ISO and PX were adversdy dfecting the wholesde power marketsin Cdifornia The
Commisson hed the hearing in aeyance pending the completion of a separate $af fact-finding
investigation of the condiitions of bulk power markets thet was to be completed no later than November
1, 2000.

In addition, the Commisson discussed the rale of refunds in the proceeding, and noted thet
refunds were discretionary and may not be the gppropriate remedy to address competitive problems
that may beidentified. The order further Sated thet any decison whether to direct refundswould be
basad on findings regarding just and reasonable rates and a baancing of consumer and investor
interegs  The Commisson established arefund effective date of 60 days after publication of notice of
the Commission's intent to ingtitute a proceeding in the Federal Regigter. 2

B. Steff Report

1San Diego Gas & Electric Company, e d., 92 FERC 161,172 a 61,606 (2000) (August 23
Order).

?1d. at 61,608.
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Saf completed its fact-finding investigation of Cdiforniamarketsin October, and submitted its
report to the Commission. 2 The Staff Report identified three factors thet contributed to high dedtricity
prices Hrg, market forcesin the form of sgnificantly increased power production costs combined
with increased demand due to unusudly high temperatures and a scarcity of available generation
resources throughout the West and Cdiforniain particular played amgor role. Sscond, exiging
market rules exacerbated the Stuation by exposing the three investor-owned utilities (IOUs) to the
voldility of the gpat market without affording them the ability to mitigate the price volility and by
promoating underscheduling in the PX, thereby increasing the amount of demand and supply thet
gopeared in the ISO's red-time market. Third, the Staff Report noted evidence suggedting that selers
hed the potentid to exercise market power, dthough there were insufficient datato meke
determinations about the exercise of market power by individud sdlers #

C. November 1 Order

The Commisson issued an order on November 1, 2000 proposing meesures to remedy the
problemsidertified in the Staff Report. > The Commission found thet the "dedtric market structure and
mearket rules for wholesde sdes of dectric energy in Cdiforniawere serioudy flawed and thet these
gructures and rules, in conjunction with an imbaance of supply and demand in Cdifornia, have caused,
and continue to have the potentid to cause, unjust and unreasonable rates for short-term energy . . .
under certain conditions” © The order noted that "While this record does not support findings of
spedific exerdises of market power, and while we are nat able to reach definite condusions about the
actions of individud sdlers, thereis dear evidence that the Cdifornia market sructure and rules provide
the opportunity for sdlersto exerdse market power when supply istight, and can result in unjust and
unreasonable rates under the FPA." 7

To ded with theseflaws, the November 1 Order proposed remedies intended to reduce over-
reliance on oot marketsin Cdifornia, and attempted "to baance, on the one hand, halding overdl rates
to levelsthat goproximate competitive market levels for the benefit of consumers, with, on the other

33t Report to the Federd Energy Regulatory Commission on Western Markets and the
Causes of the Summer 2000 Price Abnormadlities - - Part 1, November 1, 2000 (Staff Report).

4The Staff Report indicated some attempted exercise of market power, if the standard of
bidding above margind costisused. Staff Report a 1 - 4. The November 1 Order did not establish
any dandard for determining market power.

°San Diego Gas & Electric Company, e d., 93 FERC 161,121 (2000), rehig pending
(November 1 Order).

61d. at 61,349-50.

’1d. at 61,350.
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hend, inducing suffident investment in cgpeadity to ensure adeguiate service for the benefit of consumers™
8 The order proposed, effective 60 days after the dete of the order, (1) to diminate the requirement
thet the investor-owned utilities (I0Us) must buy and sdl power through the PX, (2) to require market
participants to schedule 95 percent of their transactionsin the Day-Ahead markets or be subjected to a
pendty charge; (3) to replace the existing PX and 1S0O siakeholder boards with independent non-
stakeholder boards; and (4) to require thefiling of generation interconnection procedures

The order a0 identified longer-term sructurd reforms that must be addressed, indluding: (1)
congderation of market rulesto ensure meeting resarve reguiremeants, (2) exploration of dterndivesto
the angle price auction format; (3) diminetion of the requirement for balanced schedules; (4) improved
market monitoring and market mitigation srategies; (5) submisson of a congestion management
redesign proposa; and (6) congderation of demand bidding programs for the 1SO and Scheduling
Coordinators. In addition, the order urged date offidas to take cartain actions within therr exdusve
juridiction, induding accderating Siting of nesded generation and trangmisson cgpaaity, deveoping
additional demand-9de response programs a the retall leve, and diminating impediments to forward
contracting.

Also, to ensurefar prices while various market reformswere being put in place, the order
proposed additiond temporary meesures to mitigate prices, induding modification of the Sngle price
auction so that bids above $150/MWh could not st the market dearing pricethet ispaid to dl bidders
and imposing cartain reporting and monitoring requirements for transactions and bids above the
$150/MWh breskpoint, aswdl asretaining arefund obligation for sdesinto the |ISO and PX markets
for the period October 2000 through December 2002.

The November 1 Order changed the refund effective dete contemplated in the August 23
Order from 60 days after publication of notice in the Federd Regigter, October 29, 2000, to 60 days
after the date of SDG& E's complaint, October 2, 2000, effectively granting the requests for rehearing
from SoCd Edison and PG& E onthisissue. The order dso contains extensve discusson of the
Commisson's authority to direct refunds, for the periods both before and after the refund effective dete,
as discussed below.

The Commisson explained why apaper hearing is adeguate to resolve the maters beforeit,
and established a period through November 22, 2000 for the submisson of comments and supporting
evidence. In addition, the Commission announced its intent to convene a public conference on
November 9, 2000 and to issue afind order adopting and directing remedies for Cdifornias markets
before the end of the cdlendar year. Findly, the Commission rejected proposed tariff amendmentsfiled
by the PX and the 1SO requedting or extending price capsfor their markets.

D. Related Complaints and Other Filings
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1. Joint Complaint in Docket No. EL 00-97-000

On August 3, 2000, Rdliant Energy Power Generdtion, Inc., Dynegy Power Marketing, Inc.,
and Southern Energy Cdifornia, L.L.C. (Joint Complainants) jointly filed acomplaint and request for
fast-track processing pursuant to Rule 206 of the Commission's Rules of Practice and Procedure®
requesting the Commission to find that the 1SO must compensate participating generaiors, Scheduling
Coordinators, or other sdlers (collectively, Market Participants) for their actual damages and lost
opportunity cogtsin the event that the |SO curtails energy exports scheduled by aMarket Participant.
Joint Complanants further request that the Commisson find thet any effort by the SO to limit payment
for curtailed energy exportsto 1SO-cgpped prices would violate the Commisson's order in Morgan
Stanley Capitd Group Inc., 92 FERC 61,112 (2000) (Morgan Sanley).

In support of the complaint, Joint Complainants observe thet under section 5.6.1 of the 1ISO
Taiff, the SO may curtal firm exports during a Stage Three emergency. Joint Complainants dete that
this tariff language was designed to accommodate Stuaions like transmisson condraints or unexpected
problems with the grid that, among ather things, could prohibit power from being shipped out of the
date to avoid tranamission overloads, voltage problems, or gahility problems. Joint Complainants
asat, however, that sysem emergendies will likdy dso be triggered by supply shortagesthat area
direct result of the ISO's new, lower price cgps. In effect, Joint Complainants argue, the ISO isrisking
the creation of system emergendies by its own decision to lower price caps beow market price, thus
driving Market Participants to seek other markets and resuliting in shortagesin the 1SO control area.

Furthermore, Joint Complainants contend that the 1O Tariff does not specify how Market
Participants are to be compensated if their energy exports are curtaled by the 1SO in responseto an
|SO-dedared sysem emergency. Joint Complainants sate that under Sandard arrangement for export
transactionsfor firm ddivery, Market Participants could be lidble to the would-be buyer for liquideted
damagesfor falureto ddiver. Joint Complainants dso date that in addition to liquideted dameges, if
export schedules are curtailed, Market Participants will lose the opportunity to sl the exported energy
a competitive market prices. Therefore, Joint Complainants contend, if the |SO terminates an export
transaction, the 1SO should be made to hold the generator harmless from any damages thet resuit from
the ISO's decison and to provide the generator full recovery of its opportunity cost on the cancded
export de.

Notice of Joint Complainents filing was published in the Federd Regidter, 65 Fed. Reg. 48,982
(2000), with comments, protests, and moationsto intervene due on or before Augugt 14, 2000. The
CdiforniaCommission filed anatice of intervention, protest, and request for summiary digposition
assating that the complaint is factudly unsupported, legdly unfounded, complains of conduct conggent
with the 1SO's authority under pertinent Commission decisons, and seeksto avoid the 1ISO's
Commisson-authorized price cap in order that Joint Complainants may exerdise market power and

918 C.F.R. § 385.206 (2000).
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impose unjust and unressonable rates. Timey moationsto intervene, comments, protests, and ansvers
werefiled by the entitiesliged in Appendix A. In addition, El Paso Merchant Energy, L.P,, filed an
untimey mation to intervene.

Three intervenors as well as anumber of individuas oppose the complaint, assarting, among
other things, that the complaint is factualy unsupported and legdly ineccurate. Six intervenorsfiled
comments supporting the complaint in its entirety. The Overgght Board expresses anumber of
concerns regarding the complaint but agrees thet a sdller's compensation for bonafide sdles 1% should
not be limited by the ISO'sbid cgp if such asdewere for an amount higher then the bid cgp currently in
place. PG& E incorporates by reference its commentsin the consolidated hearing proceeding and
requests consalidation of the ingant complaint therain.

On Augugt 14, 2000, the 10 filed an answer to the complaint. On August 18, 2000, Joint
Complainants filed amoation to reply to cartain answersto the complat.

2. Cdifornia Oversght Board's Complaint in Docket No.
EL 00-104-000

On August 29, 2000, the Oversght Board filed acomplaint pursuant to Rule 206 of the
Commission's Rules of Practice and Procedure asking the Commission to find that thewholesde
marketsin Cdiforniaare not workably competitive and to take such actions as are necessary to ensure
that wholesdle prices for energy and andillary sarvices are just and reasonable. In addition, the
Overdght Board requests thet the Commission affirmetively direct the ISO to maintain bid cgps a a
level no greater than $250 per MWh for energy, $250 per MW for andillary services, and $100 per
MW for Replacement Reserves. Findly, the Oversght Board requests thet its complaint be
consolidated with the consolidated hearing proceeding.

The Overdght Board explains thet its complaint is based on its condusion that respondent
Sdlers ! and Scheduling Coordinators, 2 individually and collectively, have market power and

10| e, sdleswhich are not those the Oversight Board believes to be imprudent or infessible.
See Ovearsght Board a 3-4.

11 The Oversght Board indicates thet the term "Sdllers' indudes dl entities with market-besed
rate authority for sdesin Cdiforniaas wel as non-Commission jurisdictiond sdlers, induding but not
limited to, power marketers, traditiond investor-owned utilities, new generation owners, Federd power
adminigrations, publidy-owned utilities (induding agencies of the State of Cdliforniaand agendies of
other states), locd agendies (both in-gate and out-of-gate), and sdlerslocated beyond the borders of
Cdifornia Complaint & 3, n.5.

12The Oversght Board believes that Scheduling Coordinetors are well-positioned to take
(continued...)
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exerdse market power commanding prices far aove rates that would be determined by cogt-of-
savice raemaking or prices voluntarily agreed to by buyers and sdlersin aworkably competitive
market. According to the Overgght Board, such pricing occurs with regularity during periods of high
demand; 13 & some times, respondent Sdllers and Scheduling Coordinators know with substantial
catainty that the 1SO will be acoepting dl bidsregardless of thar levd, while & other times a number of
those entities know that they contral enough capadity in relaion to the sysem demand and supply
margin thet they have a high likdihood of successfully setting the market dearing price. Thus the
Oversght Board assarts, under both sets of circumstances, resulting prices cease to bear any
relationship to the cost of supplying the sarvice and ingteed reflect bids made with the knowledge thet
supply will have to be taken regardless of the price a which it is offered.

Further, the Oversght Board asserts that because Sdllers and Scheduling Coordinators know
with practicd cartainty thet they will be needed during periods of high demand, they have diminished
incentive to offer service in the forward markets (e.g., the PX) a aprice lower than what they could
expect to secureif they waited for later 1SO markets. 14 Asaresuit, the Oversight Board requests thet
the Commission recognize that the ISO's bid cgp is a necessary — and not merdly dlowable — damage
mitigation measure until the Commisson finds afirmatively that Cdiforniamarket pricesarejust and
ressonable. The Overdght Board a0 requests that the Commission exercise its reponsibilities under
sections 205 and 206 of the Federd Power Act by directing the 1SO to maintain acgp of not more
than $250 for bidsinto the 1SO's energy and andillary services markets, and not more than $100 for
bidsinto the |SO's Replacement Resarves markets (which, the Oversght Board notes, arethe 1ISO's
currently-effective bid caps). 1°

12(__ continued)
advantage of gaming opportunitiesin the 180 and the PX markets because they often bid on bendf of
more than one Hler. The Overdght Board assarts that the benefits of divedtiture—reducing
concentration of ownership — can be undermined if a single Scheduling Coordinator is ableto bid on
behdf of multiple suppliers Complaint a 3, n.6.

13The Oversght Board contends that the threshold level for such demand is 33,000 MW or
higher. Complaint a 5.

141 support of its assartion, the Oversght Board dites severd ingtances during May and June
2000 where both the PX's and the 1SO's market prices were markedly devated during the sametime-
periods.

15The Oversght Board assarts that a.cap of $250 in the |SO's marketsis sufficient to dlow
generaorsto recover thar varigble cogts and earn Sgnificant additiond revenues. In support of its
assartion, the Oversght Board refers to the complaint filed by SDG& E on Augudt 2, 2000, in Docket
No. EL00-95-000, whereby SDG& E contended that hourly operating codsfor an inefficient gasfired
Cdifornia generaing unit would be $147 per MWh (based on then-current naturd ges prices).
(continued...)
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Noatice of the Overaght Board's filing was published in the Federd Regider, 65 Fed. Reg.
54,248 (2000), with comments, protests, and motionsto intervene due on or before September 18,
2000. The Cdifornia Commisson filed anatice of intervention supporting the Overdght Board's
request that the Commission find that Cdifornials markets are not workably competitive and asking thet
the Commisson take such action as necessary to ensure thet Cdifornids wholesde raies are just and
reesoncble. Timey mationsto intervene, comments, protests, and answers were filed by the entities
liged in Appendix A.

Hfteen intervenors filed comments opposing the Oversght Board complant, arguing thet the
Oversght Board failed to adequatdy judtify its request and thet price caps are counterproductive and
harmful to acompetitive market. Four intervenors filed commentsin support of the complaint, induding
support for the request for consolidation. Mationsto dismissin part for lack of jurisdiction werefiled
by CitiesM-S-R, Modesto, and TANC. NCPA filed an answer and motion to dismiss asto nor-
juridictiond entities

On October 3, 2000, the Overdgght Board filed an answer in regponse to various motions to
dismissthe complant. On October 18, 2000, Pinnadefiled an answer in response to the answer of the
Ovesght Board.

3. CdiforniaMunicipd Utilities Assodation's Complaint in Docket No. EL 01-1-
000

On October 6, 2000, CMUA filed acomplaint pursuant to Rule 206 of the Commisson's
Rules of Practice and Procedure requesting thet the Commission impose codt-based rates on dll
Commisson+jurigdictiond sdlersinto the SO and the PX and that the Commisson consolidate the
complant with the consolidated hearing proceeding. In support of its complaint, CMUA arguesthat
Cdifornia consumers are experiencing unprecedented, high, sustained wholesale power prices
Further, CMUA ds0 argues that the Cdiforniamearket is not workably competitive and thet the
framework to correct the problemsthereinisnot in place.

In sum, CMUA contends thet dthough the ISO is conddering congestion management and
other reforms to improve market performance, such modifications will not solve Cdifornias merket
problems. According to CMUA, the redlity isthat the infrasiructure necessary for workable
competition, induding invesment in generation and transmisson fadlities and red-time demand
respongveness will not bein place any time soon. CMUA acknowledges thet many of the market rule
modifications may help lower overdl cogtsto consumers as compared to current prices; however,
CMUA assts those changes will not improve the fundamentals of the market. Thus CMUA
condudes, the only available remedy is the reingatement of cogt-of-service ratemaking for jurisdictiond

15(_..continued)
Complaint & 8.
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Hlers until such time as fundamenta changes can be made and markets can be found to be workably
competitive.

Notice of CMUA'sfiling was published in the Federd Regigter, 65 Fed. Reg. 61,315 (2000),
with comments, protests, and mations to intervene due on or before October 26, 2000. The Cdifornia
Commisson filed anatice of intervention rasng no issues. Timdy mationsto intervene, comments;,
protests, and answvers wereffiled by the entitiesliged in Appendix A. In addition, an untimely maotion to
intervene wasfiled by the City of Vernon, and an untimdy joint mation to intervene wasfiled by
Dynegy, &t d.

Thirteen intervenors filed comments opposng CMUA's complaint, asserting thet CMUA falled
to adequatdly support its podition on that matter, thet cost-based rates would inhibit the formation of a
competitive market within Cdifornia, and thet the complaint is premaure in light of the consolideted
hearing proceeding. Four intervenors filed comments supporting the complant, contending, among
other things, that cost-based rates are a superior dternative to price caps. PG& E and SoCd Edison
each filed maotionsto intervene and comments arguing that the Commisson should adopt the market
mitigetion messLres previoudy outlined in their Joint Motion for Emergency Relief. 1° Oneindividud,
Mr. Bruce W. Simonton, filed comments urging the Commisson to condder the adverse impact thet
unregulated generation plant downtime will have on cog-basad rate determinations

4. CAlifornians for Renewable Energy., Inc.'s Complaint in Docket No. EL 01-2-
000

On October 26, 2000, as amended on October 31, 2000, CAliforniansfor Renewable Energy,
Inc. (CARE) filed acomplant pursuant to Rule 206 of the Commisson's Rules of Practice and
Procedure petitioning the Commission to: (1) rectify unjust and unressoneble prices semming from the
wholesdle markets for energy and anallary sarvices operated by the ISO and the PX; (2) find thet the
wholesde marketsin Cdifornia are not workably competitive; (3) make findings thet the events and
arcumgtances surrounding the June 14, 2000 ralling outage in the Sen Francisoco Bay Areawarrant
investigations by the United States Department of Judtice (DOJ) of anti-trugt activitiesin redtraint of
trade and of dleged dvil rights violations rendered by various entities; 7 and (4) indudein the
aforementioned invedigations the identification of injury, loss of life, disahility, or hospitdization
assodaed with the June 14, 2000 rolling outage. CARE dso requests that the Commisson consolidate
the complaint with the consolidated hearing procesding.

16 5ee the October 16, 2000 Joint Motion for Emergency Rdlief and Further Procesding filed in
Docket No. EL00-95-000, ¢ d., by PG& E, SoCd Edison, and TURN.

Y Those entiiesare: |EP; dl sdllers of energy and ancillary services into markets operated by
the IO and the PX; dl Scheduling Coordinators acting on behdf of the eforementioned Hlers, the
|SO; and the PX.
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In support of its complaint, CARE contends thet various entities are currently involved together
in an |SO/generator trudt to drive up the price of dectricity and to justify expedited power plant
condruction in Cdiforniato further maximize generator profits. Further, CARE dso contends that low-
income and minority communities were disparately impected by the June 14, 2000 ralling blackoutsin
the Sen Francisco Bay Area Findly, CARE argues that the June 14, 2000 ralling blackouts crested an
eminent thregt to public hedth and sefety, and overburdened Northern Cdifornia emergency saervices,
hospitds, and law enforcement with unanticipated codis to public and private funds.

Natice of CARE's amended complaint was published in the Federal Regigter, 65 Fed. Reg.
70,340 (2000), with comments, protests, and mations to intervene due on or before November 30,
2000. The Cdifornia Commisson filed anatice of intervention rasng noissues Timdy mationsto
intervene, comments, protests, and answvers werefiled by the entities listed in Appendix A.

Tweve intervenors filed comments opposng CARE'Ss complaint in its entirety, contending thet
CARE failed to adequatdy support its daims, that the complaint is premature in light of the
consolidated hearing proceeding, and that CARE's petition for DOJinvedtigaions is beyond the scope
of the Commisson'sjurisdiction. SMIUD filed comments oppasing the mgority of CARE's complaint
but agreaing that the wholesale marketsin Cdlifornia should be found to be not workably competitive.
IEP filed aconditiond answer and mation to dismiss arguing the complaint should be dismissed in its
entirety or, in the dtemative, that the Commisson should (1) dismissthe complant asto IEP (anon-
Commisson+jurisdictiond indudry trade group) and (2) consolidate the complaint with the consolidated
hearing proceeding. SoCd Edison filed comments arguing that the Commission should adopt the
mearket mitigation meesures previoudy outlined in the Joint Mation for Emergency Rdlief discussd
above. Mationsto dismissin part for lack of jurisdiction werefiled by CitiesM-SR, Modesto, and
TANC. NCPA filed an answer and maotion to dismiss asto nonHjuridictiond entities.

5. Puget Sound Energy, Inc.'s Complaint in Docket No. E1 01-10-000

On October 26, 2000, Puget Sound filed a complaint pursuant to Rule 206 of the
Commisson's Rules of Practice and Procedure petitioning the Commission for an order cgpping the
prices a which sdlers subject to Commisson jurisdiction, induding sdlers of energy and capacity under
the Western Systems Power Pool Agreament, may el energy or capacity in the Pecific Northwest's 8
wholesdle power markets. Spedificaly, Puget Sound seeks an order that prospectively capsthe prices
for wholesde sdes of energy or cgpacity into the Pacific Northwest & alevd egud to the lowest cgp
on prices established, ordered, or permitted by the Commission for wholesdle purchasesin, or
wholesdle sdes of energy or capadity to or through the markets operated by the 1SO or the PX.

18pyget Sound indicates thet, as used in its complaint, the term "' Pecific Northwest" hasthe
meaning s&t forth in the Padific Northwest Electric Power Planning and Consarvation Adt, 16 U.SC. §
839a(14) (2000).
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Puget Sound assarts thet price caps of the kind requested for sdlesto the |SO and the PX and
those indtituted by the 1 SO for purchases are — aosent equivaent price cgps on wholesdle sdes of
energy and cgpadity into the Padific Northwest — fundamentaly unfair to Padific Northwest public
utiliiesand are antitheticd to the devel opment of afar competitive wholesdle power market within the
Western Interconnection. In support of its assertion, Puget Sound argues that uneven application of
price caps upsets the baance of purchase and sde market prices between Cdiforniaand the Pacific
Northwest and violates section 206 of the FPA because such uneven gpplication isunjud,
unressonable, and unduly discriminatory or preferentid. Further, according to Puget Sound, the effect
of such digparate trestment is to expose wholesde purchasarsin the Padific Northwest to uncgpped
prices when they nead power (e.g., to meet winter demand) and yet restrict ther ahility to offset the
codts of such purchases with uncgpped prices when they have surplus power (e.g, dueto favoradle
hydrodectric generaion conditions) for sdeto Cdifornia Thus, Puget Sound condudes, fairnessand
the desre to avoid unnecessary market digortions within the integrated Cdiforniaand Padific
Northwest market dictate thet the Commission indtitute Puget's requested price cap.

Notice of Puget'sfiling was published in the Federd Regigter, 65 Fed. Reg. 66,896 (2000),
with comments, protests, and motions to intervene due on or before November 16, 2000. 1° Timdy
motionsto intervene, comments, protests, and ansvers werefiled by the entities listed in Appendix A.
In addition, untimdy mationsto intervene were filed by the Overaght Board, El Paso Merchant Energy,
LP, Bonneville Power Adminidration (Bonneville), and Western Area Power Adminidration (WAPA).

Sx intervenors filed comments opposing Puget's complaint, arguing that Puget Sound failed to
adequatdy support its assertions, thet the complaint is unnecessary in light of the consolidated heering
proceeding, that the Northwest has no organized dectricity market to which aprice cgp may be
rationdly applied, and thet price cgpsin the Northwest would inhibit the formetion of a.competitive
market within thet region. SoCd Edison filed comments supporting the complaint, contending thet price
cgps throughout the entire Western region will dleviate incentives for suppliersto move their supply
outsdethe PX (e.g, the ISO or outsde of Cdifornig) for the purpose of recaiving higher pricesin other
markets. PacifiCorp filed amoation for darification, for more definition, and for agay, assarting thet
Puget Sound should be required to provide amuch gregter levd of spedificity in its complaint and thet
the complaint should be sayed pending the outcome of the consolidated hearing proceading.

On November 30, 2000, Puget Sound filed an answer to PacifiCorp's motion for darification,
for more ddfinition, and for aday.

6. |SO's Offer of Settlement in Docket Nos. EL 00-95-003 and

19We note thet saverd intervenors filed pleedingsin the instant docket on November 17, 2000.
However, insofar as the Commission closad its docket operations at 1:00 p.m. on November 16,
2000, and the deadline of November 16 is not mandated by satute, we hereby acoept those pleadings
astimdy filed.
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On October 20, 2000, the 1SO submitted a proposed Offer of Settlement which, according to
the IS0, isintended to address a core issue in the pending proceeding —i.., the need to have in place
a5 00N as practicable a sysem-wide market power mitigation regime. The 10 indicates that the
Offer of Sattlement is not intended to displace the congestion management and market redesign efforts
thet are nearing completion. 2° Rather, the 1S0 statesthat the Offer of Settlement is complementary to
those initidtives and addressad to issues which cannot beignored in the interim and thet are likdy to
perss even with market reformation, for they are tributable not to desgn inadequadies but to
infrastructure insufficiency.

In sum, the 10 proposes that a price cap be established at $100/MWh with the following
exemptions 2* (1) if an owner demongtrates thet a payment of $100/MWh would beinsufficient to
cover the variable operating cost of a unit and make some reasonable contribution to fixed cost
recovery, ahigher cap would be fixed for that unit but thet price would not establish the market dearing
price; (2) generaion fired by renewables would not be capped; (3) owners and operators whose units
do not exceaed 50 MW would be exempt; (4) incremental generation (j.., additionsto exigting unitsand
new units) would be exempt; (5) any owner or marketer who demondrates that it has committed 70
percent or more of the availability of itsin-date portfalio to an in-date load-serving entity for aterm
extending at least through October 15, 2002, would be exempt; and (6) imports would be exempt.
Exempt units would be subject to whatever higher damage-contral price cgpisin place.

Moreover, as acorollary measure, the 1SO proposes that |oad be required to forward contract
for no less than 85 percent of projected requirements, as adjusted by season and time-of-day.
Gengration currently owned by load-sarving entities would be counted in satisfaction of the 85 percent
requirement. Fndly, Scheduling Coordinators would be reguired to schedule no less than 90 percent
of load in the day-ahead market and no less than 95 percent in the hour-ahead market. A charge
would be assessad againgt load and generation that appearsin red-time and that exceeds 1.10 and
1.05 times the ba anced schedules submitted, respectively, in the day-ahead and hour-ahead markets,
and out-of-mearket costs would be charged to underscheduled load and to generation gppearing in red-
time in excess of balanced schedules.

20 5ee November 1 Order, 92 FERC a 61,356.

21The 1SO sates that aprice cap of $100/MWh was selected because the andlysis undertaken
by the 1SO's Department of Market Andlysisindicated that during times when the market isworkably
comptitive, it dearsa prices bdow $100/MWh. Further, the 1SO proposes to index the price cgp to
an assumed monthly average burmertip price of neturd gesa $7/MMBtu. To the extent thet the price
of naturd gas deviates by more than athreshold levd —e.g., 5 percent —the ISO indicates thet its
intention would be to adjugt the price cgp to reflect thet cost change.
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With respect to its proposed price cap, the 1 SO indicatesits belief that the combined effect of a
$100/MWh price cgp with the availability of an exemption from that limitation will indine those thet own
or control generation resourcesto forward contract. Further, the 1 SO asserts that, by requiring
forward contracting to the extent propasad, UDCs, with the concurrence of the Cdifornia Commisson,
should bein a postion to secure for thar cusomers with the mogt indadtic loads—i.e., resdentid and
smdl commerdd customers— adequate supplies a fixed rates.

The PX filed comments indicating concarn that the Offer of Sattlement isundeer in some
respects and incomplete in others, that it addresses only some of the market corrections that need to be
congdered, and thet ather potentid approaches be given equd congderaion during any settlement
process PG&E filed comments complaining thet the Offer of Settlement fails to address remedies for
the market dysfunction over the past Summer and failsto provide any proposasfor preventing the
repeat of that dysfunction.

7. 1SO's Taiff Amendment No. 30 in Docket Nos. EL 00-95-002 and EL 00-98-
002

Inthe August 23 Order, the Commisson noted thet the |SO procures on adaily besis only the
resources necessary for the operating day, and we expressed concern that this practice not only puts
pressure on the grid operator to secure needed resources a the last minute but aso is uneconomicdl.
Consequently, we directed the | SO to immediatdy inditute amore forward gpproach to procuring the
resources necessary to reliably operate the grid. 22

On September 11, 2000, in response to our above direction, the 10 filed Tariff Amendment
No. 30. 23 The SO proposss to amend section 2.5.3.1.5 of the tariff to darify the ISO's authority to
contract without firg sdliciting bids. The SO indicatesits bdlief that while the current tariff provison
does not Specify, as a precondition for contracting, thet a competitive solictation must be conducted,
daification of any ambiguity isappropriate. Further, the |SO assarts thet gpart from the fact that a
formd bid process would be inconagtent with the time imperatives, paticularly if it is possble to obtain
relief for the remaining weeks of the peek season, individua negatiation islikdy to produce better
results for consumers.

In addition, the ISO proposes to amend section 2.3.5.1.8 of the ISO Taiff and to add anew
section 2.3.5.1.9 for the purpose of dlocating the cogts of any forward contracts to those Scheduling

22 August 23 Order, 92 FERC a 61,608.

23The 190 requests waiver of the Commission's 60-day notice requirement and immediate
acoeptance of its proposed tariff amendment (i.e., an effective date coincident with the dete of the tariff
amendment'sfiling). We note that the 60-day notice requirement does nat gpply to compliancefilings
such asthis
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Coordinators who are respongble for the incurrence of such codts, i.e, to those who deviae, in red-
time, from schedules, in proportion to their deviation. According to the ISO, fairness, aswell as
providing gppropriate economic incentives to Scheduling Coordinatorsto dign their forward and redl-
time schedules, dictates thisdlocation. In addition, the |SO indicates that to the extent thet such
dlocation is not aufficdent to make the ISO whole for the codisit incurs, any remaining baance will be
incrementaly flowed through the Tariff's neutrdity dause (i.e., section 11.2.9) as chargesincurred for
the bendfit of dl market participants

Noatice of the ISO'sfiling was published in the Federd Regigter, 65 Fed. Reg. 56,881 (2000),
with motionsto intervene and protests due on or before October 2, 2000. The Cdifornia Commisson
filed amoation to intervene rasing no issues

Hfteen intervenors filed comments opposing the | SO's proposal, contending thet the
Commission should expresdly limit the 1SO's use of forward contracting and arguing thet the ISO's
proposed cogt dlocation methodology is unjust and unreasonable. Additiondly, Southern Citiesfiled a
limited protest regarding only the |SO's propased cost alocation methodology. Comments generdly
supporting the ISO's proposd werefiled by APX; however, APX a0 raises concerns regarding
limitation of the |ISO's use of forward contracting.

On October 18, 2000, the 10O filed an answer to the various motions to intervene, comments,
and protests.

8. Cdifornia Commission's Mation to Compel

On November 6, 2000, the Cdifornia Commisson filed amation for adoption of a protective
order and to compd production of documents (Mation). The Cdifornia Commisson explainsthat it
nesds this Commission's assistance to obtain the information in question 2 from certain generators and
marketers (Suppliers) both for purposes of providing commentsin this proceeding and for purposes of
the Cdifornia Commisson's own invedigaion into the same matters. The Cdifornia Commisson
further requests that the Commisson adopt a proposed protective order. The CdiforniaCommission
explansthat its proposed protective order is derived from the Commisson ALJ Modd Protective
Order, with modifications to permit the sharing of "Protected Materids' for usein rdated Sate
proceedings, and to limit disdosure of cartain information to "government eyes only.”

24The categories of information sought by the Cdlifornia Commission indude: (1) profit and loss
Satements and unconsolidated income statements; (2) documents showing respondents transaction-
specific trades of energy occurring outsde the PX and 1SO markets, within Cdifornia or the Western
System Coordinating Coundil; (3) documents showing respondents variable operating costs and fixed
cods and (4) documents showing regpondents maintenance and outage schedules. Mation a 10. The
Cdifornia Commisson genegrdly seeksthisinformation for the period commenaing April 1, 1998.
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Thefalowing entities filed ansvers oppasing the Cdifornia Commisson's Mation: Duke;
Reliant Energy Power Generation, Inc. and Redliant Energy Sarvices, Inc. (jointly); Willians, Dynegy, et
d.; and Southern Energy, Inc., on behdf of itsdf and dl of its subsdiaries and afiliateswhich are
partiesto or intervenorsin this proceeding. Primary objections to the Mation indude: (1) discovery has
not been authorized in this proceading, and FERC precedent does nat dlow discovery in paper
hearings generdly; (2) discovery is not nesded because FERC dreedy fully invedtigated the functioning
of Cdifornids markets, and Suppliers have dready produced ample information to FERC g&f; (3)
dlowing discovery for only one party is discriminetory; (4) the subpoenas are objectioncble as they are
overly broad, unduly burdensome, duplicative, and/or irrdevant; and (5) the proposed protective order
does not adequately redtrict accessto, and use of, the requested informetion.

In addition, SoCa Edison responded in support of the Mation, and Northern Cdifornia
Municipals®® answered in support of an order compelling production of documents but objected to
agpects of the proposed protective order.

9. Cdifornia Governor's Comments

On December 1, 2000, Governor Gray Davis submitted his suggested changesto the
November 1 Order and outlined his emerging plan to reform the Cdiforniamarket. Governor Davis
requests thet the Commission reverse its November 1 Order to provide retroactive refunds. In
addition, Governor Davis does not beieve that the $150/MWh breskpoint will provide any protection
and requests that the Commission impose bid cgpsin the $100/MW range for the next 36 months.
Governor Daviss emerging plan cdlsfor uang his"green teeam'” to deveop new and credtive
approaches to overcoming environmenta redtrictions to permit the congruction and operation of new
power plants. Governor Davis recognizes thet forward contracts are an important tool to moderate
price voldility and ensure rdiability and asks the Cdifornia Commission to develop benchmarks for
forward contracts. Governor Davis dso cdls upon the Cdifornia Commisson to reduce barriersto
locating digtributed generation and cogeneration and implement programs to provide red-time price
ggnds and demand-9de management. Laglly, Governor Davis agrees with the Commission thet the
exiging PX and | SO stakeholder boards must be replaced and he intends to propose legidaion to
replace the stakeholder boards with independent boards thet are accountable for their actions.

E December Orders

Beginning in mic-November, the | SO experienced numerous occasions of insufficient reserve
margins and emergency conditionsforang it to sarve increeangly large portions of itstotd Control Area

25Northern Cdifornia Munidipdsindude the Tranamisson Agency of Northern Cdlifornia, the
M-SR Public Power Agency, Modegto Irrigation Didtrict, and the Cities of Redding, Santa Clara, and
Pdo Alto, Cdifornia
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load through its red-time Imbalance Energy market. On December 8, 2000, the 1O filed Tariff
Amendment No. 33 in Docket No. ER01-607-000, seeking expedited congderaion of tariff revisons
to address emergency rdiability conditions. Thefiling sought three modifications of the ISO's taiff: (1)
immediate implementation of an interim price mitigation proposa based on the bregkpoint conoept thet
was proposed in the November 1 Order (at $250/MWh) to encourage grester participation of
gengraorsin itsmarkets, (2) provison of pendties on generators thet fail to respond to dioetch
ingructions during a system emergency, to become effective December 8, 2000; and (3) dlocation of
the cogts of obtaining additiona energy to Scheduling Coordinators who rely on the ISO'sred-time
Imbaance Energy market, as an incentive to loads to purchase energy in forward markets. The 1SO
requested an effective date of December 12, 2000 for the third modification.

The Commisson gpproved the taiff revisonsin an order issued December 8, 2000, with the
effective dates requested by the 1SO. 2°

Also on December 8, 2000, the Commisson issued an order waiving certain regulations
pertaining to QFs, effective for the period December 8 through December 31, 2000. 27 Thewaver
dlows certain QFsto | their excess production to load location in Cdiforniathrough negotiated
bilaterd contractsto dleviate the inadequete generdtion resources in Cdifornia
Discusson

A. Procedurd Matters

Numerous additiond entities moved to intervene in the consolidated hearing proceeding on or
before November 22, 2000. Pursuant to Rule 214 of the Commission's Rules of Practice and
Procedure, 28 these timdly, unopposed mations to intervene serve to make thase who filed them parties
to thisproceading. These patiesareinduded in thelig of intervenorsinduded in Appendix A. In
addition, the Sted Manufacturers Assodiation filed amotion to intervene out-of-time. In view of the
early Sage of the consolidated hearing proceedings and the aasence of any undue prgjudice or delay,
we find good cause to grant this untimely, unoppased mation to intervene.

Thetimey, unoppased mations to intervene in the rd ated complaint procesdings (Docket Nos
EL 00-97-000, EL00-104-000, EL 01-1-000, EL01-2-000, and EL01-10-000) serve to make those
who filed them parties to the respective procesdings, pursuant to Rule 214 of the Commisson's Rules
of Practice and Procedure. In addition, those respondentsfiling answers or ather pleadingsto the

26 Cdlifornia Independent System Operator Corporation, 93 FERC 161,239 (2000)
(December 8 Order).

27 Sen Diego Gas & Elextric Co,, e d., 93 FERC 1 61,238 (2000).
2818 C.F.R. § 385.214 (2000).
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complantsare parties. Intervenors and answering Respondentsin each proceeding areliged in
Appendix A.

Also, inview of the early stage of each proceeding and the abosence of any undue prgjudice or
oday, we find good causeto grant the late interventions of El Paso Merchant Energy, L.P. (El Paso) in
Docket No. EL00-97-000, of San Diego in Docket No. EL00-104-000, of Vernon and Dynegy, et d.
in Docket No. EL01-1-000, and of the Oversght Board, El Paso, Bonneville, and WAPA in Docket
No. EL01-10-000.

Wewill rgect the ISO's answer in Docket Nos. EL00-95-002 and EL.00-98-002, Joint
Complainant's August 18 response in EL00-97-000, and Pinnacle West's October 18 responsein
Docket No. EL00-104-000, asimpermissble answvers under Rule 213 of the Commisson's Rules of
Practice and Procedure. 2°

We do nat act on the Cdlifornia Commisson's Maotion & thistime

Fndly, the Commisson has recaived numerous communications concerning this procesding.
Under Commisson Rule 2201 (18 C.F.R. 8 2201), "Off-the-Record Communicaions,” written
communications could be condrued as prohibited, ex parte contectsif they involve the merits of the
procesding and do not comply with the Commisson'sfiling and sarvice reguirements

Because of the high leve of public interest in this proceeding, however, and the numerous
communications that the Commisson has recaived and will likely continue to recaive, the Commisson
will act under section 2201(€)(1)(i) of its Rulesto deam any communication to the Commisson froma
person who is not a party as exempt under the Commisson's ex parte rule. The Commisson directs
the Secretary to place dl such documentsin the public, decisond record and to list them on the docket
sheet of this consolidated hearing proceading.

B. Ovaview of Price Mitigation

1. The Fundamenta Remedy

The comments and didog a the November 9 conference underscored thet there was much
about the price mitigation propased in our November 1 Order thet was misunderstiood. Many
commenters are under the impression that we are rlying on the $150 breskpoint and rdated pricing
and reporting rules as the primary price mitigation tool. Aswe explain in this overview, our primary
price mitigation isto diminate undue rdiance on the oot market so that price voldility in the spot
marketswill no longer have the ability to cause the adverse economic consequences thét it has to date.
In this context, the $150 breskpoint serves as a supplementa price mitigation meesure. In addition to

2918 C.F.R. § 385.213(a)(2) (2000).
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this overview, each component of that price mitigation and our answer to spedific objectionsand
commentswill be discussed in subseguent portions of this order.

2. Summary of November 1 Order

In our November 1 Order, we proposed price mitigetion meesures for sdesin the PX's Day-
Ahead and Day-of markets and the 1SO's Andllary Services and Redl-time energy markets (herein
referred to as the oot markets). In so doing, we noted thet the centrd cause of the expasure of
Cdiforniato high prices can be traced directly to amandated over rdiance on these oot markets. As
we gated, between 1996 and 1999, Cdifornia added about 700 MW of generation while its pesk load
grew by some 5,500 MW. This, coupled with reduced availability of generation from out of date and
little demand responsiveness to price, leaves Cdifornids goot markets vulnerable to price spikes caused
by even amd| suppliers who, under tight supply conditions, can affect the PX and 1SO market dearing
prices. The result was unprecedented cogt exposure for the consumers of Cdifornia

Accordingly, we proposad a three-pronged price mitigation. FHr<t, we proposed to free the
|OUs from the requirement thet they sl dl of their generation into and purchase dl of their energy

requirements from the PX. Mog important, this would rdease the IOUs from the Cdifornia
Commisson's requirement that nearly dl of the IOUs needs be purchased in these spot markets.

Sacond, we proposed that Cdifornia market participants preschedule dl resources and loads
with the ISO and to limit ther redl-time energy purchases from the 150 to no more then 5 percant of
their total load. We aso proposad pendties on underscheduled load and removed incentives for
resources to favor the red-time market . We were concerned that the red-time market can bethe
mog volatile and thet rdiance on this market hed reeched levels which were inconggent with proper
risk management. At times, the 1SO was being forced to supply alarge portion of Cdifornias|oad a
the last minute as the supplier of lagt resort. System operations were jeopardized asthe | SO was
effectivdly trandformed from providing the imbaance sarvices needed for rdidble tranamisson to the
supplier of last resort.

Third, we proposed to limit the use of the Single price auction in these spot marketsto bids at or
beow $150. We emphesized thet, with little or no forward contracting, asgnificant factor causng high
prices was the fect thet every MW in the market is priced a the gpot market dearing price. We
therefore proposed that suppliers who bid above $150 be paid ther as-bid costs, but not be alowed to
st the dearing price. These sdlerswould be subject to reporting confidentialy for each transaction
above $150, the name of the SHler, the price and amount of MWs covered by the transaction, the
hour(s) covered by the transaction, and the incrementd generation codt or the legitimate or verifigdle
opportunity cogtsthat the sdller consdered in developingitsbid. The PX and 1SO would be subject to
monthly confidentia reporting for dl bids (both for public and non-public utilities) in excess of $150, to
indude certain market data such as bid sufficency and unit availabilities.

3. Benfits of SAf Scheduling
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We redfirm in this order the centrd piece of our proposed price mitigation, whichisthe
dimination of the requirement for the IOUsto sl dl of their generation into and buy dl of their energy
needsfrom the PX. Thisrequirement causad the over rdiance on spot markets, which lies a the very
heart of the high pricesin Cdifornia By dimingating this restriction, we will rdease the entirety of the
IOUs 40,000 MW of pesk load from the PX. In every red sense, the IOUs will be free to mitigate
their own spot price expaosure by meeting their requirements (under long-term contractsin the bilatera
markets). Judt as 9gnificantly, the lOUswill be adle to use the 25,000 MW of generation which they
till own or have under corttract to serve their load without having to contract with anyone. *° This
places 25,000 MW of resources directly under the jurisdiction of the CdiforniaCommisson. Thus, the
CdiforniaCommisson isfreeto price these MWs a cogt or any way it seesfit for setting retail retes.
IOUswill no longer be required to bid in their own resources and buy the energy back @ the market
dearing price. Thisis acomprehensive measure which will mitigate the spot mearket exposure of most
of the pesk load in Cdifornia

The lOUswill need the ahility to mitigate their exposure by using tharr condderable portfalio of
owned generdtion to sarve ther load and by contracting for the supply of the rest of their load with a
baanced portfalio. While we do not in this order prescribe a particular maximum leve of purchases
from gpot markets, or short-term purchasesin the bilaterd markets, we strongly urge the IOUs to move
their load to long-term contracts of two yearsor more. While thereis certainly no Sngle right answer
asto what the baance between long and short-term purchases should be, the short-term and spot
markets should be used to shgpe a portfalio, not to defineit. Indructivein thisregard isthat other 1SO
markets (e.g. NEPOOL, NY1S0, and PIM) maintain less than 20 percent in the |SO spot markets

We cannat emphiasize enough that the Cdifornia Commisson mugt act decisvely and
immediiatdly to diminate the requirement for the |0Us to buy the belance of their loed from the PX. 31
Thisisthe mog seriousflaw in the market design created by AB1890 and the Cdlifornia Commisson's
implementing orders. Continued dday in making this fundamental change places dl other agpects of our
remedid plan a risk, and prolongs the dysfunction of thismarket. In additioniit is crucd thet the
Cdifornia Commisson move quickly to provide the |OUs with gpprovd of their forward purcheses
The specter of after-the-fact disdlowance for transactions other than PX purchases has certainly chilled
the decison making process and continues to subject Cdifornias raiepayers to the volatility of oot

30| n regponse to adata request supplied by the 1SO to FERC s investigating the Summer
price soikes and supported by our andysis of FERC Form No. 1 deta, the IOUs own or control, under
contract, goproximately 25,000 MWs of resources.

31\We note thet the California Commission has scheduled for its December 21, 2000 mesting
condderation of aproposa to remove the requirement thet the IOUs to purchase their power from the
PX.
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prices Cdiforniaisin agate of economic emergency, and thereislittle chance that the IOUs will rise
to the task if they are not afforded certainty. 2

4, Functioning Forward Makets Will Be Tharefor Cdifornia

Some partiesin this proceading argue that the pricesin the forward markets will be effected by
last summer's spirding pot prices and should therefore be deemed unreasonable. We do not agree.
SHlaswill catanly be avare that supplies of power aretight and that the IOUs are now aggressivdly
seeking to avoid the exposure of the spot markets. Under these circumstances, as discussed below, we
will bevigilant in monitoring the possible exercise of market power. However, suppliers dso benefit
from the Sable revenue sream of forward markets and have every bit as much incentive to avoid the
volatility of the spot markets as do purchasers®® Moreover, supplierswill bargain knowing that the
gpot market's Sze will be greatly reduced and that next summer's spot prices will therefore not be
fuded by frenzied buyers whose over-rdiance on last minute purchases have forced them to bid up the
prices to obtain nesded supply. Suppliers, of course, will be influenced by their best projection of next
summer'sgas and NOX prices. The codt of these vitd inputs has risen steedily from about $2 MMBtu
and $6/b in 1999 to well over $50 MMBtu and nearly $50/1b now.3* Estimates of the cost of these
inputs will heavily influence forward prices more then anything dse. Therisein the codt of these aritica
dementswill inevitably affect forward prices, but thiswill be based on andyd's and expectations for
next summer, and not lagt summer. Therefore, as discussed later in the order, we will not mandate
forward contracts a pecified prices. Moving to forward markets, a buyer'swillingnessto pay and a
Hler's ability to demand high pricesis greatly reduced compered to red-time. Generators have made
it dear inthis record thet they have astrong preference for long-term markets and we empheasize thet
we expect them to respond accordingly. Their participetion in long-term marketsis crudd to mitigating
pricesin the near term. Of course, the long-term solution isto build generation and tranamisson
additions.

Many pleadings argue thet moving to forward markets, in and of itsdf, will dampen any sdler’'s
market power. We agree. However, we a0 recognize thet the dimination of the PX buy/sdl
requirement will move a condderable amount of load from the oot to the forward mearket a onetime
and that some have argued thet thiswill creste yet another strong sellers market. To address concarns

32 A coording to Governor Davis December 1 comments, he has dso asked the Cdliformia
Commisson to deveop benchmarks to provide assurance to the |OUs regarding the reasonableness of
their forward contracts.

33\While suppliers dearly benefit on the upside of price volatility, the risks of price swings move
in bath directions. A supplier that rdies exdusvely on oot marketsis exposad to the risk thet, dueto
favorable weather or supply conditions, priceswill betoo low to cover its cods

34The Cdifornia Commission argues that the cost figures dited by the Commission are
inaccurate. We respond to these arguments later in this order.
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about potentialy unjust and unreasonable ratesin the long-term markets, we will monitor pricesin those
markets and dso adopt a benchmark that we will use as areference point in addressng any complaints
regarding the priaing of long-term contracts negotiated over the next year, after which time the sudden
increase in forward demand will have subsded. In determining an gopropriate benchmark, we note
that the average embedded generation cost component of the |OUS rates, which were frozen when
restructuring began, was about $67.45/MWh. 2> Moreover, since the $67.45 figure reflected a 10
percent rate reduction from pre-restructuring levels, the pre-restructuring rates were about $74/MWh.
In November, Duke Energy reported thet it had offered to supply SDG& E's entire 3,300 MWs of load
for five years a afixed price of $60/MWh (escalated at three percent per year).2® Sincethat time, ges
prices have hit the $550/MMBtu level and Duke Energy is now conddering apricein the $S80/MWh
range. We note that even this higher figure is dase to the $74/MWh levd of the pre-restructuring retes
and isbut afraction of the current spot dectricity prices. While we do not have jurisdiction over rdtall
rates, it isour view that five-year contracts for supply around-the-clock executed & or below
$74/MWh can be deemed prudent. 37

Given the current market conditions and the rising cogt of generation inputs, we bdieve that
negoatiated long-term prices that are b ow the levels of the pre-restructuring rates are just and
ressonable. We expect that buyers may dect to negotiate above those levesto the extent they bdieve
the particular contract or supplier brings vaue which suitstheir needs (eg. shorter-term contracts,
favorable terms and condiitions, assgnment of therisk of variable cogt exposure, the particular
characteristics of the supplier or its resource portfolio, etc.). 38 Sdlersof long-term sarvice currently
have market-based rate authorization. We are not establishing anew standard for market-based prices
for long-term contracts. Rather, as discussad above, we are providing an advisory benchmark to
asess potentia complaints regarding long-term contracts. Thiswill asss buyers and sdlers over the
next year when so many MWswill be entering the forward market a onetime. Thisadvisory
benchmark should not be interpreted as establishing a price floor on forward contracts, which may
judtify alower per MWh price. We a0 bdieve that concarns about the availability, pricing and

3 Savard parties (e.g. WPTF a 24) sate that the average cost of generation under the cost-
basad rates @ the time restructuring began in 1998 was $67.45/MWh.

36DG& E disputes these daimsin a December 14, 2000 pleading in this procesding.

37 Under long-standing Supreme Court precedent, our wholesale rates must be considered just
and reasonable for purposes of flow-through in retal ratemaking. See, Nantahda Power and Light Co.
v. Federd Power Commission, 384 F.2d 200 (4th Cir. 1967), cert. denied, 390 U.S. 945 (1968);
Missssppi Power & Light Co. v. Missssppi ex rel. Moore, 487 U.S. 354 (1988).

38For example, in times of increasing fud costs, short term prices may be higher then reflected
in anegotiated five year contract, while in times of decreasing fud codts, short term prices may be
lower. Also, parties may negoatiate the alocation of risk thet fud prices may change and thisrisk
dlocation will be factored into the negotiated rate.
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prudence of forward contracts may be more quickly resolved if dl affected parties - - buyers sdlers
and date offidds - - atempt to devdop amutudly agresgble plan for theinitid round of forward
contracts. We believe that a conference may provide the best forum to reach agreement in the short
time available, and we encourage the parties to explore these types of processes.

In order to corroborate our benchmark and to adjudt it if necessary, we direct dl sdllerswith
market-based rate authority to report to this Commisson no later than January 2, 2001, ona
confidentid bass, round-the-dock long-term productsin annud increments between two and five years
which they arewilling to offer in Cdifornia These informationd reports should indude price, teemsand
conditions, and amounts. We will dso rdy on this datato assess the supply and pricesin the forward
markets. To the extent that parties prefer, for the purposes of trangparency, to report on anon-
confidentid bags or to post these offers on their websites, they may so advise us

5. Restore Cdifornids Origind Objective of a Smdl a Red-Time Market

The sacond facet of our proposad mitigation of ot prices, which we regffirm today, isthe
dimination of chronic underscheduling. We pointed out in our November 1 Order that the |SO hed
been cdled upon to provide as much as 6,000 MW of load in red-time as the supplier of lat resort.
This jeopardized sysem operations and crested a strong sdlers market and higher prices asred-time
goproached. Aswe noted, as areault of the underscheduling, the |SO was effectively transformed
from supplying the balancing sarvices neaded to provide rdiable transmisson to becoming a market
participant and administering a Szegble energy market. Our November 1 Order proposed to require
that market participants preschedul e their 1oad and imposed pendties when loads in red-time exceeded
more than 5 percent of an entitiesload. We dso removed the finandia incentive for generatorsto favor
the red-time market by directing thet they receive the capadity payment for replacement resrves or the
energy price, but not bath. Inthis Order we generdly regffirm our proposas on underscheduling, but
with certain darifications discussad beow.

Removd of the mandeatory buy/sdl requirement and dimination of chronic underscheduling will
directly limit the amount of load in the mogt valatile oot market — the red-time imbaance energy
market. Jugt asimportantly, we bdieve that this reform will dlow the 1SO to focus on the business of
running the tranamisson system rather than amarketplace. Even at peek times, only aout 2,000 MW
(i.e., @out 5 percent of pesk load) will now bein the red-time market, down two-thirds from the prior
high of 6,000 MW. Thiswill, therefore, substantidly reduce the cost expasure to buyers who now can
move 4,000 MW of load into the forward markets. We again emphasize thet thisform of price
mitigation is very effective without introducing traditiona cost-of-sarvice pricing which reflects the cost
of the assts without any regard to market conditions. Some form of adminidraively determined price
would Smply dampen the supply responsein the long run.

6. Limitations on the Single Price Auction
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The lagt dement of our proposed price mitigation isthe $150 breskpoint above which suppliers
recaive thar actud bids, subject to certain reporting and monitoring requirements, but would not set the
dearing price. Asfurther discussed herein, we regffirm the use of the $150 breskpoint but only on an
interim basis. We dso will darify the $150 breskpoint is not ahard price cgp and, as discussad below,
will provide expedited procedures for analyzing prices above $150.3°

By establishing a$150 bregkpoint and not pricing every MWh at the dearing price, Spot prices
will no longer be megnified. Thiswill provide subdantid rdief to the buyerswho remain in this market.
While the bregkpoaint itsdlf has recaived the mogt attention and discussion in the comments, it is not the
mogt important of our mitigetion meesures. In fadt, it is Smply amonitoring ssfety net for what will be
vadly reduced spot market purchases  Because load-serving utilities will move the mgority of their
load out of the |SO's baancing market, this 1SO market will now be aresdua market rether than a
primary one. Thisisan important point because it meansthat only 5% of the load will remaininthe
ISO's bdancing market and reguire this additiond price mitigation messure. We emphesize that, by
design and definition, gpot markets must be dlowed to reflect the price swings which cgpture their
tempord neture. In markets such asthese, which are the dosest to when demand must be me,
suffident supply often manifessitsdf by dramatic price drops while tight supply can produce dramétic
priceincreeses. Thisisthe nature of spot markets. Thase who remain in the spot market for buying
thar resdud load or sdling their resdud supply should be there in full recognition of the effects on price
of last minute sales and purchases.

Asto the particular levd of the bregkpoint, recent gas and NOX prices are hovering a
$50/MMBtu and $50/1b, respectively. 4° Thiswould produce energy prices of between $400 - $500
for combined cyde gas fadilities with heet rates between 8,000-10,000 BtwkWh. Since gesisthe
meargina fud which produces over 50 percent of the energy in Cdifornia, we see good reasons not to
lower the bregkpoint under prevailing conditions. On the ather hand, we will not raiseit in the face of
thee higher cots. We arefirmly committed to monitoring prices and to raise the bregkpoint only if the
gods of generation adequecy and service rdiahility are threstened generdly. Asto those commenters
who suggest thet we index this bregkpoint, we reiterate thet our primary mitigation measure isto move
load and supply to longer-term forward markets This process will be enhanced by smplicity and

39Many have argued that we should esteblish ahard cap instead of abreskpoint; however,
price cgps have been in effect for some time dreedy and have not Sabilized these markets. Inthis
order, we directly address the fundamental market flaws as ameans of Sabilizing these markets and
find that continued use of a price cgp isnot anecessary or gopropriate dement of the remedid
package. We address the commenters arguments further in later portions of this order.

40 Average Cdlifornia regiond gas prices pesked in the range of $7-$12 for the week ending
November 17, 2000, Nationd Gas Inteligence Weekly Gas Price Index, Val. 13, No. 28. More
recent prices have reached the $50 level. NOx codts for the San Diego arearemain near $50/1b,
Cantor Ftzgerdd Market Index, November 22, 2000.
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trangparency in the gpot markets. Moreover, the wide swingsin oot gas prices over the last month
demondrate thet indexing would resuit in a congantly changing breskpoint. \We sse no compelling
reason to add the complexity of multiple breskpoints or to index asngle bregkpoint Sncethiswill bea
gndl pat of themarket. Moreover, this particular monitoring program is interim and will be replaced
by a permanent program in only four months

7. Commitment to Ongoing Market Monitoring

We are very aware of our respongbility under the FPA to monitor markets to ensure thet rates
in the markets reman within azone of reasonableness ** While parties have raised an array of price
cgp or other mitigation proposals (as discussed in detall infra), we believe our $150 breskpoint isan
goproprigte complement to the resdud markets and will dlow the markets to operate while afording
purchasars amonitoring safety net. Prices for gas and NOx have risen subgtantialy and will no doulbt
be reflected in higher prices even with our market reformsin place. Our monitoring will give purchesars
the assurance that these cogt factors have contributed to the higher spot prices rather then the exercise
of market power. Inimplementing our monitoring, wewill rey on severd indicators of potentid merket
power, induding: the outage rates of the sdller's resources, the failure to bid unsold MWsinto the
ISO's red-time market, and variationsin bidding patternsfor the same or Smilar resources (e.g. bidding
large blocks of capecity a alow price and asmdl amount of cgpadity a ahigh power price for the
purpose of seting the market clearing price for the entire amount). While the presence of one or more
of these factors will not necessaxily result in price mitigation, it will sarve asadear Sgnd for careful
review. Wefully redize that sdlers may bid above thar margind codt in times of scarcity. Weintend to
cdoseour review of as-bid transactions within 60 days after the transaction report isfiled with us
Absent natification by the Commisson or its S&f (eQ., a datarequest, order, or other written
natification from the Commission) within 60 days dl transactionswill be conddered find and will not be
mitigated. If the Commisson does not issue some form of wiritten natification within 60 days, refund
lighility will autometicaly end. If natification is recaived, refund lighility will continue until the review is
terminated and afind Commisson order or Saff letter isissued. This, in conjunction with the fact thet
bidswill nat be mitigated if they Smply reflect higher codts, should provide bath flexibility and findity to
the marketplace. 1t will dso provide customers protection by providing early review of as-bid prices
that may not be just and reasonable and prompt rate relief for prices that are mitigated..

41See, eq., Farmers Union Centra Exchange, Inc. v. FERC, 734 F.2d 1486, 1509 (D.C. Cir.
1984) (Farmers Union) ("FERC'smethodology . . . exposes arange of permissble pricesthat would
exceed the 'zone of reasonableness by definition, unless competition in the ail pipdine market drivesthe
actud prices back down into the zone. But nathing in the regulatory schemeitsdf acts as amonitor to
seif thisoccurs or to check ratesif it doesnot. That isthe fundamentd flaw in the Commisson's
scheme™); Environmentd Action v. FERC, 996 F.2d 401, 410 (D.C. Cir. 1993) (Finding aflexible
pricing gpproach acceptable, the court noted that the Commisson "ordered disdlosure of dl transaction
prices, thus putting WSPP members on natice thet ther transactions would be monitored.”).
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We dso intend to perform this monitoring for only an interim period until amore comprehensve
goproach can be devdoped. We therefore direct the Director of our Divison of Energy Marketsin the
Office of Markets, Taiffs, and Ratesto convene atechnica conference as suggested by the1SO. The
Conference will be hdd no later than January 25, 2001. The purpose of the conference will beto
develop acomprehendve and sysgemetic monitoring and mitigation program which incorporates
appropriate thresholds and screens and spedific mitigation messures if those thresholds and screens are
breached. Inthisregard, we bdieve that wel-defined and timedly price mitigetion should diminate the
need for after the fact reviews and introduce price Sability and cartainty in the 1ISO markets We
expect theinput of dl interested market participants and are particularly interested in the views and
expatise of the |SO's market monitoring unit both in assting our S&f in developing this program and
inimplementing it. We direct our $aff to submit aproposed plan to us no later than March 1, 2001, o
thet the Commission can natice the plan, order any nesded modifications and implement the plan by
May 1, 2001. Thisisthe date on which we will terminate the PX's rate schedules (as discussad beow)
and, therefore, dl monitoring of the PX will cease on that date. The Commission's goproved
permanent monitoring will replace our interim monitoring for the 1SO's markets on May 1, 2001

8. There Are No Easy Ansvers

The pleadings dearly demondrate that thereisno Sngle right answer to solving this market's
problems. Many buyersin thismarket ask usto impase some form of price contral (.9, asmple cap;
aload differentiated cgp). We carefully congdered these proposals and recognize thet they havethe
aoped of potentidly lowering pricesin the very near teem. However, the devices are arbitrary and
have unforesaeable economic conseguences, often to the detriment of consumers on the dectric
sydem.*? Inapracticd sense, they are aform of cost based regulation and lowering pricesin the spot
mearket will again create biases between markets and, further, not provide sufficient incentives for
building the new generaion resources thet are ariticd for Cdifornia Every timewe intervenein one
market, we affect other markets and prevent, rather than support, the development of efficient,
competitive bulk power markets.

Some (e.g., Depatment of Energy) have requested that we force generatorsto sl into the
ISO'smarket and bid in & ther running costs. Whilethis proposal is gopeding at firg blush, becauseit
seemsto use market mechaniams (i.e, margind cogt pricing) rather then traditiona asset-based pricing,
thisis smply another form of cost based regulation which attemptsto arrive a the cogt thet aproperly
functioning market would produce. However, any atempt to smulate how this market would work
under perfect conditions, such asthe absence of scardty, will not induce supply entry. Moreover, it
can cregte pricing digortionsin the forward markets & atime when it is criticd that forward markets
develop and mature and take thair place as an unbiasad option for dl market participants We have

2] ndead, the existing purchase price cap led to a savere reduction of bidsinto the 1SO's
marketswhich, in turn, serioudy threatened rdiahility by forcing the 1SO to scramble a the lagt minute
to obtain needed supplies.
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eected to procead by accommodating the economic operationd changes that have dready occurred in
the market, with an goproach of Ietting the market sat the prices in response to changing conditions and
growing demand, subject to gppropriatdy tailored mitigation because it has the fewest flaws of any of
the gpproaches presented on the record. We cannat afford to stymie entry and we therefore chose to
err on the Sde of rdying on the market to sat the scardity price subject to our monitoring rether then
depressing prices and running the risk that much needed supply goesdsawhere. Wewill gain
experience with bath the interim and permanent monitoring programs and will make needed changes as
we go forward.

9. Justness and Ressonableness of Rates

In our November 1 Order we found thet the dectric market ructure and market rules for
wholesde sales of dectric energy in Cdiforniaare serioudy flawed and thet these Sructures and rules,
in conjunction with an imbaance of supply and demand in Cdlifornia, have causad, and continue to have
the potentid to cause, unjust and unreasonable rates for short-term energy (Day-Ahead, Day-of,
Andllary Services and red-time energy sdes) under certain conditions. We sated that while the record
did not support findings of gpedific exerdses of market power in these oot markets, and while we were
not able to reach definite condusions about the actions of individud sdlers there was dear evidence
that the Cdiforniamarket sructure and rules provide the opportunity for sdlersto exercise market
power when supply istight and can result in unjust and unressonable rates under the FPA.

Severd paties have chdlenged these findings or have sought daification of them. Dynegy
argues tha the Commisson ered in finding that the ratesin Cdiforniawere unjust and unressoncble
Dynegy assrtsthat the Commission should look at the entire two and one-hdf year period sncethe
Cdiforniamarket opened and the gpproximetdy $11 hillion in net benefits thet consumers got over that
period. It further argues thet any remaining price incresse is due to scardity, not the abuse of market
power, and judtifiesthe priceincreases a issue. Smilarly, Rdiant assarts that the higher merket prices
in Cdiforniawere atributable to market fundamentals and are not unjust and unreasonable. Enron asks
the Commisson to darify that it has not found that the actud rates charged by Enron (and other market
participants) during the summer of 2000 were unjust and unressoneble, and thet the Commisson rgect
the use of short-run margind codts for measuring market power. Capine aso argues thet the
Commission has mede no findings in these procesdings thet any individua market participant's rates
were unjust and unressonable. Likewise, Duke assarts that the Commisson must confirm thet it has not
found thet the overdl leve of summer 2000 prices were unjust and unreasonable, and thet the
Commisson should reconfirm thet there is no evidence that any improper exercise of market power
caused the high prices

Asaninitid matter, we note thet the November 1 Order did not find thet dl rates at dl times
were unjust and unreasonable in these oot markets: Nor did we make findings about whether
paticular rates charged by specific sdlers during the summer of 2000 were unjust and unressoneble or
that any individud sdlers exeraised or abused market power. Further, dthough the record has now
been supplemented with additiond informetion and evidence, nothing has been presented that would
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cause usto change the findingsin the November 1 Order or that would permit usto further refinethe
findings that were made

We have been faced in this case with the difficult question of what makes amarket-based rate
unjust and unreasonable. Thereisno predise legd formulation for setting ajust and reasonable rate and
no precise bright line for when arate becomes unjust and unreasonable. Under long-standing Supreme
Court case law, raies mugt fdl within azone of reasonebleness where the rates are néither so low asto
be "less than compensatory” nor so high asto be "excessive' to consumers 42 While high pricesin and
of themsdalves do not make arate unjust and unreasonable (because, for ingtance, underlying production
pricesmay be high), if over time rates do not behave as expected in a competitive market, the
Commission must step in to correct the Stuation. *4 Further, while exerdises of market power may
cause ardeto be unjust and unreasonadle, in the drcumstances here, independent of any condusive
showing of a specific abuse of market power, avaiay of factors have converged to dradicaly skew
wholesdle prices under cartain conditions: ggnificant over-rdiance on gpot marketswhich by ther very
neture can produce drametic price increases when supply istight; Sgnificant increasesin load combined
with lack of new fadlities aswel as reduced avallaaility of supply from out of Sate; chronic
underscheduling; and lack of demand responsvenessto price. Thereis not sufficient evidence on this
record to find thet particular sdllers have exercised market power or that they have violated
Commisson-gpproved market rules Moreover, going forward, we have no assurance thet rates will
not be excessive reldive to the benchmarks of producer costs or competitive market prices, dueto the
adrcumgtances lisled adove. Therefore, we regffirm our findings that unjust and unressonable rates were
charged and could continue to be charged unless remedies are implemented.

Inlight of the drcumstances presented by Cdiforniamearkets, the Commisson will actively
monitor for exercises of market power aswell as other factors thet may lead to unjust and unreasoneble
wholesde prices. Asdiscussed in the mitigation section, there are severd indicators of potentid market
power which we will dosdy sorutinize for future sdles induding: the outage rates of the Hler's
resources, the failure to bid unsold MWsinto the | SO's red-time market, and variaionsin bidding
patterns for the same or Imilar resources. Also, we have ordered the development of acomprenensve
and sygemdtic monitoring and mitigation program for the pat markets which incorporates gppropriate
thresholds and screens and specific mitigation measuresif those thresholds and screens are breached,
to bein placeby May 1, 2001. In addition, we have established a benchmark for just and reesonable
long-term prices and will monitor the supply and prices for long-term products

435ee eq., Farmers Union Centrd Exchange, Inc., 734 F.2d 1486, 1502 (D.C. Cir. 1984),
cert. denied, 469 U.S. 1034 (1984) (Farmers Union); FPC v. Hope Naturd Gas Company, 320 U.S.
591, 602-03 (1944).

44See, eq., Farmers Union, 734 F.2d a 1509; Environmenta Action v. FERC, 996 F.2d 401,
410 (D.C. Cir. 1993) (Environmenta Adion).
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In reponse to Dynegy, we agree that in analyzing the reasonableness of ratesin aparticular
mearket we cannot look &t prices based on an isolated time period, but rather must look & a
representative time period. We further agree that we need to didinguish scaraity rents from exercises
of market power; however, we disagree that, absent exercise of market power, prices are necessily
just and reasonable. Our andyss must be, as discussed above, based on a determination of whether
the rate fals within a zone of ressonableness

C. Requirement to S Into and Buy From the PX

The cornergone of our price mitigation program, our proposa to diminate the PX buy/sdl
requirement, received overwhe ming support from parties with a broad spectrum of interests. For
example, the Cdifornia Legidature (a 3) datesthat: "We gpplaud the Commisson'sdesreto see
Cdiforniamove avay from oot market rates and towards a portfolio thet strikes abaance of long-and
short-term contracts, with the aim of both stable costs and reasonable costs” The one notable
exception isthe Cdifornia Commisson (at 41), which datesthat: " [the Commission'g dimination of its
'Buy’ requirement does not diminate the Cdifornia Commisson 'Buy' requirement.” The Cdifornia
Commisson emphasizesthat its "buy” requirement will remain in place until the Cdifornia Commission
removesit. #° We take this opportunity to emphasize thet diminating any mandated reliance on the
spot market represents the Sngle most important agpect of wholesde market reform and is one of the
most ariticad components of dl the immediate market reforms necessary to correct the pricing problems
in Cdiforniadectric markets and provide long-term protection of cusomers. According to the
Cdifornia Commisson, because the Sate has an gopropriate role in crafting long-term solutions with
repect to the dimination of the buy/sdll requirement, we should modify our proposd. We dissgree
Immediate action is crudd to ensure that the "Buy”" regtrictions imposad by the Cdlifornia Commission
do not undermine interdate wholesdle power markets.

Aswe have previoudy acknowledged, the CdiforniaCommission is correct that it has authority
over the prudence of an IOU's procurement practices for providing retail service. However, we
conclude that the current PX buy/sdll requirement produces an unworkable spot energy exchange thet
does not operate asamarkel. Rather, the mandatory participation requirement of regulaorsis
producing rates that are not just and reasonable during cartain periods. Further, dthough we are
removing the mandatory buy/sdl requirement from the PX tariff under our jurisdiction, we must
recognize thet this action done will not sarveto rectify the Stuaion. Aslong asthe Cdifornia
Commission continues to require (either directly or indirectly) the IOUsto sdll or purchese the bulk of
thair needs from the PX, valatile short-term energy prices will continue to engulf the market. Unlessthis
redriction is removed by the Cdifornia Commisson, the wholesdle markets under our jurisdiction will
continue to produce prices which are unjust and unreasonable during certain periods. In light of our

45 A separate gatement of Commissioners Duque, Negper and Bilas strongly supports
removing this regtriction nating thet they have previoudy voted to end the PX monopaly.
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dautory obligaionsto ensure just and reasonable wholesde rates, we therefore further condude that it
is necessary to take the unusud gep of terminating the PX's wholesde tariffs which would endble it to
continue to operate as amandatory exchange. We do not take this ep lightly, particularly Sncewe
have condluded that buyers need more, nat fewer, supply choices to achieve adequate risk
management and lower prices. However, it isonly by diminating the PX's exdudve mandatory
exchange tha we can assure that pricesin Cdiforniawholesale markets will be just and reasoneble.

We recognize that Cdifornia Governor Davis December 1, 2000 |etter filed in this procesding
daestha the Cdifornia Commisson has been directed to expeditioudy deveop benchmarksto assure
the reasonableness of forward contracts by the Cdifornial OUs without unfairly second guessing these
decisonsin laer years It is possible that we may be dble to re-inditute the PX tariffsat alater ime,
depending upon the outcome of the California Commission's efforts or other changed dircumstances 46
In the meantime, however, to ensure thet the market reforms procesd in atimely manner, we will
terminate the PX rate schedules effective as of the dase of the April 30, 2001, trading day. 47 The
interim time period should dlow parties aufficent time to negotiate and findize dternative arrangements
and to prepare amore balanced portfolio. We bdieve thet alonger time period would merdy protract
negatiationsin the critical summer period.

Many parties complan that the Cdifornia Commisson's current prudence review andard
frudrates or impedes the negatiaion process for longer term supply arrangements. For example, Duke
Energy has offered to supply the full native load requirements of SDG& E for aperiod of fiveyearsa a
fixed price of $60.000MWh (excalated a 3 percent per year). Duke Energy and others have
previoudy offered to supply energy under long-term fixed-price contracts a less than the |OUS
embedded cod rates. We re-emphasize thet the Cdifornia Commission has been directed by the
Governor to develop benchmarks to help address these prudence review concarns,

The Cdifornia restructured market isthe only one that began without some form of buy-back
contract with the new operators of the divested generating fadilities. In other markets, such contracts
areanintegra component of the divedtiture transaction and are intended to protect cugtomers from ot
price voldility during the early years of the market. As service under theseinitid contracts dedines
over time, parties are free to negatiate mutually agresable forward contracts to continue this hedging

strategy.

The Cdifornia Commisson (at 5 and 21) Sates thet the Commisson should addressthe
reasonableness of forward prices by mandating medium-term forward contracts a regulated prices,

46 Aswe noted in the November 1 Order, the PX isfree to reconstitute itsdlf as an independent
exchange with no regulatory mandated products and offer the services needed by market participants

47PX FERC Eledtric Taiff, Third Revised Volume No. 1 and PX Trading Services Second
Revised Rate Schedule FERC No. 1.
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modded on "veding contracts’ used in New Y ork (i.e, utilities bought back power from the new
owners of the divested units under long-term contracts). This proposd isSmply not workable because
the New Y ork restructuring modd, as discussad above, included the buy-back terms and conditions as
anintegrd component of the divedtiture transaction (and was therefore reflected in the negotiated
purchase price) and the two components cannat be decoupled as suggested by the Cdifornia
Commisson. Thefact that parties do not have recourse to buy-back arrangementsis dueto the
buy/sdl spot market restructuring modd that Cdiforniainitiated. The generation ass2t sdles transactions
cannot be unravded after-the-fact to impase an obligation on the new generation owner thet was not
reflected in the agreed-upon sdes price.

We are mindful that our dimination of the PX buy/sdll requirement will move acondderable
amount of load into the forward markets dl a onetime. While we have not mandated a price for long-
term sdes we are establishing, effective for one year an advisory benchmark for afive-year product
which buyers and sdllers can congder asingructive for evaueting the reasonableness of long-term
prices and which we will congder in addressing any complaints about pricesin the long-term
markets*® In light of the current market conditions, and the rising cost of generation inputs, the prices
in effect when restructuring began congtitute a reasonable benchmark.

According to Duke Energy and others, if the Commisson'sreforms are implemented and linked
with gate policies that do not favor spat purchases over forward contracts awide aray of bilaerd
forward contracts will be negotiated. State Senator Bill Morrow datesthat urging gregter rliance on
forward contracts will have little effect unless the utility purchasers have some safety from
"ressonablenessreview" by the Cdifornia Commisson.

At presant, the Cdifornia Commisson uses the PX as an index of reasonable purchased power
cods. We agree with Duke Energy that the presumptive reasonableness of the PX prices causesthe
IOUsto favor oot purchases and avoid long-term purchases. When Sate palicies provide thet the
only "safe harbor" from prudence reviewsisin spot markets, the inevitable result will be excessve
reliance on goot markets: Our dimination of the PX rate Schedules will remove the medium for favoring
spot sdles and should provide the IOUs with every incentive to purchase the mogt codt-effective
portfalio rether than to Smply purchaseinaPX. That portfolio will no longer be skewed by afavored
and mandatory spot market. We have established our advisory benchmark so thet sdlersand
purchasars can have areference point for the reasonabdleness of thair long-term contracts during
negatiaions. In order for the Cdifornia consumers to see the benefits of long-term contracts, the
Cdifornia Commisson musgt quickly provide the IOUs with timely gpprovd of ther long-term
purchases usng polidestha gpply evenly to short and long-term contracts. While the Commisson can
only encourage such reforms, progressin diminating artificid barriersto forward contracting are
essantid to Sahilizing Cdifornias wholesde markets.

48The gedifics of the advisory benchmark are described in the overview, Section B.
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1. Sdf Supplying 10U Load

In our proposed order, we noted thet while the |OUs have divested therr fossil fired generation,
they dill own asubgtantia amount of low cogt hydro and nudear generation and purchase power
contracts (gpproximately 25,000 MW). 4° In this regard we stated the following;

Without this buy/sdll regtriction on wholesde trades, the |OUs are free to pursue a portfolio of
long-and short-term resources and access whatever wholesale markets are suited to mesting
the neads of ther retail cusomers (induding bilaterd markets, the PX, and others such as
Automated Power Exchange, Inc.) or by providing power from their own resourcesto sarve
their own load and sdif provide the necessary andillary sarvices, °°

At present, the IOUs il own about 25,000 MW of resources. Under the current market
gructure, the IOUs are required to sdl these low cost resources into the gpot market and buy back the
same amount of power a the market dearing price. Aswe said in the November 1 Order, by
diminating the buy/sd requirement the IOUs will be adleto provide power from their own resourcesto
serve ther own load and sdf provide the necessary andlllary sarvices: This proposed market reform,
which we resffirm here, is not intended to change the current use of these resources, but Smply
addresses the spiraling costs caused by the current market.

We condlude that it is essentid for the IOUsto cease Hling and repurchaang therr own
generdion a ot prices. The best way to mitigate cost exposureis for the IOUs to cease sling and
repurchasing whet they dready produce. Effective on the date of this order, the IOUs are no longer
authorized to sl their resourcesinto the PX.

By providing power and energy from their own resourcesto sarve their retal load, the IOUs
will no longer be tregting thair own generation as awholesale sde subject to our jurisdiction. Rather,
the IOUs gpproximately 25,000 MW of resources will revert to being subject to the dat€sretall
ratemaking authority instead of the Commission's ratemaking authority (except when used to meke
sdesfor resde). Inamplest terms, the Commission has effectively "de-federdized” this portion of the
market effective as of the date of thisorder . Contrary to the scheme of AB1890, °* this market
reform will immediatdly reduce by goproximatdy 60 percent the IOUS exposure to the soot market
during peek periods. During mogt off-peek periods the IOUs will be able to saf supply mog, if nat all,

49 As noted in the November 1 Order, the |OUs own nudear and hydro generation whose
varigble operating codts are gpproximatdy $16/MWh and no fud codsfor hydro. 93 FERC a
61,361, n. 51.

50|d. at 61,360-61.

1 AB 1890 was the legidation effecting dedtricity restructuring, Signed by Governor Wilson on
September 23, 1996, Cdlifornia Statutes 1996, Chapter 854 (Restructuring Legidation or AB 1890).
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of their requirements and dmost entirely diminate their dependence on the oot markets °? As
previoudy discussed, thiswill place 25,000 MW of resources under the jurisdiction of the Cdifornia
Commisson that it can price a cos-based rates if it so chooses However, until the |OUs execute
long-term contracts, they will be resdud buyersfor the remainder of their requirementsin the oot
markets. To the extent the IOUs resources exceed ther load a varioustimes, they arefreeto sl any
surplus a wholesde, pursuant to ther CommissionHfiled rate schedules. This market reform received
little atention in the comments, with the notable exception of the commentsfiled by the Cdifornia
Commisson.

2. Cdifornia Commisson Commeants

The Cdifornia Commission (at 20) recognizesthat PG& E and SoCd Edison have retained
subgtantid hydrodectric, nudear and QF portfolios and SDG& E has rights to a share of the output of
the San Onofre Nudear Generaing Station, plus purchase power contracts. Under the current buy/sdl
requirement, these resources are bid into the market as price takers (i.e, a zero cost) to ensure thalr
digpatch. According to the Cdifornia Commisson, revenues from these resources were subdantid last
summer, as utility-owned generation recalived the high market dearing prices. Fndly, these revenues
serveto sharply reduce the IOUS exposure to high market prices.

Inasmuch as the Cdlifornia Commisson's comments support perpetudting the current market
design, which contributed to the abnormd price volatility last summer, we find their pogition disturbing
and contrary to theinterets of retall ratepayers. The lOUs are both buyers and sdlers. The pricesthe
IOUs pay for buying back their own resources through the PX sarve Smply to va ue those resources
for stranded codt purposes. Aslong asthe I0OUs pay less than the frozen retall rates, they can usethe
difference to write off dranded cods This entire formula bresks down if the IOUs buy back their
MWs a more than what they can charge through retall rales. Thisis exactly what heppened last
summer. Moreover, the process is unnecessary even for sranded costs purposes because the IOUs
have now valued or recovered dl of their stranded costs >3

The Cdifornia Commisson has nat justified continuation of market rules reguiring the IOUs to
buy and sl power exdusvey through the PX, other than gating that date lav (Assembly Bill 2866)
prohibits the Cdifornia Commission prior to June 1, 2001 from removing thisregtriction. In light of the

S2For example, theload in the PX Day-Ahead market (for ddlivery on December 12, 2000)
was bdow 22,700 MW. However, the energy codt for the day was over $100 million. Mogt if not dl
of the I0OUs load could have been supplied from their own resources, and this purchase power
expense could have been avoided by diminaing the buy/sdll requirement.

>3The corfflicting incentives where the |OUs are both buyers and sdllers dso occurred in the
QF program. Our experience thereisingructivein thisregard. The IOUs hed the irrecondilable gods
of nesding to minimize QF codts as buyers and maximizing QF revenues as partid owners of QFs
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profound distorting effect this restriction has on the wholesde markets and the finandd integrity of the
IOUs, we have no choice but to dimingate this restriction as of the date of thisorder. Any bendfitsthe
|OUs recaive from sdling soldly into the gpot markets are far outweighed by the finanad harm of
buying soldy in the same spot markets, snce the IOUs are net buyers of power. While the Cdifornia
Commisson hasrdied on PX pricesin cdculaing the |OUS sranded codts aswe dated inthe
November 1 Order, these sranded costs have now been recovered or vaued. °*

D. Underscheduling of Load and Resources

In order to reliably operate the tranamisson system, the SO must continudly balance
gengation and load. Thereisgenerd agreement thet the | SO's red-time bdancing market should be
limited to fine-tuning supply and demand and that the excessive amount of energy regularly being
transacted in this market isingppropriate. The 1SO imbaance market was intended to perform a
relibility function and not be used as an energy exchange. Asnated in our prior order, managing a
ggnificant amount of load and generation in red-time raises rdiability concans. Credting incentives for
load and suppliersto bid and schedule in the forward markets will help rdighility and promaote more
competitive markets. Asaresult, our order attempted to address this problem with a b anced
goproach to encourage both load and supply to schedule prior to red-time.

The Commission proposad to require market participants to schedule 95 percent of ther loads
prior to red-time aswd| asto make anumber of interrd ated modifications to addressthe
underscheduling problem. The Commission proposed: (1) diminating different price cgpsin the ISO
imbaance market and the PX exchange markets, (2) imposing a pendty charge (two timesthe codt of
energy not to exceed $100/MWH) for deviationsin scheduling in excess of five percent of an entity’s
total hourly load requirements?® (3) disbursing of pendlty revenuesto the loads that scheduled
accuratdy during the trading hour in which the charges were incurred; and (4) limiting supplierswho
participete in the redl-time market to ether a capacity payment for replacement resarves or energy
payments, but nat both. The order explained that dimination of the PX buy/sdl requirement and
dlowing the 1SO to procure resources on amore forward bass would aso address the problem of
underscheduling. Our hopeisthat implementing these comprehensve market reforms will greatly
reduce the gpplication of the underscheduling pendlty.

Virtudly al commenters agree with the Commisson's generd gpproach to the underscheduling
problem. Various commenters note that underscheduling is a symptom of many of the other market
flaws. For example, SoCd (a 46 - 47) notes that because the Commisson quite correctly addressed

>4Duke Energy (at 7) notes thet, to date, stranded cost recovery estimates show PG&E
collected $8.3 hillion and SoCd Edison collected $9.3 hillion.

SS\We daify that the hourly energy cost cdculation will indude any Out-of-Market purchases
for that trading hour.
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al of these flaws the underscheduling prablem may now largdy subside on its own without the need of
apendty provison. PG&E (at 42) beievesthat if generators are obligated to sl to load-serving
entitiesin aforward market the underscheduling problem should disgppear and obviate the need for a
pendty. SMUD (a 26) made smilar comments Whilethereis generd agreement on thisissue, severd
gpedific areas warrant further discusson and darification as discussad below.

1. The Proposed Five Percent Deadband
a Comments

Severd parties suggest that the deedband should be larger then five percent (eg., So Cd
uggests 9 percent (at 48); Rdiant (a 29) suggests 10-15 percent; SMUD (a 27) suggests 10 percent
with no pendty for force mgeure-type conditions) SoCd Edison sad that the ISO's preiminary
system load forecast projection made two days in advance of the trading day is off by 4.9 percent and
for this reason we should enlarge the deadband.

Severd other parties (eg., AES NewEnergy, Inc.) request thet the deadband be relaxed for
smd| load serving entities such as new Energy Sarvice Providers (ESPs) that have much less diverse
loads than the IOUs. °®  They argue that without some rdlief they will be ungble to enter the market,
which will ultimatey undermine the god of developing arabugt retail market. Southern Cities
recommends aminimum 2 MW dlowance (a 6) and asubgtantidly higher pendty then $100/MWH (at
7). ThelSO (a 20) recommends that the Commisson rdax the provison for smal entities so thet the
pendty gppliesto the grester of 10MW or 5 percent of the shortfdl in scheduling.

b. Commisson Determingtion

Load which could have been anticipated and therefore scheduled should not be supplied
through the |SO's red-time imba ance market in light of the current rdiability problemsthet exigt in
Cdifornia We bdieve that no party has supported a red-time imbaance market gregter thanthe 5
percent maximum amount that the SO intended to baance. With larger deedbands the sysem
operators will be forced to continue to run a spot market for energy and not just baance the system.
However, we agree that exceptions for smdl ESPs (that will serve load previoudy supplied by the host
utility) can be accommodated without greatly expanding this market. In order to encourage entry for

S®Enyon dternatively suggeststhet the 95 percent scheduling rule could be limited to
underscheduling of load only as another way for smdl ESPs to acoommodate uncartanty in their load
forecadts. Southern Cities are dso concerned if forecadts are higher than actud loads. Similarly, New
Wes Enargy bdievesthat the pendty should not goply to scheduling deviations resulting from demand
respongveness programs. Enron aso requests darification thet the caculation is based on the entire
load of the ESP. We daify thet the pendty goplies to underscheduling only and it is based on the
entire load of the market participant.
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dternative ESPs and to acoommodate the lack of redl-time metering datawe will dlow aminimum 10
MW deviation for gpplication of an underscheduling pendty. With this modification the pendlty will
goply to the gregter of 10 MW or 5 percent of the underscheduled amount. In other words, the five
percent deviaion will gpply to load of 200 MW or greater. Smdl entities with scheduling deviations
within the 20 MW amount will not be assessed a pendty and will be consdered as having scheduled
accuratdy for pendty revenue digribution.  This modification for smdl entities should not Sgnificantly
expand the |SO's balanaing function.

With respect to SoCd Edison, which dtesthe 1SO two day-ahead prdiminary load projection,
we note that this comparison isineccurate. This projection is generdly aword case projection and is
therefore usudly higher than actud load (eg., if weather conditions are not actudly as severe as
projected). Implementation of interruptible load programs can dso cause the projections to be higher
than actud sysem loads. In summary, the 1SO projections are not generdly andlogousto an
underscheduling error.

Further, we do not believe that modification of the deadband is necessary due to operationd
concerns. Wewill not expand the deadband by adopting any of the dternatives that have been
suggested. A proposd of a 10 percent deadband would trandate into amearket of well over 4,000
MW on apesk day. Thisleve placestoo much of aburden on the 1SO to procure needed resources
even with our directing the 1 SO to contract on amore forward bass. Smply put, we will not
encourage a greater burden of sarvice on the ultimate provider of lagt resort -- the 1O, for energy
procurement at the last minute.

Under the remediesinduded in our prior order, we encouraged the IOUs to paticipate fully in
the forward marketsin order to procure amore balanced portfolio as opposed to the current excessive
reliance on the spot markets. Not only will this goproach to procuring resources reduce price volaility
but it should aso reduce the need for procurement and scheduling decisons near red-time.

2. Generation Pendty Proposals

a Comments

Various commenters argue that a pendty provison should goply to generdtion aswel asload.
MWD (a 7) proposes a pendty on generators with exceptions for amdl u units (smdler than 50 MW),
and renewable resources (wind, solar, and run of the river hydrodectric generation). Independent
Energy Producers (at 8). SMUD (a 29) isconcearned thet generators may not bid their remaining
avalable capadity into the IO imbaance market. SMUD argues that such generators mugt provide
the SO and the Commission with rdevant detathat demondrates that their bidding behavior was due
to red operaing conditions and that pendties should be assessed when withholding is actudly proven.

b. Commisson Determingtion
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We bdieve that the market changes we adopt today should make the red-time market less
desirable for load-sarving entities and generation unit ownersrddive to the available forward markets
and the spot markets. 1n addition to the pendty on load, the proposed order removed the double
payment feeture for generation thet isbid in the red-time imbaance market.  Under the current market
rules, generators are paid the Replacement Reserve price and the redl-time energy price for imbaance
energy. By diminating the double payment, suppliers no longer have the economic incentive to wait for
the red-time market to sdl power .

Other than removing the double payment feature, no workable pendty mechanism gpplicable to
generaion has been proposad. Al the proposdsindude exceptions for various types of generation.
The proposds dso illudrate the complexity in determining which generaiors or types of generators will
be assessed a pendty and when a pendty will betriggered. Currently suppliersthat are unable to mest
scheduled obligations are required to pay the cogt of replacement energy purchased in the red-time
baancing market. To avoid thisresult, suppliers may, for example, reserve a certain amount of
capaaity to sdf supply in the event of a contingency. °7

Fndly, asthe Energy Producers and Cogen Assodiation (at 16) note, along-term god should
be the establishment of a dructure that would fadilitate the trading of hourly imbaances anong
Scheduling Coordingtorsif the sysem, asawhale, isin bdance. Whilewe would prefer that entities be
ableto trade imbaancesthisis not currently an option because positive imbaances do not exid & the
levd to dleviae the negaive imbaances Asthe sysem normdizes and goproaches an equilibrium
(with equa amounts of overscheduling and underscheduling), we expect thet an imbaance trading
program will be indituted.

3. SO Implemeantation

In order to implement the proposed market revisons, the 1SO dates that it must modify its
Scheduling Infastructure and Applications software aswdl asits Settlement/Billing Sysem. The SO
explans that implementing the automated hilling changes is the most onerous and could teke aslong as
four monthsto implement. Alternativey, the SO suggests an gpproach using blends of automeated and
manua processes which could be accomplished by January 1, 2001, ThelSO cautionsthat this
gpproach could be extremdy time-consuming due to the frequent rerunning of settlementsthet are
caused by changesin meter data

In order to accommodate the concarns raised by the |SO and the need to implement the
needed market revisons, we direct the 1SO to implement a blended automated/manud approach. We

> Parties have proposad dternétive pendty provisions (eg. graduated pendties), which we
have not adopted. We note that asthe 1SO will have to integrate anumber of interrdated market
reforms under thisorder. Asthe 1SO gains operating experienceit isfree to propose amodification to

pendty procedures.
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a0 suggest that, in order to Smplify the settlement process, the | SO is authorized to temporarily
indtitute esimated hilling procedures. Under this billing method, smultaneous manud hilling re-runs can
be avoided until the automated sysem is operationd. Digputed imbalances in billings and payments can
be placed in temporary escrow accounts prior to find billings: We direct the 1SO to have its automeated
billing procedure in place by May 1, 2001.

4, Conduson
Accordingly, we will require amendments to the SO Tariff to implement the changes proposed
in the November 1 Order as modified dbove. The SO isdirected to submit acompliance filing making
these changes within 15 days of the date of this order.

E Leved of Breskpoint

1. Background

In the November 1 Order, we proposad to implement atemporary modification to the sngle
price auctions of the PX and 1SO. We proposed that, effective 60 days from the date of the
November 1 Order, for dl short-term markets operated by the PX and 1SO (induding the
Replacement Reserve Market), the Single price auctions be used for dl sde offersa or bdow $150.
The angle market dearing price would be used for the amount of load which dearsa or bdow this
amount inthe auctions. If an auction does not deer a or bdow the $150 bid levd, supplierswho bid
above $150 would be paid ther as-bid price for the quartity thet they bid.

In addition, we proposad to condition sdllers market-basad rate authority by requiring eech
sler tofile on aweekly bad's each transaction in the 1SO and PX oot markets thet exceed $150. Al
transactions for the prior wesk would befiled on a confidentid bass with the Commisson's Divison of
Energy Markets. We spedified that the market datato be induded in the report should indude the
name of the Hler, the price and amount of MWSs covered by the transaction, the hour(s) covered by
the transaction and the incrementd generation cost. We dso directed the sdler to identify legitimate
opportunity cogtsthat are known and verifiable that the seller consdered in developing itshid. We
explained that the datawould be used to monitor pricesin order to detect potentia exercises of market
power or otherwise non-competitive market prices and to adjust transaction prices, if necessary to
esteblish just and ressonable rates, °8

2. Commats

S8\\eimpased asimilar reporting requirement on the PX and 1SO; however, they would file
thar reports, induding unit avalaaility deta, on amonthly bess
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In generd, commenters oppose the Commisson's price mitigation proposd. Commenters
ether argue that the $150 bregkpoint istoo high or too low, that the bregkpoint will act asahard-cap
or no cap a dl, and the accompanying reporting requirements (supported with opportunity cogts
pricing) will permit unfettered prices or drive sdlers from the market. In addition, commenters argue
that the as-bid priang requirement will increase prices because sHlerswill submit drategic bidsto
cgpture anticipated prices. On the other hand supporters of as-bid pricing argue thet it makes no sense
to pay people more money than they bid.

The three |IOUs argue that the Commission should ether impose cost-based pricing rulesor &
aminimum put in place the load differentiated bid cgp goproved by the 1SO Board on October 26,
2000. >° They argue that the $150 breskpoint ©° will do nathing to mitigate market power and the
resulting high prices faced by Cdiforniaconsumers: They contend that the $150 vdueisfar higher then
needed to atract investment in new generation, thet the figure is higher then the price that a properly
functioning market would expect during most sysem conditions, and most importantly, the proposed
enforcament mechaniam is o flawed thet the breskpoint is unlikdy to disaplinepricesa dl. PG&E
and SoCd argue thet bidswill dugter a or bdow the $150 price limit during low and intermediate load
periods because Hlerswill condrue thet levd to be a safe harbor under which the Commisson will not
monitor for market power abuse. In addition, they assert that paying sdlerstheir as-bid price without
any condraint will send prices soaring. The reporting requirements on entities such as power marketers
who do not have incrementd generdtion codts to report will leave them reporting either meaningless
opportunity cogts or the actua codt of their purchase price which could be wildly inflated after the
power has changed hands severd times 6 Moreover, they argue thet the reporting requirements will
be kept sacret from market particpants with no timetable for resolution of the Commisson'sreview
process.

DOE is concerned thet the $150 breskpoint may not produce just and reesoneblerates. While
dill retaining the Sngle price auction, DOE recommends that the Commission require dl exiding
generdtion to only bid itsmargind cost. However, DOE would exempt generation placed in service
after the date of the order from the requirement to bid its margind cogt, though the new generaion
would not be dlowed to set the market dearing price. 62

59PG&.E a 26-40, SoCd Edison a 7-27, and SDG&E a 12-14.

05ome of the commenters refer to the breskpoint asa"soft cap” or a"hard cap”. For
purposes of darity, we will continue to employ the phrase bregkpoint.

61| EP ds0 requests darification on how opportunity cost standards will be applied to power
marketers. |EP a 24.

52DOE a 6-7.
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Consumer groups such as the Cdifornia Retallers Assodation, the Cdifornia Smdl Business
Assodaion and the Cdifornia Smdl Business Roundtable argue thet the breskpoint will resuit in no
effective cgp. TURN/UCAN continue to support the load differentiated price cap that was gpproved
by the ISO Board. They argue thet the load differentiated price cgp is not complex and anyone with a
pocket cdculator and a.copy of the Wall Street Journd could perform the celculation in minutes. ©3
TURN/UCAN argue thet in justifying as-bid prices with opportunity cogts, absent a \WSCC-wide cap,
it will only take one reported transaction in the WSCC to negete the cap.

The CdiforniaCommisson, the Cdifornia Legidature, and the CEOB d<o argue that the
breskpoint will not restrict prices %4 They dso support some form of cost-based pricing either by
requiring sdlers to offer medium-term mandatory contracts a FERC-regulated rates or aload
differentiated bid cap. The CEOB ds0 requests that the Commission impose a WSCC region-wide
bid cap that is set bdow the current 1SO cap of $250.

The IS0, the PX, and the Market Monitoring Committee (MMC) of the PX have srious
concens that the Commission's price mitigetion meesures will have severd untoward resuits ©° The
PX and its MMC note that the breskpoint only gppliesto the ISO and PX markets, therefore, sdlers
will flee these markets to avoid the reporting requirements. The PX requests thet the Commission
impose the price mitigation on al near-term trading venues, induding brokers, ®© dectronic bulletin
boards, other exchanges and bilaterd transactions. The 1SO contends thet the $150 breskpoint istoo
generous for baseload unitsand if history isaguide, priceswill hover & that levd for more hoursthen
margina cogswould judtify. ThelSO dso arguesthat tying as-bid prices to opportunity cogs will
gredtly increase prices because of the effects of aregiond uncapped market and the likdlihood thet
transactions will leave Cdiforniaonly to return daisy-chained or as out-of-market cdls. ThelSO dso
bdieves that the blending of supply prices under the bifurcated market will mute margind cog sgnds
neaded to induce supply and demand responsiveness programs. ©7 The 10 is dso concerned that the
Commisson's price mitigation measures may actudly exacerbate underscheduling depending upon how
high prices are rdlaive to the breskpoint price and the red-time pendty for underscheduled load. The
ISO proposes two forms of price mitigation thet involve requiring sdlersto offer forward contracts with
safe harbor benchmark prices.

®3TURN/UCAN at 18.

64 Cdifornia Commission a 15-20, Cdlifornia Legidaure a 5, and CEOB a 21-26.
5150 a 8-17, PX at 30-32, MMC at 3-4.

66 \We note that brokering is not ajurisdictiondl transaction.

67 sauthern Cities urge the Commission to require the development of amechanism for
informing buyers on ared-time bags of the margind bids and the resulting weighted average prices
such that price dgnds arent masked. Southern Cities a 5-6.
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Both the |SO and PX raise concerns regarding difficulties that may arise inimplementing the
Commission's price mitigation messure. If Hiasusethe"ashid’ dtendtive, the 1SO and PX will have
to immediatdy record bid-specific information for each bid submitted above the $150/MWh
breskpoint. According to the IS0, thisinformation can be implemented using blends of automated and
manua processes by January 1, 2001; however, this goproach will require increased operator
intervention in the market and can be extremdy time consuming if settlements must be rerunif refunds
are ordered by the Commission. ®8 The I SO recommends using an automated gpproach, but notesiit
will take gpproximetdy four months to implement the automated procedures from the date work
COMMeENCes.

The PX antidpates thet it will reguireaminimum of 90 days, and passbly longer, from thefind
dete of the order to implement this procedure depending upon the chosen remedy. ©° According to the
PX, it can ather modify its software to caculae thetotd payment to each supplier that offers energy
above $150/MWh or the dternative would be to require any supplier who bids above $150/MWh to
offer that energy in the PX's Block Forward Market (BFM) Dally Block Market which is a pay-as-hbid
market. The PX notes that some software changes would be nesded to implement the transactionsin
the BFM Daily Block market; however, according to the PX, these changes would be rdaively essy to
make.

ThelSO and PX dae regardiess as to how they implement the Commisson's price mitigaion
proposd, they will need to coordinate with each other and other scheduling coordinators with respect
to how the 1SO manages congestion. According to the PX, ether the ISO mugt modify theway it
caculates the usage charge whenever the energy markets exceed the bregkpoint or the PX must modify
the way that it collects usage charges whenever the breskpoint is exceeded. In addition, the ISO
requests thet the Commission impose a cap on the Adjusment Bids that it uses to manage congestion.
Moreover, the 1SO bdievesthat there is a pending question asto whether the intention in the Order is
to cap the condrained market dearing price and pay as-bid, or to alow the market dearing price
above $150/MWh to be the basis for payment in such acase. 7°

The Bureau of Economics and of Policy Flanning of the Federd Trade Commission (FTC)
supports the Commisson's requirement thet the breskpoint expire efter 24 months. FTC bdievestha,
in the long-term, an ongoing breskpoint would likdy raise prices, cregte ineffident plant digpetch, and
digtort generation and transmission investment dedisons. ' However, CMUA bdievesthat the 24-
month trangtion timetable is optimistic and recommends that the Commisson plan for a specific process

68130 comments at 11-13.
59PX comments at 45-47.
0190 comments & 12.

"IFTC & 10.



Docket No. EL00-95-000, et d. -45-

and afirmative finding that the market isworkably competitive before termingting any price mitigation
messures. 2 In addition, CMUA argues thet the use of opportunity costs to support the as-hid price
will set acap tied to the highest price any buyer iswilling to pay and will invitelitigation of the as-bid
amounts. CMUA assartsthat the indusion of opportunity costs will nat bring consumers any protection
or provide gahility for suppliers

Metropalitan requeststhet, if cgps are to be implemented, the Commisson should dso impose
alower price breskpoint during off-pesk hours and apply the price cap to the WSCC region. 3
Metropalitan argues thet the Sngle price auction will not discipline prices during off-pesk hoursand a
breskpoint with the same reporting requirements as the Commisson's proposd is needed to ensure thet
the price of supply bears areasonable rationship to demand. 74 SMUD dso arguesthat the
Commission's bregkpoint and unverifiable indusion of opportunity codsin the ashid price will not
mitigate market power abusesin either off-pesk or pesk periods " In addition, SMUD contends thet
the assumptions used in caculaing the $150 breskpoint are unredidtic and overly generousto sHiers.
SMUD proposss adiding scae, WSCC-wide, price cap goplied to dl transactions of one monthiin
duration or less for both pesk and off-pesk periods. SMUD would cdculate its price cgps by
assuming pesk and off-pesk heet rate vaues and usng the NY MEX Henry Hub price of gasin the
cdculaion. SVIUD would gpply its price cap to dl thermd units with ahegt rate less than 14,000
BtwKWh. Unitswith ahigher heat rate would have a Commission gpproved cogt-of-service rate and
these unitswouldn't be dlowed to st the market dearing price. The City of San Diego requeststhet
the Commission impose hard caps for different types of generators. 7©

Dynegy argues that the Commisson neads to darify thet any refund floor assodiated with as-hid
prices should be basad upon opportunity costs. Dynegy dates that the "known and verifiable' sandard
was developed in the context of setting trangmisson rates and thet the transmission provider was
required to kegp records of the goecific purchase that was the basis for the opportunity cost caculation.
" Dynegy contends that this standard will be very difficult to administer in the context of bulk power

2CMUA a 17-20

"3The County of San Diego and City of Seettle o request that the Commission imposeits
breskpoint and reporting requirements to the entire western market. County of San Diego a 24 and
City of Seettleat 6.

"“Metropolitan a 13-15.
SSMUD a 15-25.
®City of San Diego a 24.

""Dynegy a 31-33, diting Pennsylvania Electric Co., 58 FERC 161,278 (1992) and
(continued...)
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trading. Dynegy requests that the Commisson date that any review of opportunity cods should teke
into account the imperfect knowledge thet typicaly exists when bids are placed and should recognize
the congderable dose of judgement involved in the bidding process Dynegy assertsthat if the
Commission implements too rigid of agtandard thet bidders will be less comfortable sdling into
Cdiforniaand the supply shortage will worsen. In addition, if the Commisson decides nat to implement
a"bid-ask" market with no cgps, Dynegy requests that the Commission refine the bregkpoint to
acoount for the recent run-up of naturd ges prices (as high as $50/MMBtu a thistime). After
acoounting for the increase in gas costs, Dynegy requedts thet the Commisson update the cap
prospectively every month o that increasesin gas prices do not trigger reporting requirements.

Williams opposes acap of any kind. However, according to Williams if the Commisson's
bregkpaint isimplemented, it mugt be lifted on schedule, i.e., December 31, 2002. In addition,
Williams WPTF, and EPSA propose that the Commisson escdate the cgp by specific amounts every
sx months @ Williams, WPTF, and Enron aso request darification on the definition of incrementdl
generdtion and opportunity cogsin the reporting requirements for as-bid prices. Williams contends thet
the generaion cogt definition should indude a contribution to a generator's fixed codts (induding actud
purchase price) and the opportunity cost definition should indude broad market forces such aspricesin
competing markets and dl other non-affiliate bids submitted in blind auctions

Cdpine notes that the Commission's bregkpoint will not affect its plansto develop large base
load combined cyde plantsin Cdifornia 7’ In contrast, GE Power Systems notes thet since the
Commisson issued its November 1 Order, GE Power Systems has received cancdlaions on orders
for 14 naturd gas turbines, totaing 408 MW of predominantly peeking capadity for projectsin
Cdifornia 8° Cdpine satesthat it is not opposed to the continua monitoring for the 24-month period
proposed in the November 1 Order provided that the Commission adopt measures which provide
supplierswith price cartainty after ardatively brief period. Cdpine and PPL Parties recommend that
al prices above and b ow the threshold become find and no longer subject to refund no later than

71(...continued)
TransEnergie U.S,, Ltd., 91 FERC 161,230 (2000).

BWilliamsa 11, WPTF a 12, and EPSA & 16.
OCdpineat 14.

80GE Power Sysemsat 3. GE Power Systems notes that due to the backlog of ordersfor its
turbines cusomersthat cancd their orderslose thair priority in the queue and that these customer will
face along wait beforeits next order can befilled.
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thirty days after the transaction dete. In addition, PPL Parties recommend that the Commisson exdlude
new generation from the breskpoint and reporting requirements. 81

EPSA and Exdon argue that the breskpoint is vague and will discourage new generation from
entering the date. To reduce the burden on Commisson gaff and generators, EPSA proposesthet
rather than requiring the weekly reporting of al bids
above $150, the Commission should require generators to maintain the informetion thet the
Commisson saeksfor alimited period of time. To determine what behavior or bidswould trigger
review, the Commisson should articulate dear Sandards or market screens with red world examples.
Ladly, the Commisson should limit the period for reviewing bids. EPSA proposesthat asdler be
natified within 15 daysthet itsbid is being formally scrutinized and thet the Commisson should
completeits review within 60 days 82 Southern Energy Parties suggest that the Commission flag
reports within 30 days of recaiving them and findize its review within another 30 days. All bidsthet are
not flagged or passthe find 30 day review would no longer be subject to further review or refund. 82
Southern Energy Parties and Rdiant recommend a 60 day period following the submission of the data
for the Commisson to condudeitsreview.

Enron urges the Commisson to abandon any price cgps, however, if acgp isimplemented, it
should be set & amoreredidic levd and should sunset after 15 months. Enron requests that the
Commisson darify that the breskpoint and reporting requirements and any potentia refund obligation
do not goply to any other exchanges, bilatera dedls, or forward markets, induding the PX's block
forward markets. 84 Duke Energy, PPL Parties, Rdliant and Southern Energy Parties propose that the
breakpoint be raised to the pre-existing 150 cap of $250/MWh. In addition, they request thet the
Commission s the bregkpoint price asa"'safe harbor” under which dl bids are deemed just and
reesonable and exempt from any refund lighility. Duke Energy dso argues that the inequiity of not
applying the breskpoint and reporting requirements to norHurisdictiond entities will negate the benefits
the Commission sought in dimingting the ISO's hard cap. 8°  Duke Energy aso suggedts criteria
concerning how the Commisson should review bids

3. Commisson Determingtion

Commenters propose awide variety of price mitigation meesures that differ from the
Commission's $150 single price auction breskpoint and as-bid market. These mitigation messures

81pPL Partiesat 36.
82EPSA at 15-20.
83southern Parties at 49.
84Enron a 6-8.

85Duke Energy a 43-48.
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range from atota return to cost of service based rates to removing dl price cgpsimmediady and
|etting the market fix itsdf. As discussed beow, we continue to believe, despite the volume of
comments to the contrary, that the use of the $150 breskpoint and as-bid market combined with the
other market changes thet we have implemented in this order wiill discipline pricesin Cdifornia 8°
Moreover, we fully expect the breskpoint to be superseded as aresult of our aforementioned adoption
of apermanent monitoring plan by May 1, 2001

We rgect proposdsto return to cost based regulation. Aswe discussed in the November 1
Order, prices based upon traditiond cogt of service are incompatible with fostering a competitive
market. Aswe gated in the November 1 Order, treditiond codt-based pricing reflects the cost of the
asset without any regard to market conditions. The one thing that Cdifornianesds mogt is new supply
and areturn to traditiona cogt of service ratemaking will not encourage supply to enter the Cdifornia
market. We note that, under cost-based regulation, Cdiforniahad some of the highest retall ratesin
the country. Severa commenters suggest that the Commission reguire margind cost based bids for an
interim period Smilar to the requirement that the Commisson initidly authorized in the PIM markets
Commenters recommend that such arequirement be impasad on the Cdliforniamarket until it can be
demondrated that the markets are competitive.

We rgect these proposds for numerous reasons. Frs, the market sructuresin PIM differ
radicaly compared to Cdifornia When margind cost bid cgps were required in PIM, the participating
investor owned utilities of PIM owned their generating assets, and PIM's Interchange Energy Market
wasasmd| economy energy market. In addition, PIM has areguirement whereby dl load sarving
entities mus have enough resources to meet thair forecasted |oad and a capacity market thet provides
additiond revenuesto the generation owners. Because the PIM 10OUs had a baanced portfolio of
base, intermediate and pesking cgpacity, there was no finanda harm to the PIM OUsto bid their
vaiadle cods i.e, if their pesking units st the dearing price, ther lower cost base and intermediate
unitswere paid the market dearing price and provide ameargin sufficient to recover the utilities fixed
cogdsondl ther assts Unlike PIM, the Cdifornial OUs have divested ther fossi| generation to
vaious entitieswhile retaining ther low running cost hydro and nudear units The buyers of these
assets do not necessaxily have abaanced portfolio thet can make up any shortfdl that arisesfrom
paying apesking unit its varigble cods. 1n the aasence of acgpadity market, asisthe casein
Cdifornia, if asdler only has pesking units, it would only recaive the variable cogt of energy and no
payment for itsfixed cos. Sdlers could not Say in busness for long with that revenue sream.
Moreover, there would be no incentive for agenerator to bid into amarket where the only payment
would beits varidble cod.

The requirement to bid variable cogt dso neglects power marketers who do not have any
generdion. A power marketer'sincrementd cogt isthe cogt of the power thet they acquire. Thus itis

86 Effective as of Jeanuary 1, 2001, theinterim $250/MWh breskpoint approved in the
December 8 Order will be superseded.
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unclear what power marketers would be required to bid. 87 If power marketers are only dlowed to
pass through the purchase price, they will dso shun the Cdiforniamerket. The arguments on this point
from the Cdifornial OUs a0 gppear Hf-serving given that they own modly hydro and nudear
generdtion with running cogts of less than $20/MWh which stand to regp the greatest benefits from this

proposd.

In addition, we are nat persuaded thet the $150 breskpoint will cause pricesto cluder a thet
level during low and intermediate pesk periods. We have freed the |OUs to sdf supply their nesds
Between thair nudear units, hydro and thar existing purchase power contracts, the three |OUs have
nearly 25,000 MW available to supply ther load during the low and intermediiate periods. With this
much cgpacity a their disposd, the IOUs will not be price takers for 25,000 MW of load.

Moreover, theflexihility of the [OUsto sdf supply their own needs renders the request for a
load differentiated price cgp anullity. Mogt of the low and intermediiate peek periods can be supplied
by the I0Us through their own generation or exiding and future purchase power contracts. This
obviates the need for alow price cgp during these periods. In addition, there is a problem with
imposing alow price cap for low load periods. If apesking unit must be run during low load periods
(for example due to outages of base and intermediate units), thet unit would not be able to recover even
its variable cogt a the $65/MWh cap proposed by the |SO Board for load levels bdlow 25,000 MW.
Aswe noted edrlier, thisisaform of cog-basad regulaion which would jeopardize nesded supply
anry.

Anather problem with the load differentiated price cap proposa istheindexing of gas prices a
the NYMEX Henry Hub. Currently, thereisasubdtantid differencein prices a the Henry Hub and a
the Cdiforniaborder. For instance, gas prices a the Henry Hub for December 4 were $6.50 while
pricesfor that same date a Topock for ddiveriesto PG& E or Southern Cdifornia Gas Company
ranged from $16 to $18. Given this digparity we are not persuaded that changesin Henry Hub prices
corrdaeto changesin pricesin Cdifornia The load differentiated price cgps are aso based upon
1999 prices when market conditions were far better. Asnoted in the November 1 Order, the
favorable factors (e.g., abundant hydro and imports) thet were present in 1999 disgppeared in 2000.
Cdculating hypotheticd heet rates from 1999 prices that indlude the digpatch of low cost energy thet
was not available in 2000 does not produce a reasonable result.

We aso will not require sdlersto offer fixed rate contracts for portions of their portfolio. Each
sler's portfolio contains different types of generating assets with different hedt rates. A one gzefitsdl
fixed rate would not be practicable. In addition, we note that severd sdlers dready have announced

87In PIM, the margina cost bid cap gpplied only to sdesfrom PIM generating units
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offersto supply large amounts of load to the three IOUs a fixed pricesthat are lessthan the average
cost of generation for the [OUs in 1998, 88

A number of commenters take excegption to the Commisson's assumptionsin corroboraing the
$150 bregkpoint. They argue that amore redidtic heat rateis 7,500 BtuwkWh and NOx emissions of
0.1 I/MWh, rather than the 10,000 BtuwkWh and 1.0 It/MWh figures used in the November 1 Order.
However, commenters miss the point of the Commisson's cdculaions  The assumptions are basd
upon recovering the cogts of exigting gesfired generation in Cdiforniawhile il dlowing for a
breskpaint thet is high enough to dlow new more efficent technology to invest in the market without
triggering the reporting reguirements. Commenters assumptions are not redidtic given the exiding
generator mix in Cdifornia, and using their caculaions for new generdion asthe baasfor setting the
bregkpoint would push existing generation from the market. If the exising generation was as efficient as
the assumptions used by the commenters oppased to the $150 breskpoint, NOx emisson dlowances
would not be accounting for dmogt hdf of the variable cogt of dectriaity.

While commenters have not provided convindng argumentsto lower the bregkpaoint, neither
have they provided convindng argumentsto raseit. However, it is goparent from the comments that
we need to darify the use of the $150 breskpoint. Commenters are incorrect that the $150 breskpoint
isacgp. The$150 figure Smply triggers reporting requirements to the Commission and monitoring and
it will be limited to the 1ISO's markets and the PX Day-Ahead and Day-Of markets (through April 30,
2001). Patiesmay bid above the $150 breskpoint and we fully redize that sdlerswill bid above their
margind cogt intimes of scarcity. Aswe noted in the November 1 Order, we will not index the $150
to gas and NOx codt changes. We continue to bdlieve that market entry is promoted by smpliaity,
trangparency and Sability inprice. Indexing the bregkpoint would add uncertainty to the market.

As previoudy noted, a number of commenters express concern with respect to the issue of
judtifying as-bid prices againg opportunity cods. 1n recognition of the unworkable complexities thet the
opportunity cost concept introduces in the 1SO red-time imbaance market, we will dimingteit. As
Dynegy dates (a 21) the mgor cash marketsin the west (Palo Verde, Cdlifornia-Oregon Border and
Mid-Columbia) dose one hour before the Cdifornia PX Day-Ahead market. Thismarket inturn
doses before the 1SO andllary sarvice markets. Therefore, a sdler's opportunity to sdl in these other
markets has dready passed. Thisis particularly true with respect to the 1SO red-time energy
imbaance market.

In addition, we will not defer the January 1, 2001, implementetion for the PX and ISOtoruna
sngle price auction below $150 and pay the as-hid price above that leve. Whilethe ISO and PX both
request additiond time to implement software changes, the |SO admitsthat it can implement the as-hid
requirement of the November 1 Order on January 1, 2001. Wewill direct the PX to put as-bid prices

88 A ccording to WPTF a 24, the Satewide average cost of generation in 1998 was
$67.45/MWh.
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inits BFM Dally Block Market if this procedure is the quickest method to meet the January 1, 2001
deadline. We further direct the 1SO, PX and other affected scheduling coordinatorsto work out the

maost expeditious way to calculate usage charges for congestion managementt.
4, Refund Period

The November 1 Order proposed to condition mearket-based rates on sdllers remaining subject
to potentid refund liahility through December 31, 2002 (gpproximatdy 27 months) in order to ensure
just and reasonable rates during the period it takes to effectuate longer term remediesin the markets
Commenters assart that this condition exceeds the Commission's authority under section 206, which
permits refunds for aperiod of 15 months after the refund effective date, and argue that by proposing
this condition, the Commission attempts to do indirectly whet it cannot do directly under the FPA. 8°

Dyneyy, et d., and Enron comment that the November 1 Order falsto identify any statutory
bag s for conditioning market-based rates, and Dynegy, et d., dite severd Federd court casesfor the
propogition that the Commission may nat useits conditioning authority to drcumvent alimitation onits
retemaking authority or to do anything spedifically proscribed by statute °° PPL states thet the
Commission has made findings in each case granting market-based rate authority that sdlers do not
have the means to exerdse market power, but has not mede any findings here regarding any spedific
sler that would warrant reverang its earlier condusons. PPL further contends thet courts have
required the Commisson to limit the broad use of its conditioning power to Stuations where it has found
wide-spread pervasive problems. 2

The Commisson rgects arguments thet it may not condition continued gpprova of market-
based rates on the sdler agreaing to refund protection in drcumstances where, absent such a condition,
the Commission cannat find that market-based rate gpprova will result in just and reasonable rates and
adequate protection of ratepayers. There is ample precedent that the Commisson may place
conditions on its gpprova of rates where outright gpprova would not yidd just and reasonable results
92" Courts recognize that imposing a condition can be preferable to the dternatives of rejection or

8950 eq., Williamsat 16, XCEL Energy Servicesa 3, WPTF a 14, and Enron & 9.

90560 eg., Altamont Gas Transmission Co. v. FERC, 92 F.3d 1239, 1246 (D.C. Cir. 1996)
(Altamont); Northern Natural Gas Co. v. FERC, 827 F.2d 779, 781 (en banc) (D.C. Cir. 1987)
(Northern Naturd); Nationa Fud Gas Supply Corp. v. FERC, 909 F.2d 1519, 1522 (D.C. Cir.
1990) (Nationa Fuel Ges).

91ppL & 10, dting Associated Gas Distributorsv. FERC, 824 F.2d 981 a 1019 (D.C. Cir.
1987) (Asociated Gas).

925ep ., Centra lowa Power Cooperativev. FERC, 606 F.2d 1156 a 1168 (D.C. Cir.
(continued...)
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unconditional acoeptance. ®2  In this order, we have resffirmed our earlier finding thet current market
conditionsin Cdifornialeave participants with the potentid to exercise market power because of
flaed market rules and tight supply conditions, which may lead to rates that are not just and
ressoncble. Aswe previoudy noted, the extended refund lighility condition isto ensurejust and
reasonable rates until such time asthe underlying factors are rdieved. If sdllers do not wish to acoept
the condition, they are free to seek cost-based rates. However, we do not bdieve thisisthe long-term
solution that will best provide the consumersin Cdifornia adequate supply of cgpaaity a the lowest
reesoncble rate. Further, in light of the technica conference we are ordering to develop more "redl-
time" prevention of unjust and unreasonable rates, we anticipate that the refund condition may be of
relaivey short duration.

In response to commenters, we note that we are not impaosing this condition on market-based
rates pursuant to section 206(b), which provides for a 15-month refund period. While section 206 of
the FPA dearly limits our authority to order refunds to the period 15 months following the refund
effective date, it does nat preciude us from imposing prospective conditions to ensure thet future rates
arejud and reasonable. Indeed, the case law under the FPA requires usin the market rate context to
esablish aregulatory scheme that "acts as amonitor to see [that rates remain within a zone of
reasonableness] or to check ratesif it doesnat.” °4 Here, we have ingtituted monitoring of market
rates and, as a consumer protection backstop, we take action pursuant to section 206(a) to condition
future goprovas on arefund obligation in order to check rates until longer-term remedies are in place.

The casss cited by Dynegy, et d., areingpposite. In these cases, the courts held thet the
Commisson hed improperly used its conditioning authority under section 7 of the Naturd Gas Act to
circumvent the procedura requirements of sections4 and 5 of that Act (Northern Naturd and Nationdl
Fud Gas), or to intrude upon date authority (Atlamont). Here, in contrast, we properly abide by FPA
section 206's reguirementsin finding thet the exiding rates are unjust and unressonable under certain
market conditions and that we can ensure the justness and reasonableness of market-based ratesin
Cdifornids gpot markets only by reserving the right to require refunds of charges collected until the end
of 2002. Smilarly, we rgect PPL's argument that we exceed our authority to impose conditions. The
progpective refund condition we impose hereis carefully tailored to address spedific market flaws

92, .continued)
1979).

9350 eq., Trans Alaska Pipdine Rate Cases, 436 U.S. 631 (1978). See dso Tapoco, Inc.,
e d., 39 FERC 61,363 a 62,170-72 (1987); Y ankee Atomic Electric Co., ¢ d., 40 FERC 61,372
&t 62,218-20 (1987).

94 Egrmers Union, 734 F.2d at 1509.
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identified in Cdifornids wholesdle markets ®° Our finding that the Cdliforniamarket structure and rules
provide the opportunity for sdlersto exercise market power when supply istight reguires us either to
regect or to condition the market-based rates of dl sdlersinto the markets operated by the ISO and the
PX for aninterim period. We condude that conditioning will provide the best means of addressng the
market dysunctionsin Cdifornia

5. Transaction Reporting Requirements

Aswe have noted earlier in this order, we will rdy on severd indicators for monitoring market
power, induding: the outage rates of the sdller's resources, the fallure to bid unsold MWsinthe ISO's
red-time market, and variaionsin bidding petterns for the same or Smilar resources.

We daify that, unless the Commisson issues some form of natification to asdler thet its
transaction is till under review, °° refund potentia on a particular transaction will dose 60 days after
theinitid report isfiled with the Commisson. Theinditution of a60-day period for the review of the
transactions will provide sdlers with the certainty they request and dlows a reasonable period for
andysshy g4,

In the November 1 Order, we proposed thet dl public utility sdlersthat make sdlesinto the
1SO and PX spot markets exceeding $150/MWH file cartain transactiond information with the
Commisson on aweekly bass We aso proposed in the Order that the PX and ISO report ona
monthly besisdl bidsin excess of $150 to the Commisson. We resffirm these proposdls as described
in detal bdow.

With respect to public utility sdlers they will be required to report confidentidly in asngle
wekly filing dl hourly transactions exceeding $150 to the Commisson’s Divison of Energy Market.
97" Quch weekly reporting should be submitted by the dose of business on the Wednesday following
the end of the transaction week (ending Sunday a midnight). For each hourly transaction above $150,
the utility sdler should provide the following informetion, in the order liged, in an Excd Soreadshest or

95 Assodiated Gas, to the contrary, found Commission action affecting the naturd gas industry
netionwide was inappropriate where the problem being addressed existed only in isolated pockets

96 Once Commission staff hasidentified transactions thet warrant further review, the sdller will
be natified by adatarequest, Commisson order, or other form of gaff or Commission communication.
If natification isissued, refund lighility will continue until the review is terminated by issuance of afind
gsaf |etter or Commission order.

97In our view, this reporting requirement and the requirement discussed above on longr-term
products do not gppear to trigger the Pgperwork Reduction Act. To avoid any uncertainty, however,
we have submitted these requirements for emergency processing pursuant to 5 CF.R. 8 1320.13
(1999).
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comma-ddimited dectronic file. The sdler should provide asngle row for each transaction and furnish
column heedings for the dataiin the firg row of thefile, indude the fallowing deta

transaction identification number (unique identifier for the bid)
whether the transaction isinto SO or PX market (report 1SO or PX)
the name of the bidder

transaction identification code as used by PX and 1SO

the generation unit induding the identification code as used by PX and 1SO
the energy or andllary sarvice market

transaction Sarting date (mnvddlyyyy)

transaction garting time (hh:mm)

transaction ending date (mmvddlyyyy)

transaction ending time (hh:mm)

the price of megawatts covered by the offer (YMWh)
megawaithours covered by the offer

heet rate (twWKWh)

type of fud (neturd gas, ail, cod, and other)

if not generated, the purchase price and the name of the supplier

Thefollowing lig of detaitems should be induded in the Soreedsheat bassd on the megawattsin

the transaction:

total fud quentity
totdl fud cost

NOx emissonsrate (IhsMWh)

cogt of NOx emissons (¥MWh)

other environmenta compliance costs (¥MWh)
vaiable O&M cods

other codts (document separately)

In addition, the sdler mugt provide:

outage information for dl of the sHler'sindividud resources for the transaction period
any unsold MWswhich the individud sdler hasfailed to bid into the PX or 1SO spot

mearkets during the transaction period
al bids submitted into the PX or 1SO spat markets during the transaction period

Moreover, the PX and 1SO must make monthly confidentid reportsto the Director of the
Commission's Energy Makets Divison for dl bids exceeding $150 for dl public and non-public
utilities  Theinitid report must befiled no later than February 15, 2001 for the period January 1, 2001
through January 31, 2001. All subseguent reports must be filed no later than 15 days efter the end of
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eech cdendar month. The Commisson gaff will meet with representaives from the PX and 1ISO to
findlize the reporting requirements

F. Governance of the PX and ISO

1. Background

The November 1 Order found thet the | SO Governing Board, unable to reach decisonson
complex and divisve issues, had become ineffective. The order further noted concerns about the
independence of the ISO and PX Boards, asthey are comprised of sakeholderswho are percelved as
being susceptible to influence. Thus, the November 1 Order proposed thet the current stiakeholder
boards be replaced with independent, non-stakeholder boards, effective 90 days after the date of the
order. To fadlitate aswift trangtion, the Commisson proposad that each new board consagt of 7 voting
members, with the Pres dent/CEO of each entity as avoting member, and that the current Governing
Boards of the 1ISO and PX sdect the other Sx members from dates of candidates prepared by an
independent consultant. The order dso provided guidance on the gppropriate qudifications for the new
Board members. At the subsequent conference on November 9, 2000, the Commission discussed with
various dae interests the need to collaborate on amutualy agresgble procedure to facilitate the seeting
of the new independent Boards.

2. Comments

There gppears to be unanimous support among the parties for disbanding the current IO
Governing Board and replacing it with anon-gakeholder board. However, numerous Parties argue
that the State of Cdiforniahas alegitimate role in slecting sucoessor board members and should not be
exduded from the process®®  The Sate's officid position, as expressed by the Oversight Board, is for
the Governor of Cdiforniato gppoint dl members of the Boards, subject to confirmation by the
CdiforniaSenate. Governor Gray Davis avowed in his comments that he will propose legidation to
replace the sakeholder Boards with independent Boards and requested the Commission's cooperation
in the effort of establishing new ones, nating, "[i]t will little serve the consumers utilities, merchant
gengrators or other parties to become embroiled in litigation over exactly what powers Congress
conferred onthe FERCin 1935. . .." 9% Many parties propose compromise solutions for the sdection

98500 Overdght Board, Cdifornia Commission, Cdifornia Legidature, 150, San Frandiso,
Southern Cities, SDG& E, CEERT, Meropalitan, and TANC. The SO datesthat without changesto
the date legidation, actions taken by the new Board may be chdlenged and requests moretime to
resolve the conflict in gate and federd requirements

99Gov. Davisa 6.
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process that indude arole for the Sate. 1°° Severd others commenters believe that the Commission
should proceed as proposed in the November 1 Order, or urge thet Cdiforniaauthorities not play a
rolein sdecting new Board members because of excessive political pressure 11 The Cdlifomia
Legidature urges the Commisson to resolve these issues in a callaborative manner.

Fewer parties comment spedificaly about the Governing Board of the PX. Metropalitan
recommends thet the Commission nat impose any particular governance dructure on the PX, snceit
will bein the postion of nesding to compete with other power exchanges on an equd bess The
Center for Energy Effidency and Renewable Technologies (CEERT) datesthat thereisno basasfor
proposing any changes regarding governance of the PX because its Board has dways acted
cooperaivey and productively. The PX's comments request that the Commisson revise thetime frame
for implementing governance changes until 90 days after Sateffederd concerns have been resolved.

Other frequent comments indude the nead to ensure Sgnificant Sakeholder input to the new

non-stakeholder boards, through some type of sakeholder committee Sructure, and requiring thet
board metings be subject to open mesting requirements. 102

3. Commisson Determingtion

While thereis generd agreament on the need to replace the exiding stakeholder Boards, there
IS no consensus on the process for implementing the trandtion to an independent Board. State selection
of dl the board membersis not areasonable postion in light of our prior determinations and the current
procedures which only alow the date to veto goproximatdy haf of the prospective candidates
However, the Commission beieves that the Sate may have an gppropriate role in board sdlection as
long as the independence of the board members can be assured (e.q., candidates were limited to the
dae provided by the independent consultant). Thus, the Commisson will require, as proposed in the
November 1 Order, thet the |SO Governing Board be replaced with a non-stakeholder Board, and
that the members sdected to serve on the new Board be independent of market participants. ThelSO
must continue the search process for new nongakeholder board members. We dso will esablish
further on-the-record procedures to discuss with Sate representatives the selection process for the new
SO Board. Because of the complex jurisdictiond issuesinvolved and the benfits of avoiding litigetion,
agpedified period of additiond timeiswarranted to attempt amutually agressble solution. 192 Asthe

100560 eq., Metropalitan, TANC, TURN/UCAN, Southern Cities, CMUA.
101 Rdiant, Williams, Enron, Calpine, IEP.
102\ etropalitan, TANC, City of San Diego, Southern Energy.

103The Commission will issue afurther order providing detals for the discussions. | the parties
(continued...)
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Commisson has found it necessary to terminate the PX'srate tariff effective May 1, 2001, as discussed
above, thereisno need a thistime to require replacement of its Governing Board.

Accordingly, on January 29, 2001, 1SO Governing Board members must turn over decison-
meking power and operating contral to the management of the 1SO, but they will be permitted to
continue functioning as members of astakeholder advisory committee 1%4 If no consensusis reached
regarding an acoeptable means to sdlect new 1SO Board members within 90 day's theredfter, then the
procedures proposed in the November 1 Order will be carried out. Thus, the stakeholder advisory
committee will provide input to 1SO management until such time asanew Board is seated, or until April
27, 2001, whichever occurs sooner.

During thisinterim period, the advisory committee members primary role will beto gpprise
SO management of their repective dakeholder views on paticular issues. Ther role will be limited to
providing the 1SO with their suggestions on operations, policies and procedures, and providing other
recommendations or information as requested by 1S0 management. Standing committees of the
current |SO Board may continue to function by reporting to ISO management. As of January 29,
2001, the 1SO Governing Board's bylaws will become null and void to the extent they areinconddent
with these duties

G. Other Factors Requiring Immediate Action

The Cdifornia Commission has raised anumber of arguments. As discussad bdow, we
condude that only one—monitoring of outages — requires immediate action.

The Cdifornia Commission argues that we should impose price caps and deay our market
reform in order to continue investigating the events of the summer of 2000. Price cgps will difle needed
supply entry. In addition, Cdliforniadoes nat have the luxury of unlimited time to study these markets
prior to indituting nesded immediate market reforms. As nated by the Cdifornia Commission, the Stff

103(__ continued)
are amenable, this process may dso be used to reach State-Federa consensus on theroleand
gructure of Sakeholder advisors for the longer-term. We will permit other (non-State) partiesin the
proceading the opportunity for input into and comment on the State-Federd discussons

10%\We recognize concerns raised by the 1S0 and others that, without changesto Sate law,
our directiveto immediatdy change the Satus of the exigting Board presents a conflict between Sate
and Federd requirements. We condude that it is necessary to take this gep in order to remedy the
dysfunctionsin wholesle interdate dectricity marketsin Cdiforniaand to assure just and reesonable
rates. Our hope, however, isto reech amutudly agreegble State/Federd consensus on how the new
Board isto be sdected and to diminate conflicts between State and Federd requirements as
expeditioudy aspossble
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Report acknowledges that because of the expedited badis of the sudy, saff was not able to address dl
of theissuesin depth and that the intent of the report isto provide the big picture. However, the big
pictureis abundantly dear thet market forces dong with the existing market rules played alarge part in
theincreesein pricesin Cdiforniathis summer. The Cdifornia Commisson downplays the effects of
market forces on price and uses cartain discrete findings of the Staff Report to argue that more andyss
is nesded to determineif sdlers exercised market power. For example, the Cdifornia Commission
dtesthe Saff Report's finding that pesk demands during the summer of 2000 were lower than pesk
demands during the summer of 1999 and that this finding would suggest thet higher demands cannat
acoount for the higher prices

While monthly sysem pesk demands were lower in the summer of 2000 from the previous
year, average demand was up 8 to 9 percent over that period. Thisincreasein load caused more fossl
generaion to run for longer periods of time. In addition, while more energy was being consumed inthe
Cdiforniamarkets imports, as noted in the Staff Report, were lower from the previous year while
exportsincreasad sgnificantly from the same period.

The Cdifornia Commisson ariticizes our andyds arguing that the increase in naturd gas and
NOx cogs done do nat fully explain the increase in prices seen in the PX thissummer. However, the
Cdifornia Commisson's own data, adjuded for the increasein naturd gas and NOx codts, show thet
margind cogts doubled in June 2000 from the previous year and nearly tripled in Sgotember 2000 from
the previous year. 1°° Thisincressein margind costs occurred when the output from hydro resources
was sgnificantly lower then 1999 levels 1%¢ With less hydro resources available then the previous
year, fossl-fired generation that would have been uneconomicd to run in 1999 was needed to make up
the shortfal. Much of this older generation has higher heat rates than the assumed 10,000 BtwWMWh
vaue ussd in the Cdifornia Commisson's example. Thus, higher cogt units are sdtting the market
dearing price. Ascorrectly noted in the Staff Report and the November 1 Order, anumber of factors
working together caused pricesto rise. 17 Mot troubling is the Cdlifornia Commission's unsupported
assation that NOx cogswill decrease next year. This assartion isinconggent with the fact thet
increased gas generdion is planned and NOx alowances are shrinking.

The Cdifornia Commisson isdso aiticd that we have nat suffidently investigated the
increasad outage rate of generating units. As previoudy noted, the Staff report was aninformd
investigetion and that in some indances, the Staff did not have the time to conduct detalled analyses of
cartain anomdies such as dter the fact investigation and verification of plant outages That said, we
agree that timdly veification of outagesis ariticd. In this period of tight supply, generaion outages

105 4ifornia Commission Exhibit a 17.

108The S&ff Report indicates that non-hydro resources generated 24.9 percent more power in
June 2000 than the previous year. St report at 2-2.

10793 FERC at 61,359.
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whether forced or planned have subgtantid rdigbility and priceimplications. 1t makeslittle ssnseto
expect the 1S0 to operate ardigdle tranamisson sysem without Some assurance and verification thet
needed generdion isavallable. The 1SO hasindituted a program of on-the-gpot physca ingpections of
generdtion daionsto veify that the outeges are legitimate. Our aff and the Cdlifornia Commisson
gt are dso paforming these ingpections. Wethink that timely visud ingoection isfar preferableto an
after-the fact review. Wedso will direct our staff to perform its own ingpections 128

H. | nterconnection Procedures

1. Background

The November 1 Order noted that Sandard procedures to fadilitate the interconnection of new
gengrators or exiging generators seeking to increase the rated capaaity of ther fadlitiesare needed in
Cdifornia In that regard, we found thet the | SO tariff lacks any such procedures and we directed the
ISO to file generaion interconnection procedures no later than sixty (60) days after the Independent
Board isseated. Further, we sated that our proposed timdine would ensure thet the Commisson may
fedilitate the metters under its control in atimely manner. 109

2. Comments

The mgority of commenters support the establishment of sandard interconnection procedures
(IPs) inthe ISO Taiff. For example, the CdiforniaCommission bdieves that the establishment of such
IPsisausgful adtivity to promote ease of entry of needed new generation in the date, the Department
of Energy dates that interconnection sandards will help remove barriers to technologies which could
enhance rdiahility and reduce price volatility, and TURN/UCAN "wholeheartedly” agrees that dandard
procedures for new generator interconnection are a high priority. In like manner, the 1SO agreesthat

108 Other misplaced criticisms of the Saff Report arethat (1) the report said thet condusions
about potentiad market power in August were undear (Saff's report was issued before much of the
Augud datawere avaladle); (2) the report proposes thet the Commisson asandon any effort to
evauate withholding behavior (the report did nat argue thet the effort should be abandoned); (3) the
report mistakenly condudes thet, between 1999 and 2000, changesin net imports were dueto
Increases in exports rather than reductions in imports (the report correctly notes that imports were
down and exports were up sgnificantly); (4) the report undersated the amount of generation available
by undergating unit cgpacity (the report was basad on actud operaing limitsin effect during this period,
not the maximum capadity raings generdly used for planning purposss; (5) the Cdifornia Commission's
edimate of summer margind generation codts, basad on an extrapolaion of summer 1999 prices and
changing input prices, differ from data adopted in the report, which was basad on the running cogs for
typicd units (credible estimates require Imulation sudies like those prepared by the MSC).

109500 November 1 Order, 93 FERC at 61,364-65.
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IPsare criticd to the dimulaion of effident generator supply additions, and it commitsto filea
comprehengive interconnection policy with the Commisson by no later than April 2, 2001. The SO
seeks daification astoits aaility, if it isable to do 0, to make thet filing in advance of any
consideration by the 1SO Board. 11°

Certain commenters, however, express concarn regarding the esteblisnment of IPs PG&E
proposes that the timdine for filing of the |Ps be extended to 120 days since the new Board members
will havelittle time to congder the merits of such aproposa. Enron asserts that the |Ps should
encourage new generation Sting and send accurate price Sgnds. Cdpine argues that the Commisson
should direct the 1S0 to propose | Ps consastent with the policies dready articulated in previous
Commisson orders 111

3. Commisson Determingtion

We dfirm our finding thet the ISO mudt file dandard I Ps with the Commission, with one
modification as discussed bdow. Aswe indicated in the November 1 Order, and as commenters
cogently note, such procedures will facilitate the addition of new —aswell asthe expanson of exising —
generation in the gate, which will in turn enhance sysem rdiability and reduce price voldility. No
commenter disputesthisfact.

Further, we agree with Capines argument and, accordingly, we hereby placethe ISO on
notice that we expect its proposed |Ps to comport with the policy and precedent dreedy established by
the Commission for such filings 12 Simply put, we do nat believe thet the structurd conditionsin
Cdiforniaare unique in any sgnificant respect and we see no reason for the 1ISO's proposd to
incorporate any terms or conditions which deviate from those in I|Pswe have accepted in the past. 113

110500 regpedtively, Cdifornia Commission a 61; Department of Energy a 5; TURN/UCAN
a 12-13; and 1SO at 24-25. Seed0 AF&PA a 4-5; City of San Diego a 29; EPA a 12, MG a
16; NEM a 5; and SMUD at 29-30.

Mlgen regpectively, PG& E a 46-47; Enron a 23-24; and Capine at 18.

1121 particular, we direct the 150 to develop streamlined | Ps regarding requests for
interconnection of generation units smdler than a cartain threshold 9ze. See Southwest Power Podl,
Inc., 92 FERC 161,109 a 61,401, n.5 (2000) (SPP).

113560 e, Commonwesdth Edison Co., 91 FERC 1 61,083 (2000), order on compliance
filing, 92 FERC 1 61,018 (2000); Entergy Services, Inc., 91 FERC 161,149 (2000); American
Electric Power Service Corporation, 91 FERC 61,308 (2000); and SPP. Further, to the extent that
our determination on this matter will Smplify devdopment of the 1SO's proposd, and in light of our
above discusson regarding the |SO Board, we find PG& E's concern regarding time limitations to be

(continued...)
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Moreover, as discussed dsewhere in this order, the members of the |SO Board will as of

Jenuary 29, 2001, serve only in an advisory cgpecity to the 1SO's management. Consequently, the
1SO will not nesd the Board's approva before filing its proposed | Ps with the Commission. 114

FHndly, upon condderation of the events of the past Summer, we are concerned that requiring
only the ISO to file IPsmay result in uncertainty regarding interconnection of generation to trangmisson
fadlitiesthat are under the contral of one of thethree CdifornialOUs. In paticular, we bdieve thet
were we nat dso to require the |OUs to file such procedures with the Commission, confuson may arise
asto the adility of the SO to require such connections if needed, in turn delaying needed contributions
of new or expanded generation capacity to the sability of thegrid. Conseguently, we will takethis
opportunity to direct the IOUs to each file with the Commisson |Ps that are compatible with those
developed by the 1SO and to do o within the same timeline we have provided for the 1SO (i.e., no
later than April 2, 2001). The number of IPsthat have been filed with the Commisson should provide
sgnificant guidance for the IOUs and asss them in meking timdly filings - to the extent thet the IOUs
have unique sygem requiremantsin thar individud filings

l. Longer-Term Measures

1. Background

The November 1 Order indicated our bdief that the current Sructure in Cdiforniareguiresa
number of longer-term reforms in addition to the immediate meesures discussed previoudy. Further,
while we dated that we were not dictating any particular revison, we indituted the following longer-
term meesures: (1) directing the |SO and the Load Serving Entities in Cdiforniato condder whet
market rules are needed to ensure that sufficient supply isavalableto meet loads and resarve
requirements, (2) directing the PX and the 1SO to congder, during the 24-month trangtion period
window, whether dternatives to the Sngle price auction which minimize the aaility of sdlersto bid for
the purpose of setting the dearing price may be appropriate; (3) directing the ISO and the PX to
pursue esteblishing an integrated day-ahead market in which dl demand and supply bids are addressed
in one venue (4) directing the ISO and the PX to condder lessintrusive, narrowly tailored market
protection mechanisms (e.g, ex ante identification of conditions or behavior that would trigger spedific
market mitigation actions); (5) directing the new SO Board to file its congestion management redesign
proposd no later than Sixty (60) days after the Board is seated with an implementation date as soon as
possible, and requiring thet the proposa provide a comparison with anodd energy price proposd (i.e,

113(__ continued)
without merit. Thus we deny PG& E's request to extend the ISO'sfiling deedline,

14However, inlight of our findings regarding the 150 Board, we will modify the deedline
gated in our November 1 Order o that the ISO now must fileits proposed IPs no later than April 2,
2001 (rather than 60 days after anew Board is seeted).
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locationd margind pricesfor each bus or node on the grid); and (6) directing the 1SO and Scheduling
Coordinators to condder demand bidding programs in which loads can bid offers of demand reduction
directly into the market to compete with offers of supply. In addition, we Sated our expectation thet
the matters addressed in the November 1 Order will move the Cdlifornia market toward meting the
sgnificant objectives of Order No. 2000 and thet the preceding long-term market reforms will fedilitate
Cdifornids transformation into a properly Szed and functioning RTO. 11°

2. Commats

A large number of commenters express ther support for the long-term measures proposed in
the November 1 Order, dthough most of the commentsin this regard aso indude requests thet the
Commission ether provide more explict direction or, conversdy, thet we refrain from baing overly
prescriptive in our direction. For indance, the Overaght Board contends thet the Commisson's
proposa regarding an integrated day-ahead market is ambiguous and should be darified to provide a
much dearer satement of direction, 11° but it dso believes that the appropriate Sze and scope of a
Cdiforniabased RTO is sgparate from the fundamentd questions before the Commisson in this
proceeding and, consequently, need not be decided herein. Other comments generally focus on one or
more of the fallowing categories: (1) the spedific type of congestion management design to be utilized
by the ISO (e.g, the ISO should be required to adopt a congestion management design based on
locationd margind pricing rather than zond pricing); 117 (2) the spexific types of demand response
programsto be utilized by the ISO (e.g., the ISO should be required to designate curtailable load as an
andllary sarvice); 118 and (3) the formation of aWSCC-wide RTO and the requirement thet the SO
to join such an entity. 119

115500 November 1 Order, 93 FERC at 61,365-66.
116 5e0 Oversght Board at 19.

117560 g, CitiesM-SR a 3-4; City of Serttlea 5-6; CMUA a 7: Dynegy a 40-43;
Eloon, etd., a 16-17; Exdona 9; ISO a 21-24; FTC a 7, n.17; NEM a 8, NYMEX a 11,
SDG&E at 28 and 33-34; TURN/UCAN a 14-15; and San Francisco & 8-10.

118500 g, ACWA a 3-5; APX a 3; BPEnergy a 12-13; DWR & 5-9; Elcon, & d., a
13-14; 1S0 a 25-26; Metropolitan at 17-19; MG at 6-8 and 17-18; NEM at 7; New West at 2-3;
Puget Sound a 10-12; SMA a 7-8; and TURN/UCAN at 15.

11950 e, AF&PA a 4; BP Energy a 14-15; Cdpine a 17-18; CitiesM-SR a 4-5;
Eloon, et d., a 14-16; FTC a 12; MG a 4-5 and 18; NEM & 8-9; TANC a 9-12; and
TURN/UCAN at 15-16.
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On amore specific levd, San Frandsco complains that the November 1 Order's 60-day filing
requirement deedline for the congestion management reform pri 120 may not be adequete given
the Sgnificant ggpsin design and anadlysis of the proposals presented to sakeholdersto date. Further,
San Francisoo argues that the 60-day deedline may force the | SO's g&ff to recommend an inadequiate
proposd or one which has been completed but is poorly understiood because there has been insufficient
opportunity for andyss. San Francisco recommends that 60-day deedline be modified in two repects:
(1) afully desgned and described congestion management redesign proposa and a cost impact sudy
of that proposd should be presented to sakeholdersin sufficient time to alow them to undergtand the
proposd and to prepare meaningful commentary to the 1SO Board; and (2) the 60-day deedline should
begin once amesting of newly-seated Board membersis presented with a aff presentation, the results
of acod impact sudy, and the recaipt of public comment (dong with sufficient time to consder such
comment). Smilarly, Metropalitan expresses concern that the newly-seeted 1SO Board will have
insufficent timeto review the 1SO's proposd, and it requests that the filing requirement deedline be
extended to 120 days. 121

3. Commisson Determingtion

Although we gppreciate the concerns raised by commenters with respect to the possible need
for further guidance, we will dedine & thistime to issue more prescriptive direction for our long-term
meesures than that dreedy dated in our November 1 Order. We have carefully weighed the prosand
consaf providing any such direction with the need to ensure that the 1SO presents us with a proposd
or sries of proposasthat provide asynergy of effort and thet result in the most workable and efficient
market possble. On baance, we are concerned that any prescriptive direction we would issue could
not possibly account for the myriad facets of the |SO's restructuring effort, thus such direction would
merdy serve as an impediment to those eforts and would dday — and/or sgnificantly diminishthe
qudity — of the ISO'sfind market desgn. Moreover, nat issuing such direction a thistime will dlow dl
interested parties the opportunity to provide more soedific and focused commentary once the rdlevant
proposds arefiled with the Commission.

In addition, we dedine to prgudge the ability of the ISO's 3&ff to develop a comprenensve
and wdl-thought congestion management redesign proposd. The SO has not requested an extendon
of timeto file that proposd and we will not cregte one only on the basis of commenter's remarks.
Further, as discussad dsewherein this order, the members of the 1SO Board will as of January 29,
2001, serve only in an advisory cgpaaity to the |SO's management and may file comments on the ISO's
proposa onceit has been submitted to the Commisson. Accordingly, we deny Sen Frandsco'sand
Metropolitan's requested modifications.

120500 November 1 Order, 93 FERC at 61,365-66.
121500 respectivey, San Francisco a 10-11; Metropolitan at 15-16.
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While we dedlineto prescribe particular long-term market reforms at thistime, wewish to
establish aforum for ther resolution. We therefore direct our s&ff to convene atechnicd conferenceto
explore the best long-term meesures to address Cdifornias wholesale markets We direct thet this
conference indude the issues of: (1) the adoption of security-congrained unit commitment dispatch; (2)
the use of smultaneous rather than sequentid auctions;, (3) the credtion of an inddled cgpadty market;
(4) the establishment of reserve requirements; and (5) demand-side response programs. We will issue
asubsequent order on these maters & alater dete,

We will make two other modificationsto our proposed longer-term meesures. Frg, insofar as
we have terminated the PX's wholesdle tariff and rate schedules dsawhere in this order effective May
1, 2001, we will no longer require the PX to inditute any gpplicable longer-term meesure. Second, the
Commission directed the 1SO to undertake a comprehensive redesign of its congestion management
process. In response, the 1SO began the processin March 2000 with numerous working group and
individua market participant megtings. By September 2000, a revised congestion management process
was submitted to the 1SO Board for goprova. The ISO Board gpproved the cregtion of deven
Locationd Pricdng Aress (LPAS). LPAsare based upon enginesring requirements, criteriaand
practices that guide red-time operation to ensure grid rdiability. The ISO predicts that this new
program will effectivly manege mog, if not al congegtion in Cdifornia bassd upon a comparison to full
nodd priang. Wedirect the IO to file the redesign proposd. In light of our findings regarding the
SO Board, we will modify the deedline sated in our November 1 Order so that the |SO now mudt file
its congestion management redesign proposal no later than January 31, 2001 (rather than 60 days after
anew Board is seated).

For the above reasons, we affirm the November 1 Order's proposed longer-term measures,
with the modifications as discussad above

J Other Métters
1 Qudlifying Fadility (QF) Issues
A. Increased Output from QF Fadilities
Ridgewood dates that the tota power production cgpacity of QFsin Cdiforniais
goproximatdy 9,000 MW, of which, between 4,000 and 5,500 MW are from qudifying cogeneration
fadlities (Cogeneration QFs) and the remainder from smdl power production fadilities (Smdl Power

QFs). Ridgewood dates thet the Cogeneration segment of the indudtry is underutilized because of
operating efficiency and other QF requirements. 122 With alimited waver or other equivaent reief,

122Thega reguirements contain formulas thet tie any incressssin the total energy output and
tota power input of afadility to corregponding increasesin the thermd energy output. 18 CF.R. 8
(continued...)
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these underutilized resources could help rdieve current shortages during both peek and off-peek
period. Ridgewood esimates that as much as 1,000 MWswould beimmediatdy avalade by dlowing
QFsto =l to the purchaaing utility or into the competitive market ther "above-basding' output for a
limited time period. 123 Ridgewood suggests that any such sde would be made at market-based rates
and would nat be subject to the operating and efficiency dandards. Rigdewood dites Fresno
Cogenerdtion Partners, L.P., 92 FERC {61,230 (2000) (Fresno Cogen), dating that the Commisson
has granted waivers to Cogeneration QFsthat entered into restructuring arrangements with ther
purchesng utilities and should dlow the sameflexihility to dl Cogeneration QFsin the Cdifornia
market.

Ridgewood a0 gates that Imilar efficdendes could be gained from rdaxing the redrictions on
Smdl Powe QFsin Cdifornia The use of ail, naturd gas or cod by any Smdl Power QF islimited
under PURPA unlesswaiver is granted 124 Ridgewood suggests that such awaiver, dong with action
on the Cogeneration QF efficency sandards would provide the largest benefit to Cdlifornia consumers.

The Commisson conddered these commentsin an order issued on December 8, 2000, granting
emergency waiver of certain QF regulations through January 1, 2001 12° For the ressons cited in that
order, we will extend the waiver of 18 C.F.R. 88 292.204 and 292.205 through April 30, 2001.

B. PX based Pricing for QF Contracts

Cogeneration Assodiation and Cdpine express concern aoout the pricing of power sold from
their QF units under long-term contracts with CdifornialOUs. Cogeneration Associaion Setes that
Cdifornia Public Utilities Code, Section 390(c) ties the Cogeneration QF energy priceto the PX price.
These resources, which are bid into the Cdifornia PX market a zero, are thus price takers and will
recaive the PX Day-Ahead energy price as an hourly energy payment. Capine Sates that becauseits
units have heat rates that vary from 10,000 to 13,000 BTU/KWh, a times of high gas prices these units
will subgtantidly exceed the $150/MWh bregkpoint. Capine states moreover that thereisno
mechaniam under the current rate sructure to dlow Cdpineto bid the actud cogt of these unitsto the

122(_ continued)
292,205 (2000).

123 Ridgawood suggests that the basdline output for eech fadility be caculated using the
Sseasond averages of output over two to three years of recent operating history. Ridgewood &t 9.

12418 C.F.R. § 292.204(b) (2000).
1255 Diego Gas & Electric Company, et d., 93 FERC ] 61,238 (2000).
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extent that the cost exceadsthe $150/MWh levd.  Therefore, these units may not run if thar current
rates are not modified. 12°

Cdpine and Cogeneration Assodiation have raised legitimate concerns regarding the pricing and
assodiated avalability of Cogeneration QF resourcesin the Cdiforniamarket. However, as dated by
Cogeneration Asodation, thisissue derives from the Cdifornia Public Utility Code and in thefirgt
ingance iswithin Sate authority. Inthis order, we diminate the PX buy/sdl requirement and terminate
the PX rate schedule. These changesto the Cdifornia market structure require necessary actions by
Cdiforniaauthoritiesin order to determine the gppropriate avoided cod rate for Cogeneration QF
power, adetermingtion, as Sated by PURPA, within the purview of the dates

2. Requestsfor Reniond Price Cap

Despite the fact thet the November 1 Order did not address this matter, five commenters
request that the Commission impaose a price cgp — or some other Cdlifornia-based market mitigation
mechaniam — on the entire Western region.  In support, the commenters obsarve that the November 1
Order recognized that Cdiforniaiis not dectricaly isolaied from the remainder of the Western Region
and that, over time, Cdifornia utilities have increesingly reied on imports from generaion located in
neighboring dates to met ther load requirements and have condructed Sgnificant tranamisson interties
to import dectricity for Cdiforniaconsumes Conversdy, CE Generation LLC arguesthat aregiond
pricing mechanism would be unjust and unreasoneble insofar asthereis no evidence in the record that
utilities outsde of Cdifornia have caused the rates for sarvice to become unjust or unreasonable, nor is
there any evidence that would judtify afinding thet the rates of any utility outsde of Cdiforniaare unjust
and unreasoneble, 127

Although we agree with the commenters that the Western region of the U.S. isan integrated
dectricity market, 28 wewill dedine to adopt aregion-wide price cap a thistime. Thereareno
organized dectricity markets outsde of Cdiforniato which a price cap could be gpplied, i.e., with the
exception of Cdifornia, thereare no 1SO or PX markets currently operating anywhere in the region.
The mgority of transactions thet occur in the region do so on abilaterd basis 12°

126C4pine a 14. Cogeneration Association at 14.

127 5ee Cdifornia Legidature a 10; County of San Diego a 22-24; Metropolitan &t 12;
Oversght Board a 24-26; and Puget Sound at 9-10 (reiterating its arguments on complaint as
discussed dsawhereinthisorder). See dso CE Gengration a 10-11.

128566 November 1 Order, 93 FERC at 61,357-58, for adetailed discussion of the integrated
neture of the Western region markets

129g g, hilatera contracts often contain provisons which index damages for non-performance
(continued...)
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Moreover, under the Federa Power Act, upon complaint or on our own maotion, the
Commission may establish new raies only if it first has arecord to determine thet the existing rales are
unjust, unreesonable, unduly discriminatory or preferentid.  Further, once such afinding ismade asto
exiging rates, the Commission must have arecord to support the new rateit eteblishes asjugt and
reesonable. The record in this consolidated hearing proceeding only extends to sdesinto the ISO and
PX markets, thus, the Commission haslittle or no evidence on which to assess prices of bilaterd
transactions ether within Cdifornia.or dsewhere in the Western region. Whiletheissue of generation
supply avallahility in Cdiforniais an important one, no commenter has submitted evidence thet
condusvely demondrates that the adoption of regiond price cap would benefiaaly influence the
avallability of suppliesin Cdifornia In addition, no commenter has documented asngleindance of a
sler outsde of Cdiforniaexerdsng market power during times of scardity. In sum, the commenters
have not met the burden of showing thet aprice cagp on dl sdlers supplying energy and ancillary
savicesin the Wedtern region isjudified and in the public interest.

K. Related Complaints and Other Filings

Conggent with our discusson in this order, we will rgect the various proposd's and complaints
regarding the impaosition of price cgps or codt-based rates—i.e., the Oversght Board's complaint in
Docket No. EL00-104-000, CMUA's complaint in Docket No. EL01-1-000, the 1SO's Offer of
Settlement in Docket No. EL.00-95-003, ¢ d., and Puget's complaint in Docket No. EL 01-10-000.
The modifications we are esablishing in this order are intended to provide for uniform priding and to
remove incentives for the load and resources to participate in one market over ancther. For this
reason, we dedline to direct the implementation of pricing methodologies that will disrupt this uniformity
or to introduce new incentivesin the markets. Furthermore, in the case of Puget Sound's complairt,
and as a0 conggent with our discusson dsawherein this order, we dedine to implement aregion
wide price cgp because such a pricing methodology is impracticable given the market dructurein the
Northwest, nor has the burden of proof been met to judtify such an action.

Moreover, we rgect Joint Complainants complaint filed in Docket No. EL 00-97-000 for
svead ressons FHrg, inlight of the findings made by the Commisson in this order, Joint Complainants
assartions regarding the adverse impacts of a reduced price cgp are no longer rlevant. We bdieve
that as areault of the pricing methodology adopted in this order, generators should no longer have
incentive to seek markets other than thosein Cdifornia Second, the precedent established in Morgan
Sanley isamply not goplicable in thisingance Snce it does not address— nor wasiit intended to
address—the issue of curtallments for the maintenance of sysem rdighility. Third, contrary to Joint
Complainants contention, the 1SO Tariff doesin fact contain a compensation mechaniam for

129(_ continued)
to certain index prices (i.e., so-cdled "mark-to-market” provisons). Thus, theimpostion of aregiond
price cgp could potentidly result in an dteration of the existing terms and conditions of amyriad of
bilaterd contracts, resulting in an undue burden for al concerned.
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curtallments of exports. That mechaniam was accepted by the Commisson as part of the I1SO' Taiff
Amendment No. 23 139 and, to the extent Joint Complainants complant chalengesthe rdlevant
Commission-gpproved Taiff provisons, we rgect thar arguments as a collaterd atack on our
previous orders.

With respect to CARE's complaint filed in Docket No. EL01-2-000, we will deny CARE's
petitions regarding Cdiforniamarket conditions aswell asits petitions regarding the initiation of DOJ
invesigations. Smply put, CARE hasfailed to meat its burden of proof inesmuch as did not provide
adequate evidence in support of its alegation of an ISO/generator trugt, nor did it document asingle
ingance of regraint of trade or cvil rightsviolaions. In any event, the matter of whether the dleged
vidationswarant theinitigtion of DOJinvestigation is dearly not within the Commisson'sjurisdiction.

We will acoept without modification the 1 SO's propasad Tariff Amendment No. 30 filed in
Docket Nos. EL.00-95-002 and EL00-98-002, and we will grant the effective date requested by the
ISO. Regarding intervenors concarnsthat the 1SO be limited in its use of forward contracting, we
bdieve that the findings mede in this order, particularly those intended to sgnificantly reduce
underscheduling, will serve that purpose. To the extent that the 1SO's need to procure energy for the
red-time market will be sgnificantly reduced, its need to procure energy through forward contracting
will be lessened accordingly. In addition, with repect to the issue of the 1SO's proposed dlocation
methodology, we find intervenors arguments on this metter to be without merit. The propossd
methodology merdly dlocates cogts in amanner congstent with other such methodologies thet we have
accepted in the past, 131 and no party has presented arguments which persuade usto reject it.

The Commisson orders

(A)  Weheeby terminate the PX's rate schedules effective as of the dose of the April 30,
2001, trading day.

B)  Weheéby tarminate the authority of PG& E, SoCd Edison, and SDG& E to sl their
resources into the PX effective as of the date of thisorder. The companies are hereby directed to
submit compliance filings effecting this change within 15 days of the dete of this order.

(©  ThelSOand PX ae hereby directed to submit compliancefilings as discussed in the
body of thisorder within 15 days of the dete of this order.

13056 Cdlifornia Independent System Operator Corp., 90 FERC 161,006 (2000), reh'g
denied, 91 FERC 1] 61,026 (2000), order on compliancefiling, 90 FERC ] 61,165 (2000).

131560 g, Cdifornialndependent System Operator Corporation, 91 FERC 61,256
(2000), rehg pending.
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(D) Thebylawsof the ISO are hereby dedlared to be null and void effective as of January
29, 2001, asdiscussed in the body of this order.

B  Weheeby direct the ISO, PX, and dl public utility sdlersthat make sdesinto the ISO
and PX spot markets to file information regarding certain transactions and bids, as discussed inthe
body of this order.

(F)  Wehereby direct the SO, PG& E, SoCa Edison, and SDG&E to file Interconnection
Procedures no later than April 1, 2001.

(G  TheCommisson g&f is hereby directed to convene atechnicd conference to develop
monitoring and mitigation program, as discussed in the body of this order, and is directed to submit a
proposed monitoring plan no later than March 1, 2001.

H)  ThelSOishereby directed to file a congestion management redesign proposal no later
than January 31, 2001.

0] We hereby grant waiver of 18 C.F.R. 88 292.204 and 292.205, as discussed in the
body of this order.

@) We hereby acogt for filing the 1SO's Tariff amendmentsfiled in Docket Nos. ELOO-
95-002 and EL 00-98-002.

(K)  We hereby dismissthe complaintsfiled in Docket Nos. EL.00-97-000, EL 00-104-000,
EL 01-1-000, EL01-2-000, and EL 01-10-000.

By the Commisson. Chairman Hoecker concurred with asgparate
Satement to beissued later.

(SEAL) Commissoners Massey and Hébert concurred
with ssparate Satements attached.

David P. Boearges,
Secreary.
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Appendix A - Intervenors and Respondents

| ntervenors to Consolidated Hearing Proceeding in Docket No. EL00-95-000, et dl.

AES NewEneargy, Inc. *

AES Padific, Inc.

Alcoa Inc., Cadumbia Fdls Aluminum Company, and Kaiser Aluminum & Chemicd
Corporaion (jointly) *

American Assodation of Business Parsonswith Disdhilities

American Forest & Paper Assodaion * (AF&PA)

ArizonaDidricts

Arizona Resdentid Utility Consumer Office, New Mexico Attorney Generd, and
the Colorado Office of Consumer Counsd (jointly) *

Atdfina Chemicds, Inc., Goldendde Aluminum Company, and Northwest Aluminum
Company (jointly) *

Automated Power Exchange, Inc. * (APX)

Bonneville Power Adminigration * (Bonneville)

BP Energy Company * (BP Energy)

Cdifornia Department of Water Resources* (DWR)

CdiforniaElectricity Oversght Board * (Oversaght Board)

Cdifornia Hydropower Reform Cadition and Environment Defense (jaintly)

Cdifornialndependent System Operator Corporation* (1S0)

CdiforniaManufacturers and Technology Assodiaion

CdiforniaMuniapd Utiliies Assoadion * (CMUA)

Cdifornia Power Exchange Corporation * (PX)

Cdifornia Smdl Busness Assodaion and Cdifornia Smdl Busness
Roundteble (jointly) *

Cdpine Corporation * (Cdpine)

CE Gengation LLC * (CE Gengrdion)

Citiesof Aneheim, Azusa, Banning, Colton, and Riverade, Cdifornia (jaintly) *
(Southern Cities)

Citiesof Redding, Santa Clara, and Pdo Alto, Cdifornia, and the M-S-R Public Power
Agency (jointly) * (CitiesM-SR)

City and County of Sen Frandisco, Cdifornia* (San Francisco)

City of Dana Point, Cdifornia

City of Escondido, Cdifornia

City of Poway, Cdifornia

City of San Diego, Cdifornia* (City of San Diego)

City of Settle, Washington * (City of Sesttle)

City of Vernon, Cdifornia (City of Vernon)

City of Vidga Cdifornia

County of Sen Diego, Cdifornia (County of San Diego) *

Cogeneration Assodation of Cdiforniaand Energy Producers and Users
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Cadition (jointly) * (CAC/EPUC)

Congtdlation Power Source, Inc.

Conumers FHrst

Cora Power, L.L.C.

Duke Energy North America LLC, Duke Energy Trading and Marketing, LLC,
and Duke Energy Merchants, LLC (jointly) * (Duke)

Dynegy Power Marketing, Inc., El Secunda Power, LLC, Long Beach Generation LLC,
Cabrillo Power | LLC, and Catillo Power 1l LLC (jointly) * (Dynegy, et d.)

El Paso Merchant Energy, L.P. (El Pas0)

Electricity Consumers Resource Coundil, American Iron and Sted Indtitute, and
Ameican Chemidry Coundl (jaintly) * (Eloon, et d.)

Electric Power Supply Associaion * (EPSA)

Enron Power Marketing, Inc., and Enron Energy Sarvices, Inc. (jointly) * (Enron)

Exdon Corporation * (Exdon)

FPL Energy, LLC*

H.Q. Energy Sarvices (U.S), Inc.

Independent Energy Producers Assodiation* (IEP)

Indugtrid Cusomers of Northwest Utilities*

Internd Sarvices Department of Las Angdes County

Merced Irrigation Didrict

Merill Lynch Capitd Sarvices, Inc.

Metropalitan Water Didrict of Southern Cdifornia* (Metropalitan)

MG Indudries* (MG)

Modegto Irrigation Didrict * (Modesto)

Morgan Sanley Capitd Group Inc.

Mr. Mak B. Livdy

Multiple Intervenors *

New West Energy Corporation * (New West)

New Y ork Independent System Operator, Inc.

New Y ork Mercantile Exchange* (NYMEX)

North Star Sted Company *

Northern Cdifornia Power Agency * (NCPA)

NRG Power Marketing, Inc.

Orion Power New York, Inc.

Pedific Gas and Electric Company * (PG&E)

PecifiCorp *

Rinnade West Companies (Pinnade)

PIM Indudtrid Customer Cadition and Codition of Midwest Trangmisson
Cudomers (jointly) *

Portland Generd Electric Company

PPL EnergyPlus, LLC and PPL Montang, LLC (jointly) * (PPL)

Public Sarvice Electric and Gas Company, PSEG Energy Resources & Trade LLC, and
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PSEG Power LLC (jointly) *

Public Utilities Commission of Cdifornia* (Cdifornia Commission)

Puget Sound Energy, Inc. * (Puget Sound)

Rdiant Energy Power Generdtion, Inc. * (Rdiant)

Ridgewood Power LLC * (Ridgewood)

Sacramento Municipd Utility Didrict * (SMIUD)

San Diego Gas & Eledtric Company * (SDG&.E)

Secreary of the U.S. Department of Energy * (Department of Energy)

Sl Energy Sarvices Company, L.L.C. *

Southern Cdifornia Edison Company * (SoCd Edison)

Southern Energy Cdifornia, L.L.C., Southern Energy Dédta, L.L.C., and Southern
Energy Potrero, L.L.C. (jointly) * (Southern Energy)

The Utility Reform Network * (TURN)

Trangmisson Agency of Northern Cdifornia* (TANC)

Watson Cogeneraion Company *

Western Power Trading Forum * (WPTF)

Williams Energy Marketing & Trading Company * (Williams)

* - indicates that party dso submitted commentsin response to the Commisson's
November 1 Order.

| ntervenors and Respondents to Complaint in Docket No. EL00-97-000

Cdifornia Department of Water Resources

CdiforniaElectricity Oversght Board

Cdifornia Independent System Operator Corporation

CdiforniaManufacturers and Technology Assodiaion

Cdifornia Power Exchange Corporation

Cities of Redding, Santa Clara, and Pdlo Alto, Cdlifornia, and the M-SR Public
Power Agency (jointly)

Duke Energy North America LLC, Duke Energy Trading and Marketing, LLC,
and Duke Energy Merchants, LLC (jointly)

Electric Power Supply Assodidion

Metropalitan Water Didrict of Southern Cdifornia

Modesto Irrigation Didrict

Morgan Sanley Capitd Group Inc.

New Y ork Mercantile Exchange

Northern Cdifornia Power Agency

Pecific Gas & Electric Company

Portland Generd Electric Company

Public Utilities Commisson of the Sate of Cdifornia

Sacramento Munidpd Utility Didrict

San Diego Gas & Hectric Company
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Southern Cdifornia Edison Company
Tranamisson Agency of Northern Cdifornia
Williams Energy Maketing & Trading Compeny

| ntervenors and Respondents to Complaint in Docket No. EL00-104-000

Bonneville Power Adminidration

Cdifornia Department of Water Resources

Cdifornialndependent Sysem Operator Corporation

CdiforniaMunicipa Utilities Assodation

Cdifornia Power Exchange Corporation

Citiesof Anaham, Azusa, Banning, Colton, and Riversde, Cdifornia (jointly)

Cities of Redding, Santa Clara, and Pdo Alto, Cdifornia, and the M-S-R Public Power
Agency (joindy)

City of Veanon, Cdifornia

Cogeneration Assodiation of Cdiforniaand the Energy Producars and Users
Codition (jointly)

Duke Energy North America LLC, Duke Energy Trading and Marketing, LLC, and
Duke Energy Merchants, LLC (jointly)

Bl Paso Merchant Energy, L.P.

Electric Power Supply Assodidion

Enron Power Marketing, Inc., and Enron Energy Sarvices, Inc. (jointly)

Independent Energy Producers Assodidion

Merill Lynch Capitd Sarvices, Inc.

Modesto Irrigation Didrict

Morgan Sanley Capitd Group Inc.

New Y ork Mercantile Exchange

Northern Cdifornia Power Agency

Pedific Gas and Electric Company

Annade West Companies

Public Utilities Commisson of the Sate of Cdifornia

Rdiant Energy Power Generdtion, Inc., and Rdiant Energy Savices, Inc. (jointly)

Sacramento Municipd Utility Didrict

San Diego Gas & Hectric Company

Southern Cdifornia Edison Company

Southern Energy Cdifornia, L.L.C., Southern Energy Dédta, L.L.C., and Southern
Energy Potrero, L.L.C. (jointly)

Trangmisson Agency of Northern Cdifornia

Western Area Power Adminidration

Western Power Trading Forum

Williams Energy Marketing & Trading Company

| ntervenors and Respondents to Complaint in Docket No. EL 01-1-000
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AESNY, L.LC.

American Public Power Assodiation

Bonneville Power Adminidration

Cdifornia Department of Water Resources

Cdifornia Electriaty Oversght Board

Cdifornialndependent Sysem Operator Corporation

Cdifornia Large Energy Consumers Assodation

CdiforniaManufacturers and Technology Assodiaion

Cdifornia Power Exchange Corporation

Citiesof Anaham, Azusa, Banning, Colton, and Riversde, Cdifornia(jointly)

Cities of Redding, Santa Clara, and Pdo Alto, Cdifornia, and the M-S-R Public Power
Agency (jointly)

City of Sen Diego, Cdifornia

City and County of Sen Francisco, Cdlifornia

Cogeneration Assodiation of Cdiforniaand the Energy Producars and Users
Codition (jointly)

Cora Power, L.L.C.

Duke Energy North America LLC, Duke Energy Trading and Marketing, LLC,
and Duke Energy Merchants, LLC (jointly)

Electric Power Supply Assodidion

Enron Power Marketing, Inc., and Enron Energy Sarvices, Inc. (jointly)

Maerill Lynch Cgpitd Sarvices, Inc.

Modesto Irrigation Didrict

Morgan Stanley Capitd Group Inc.

New Y ork Mercantile Exchange

Northern Cdifornia Power Agency

Pedific Gas and Electric Company

Pinnade West Companies

PPL Montana, LLC, and PPL EnergyPlus, LLC (jaintly)

Public Utilities Commission of the State of Cdliformia

Puget Sound Energy, Inc.

Rdiant Energy Power Generdtion, Inc., and Rdiant Energy Savices, Inc. (jointly)

Sacramento Munidpd Utility Didrict

Southern Cdifornia Edison Company

Southern Energy Cdifornia, L.L.C., Southern Energy Dédta, L.L.C., and Southern
Energy Potrero, L.L.C. (jointly)

Tractebd Power, Inc.

Tranamisson Agency of Northern Cdifornia

Turlodk Irrigation Didrict

Western Area Power Adminidration

Williams Energy Maketing & Trading Compeny
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| ntervenors and Respondents to Complaint in Docket No. EL01-2-000

Bonneville Power Adminidration

Cdifornia Department of Water Resources

Cdifornialndependent System Operator Corporation

Cdifornia Large Energy Consumers Assodiation

CdiforniaManufacturers and Technology Assodiaion

Cdifornia Power Exchange Corporation

Cities of Redding, Santa Clara, and Pdo Alto, Cdifornia, and the M-S-R Public Power
Agency (joindy)

City and County of Sen Francisco, Cdlifornia

Cogeneration Assodation of Cdiforniaand the Energy Producers and Users
Codition (jointly)

Duke Energy North America LLC, Duke Energy Trading and Marketing, LLC,
and Duke Energy Merchants, LLC (jointly)

Dynegy Power Marketing, Inc., El Secunda Power, LLC, Long Beach Generation LLC,
Cabrillo Power | LLC, and Calillo Power 11 LLC (jointly)

Enron Power Marketing, Inc., and Enron Energy Sarvices, Inc. (jointly)

Independent Energy Producers Assodidion

Merill Lynch Capitd Services, Inc.

Modesto Irrigation Didrict

Morgan Sanley Capitd Group Inc.

New Y ork Mercantile Exchange

Northern Cdifornia Power Agency

Pedific Gas and Electric Company

Annade West Companies

PPL Montana, LLC, and PPL EnergyPlus, LLC (jointly)

Public Utilities Commisson of the Sate of Cdlifornia

Rdiant Energy Power Generdtion, Inc., and Rdiant Energy Savices, Inc. (jointly)

Sacramento Munidpd Utility Didrict

Southern Cdifornia Edison Company

Southern Energy Cdifornia, L.L.C., Southern Energy Dédta, L.L.C., and Southern
Energy Potrero, L.L.C. (jointly)

Tractebd Power, Inc.

Tranamisson Agency of Northern Cdifornia

Williams Energy Maketing & Trading Compeny

| ntervenors and Respondents to Complaint in Docket No. EL 01-10-000

Alcoalnc,, Atofina Chemicds Inc., Galdendde Aluminum Company, Kaser Aluminum
& Chemicd Corporaion, Northwest Aluminum Company, and Reynolds Metd
Compeny (jointly)

Avida Corporation and Avida Energy, Inc. (jointly)

Cdifornialndependent Sysem Operator Corporation
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Citiesof Redding, Santa Clara, and Pdo Alto, Cdifornia, and the M-S-R Public Power
Agency (jointly)

Cogeneration Cadition of Washington

CaumbiaFdls Aluminum Compeny

Duke Energy North America LLC, Duke Energy Trading and Marketing, LLC,
and Duke Energy Merchants, LLC (jointly)

Enron Power Marketing, Inc., and Enron Energy Sarvices, Inc. (jointly)

Idaho Power Company

Indugtrid Cusomers of Northwest Utilities

Modesto Irrigation Didrict

PecifiCorp

Pinnade West Companies

Portland Generd Company

PPL Montana, LLC, and PPL EnergyPlus, LLC (jointly)

Sacramento Munidpd Utility Didrict

Southern Cdifornia Edison Company

Transdta Energy Marketing (US) Inc., Transata Centrdia Generating LLC, and AES
Padific, Inc. (jointly)

Trangmisson Agency of Northern Cdifornia
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San Diego Gas & Electric Company,
Complanant,
V.
SHlersof Energy and Andllary Sarvices
Into Markets Operated by the Cdifornia
I ndependent System Operator and the
Cdifornia Power Exchange,
Respondents.

Invedigation of Practices of the Cdifornia

I ndependent System Operator and the
Cdifornia Power Exchange

Public Medting in San Diego, Cdifornia

Rdiant Energy Power Generation, Inc.,
Dynegy Power Marketing, Inc.,,
and Southern Energy Cdifornia, L.L.C.,
Complainants,

V.
Cdifornia Independent Sysem Operetor
Corporation,
Respondent.
CdiforniaBectriaty Oversght Board,
Complanart,

V.
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Into the Energy and Andillary Sarvices Markets
Operated by the Cdifornia Independent System

Operaor and the Cdifornia Power Exchange,
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CdiforniaMunidpd Utilities Assodation,
Complanart,
V.
All Jurisdictiond Sdlersof Energy and Andllary

Savices Into Markets Operated by the Cdifornia

Docket Nos. EL00-95-000
EL00-95-002
EL00-95-003

Docket Nos. EL00-98-000
EL00-98-002
EL00-98-003

Docket No. EL00-107-000

Docket No. EL00-97-000
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I ndependent System Operator and the
Cdifornia Power Exchange,

Respondents.

Cdiforniansfor Renewable Energy, Inc. (CARE),
Complanant,
V.

Independent Energy Producers, Inc., and All Docket No. EL01-2-000
SHlesof Energy and Andllary SarvicesInto
Markets Operated by the Cdifornia Independent
Sysem Operator and the Cdifornia Power
Exchange All Scheduling Coordinators Acting
on Behdf of the Above Sdlers Cdifornia
I ndependent System Operator Corporation; and
Cdifornia Power Exchange Corporation,

Respondents

Puget Sound Energy, Inc.,
Complanant,
V.
All Juridictiond Sdlersof Energy andlor Capacity Docket No. EL01-10-000
a Wholesde Into Electric Energy and/or Cgpecity
Marketsin the Padific Northwest, Induding
Parties to the Western Systers Power Pool
Agresment,
Respondents

(Issued December 15, 2000)

MASSEY, Commissoner, concurring:

Itisno secret that | have been deeply concerned about the gpocaypse occurring in Cdifornia
power markets. Prices have not been just and reasonable, and market power has been exercised.
Today's order re-emphasizesthese criticd findings. Asaresult, the trandfer of wedth from purchesars
of power to Hlers has been absolutdy Saggering and completdly defiesthe publicinterest. No
legitimate public purpose has been furthered by this regrettable spectade. The States two largest
utilities are virtualy bankrupt because the billions in wholesdle power purchase codts vadly exceed the
amountsthey have been



dlowed by gate palicy to recover from ther cusomers: Thisis, of course, amixed blessing - it
bankrupts the utilities yet in the short term protects the bulk of the State's consumers from these
agronomicd prices. Yet it isnot sustainable long term, and it serves no legitimate palicy interest to
bankrupt the utilities. 1t ssemsrather dear to me that some day soon afederd court, if asked, will
dedare thet the utilities are entitled as amétter of federd preemption to recover these high wholesdle
cogts from ther cusomers. That'sthe way | read gpplicable precedent such as Nantahda,
Narragansett, and Missssippi Power & Light.! And once these costs are passed through, of course
the entire date, not just San Diego, will bein a perfectly legitimate and undersandeble uproar.

Meanwhile, virtudly no new generation has been inddled in Cdiforniain over ten years
dthough subgtantid new generation isin the process of being Sted by Cdiforniaoffidds. In addition,
subgantid transmisson additions are necessary to diminate bottlenecks that prohibit chegper power
from reaching consumers. These are problemsthet Cdiforniaofficids must work to resolve, and |
encourage them to do so.

Inthis context, thereisalot to likein thisorder. It isavery worthy effort to ded with the
market mdtdown in Cdifornia 1t foroefully dedswith anumber of ariticd issues | Srongly support
the fundamentd thrugt of this order to move the bulk of the market aggressvely toward forward
contracts and away from an over rdiance on the volatile and exorbitantly priced oot markets operated
by the 1ISO and PX. If our order can achievethisgod, it will go along way toward ensuring just and
reesonable pricesin Cdifornia The over reliance on the spot markets afeature built in to the
Cdiforniamarket design, isaglaring flaw that must be corrected, and this order takes bold gepsto do
0.

| heartily endorse this order's dimination of the exigting requirement that the Cdlifornia utilities
sl dl of thar generation, and purchese dl of thar power needs, through and 13O and PX markets.
This so-cdled buy/sdl requirement, again afundamentd feeture of the Cdiforniamarket, isforang the
utilities to the volatile gpot markets The utilities should have the flexibility to sdl their subgtantia
portfolio of generation assats and contracts directly to ther end use customers such as homeowners,
hogpitds and smdl businesses, thereby bypassing the wholesde market entirdy with
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these 25,000 MW of asssts. Asour order points out, thisis roughly 60% of the market a peek, and is
probably 90% of the market off pesk. Under today's order, the Cdifornia

Commission may require the utilities to offer these 25,000 MW a regulated cost of sarvice rates.
Inexplicably, the Cdifornia Commisson objectsto this provison, yet consumers who have been

!Nentahala Power and Light Co. v. Federal Power Commission, 384 F.2d 200 (4th Cir.
1967), cert. denied, 390 U.S. 945 (1968); Narragansett Electric Co. v. Burke, 119 R.l. 559, 381
A.2d 1358 (1977), cert. denied 435 U.S. 972 (1978).Missssppi Power & Light Co. v. Missssppi ex
rel. Moore, 487 U.S. 354 (1988).



concarned about over reliance on FERC regulated wholesdle markets should know thet today's order
"defederdizes’ no less than 60% of the Cdiforniamarket on pesk days. In other words, hed today's
order been in effect over the pagt summer, fully 60% of generation supply on the hottest day could have
been sold a prices cgpped by the CdiforniaCommission at regulated cost of servicerates Thisisa
huge pro-consumer change that the Cdifornia Commisson must embrace

The SO mug have an independent board of directors, dthough as our order recognizes the
Sae of Cdiforniahas alegitimate interest in ensuring thet board members, though independent, are
gopropriately cognizant of Sate concernsin addition to regiond concarns. Our order offers to work
with the State, though gppropriate technical conferences devoted to thisissue, to ensure that the
independent board selection processis sructured reesonably with these concernsin mind.

| am pleasad thet our order sends an unmigtakable Sgnd thet subgtantia additiond merket
desgn changeswill be required long term. Early next year our saff will hogt atechnicd conference
devoted to revamping the market rules that define the manner in which the 1SO operatesred time
mearkets and prices congestion. Our order goecifiesthat thistechnica conference will focus on moving
the 1SO toward locationd margind pricing, security congtrained unit commitment dispetch, an indalled
cgpacity market, resarve reguirements, and demand Sde response programs. My own view isthet the
Cdifornial SO's market rules should look more like thase of PIM. PIM, formerly atight power poal,
isin my judgment the mogt efficent power market in the country, and the Cdiforniamarket should
emulate the PIM market design to the extent feesble. Although | would have used stronger languagein
the order to achieve thisreault, | am satisfied that our order takes large Sepsin this direction and sends
grong signds about the virtue of anew market design based upon LIMP for congestion management
and sacurity condrained economic digpatch.

As| have mentioned, | agree with the reaffirmation of our earlier condusonsthat prices are not
just and reasonable and market power has been exercised. These are important condusions.

There are anumber of areas, however, where | disagree with our order. | would have handled
thee isues differently. | disagree with the order's language thet there isinaufficent evidence on the
record before usto find gpedific indances of the exercise of

5

market power. At thistime our $&f isin fact in the process of investigating dlegations of market power
abuses by suppliers so thisconduson isa best premature. | have been presented no andlysis by our
geff that would dlow me to condude that specific exercises of market power have not occurred, and in
fact aninvedtigaion isunderway. To the extent that our order impliesthe contrary, | dissgree.

| am not at al enamored with the so-called $150.00 bresk point. | have deep reservetions
about whether it will serve aussful purpose and in fact mitigate high prices. | hope thet it does, but |
doubt it. 1 would have strongly preferred the impogition of ahard price cap for the spot markets
(exempting new generation), caculated on agenerator-by-generator bad's a each generaor'svariable
operating codts plus a reasonable capacity adder perhapsin the range of $25.00. Thiswould vary over



time and would dlow each generator to recover itsfud, emisson permit and O&M codts, plusa
reesoneble adder. | cometo this condusion rductantly, but it istime to aunch the hemorrheging in the
volaile gpot markets.

| disagree with the order's assartion thet afive year forward contract at a price of roughly
$74.00 per MWhiislikdly to be jugt and reasonable. The $74.00 figureisintended to be a benchmark
price, but to meit would be amuch more gppropriate figure for a contract of two year's duraion rether
than afive year contract. | am pleasad, however, that the order & least dedaresthat thisisnot aprice
floor and that lower price may be judtified by the facts of aparticular dedl.

Inthis order | would have preferred to open a section 206 investigation into wholesde pricesin
the entire western interconnection. We have anumber of requests before usto do this, based upon the
theory which | support thet the entire western interconnection is one big machine that ought to be dedlt
withasawhoe A number of public officdds from the Padific Northwest in particular are very
concerned about both the volatility and leve of wholesde prices. | share those concerns, and would
have opened aformd investigation in thisorder. | amtold by our legd counsd thet such aformd
investigation is probably a necessary precursor for any type of region-wide price rdidf.

| am concerned that pricesin Cdiforniawere not just and reasonable before October 2 of this
yedr, yet our section 206 authority may prohibit retroactive refunds. Our November 1 order suggested
thet the parties explore equitable rdief, and | would have srongly preferred to usethisorder to st a
date for a sattlement conference to before one of our adminidraive law judges amed a exploring
equitable rdief for Cdifornians. Thisis an important issue that should not be ignored or Smply placed
on the back burner by this agency.
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Fndly, I would have usad this order to act on PG& E's request for a separate settlement
conference to hdp negatiate forward contracts that would be acceptable to the sdllers, purchasing
utilities and Cdlifornia Commisson. | srongly support such aconference, and recommend that adate
be st before one our ALJs as soon as possible. We should vigoroudy pursue this settlement option
thet will fadlitaete forward contracting in Cdifornia

Therefore, | concur with today's order.

William L. Maszy
Commissoner






UNITED STATES OF AMERICA
FEDERAL ENERGY REGULATORY COMMISSON

San Diego Gas & Hectric Company
V. Docket Nos. EL00-95-000, ¢t d.

Slersof Energy and Andllary SavicesInto
Markets Operated by the Cdifornia Independent
Sysem Operator and the Cdifornia Power

Exchange

Invedigation of Practices of the Cdifornia
Independent System Operator and the Docket Nos. EL00-98-000, et d.
Cdifornia Power Exchange, ¢t dl.

(Issued December 13, 2000)

HEBERT, Commissioner, concurring:

Few can doulbt that Cdlifornig, truly, isin the throes of an energy emergency. ThelSO
sruggles daily to procure enough power in the oot market to keep the lights on. Load serving utilities
unable to passhillions of dollars of purchasad power cods dong to customers, sudtan cutsin their
credit retings and thregts to their solvency. Wholesde and retall customers experience, or soon
threaten to experience, dharp increasesin ther dectridity bills (Thisison top of sharp projected
increases in naturd ges pricesthiswinter.)

Enter the FERC. Cdiforniadectricity cusomers—who now know much more about energy
supply and regulation than they should be forced to — hope that the Commission will impose redraints
on the market for dectridity that will ensure thet thair billswill, hopefully soon, go down. Cdifornia
dectricity suppliers—who areincreasingly wary of entering uncertain Cdiforniamarkets — hope thet the
Commisson will dlow marketsto operate as competitive markets are supposed to. And Cdifornia
regulators and paliticians —who now may wish thet they hed never pioneered dectridity restructuring —
turn to the Commisson to reform markets that operate in a hdf-regulated, haf-competitive hybrid
environmean.



Today the Commisson issuesitsfind order on reforming Cdiforniadectricity markets
Today's order contains just enough to ensure thet everyone who has turned to the Commission for relief
will return disgppointed in some respect. Undoubtedly, the Commission will be portrayed asthe Grinch
Who Threatensto Sted Chrigmas.

To befrank, | too am alittle disgppointed by today's order. 1t Sops short of ordering those
remedies thet are truly necessary to promote a competitive dectricity market thet will, if given achance,
operae to the benefit of al consumers. | view today's order as amissed opportunity. Current
emergency drcumgances should embolden federd and state regulators — not intimidate them —to teke
decigve ation. Timidity isno longer excussble. Cdliforniaratepayerswill benefit from the restructuring
of the Cdiforniaenergy market only when the market is alowed to operate without artificd resraints
designed by regulators and paliticians who bdieve thet they know best how to sarve energy cusomers
The Commisson neads to act now to ensure thet energy suppliers have an incentive to enter capacity-
darved Cdiforniamarkets, that locd load-sarving utilities have strong reeson to hedge againgt price
risk, that entrepreneurs have amativation to develop new products and technologies, and thet
consumers share amativation to consarve,

| gated much these same concarnsin my concurring Satement atached to the Commisson's
November 1 proposed order in this proceeding. At that time, | explained thet, if it were up to me, the
Commisson's order would be much, much different. | would have adopted some of the remedid
meesures that the Commisson dedined to adopt. And | would have refrained from adopting some of
the remedid measures thet the Commission did adopt.

To summarize brigfly, | would have adopted the following remedid mesaures (1) diminaedl
price contrals; (2) abolish the single price auction for bidsinto the ISO and PX; (3) terminate the
mandatory buy-sdl requirement in the PX; and (4) direct the 1SO and PX to address remaning
impedimentsin thar January, 2001 regiond tranamisson organization (RTO) filing. | would not have
adopted the following remedid messures: (1) modify the Sngle price auction; (2) disband gakeholders
boards of the ISO and PX a thistime; and (3) dictate to market participants how best to manage risk.
FHndly, | dated that the Commisson should have been more forthright and candid inits discusson of
potentid refunds. In particular, | expressed concern that the Soecter of potentid refunds for pricesthat
dready have been adjudged to be just and reasonable, within the meaning of the Federal Power Adt,
will only exacerbate supply defidendesin Cdiforniaby accderating the exodus of power outside
Cdifornia
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One and one-haf months— long enough for a Presdentid dection and afive-wesk recount —
have now passad. | il have many of the same concamnsthet | identified in my November 1
concurrence. For thisreason, | continue to concur separatdy from today's order.



Neverthdess | am pleased by the direction of the Commission. Today's order is not optimal
from my perspective or, | suppose, from the pergpective of any other Commissoner. But it represents
abdanced, congderate goproach that has won the gpprova of dl four Members of the Commission. |
thank the Charman of this Commisson for crafting a document that we can now agreewill hdp to
move Cdiforniamarketsin adirection thet will begin to ddiver on the promise of restructuring thet was
mede to Cdifornia cusomers severd years ago.

In particular, | am pleasad with the tone of today's order. It sates unequivocaly thet the
Commisson is committed to moving forward, not backwerd. It recognizes candidly thet Cdifornia
energy cusomers have been suffering in recent months. 1t aso recognizes that the solution to this
suffering isto promote the evolution of truly competitive markets Key to this competitive evolution, the
order explains, istheintroduction of dectricity supply into Cdifornia For example, the Commisson
today datesthat "[w]e cannot afford to Symie entry and we therefore chose to e on the Sde of rdying
on the market to set the scarcity price subject to our monitoring rether then depressing pricesand
running the risk that much nesded supply goes dsewhere” The Commisson aso datesthet "[t]he one
thing thet Cdifornianesds mogt is new supply and areturn to traditiona cogt of service ratemaking will
not encourage supply to enter the Cdiforniamearket.” Other passages Smilaly emphesizethe
Commisson's commitment to promating supply.

| il oppose the $150 "breskpoint” proposad in November and raified in today's order. | il
bdlieve -- epecidly 0 after reviewing the comments on this point -- thet the bregkpoint will operate as
aoft cgp thet will diflethe entry of generation into Cdiforniamarkels  Thisis predsdy what Cdifornia
doesnot need. Asthe Commission gatesin one short sentence, with remarkable darity and
condsnesstha isrardy found in Commisson orders "Price capswill difle needed entry.” If the
Commission weretrueto itswords, it would take the initiative now to diminete the breskpoint and any
other measure, whether hard, soft, or in-between, that threstens to inhibit generation entry and the
precarious rdidhility of the Cdiforniagrid.

If the Commission must ingst on abreskpaint, | would (initidly) set it a the exiging $250MWh
figure. Any hestation on this point should be diminated by the action the Commisson took judt last
week. In responseto an emergency pleafrom the
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1SO, the Commission acogpted atariff amendment that replaced the exigting $250 hard cgp with a
$250 0oft cap, modded after the Commisson's propasad bregkpoint. 1n gpproving thisrevison, the
Commission adopted the | SO's explanation thet a higher, softer capis necessary: (1) to dlow
generators to recover their operating cods, (2) to better enable the | SO to procure desperately needed
generation resources, and (3) to maintain the relighbility of the tranamisson sysem. Today's order
meakes no effort to reconcile the two orders.

| dso would ings on some type of escalator providon if | were convinced the breskpoint
would remain in effect for an extended period of time. In my concurrence from the November 1
proposad order, | explained my preference for the breskpoint figure to escaate upward by spedific



amounts (say, $250 or $500 amounts) a specific intervas (say, every sx months). In this manner,
Cdiforniamarket participants and inditutions, in conjunction with Cdiforniaregulators and legidators
would have the incentive to repond immediatdy to the market design flaws identified by the
Commisson. Tedimony from consumer groups a our public conferencein this proceeding, hed on
November 9, 2000, in Washington, D.C., supported such an gpproach.

However, | no longer have any reason to indst on such an escdaor. Today's order isdear
that the $150 soft cap will remain in effect for only four months: Spedifically, the order explainsthet the
bregkpoint will ceese & the end of April. At thet time, the Commisson'sinterim monitoring of
breskpaint information will be replaced by a comprenengve monitoring and mitigation program
developed by market participants, working with the asssance of Commission g&ff. | gopreciaethe
effort of the Commission today to promote cooperative, market-determined solutions— rather than
advance unilaterd governmenta solutions—to identified market problems.

Moreover, | gppreciate the resolve of the Commission to resst the entreaties of commentators
who wanted to lower the cgp, harden it, regiondizeit, index it, load-differentiateiit, or tieit to cost.
These are difficult decisonsfor the Commission. Emoations run high on thistopic, and pressure is
intense. Today, the Commisson sands united that competitive energy markets remain the god and thet
competitive markets require Smplicity and trangparency —not additional government-imposed
obdades Thefact thet the cap goes away in four monthstdlsthe paliticansin Cdiforniato remove
impediments to supply immediady. If such impediments are not removed, the people of Cdifornia
should know precisdy where to place the blame.

| gpplaud ancther fegture of today's order. | worried in my November concurrence thet the
specter of after-the-fact price correction would scare energy suppliersout of
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Cdiforniamarkets. Mog of dl, market participants want consstency and certainty. Thetype of capitd
investment that Cdifornia needs requires a degree of assuredness thet the Commission, to date, has
been rluctant to offer. The hard-working people of Cdifornia desarve that assurance in order to have
reasonably priced dectricity thet never must be turned off because of shortages

| am pleased to Sate that the Commission now recognizes the need for grester cartainty in
dectricity pridng.  Spedificdly, the Commisson now intendsto doseitsreview of bidsinto the ISO
red-time market after 60 days If generation sdllers have nat received natification from the Commisson
within 60 days, refund lighility will autometicaly end. Inasmilar light, today's order dso explains thet
dl bids-- even those in excess of $150 -- will not later be reduced if they Smply reflect the higher cost
of generaion inputs and the true cost of scardty. These limitations -- reserving "price mitigation” for
red exercises of market power rather than focusing on price leve itsdf -- represent an impressive
contribution to the Commisson's basket of remedia messures



| am dso pleasad thet the Commission has carved out ardlefor the Sate of Cdiforniain
secting the new Governing Board for the 1SO. In my November 1 concurrence, | stated concern thet
the Commisson nesdlesdy was provoking a condiitutiond show-down by deciding for itsdf how best
to recondtitute the Sakeholder board of the ISO —without seeming regard for the legidative design of
that board. | have no particular fondness for the sakeholder board, which has demondrated itsdf to
be incgpable of prompt and truly independent decisortmaking. But | had even less fondnessfor the
Commisson'sdedson to dictaelittle, if any, rolefor date officids and interested market participantsin
the sHection of anew Board.

Today' s order rectifies this problem. Spedificaly, it establishes procedures to discuss with Sate
representatives the gppropriate role for the State of Cdiforniain the sdection of the new Board.
Moreover, today’ s order corrects aglaring omisson from the November 1 order, by recognizing thet
the upcoming RTO filing by the 10O is the gppropricte vehide for assuring the independence of the
Governing Board. In this manner, today’ s order gopropriaidy places the Commisson primarily ina
reviewing rale, rather than adrefting role, in the sdlection of anew Board.

There are, of course, many other provisonsin today’ s order thet are worthy of commentt.
Merafully, | will refran from additiond comment on dl of the remaining provisonssave one. That
provison isthe Commisson’s decison today to establish abenchmark price for wholesde bilaterd
contracts.
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| agree wholeheartedly with my colleegues that the Commisson must act to move load from
volatile gpot markets run by the 1ISO and PX to long-term forward markets. Astoday’s order explains,
energy uppliers and cusomers can best insulate themsdlves from price ingghility, and thus hedge
agang risk, by executing long-term bilaterd contracts outsde the 1ISO and PX. Thet iswhy | favor the
Commisson'sdedgonsto: (1) diminate the obligation of investor-owned utilitiesto sdl dl of thar
generation into, and buy dl of their generation from, the PX; and (2) terminate the PX’ swholesderae
schedules.

| nevertheless have resarvations about the Commission's deciSon to go one step farther and to
establish abenchmark for long-term wholesde contracts. | have trouble understanding what purpose
the benchmark will srvein practice. The Commission has no reason to presume the reasonableness of
long-term prices a or beow the benchmark. Thisis because dl long-term sdes by public utility
suppliers must be made under market-based sdles tariffs that dready have been goproved by the
Commisson. Thus dl long-term sdes, whether priced a afigure bdow, &, or even abovethe
benchmeark dreedy have been adjudged to be reasonable. Moreover, the $74 benchmark figureis
doseto ahitrary; it isbased on hisorica numbers and may havelittle actud rdevance to market
conditions now and in the future



However, | do undersand what the Commission istrying to accomplish. In esablishing a
benchmark, it is atempting to mativate the Cdifornia Commisson to adopt its own benchmark and ssfe
harbor for generation purchases by Cdiforniautilities Astoday’s order, aswel as recent heedlines,
meke dear, Cdiforniahas & its digposal right now asolution to much, if not dll, of its supply woes
Wholesdle suppliers and cusomers dike want to lock in sable, multi-year pricesfor dectricity. They
are reedy to execute contracts. What is holding them beck is the historic eegermness of the Cdifornia
Commission to second guess long-term purchase decisons and to determine, on the badis of currently
prevailing prices, whether past purchesing decisons were prudert.

| hope that the Cdifornia Commission follows our suggestions on necessaty market reforms. It
istha Commisson —not the FERC — that now holds the ultimate power to end the dectricity crissthat
now looms over Cdifornia Cdifornid s concarn for priceis underdandable. 1t judtifiably might think
that Cdifornia utilities might cut better, lower-priced dedsin later months or years However, @ this
criticd juncture, Cdifornia s prindple concern must now be supply.  The State must now take
immediate action to free up supply for Cdifornia customers by informing willing sdlers and buyers—
right now — that long-term sdes at reasonable, historicaly-judtified prices are acogpteble (if not
preferable). Thisisthe only red way to mitigate expasure to high, valatile pricesin the gpot market.
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It degply bothers me when | see pictures of the Cdifornia State Chrigmeas tree ganding
unilluminated a night. My bother turnsto great sadness when Cdifornia cusomers confront bills they
cannot afford and mugt mieke grievous choices afecting thair lives and businesses: The FERC has now
donewhat it mugt. | hope the CPUC and the State of Cdiforniaact in kind aswell.

In the spirit of this holiday season, FERC puts its hands out to the greet people of Cdifornia
and, | hope and pray, the leeders of thet great date will ddiver the goods. It isagift Cdifornians
desarve,

For dl of these reasons, | respectfully concur.

Curt L. Hébert, J.
Commissoner



