UNITED STATES OF AMERICA
FEDERAL ENERGY REGULATORY COMMISSION

Before Commissioners: Joseph T. Kelliher, Chairman;
Suedeen G. Kelly, Marc Spitzer,
Philip D. Moeller, and Jon Wellinghoff.

California Independent System Operator Docket Nos. ER06-615-001
Corporation ER06-615-002
ER02-1656-027
ER02-1656-029
ER02-1656-031

ORDER GRANTING IN PART AND DENYING IN PART REQUESTS FOR
CLARIFICATION AND REHEARING

(Issued April 20, 2007)

1. In this order, the Commission responds to requests for clarification and/or
rehearing of an order the Commission issued on September 21, 2006,* conditionally
accepting for filing, subject to further modification, the tariff the California Independent
System Operator Corporation (CAISO) filed to implement its Market Redesign and
Technology Upgrade proposal (MRTU Tariff). Here, the Commission grants in part and
denies in part requests for clarification and/or rehearing of the Commission’s September
2006 Order.

2. As the Commission stated in the September 2006 Order, our goal throughout the
numerous proceedings that culminated in the MRTU proposal has been to avoid a repeat
of the California energy crisis of 2000-2001. We continue to believe that MRTU should
achieve that goal by, among other things, ensuring sufficient resources, fixing flawed
market rules, increasing price transparency, improving transmission congestion
management, enhancing market power mitigation and streamlining the CAISO’s daily
operations. We have considered carefully and addressed the issues raised and, while we
continue to find MRTU to be just and reasonable, we find that several suggested changes
will further improve MRTU. Accordingly we have directed those changes herein.

3. We continue to be sensitive to the “seams” concerns raised by parties outside of
the CAISO-controlled grid. Indeed, we held a technical conference last December in

! Cal. Indep. Sys. Operator Corp., 116 FERC { 61,274 (2006) (September 2006
Order).
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Phoenix, Arizona to solicit input on this issue. We found the many pre- and post-
technical conference comments filed in conjunction with the technical conference were
informative and helpful. At the two-day conference, we discussed western concerns, and
attempted to assist the CAISO and market participants outside the CAISO Control Area
to identify all seams issues that require resolution prior to the implementation of MRTU.
Participants were directed to identify particular seams issues and their nexus to the
MRTU proposal. While the conference participants identified several pre-existing seams
issues in the West, the participants generally agreed there were no new seams issues
created by the MRTU proposal that necessitated a delay in its implementation in 2008.
This is not to say that the commenters raised no seams issues, they did in both pre-and
post conference comments. In this order, we address the concerns in detail. We find that
it is imperative that the CAISO and neighboring control areas continue to work
collaboratively to mitigate or resolve the pre-existing seams issues. We believe this
structured approach is necessary to bring stakeholders to the table and their issues to
closure. Resolving these issues will serve to ensure greater service reliability across the
Western Interconnect at the lowest reasonable rates for customers.

Table of Contents
I.  Adoption of an LMP-Based Market...........cccccvvieiiiiii i, 9
AL LIMP ettt e et re s 9
B.  Marginal LOSSES. .....ciuiiuiiiiiiiiie sttt nre e nre e 11
1. IMAIKET STIUCTUIE ....oveeceie ettt e nre e 24
A, Day-Ahead Market ..........ccooiiiiiiiecic e 24
1. Curtailment Priority for Balanced Self-Schedules ............c.ccocevveiiiiieiicieenen, 24
B. Residual Unit COMMItMENt PrOCESS.......ccviiuiiriiiieiieeie e 25
1. Capacity Eligible for RUC PartiCipation ...........cccccevvevieiieneeiie e 25
2. Allocation 0f RUC Bid COSES .....cueuiiieiiiiisieeienie st sree e sneas 27
3. RUC COMPENSALION ...ttt nbe e 29
4. Reliability Must Run (RMR) Capacity under RUC ........ccccooeiiniiiiiiiiccee 31
5. Other RUC ISSUES ......oouieiiiiiiieiesie ettt sttt ettt sbe e eneas 32
C. Hour-Ahead Scheduling Process and Real-Time Market .............ccccocoveviveineenen. 33
1. Discrimination Against In-State Generators...........ccccovervriereniinieneseee e 33
2. Non-Market Power Acquisition Information POStING ..........ccccevvveveeiieieciieennn, 34
3. Exceptional Dispatch Setting the LMP Clearing Price .........ccccoovevveiieiveninenne. 35
4. Exceptional Dispatch Cost Allocation t0 MSSS.........ccviiiniininniee e 36
5. Self-Scheduling OF EXPOITS.......cooiiiiiiiiiieiec e 36
D.  ANCIHIAIY SEIVICES......eiiieiiiiitie ettt e e sreesreesree e 37
1. Ancillary Services SUDSEITULION .........cccooviiiriiiiieiecce e 37
2. Ancillary Services Cost AHIOCALION .........cccoiiiiiiiiieiee e 38
3. Contingency ONlY RESEIVES ......cccuciieiieiie et 39
4. Ancillary Services Regional Constraints............cccevveveeieeieeie e 41
5. Self-Provision of Ancillary Services: Western’s Boulder Canyon  Project...42



Docket No. ER06-615-001 et al. 3
E.  Convergence Bidding .......ccooiiiiiiiiiiie e 43
F. Inter-Scheduling Coordinator TradesS.........cccoeiirierierieiierie e 48

1. Inter-SC Trades at INTEITIES........coviiiieieiieie e 48
G. Concerns Raised by Commenters 0n Seams ISSUES .........ccccvevrvereereeieeseesieennns 50
1. Requests Tor RENEAING .......cooiiiiiiiie e e 54
a. Burden of Proof and Evidence of SEams ISSUES ..........ccvuvviviieiiiiee i 54
b. Requests for Impact Studies, Evidentiary Hearing and Conditional Acceptance of
IMIRTU ettt bt e bb e e ebe e e n b e e s beeennnees 62
C.  Treatment Of EXPOITS ...ccoiiiiiiie et 64
d.  Oversight of Inter-Control Area Operations...........cceceieereereesieerieerieseeseeree e 65
2. Technical Conference and Post-Technical Conference Comments............ 66

a. Issues Commenters Identified as Requiring Resolution Prior to MRTU
IMPIEMENTALION ... et e e e ae e areas 66
b. Issues Commenters Identified as Not Tied to Start-Up .........ccceoeveiiicninnnnenen. 95
C.  Process for Moving FOrWard ...........cccccveueiieiicieiic e 101
. OLNEr PrOCESS ISSUES .....c.eeiiieiiesieiriesieeiesreestee e ee st e st seeste e sreeneesneenneeneas 108
H. Cost Recovery and AOCatioN ISSUES.........ccciveiieiieiiesee e 110
1. Metering, Measured Demand, and Unaccounted for Energy ..........ccccecoveruenee. 110
2. Cost Allocation for Unaccounted-FOr ENErgy ........cccocevvveeienenienenesieienen 114
3. Two-Tier Real-Time Bid Cost Recovery Allocations...........ccccevveveerieenieennnnn, 115

TIL SUPPIY ISSUBS ...ttt sttt e te e te e te e nneenne s 116
A. Uninstructed Deviation Penalties ..........cccooiiiiiiiiiiiiieeeeeece e 116

V. DEMANA ISSUES........oitiiiiiiiitieiie ettt sttt r e ne e 117
A, LAP L0ad SEIEMENT .....eoiiiicieieceeee e 117
B.  Metered SUD-SYSIEIMS ........ooiiiiiiicie e 123

1. Load-FOloWIiNg MSS ..o e 124
2. IMISS LAP ... 127
C. Demand Response and Participating Load............cccccceevveivieniieiiieiie e 128

V. TransmisSioN RIGNTS ......ooiiiiiiieiiei e 129

A GRS ettt e b 129
I = (= ¢ - LI I T Lo RSP 131
2. Through-and-Out TranSaCtIONS...........ceiuiiiirieiie e 134
3. INEErTIE CAPACILY ...cuvieiieieie ittt 142
4. Incomplete Proposal........cccciveiiiiieiiieiie s 144
5. State Water PrOJECT ........ciieiie ettt 146
B.  CAISO Lo aes 147
7. MISCEIlANEOUS ISSUES .......oivieiiiiieiieie e 149

B. Long-term Firm Transmission RIGNTS .........ccccceiieiiiiieiie e 152

C. ETCSITORS .ttt sttt ettt sne e s 157
1. SChEAUIING ISSUBS......cuiiiiiieii e 158
2. External vs. Internal Scheduling POINtS..........ccoovviiiii i 161
3. Settlement Issues: Perfect HEdge.......ccoevveiieie i 164
4. Balanced Schedule Requirement For Converted Rights .........cccoovviiiiiinnnns 166
5. Nodal Settlement for ETCS.......cooiiiiiiiieieiee e 167



Docket No. ER06-615-001 et al. 4

6.  Other ISSUES RAISEU. .......ccviiiiiiiiiieiiee et sree e 169
7. System Emergency Exceptions — Section 16.5.1 .......ccccovvvviiininieniniienienen, 174
8. ETCs and ANCIllary SErVICES.........cccceiiiiiieiicii e 178
9. Treatment of SMall LOAAS ......ccooveiiiiiiiee e 179
10.  Impact of TOR Provisions on New Transmission Investment.................... 182
11.  Capacity Set-Aside TOr TORS ....c.ccoiiiiiie e 183
12.  Use of Unscheduled TOR Capacity .........cccccvvveieeiieeieeiee e 184
13.  Legality Of TOR PrOVISIONS .....cccciiiiiiiiiiiiiiie e 185
VI.  Market Power Mitigation and Resource AdeqUACY ..........ccceererereereerenieerienienn 187
A.  Market POWEr MiItIgation ..........ccceiiiiiiiie i 187
1. Local Market Power Mitigation...........cccccooveiiiiiiieiie i 189
2. Competitive Path Assessment: Use of Bid-in Demand in Pre-IFM Runs....... 192
3. Default Energy Bid OPLiONS ........ccciieiiiiieiieieese e ese et sie e 193
Yo7 V(o] 1 VA o 1 Tod ] T SRS 201
B.  RESOUICE AUEQUACY ....cveeivieiieeiiieiiie sttt sreenreas 205
1. AULNOTILY 10 APPIOVE. .....iiiiiiieieee sttt 205
P AN o] o] [ Tox: o] 1 11 Y2 USSP 223
3. Criteria Used to Determine Local Capacity Area Resource Requirements ..226
4. Local Capacity Area Resource Requirements for MSSs..........cccociviniiinncninns 227
5. Cost Allocation of Local Capacity Backstop Procurement............c.cccceeveenene. 229
6. Determination of Net Qualifying Capacity ........cccccceveiieiiesie s 231
7. Allocation of Import CapPaCILY ........ceiveiiieiiiiieiie e 232
8. Local Capacity Credit fOr ETCS ......ccccviiiiiieie e 234
9. Availability Requirements for Local Capacity Area ReSOUrCes.............cc.v..... 236
10.  Availability Requirements for EXPOItS ........cccccovveveeveeiieeie e 238
11.  Awvailability Requirements for Use-Limited RESOUICES..........cccevervevereene. 240
12.  Availability Requirements for System ReSOUICES .........cccccvevvevverieerieerieene. 243
13. Information Requirements for Coincident Peak Demand.............c.ccccccvvnee. 244
VI Other Tariff ISSUES .....ccviiiiiii et 245
A. Miscellaneous Protests Regarding Tariff Language ..........ccccocevevieiiiieienennnen, 245
1. Scheduling of TransmMIiSSION OQULAGES .......ceevvriieiiriieiie e see e e e e 245
2. Maintenance Outage COMPENSALION .......c.ecviiuirieiieiie e 248
K O 1 =T g TN TSRS 248
B. BuUSINESS Practice ManUAIS ...........cooeiiiiiiiii e 250
VIIl. MRTU Implementation Schedule, Readiness and Post-Implementation Review
253
1. Implementation SChedUle ..........ccooiiiiii s 254
2. Disbursement of Technical Information and Development of Market
PartiCipant SOTEWAIE .......cooviiiiice e 258
3. Additional Section 205 Filings and Release 2..........ccccoovievnininnciicienee, 259

4. Readiness and Post-Implementation REVIEW ...........cccccvevivevieiieiiene e 262



Docket No. ER06-615-001 et al. 5

Background

4. On February 9, 2006, the CAISO filed its MRTU Tariff for Commission approval,
requesting an effective date of November 1, 2007.2 Significant components of the
MRTU Tariff include: a day-ahead market for trading and scheduling energy; a more
effective congestion management system; improved market power mitigation measures;
system improvements to increase operational efficiency and enhance reliability; a more
transparent pricing system; the opportunity for demand resources to participate in the
CAISO markets under comparable requirements as supply; and, lastly, a process that
respects the resource adequacy® (RA or resource adequacy) requirements established by
the states or Local Regulatory Authorities, with provisions to allow the CAISO to procure
additional capacity to meet forecasted needs. On September 21, 2006, the Commission
issued an order that conditionally accepted the MRTU Tariff. The Commission also
ordered significant changes to be made to various aspects of the MRTU Tariff.

5. As the Commission noted in the September 2006 Order, by ensuring resource
adequacy, fixing flawed market rules, bringing greater transparency to prices, improving
congestion management,* enhancing market power mitigation and streamlining the
CAISOQO’s daily operations, MRTU is expected to help prevent another California
electricity crisis.

Procedural Matters

6. The parties shown in Appendix A° to this order filed timely requests for rehearing,
or requests for clarification and rehearing in response to the September 2006 Order. On

2 We note that the CAISO recently filed a status report stating that the MRTU
Tariff implementation date will be moved to January 31, 2008. See CAISO Jan. 2007
Status Report, Docket No. ER06-615-000, at 2 (filed Dec. 21, 2006) (CAISO Jan. 2007
Status Report).

¥ Resource adequacy is the availability of an adequate supply of generation,
transmission and demand responsive resources to support safe and reliable operation of
the transmission grid.

* The term “congestion management” refers to a process that properly recognizes
the physical limitations of the existing transmission grid and, based on those limitations,
adjusts the production of various generation and demand resources so as to avoid
exceeding those physical limitations.

> Appendix C also sets out the abbreviations used in this order to refer to parties to
this proceeding. Appendix D sets outs the acronyms that the Commission uses in this
order.
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November 7, 2006, CAISO filed an Answer to the Requests for Clarification and
Rehearing of the September 2006 Order, and on November 13, 2006, Western Area
Power Administration (Western) filed an Answer to the CAISO’s Answer. Rule
713(d)(1) of the Commission’s Rules of Practice and Procedure, 18 C.F.R.

8 385.713(d)(1) (2006), prohibits an answer to a request for rehearing. Therefore, we
will not accept the answers of the CAISO and Western.

7. The entities shown in Appendix B to this order filed comments regarding seams
issues following the Commission’s December 14-15, 2006 technical conference. On
January 31, 2007, the CAISO filed an answer.

8. On November 16, 2006, Xcel Energy Services, Inc. (Xcel)® filed a motion to
intervene out-of-time. On January 19, 2007, Midwest Independent System Operator
Corporation (Midwest 1SO) filed a motion to intervene out-of-time. Pursuant to Rule 214
of the Commission’s Rules of Practice and Procedure, 18 C.F.R. § 385.214 (2006), we
will grant Xcel and Midwest ISO’s motions to intervene out-of-time given their interest
in these proceedings, and the absence of any undue prejudice or delay.

Miscellaneous L egal Issues

9. Lassen, Bay Area Municipals and Cities/M-S-R argue that the Commission erred
in failing to suspend the MRTU Tariff for a nominal period to preserve its refund
authority. Parties state that they fully recognize that the Commission's rate suspension
decisions are subject to the Commission's discretion. However, in their opinion, in the
instant proceeding, the Commission's decision to not suspend a rate filing is not a proper
exercise of its discretion because numerous substantive issues remain unresolved and are
subject to further compliance filings by the CAISO.

10.  Lassen, Bay Area Municipals, Cities/M-S-R and SMUD also contend that the
Commission has improperly switched the initial burden of proof in this Federal Power
Act (FPA) section 205 proceeding from the filing utility to the protesting intervenors.
Parties refer to specific language in paragraph 25 of the September 2006 Order, which, in
their opinion, demonstrates that the Commission justified its decision to accept for filing
the MRTU Tariff on the basis of the protestors’ failure to prove that the MRTU Tariff is
unjust and unreasonable.

® Xcel states that it is intervening on behalf of Public Service Company of
Colorado. Xcel notes that Public Service Company of Colorado has previously
participated in this proceeding indirectly as a member of WestConnect, but would now
like to separately intervene.
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11.  Inaddition, SMUD argues that the Commission should have set the instant
proceeding for an evidentiary hearing. SMUD points to the voluminous filing of the
CAISO and the extensive comments received by the Commission, as well as several
hundred pages of testimony. In SMUD’s opinion, the sheer size of submittals in this
proceeding reflects a large number of pending factual disputes, which warrant an
evidentiary hearing.

Commission Determination

12.  Parties argue that the Commission should have suspended the effective date of the
MRTU Tariff to preserve the panoply of its authority to order refunds. Under section 205
of the FPA, the Commission has discretion to suspend the effective date of a proposed
rate or tariff change for up to five months; however, the FPA does not impose a statutory
duty on the Commission to suspend tariff rates.” In the September 2006 Order, the
Commission conditionally accepted the MRTU Tariff for filing, subject to further
modifications, to become effective November 1, 2007. The Commission directed all the
modifications discussed in the September 2006 Order to be included in various
compliance filings, the last of which is to be filed no later than 180 days prior to MRTU
implementation. The Commission imposed such timelines to, among other things, ensure
that all required modifications are fully reviewed and reflected in the final MRTU market
design and sufficient time for review and comment is allowed. Moreover, we note that
since the issuance of the September 2006 Order, the CAISO has moved the expected
implementation date of the MRTU to the end of January 2008.° In addition, as the
Commission stated in the September 2006 Order, parties will have an opportunity to
comment on whether the CAISO did indeed comply with the Commission’s directives.’
For these reasons, we continue to find that there is no need to suspend the effective date
of the MRTU Tariff.

13.  We also disagree with the parties’ interpretation of the language in paragraph 25
of the September 2006 Order, in which the Commission stated that:

[a]s explained more thoroughly in the body of this order, we find the
MRTU Tariff, as modified by the CAISO in accordance with the directives
contained in this order, to be just and reasonable, and that parties have
failed to demonstrate that the tariff is unjust and unreasonable.

’ See, e.g., Cities of Carlisle and Neola v. FERC, 704 F.2d 1259 (D.C. Cir. 1983);
Coop. Power Ass’n v. FERC, 733 F.2d 577, 581 (8" Cir. 1984).

® See CAISO Jan. 2007 Status Report at 2.
% See September 2006 Order, 116 FERC 61,274 at P 25 n.41.
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14.  Parties argue that, in the above quoted paragraph, the Commission placed the
initial burden of proof on the protestors opposing certain portions of the MRTU Tariff
proposal. This interpretation of the Commission’s determination is misplaced. The
initial burden of showing that the tariff proposal is just and reasonable is on the party
making the FPA section 205 filing. In the September 2006 Order, the Commission found
the CAISO’s MRTU Tariff proposal to be just and reasonable. However, we note that
there can be more than one just and reasonable proposal, and the proposal under
consideration will be selected unless it is found unjust and unreasonable.'® Protestors in
the instant proceeding submitted competing proposals in regard to various aspects of the
MRTU Tariff; however, none made a showing that the CAISO’s MRTU proposal is
unjust and unreasonable. Accordingly, in the September 2006 Order, the Commission
made two separate findings which are: (1) the CAISO’s MRTU Tariff is just and
reasonable, and (2) the protestors have failed to prove otherwise, where alternatives were
being proposed.

15. We also reject SMUD’s request that the Commission reconsider its decision not to
set the MRTU Tariff proposal for an evidentiary hearing. The decision as to whether to
conduct an evidentiary hearing is in the Commission's discretion.* In the September
2006 Order, the Commission stated that:

[w]e ... find it unnecessary to set the tariff for hearing. Parties have
provided thousands of pages of testimony and exhibits in this proceeding,
both supporting and opposing specific aspects of the tariff filing. While the
sheer number of pages of filings and testimony alone does not resolve
factual disputes, we have found the record sufficient to make
determinations, and to direct compliance filings, where necessary, to
modify the tariff.'?

Given the substantial record already established on which to base its decision, the
Commission finds that requiring evidentiary hearings is unnecessary. Furthermore,
evidentiary hearings would serve only to further delay implementation of the market
improvements included in MRTU.

1% See, e.g., S. Cal. Edison Co., 73 FERC 61,219, at 61,608 n. 73 (1995) (citing
Cities of Bethany. v. FERC, 727 F.2d 1131, 1136 (D.C. Cir.), cert. denied, 469 U.S. 917
(1984)).

' See, e.g., Woolen Mill Ass’n v. FERC, 917 F.2d 589, 592 (D.C. Cir. 1990)
(citing Cerro Wire & Cable Co. v. FERC, 677 F.2d 124, 128 (D.C. Cir. 1982)).

12 See September 2006 Order, 116 FERC { 61,274 at P 25 (citation omitted).
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16.  In the September 2006 Order, the Commission also noted that it sought additional
information from the CAISO on certain minor details/issue-specific matters, and parties
would have the opportunity to comment on the information that the CAISO submits in
response to these requests.”® For the above reasons, we continue to find that there is no
need for an evidentiary hearing in the instant proceeding, and SMUD has failed to
persuade us otherwise.

Discussion

l. Adoption of an L MP-Based Market

A. LMP

17.  The Commission conditionally accepted the CAISO’s adoption of Locational
Marginal Pricing (LMP) for managing congestion, subject to modification.** The
Commission determined that, based upon the record before it, it continued “to believe
that LMP market designs promote efficient use of the transmission grid, promote the use
of the lowest-cost generation, provide for transparent price signals, and enable
transmission grid operators to operate the grid more reliably.”*®> The Commission also
found that “there are no disputed issues of material fact that require an evidentiary
hearing and there is no need to convene a technical conference on this subject.”®

18. On rehearing, SMUD contends that the CAISO did not adequately support with
testimony the assertion that its LMP system improves efficiency. SMUD claims that the
CAISQO'’s reliance on the Commission’s approval of LMP in other markets to support the
benefits of LMP is misplaced because SMUD is not arguing that LMP is inherently
unjust and unreasonable. Instead, SMUD takes issue with the LMP proposal submitted
by the CAISO. According to SMUD, the CAISO’s proposal is not a bona fide LMP
model and circumstances unique to the western United States limit the benefits of
applying the LMP models approved in other regions to California. SMUD points to the
testimony of SMUD’s Witness Alaywan that “when the substantial costs of
implementation are taken into account, coupled with MRTU’s compromises with LMP —
particularly use of Load Aggregation Points (LAPS) in lieu of nodes — there is no net

B 1d. P 25 n.41.
“1d. P 64.
1d. P 63.
4.



Docket No. ER06-615-001 et al. 10

enhancement of efficiency and consumers are, in fact, worse off.”*’ SMUD contends that
the CAISO’s use of only three LAPs rather than nodes for establishing prices undercuts
one of the principal claimed benefits of incurring the considerable expenses of using the
marginal cost system.'® Based upon this testimony, SMUD contends that there is a
factual dispute about whether the CAISO’s LMP model is worth the implementation cost
to consumers. SMUD also complains that neither the CAISO nor the Commission
explains how this issue can be resolved without an evidentiary examination of the parties’
conflicting positions.

Commission Determination

19.  The Commission addressed the substance of SMUD’s contention in the September
2006 Order. The Commission found that “the CAISO’s approach to calculating and
settling energy charges for load based upon three LAP zones provides a reasonable and
simplified approach for introducing LMP pricing, while minimizing its impact on load.
The Commission also directed the CAISO to increase the number of LAP zones in
MRTU Release 2 and pointed out that “increasing the number of LAP zones will provide
more accurate price signals,” among other things.®® Further, the Commission directed the
CAISO to “move to full nodal pricing for load in the future.”®* While the Commission
recognized that LAP pricing may not be the optimal solution, it found it to be a just and
reasonable transition mechanism.? In the September 2006 Order, the Commission

»19

YSMUD Oct. 23, 2006 Rehearing Request, Docket No. ER06-615-001, at 54
(quoting SMUD Apr. 10, 2006 Protest, Docket No. ER06-615-000, at 80 (SMUD
Protest)) (SMUD Request for Rehearing).

8 1d. (citing Exh. SMD-1, at 76 (Alaywan Testimony)).
¥ September 2006 Order, 116 FERC { 61,274 at P 611.
2d.

L 1d. P 614.

?21d. P 611; See also PIM Interconnection, L.L.C., 117 FERC { 61,331, at P 68
(2006) (transition to full complement of delivery areas in PJM’s capacity market found to
be a just and reasonable means by which parties can become familiar with and adjust to
the new market structure prior to its full implementation); Midwest Indep. Transmission
Sys. Operator, Inc., 109 FERC { 61,157, at P 80 (2004) (“the purpose of the safeguards is
to give the Midwest I1SO sufficient experience with operating the market and to afford
market participants experience with locational pricing. . .. The purpose of the marginal
loss transition safeguard is to allow market participants a period of time to see how this
charge would affect their use of existing generation resources. . . . [T]he set of transition
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provided an in-depth explanation for the market redesign and the positive aspects of LMP
in the context of this market redesign.?® Thus, we disagree with SMUD and continue to
believe that the long-term benefits of LMP outweigh the initial costs of implementing
MRTU. For these reasons, we reject SMUD’s arguments and deny rehearing on this
ISsue.

B. Marginal Losses

20.  Inthe MRTU filing, the CAISO proposed incorporating marginal losses into
LMPs to assure least-cost dispatch and establish nodal prices that accurately reflect the
cost of supplying the load at each node.?* The CAISO explained that, because marginal
losses rise exponentially with transmission system flows, they exceed average losses
roughly by a factor of two, resulting in an over-collection of loss revenues.” In response
to concerns raised by market participants, in MRTU Tariff section 11.2.1.6, the CAISO
proposed to credit the over-collection to entities that serve load (internal demand and
exports), including those served under Existing Transmission Contracts (ETCs) and
Transmission Ownership Rights (TORs), on each monthly settlement statement.?® The
CAISO proposed to calculate, on an hourly basis, the over-collection for the system and
divide this number by the total Megawatt hours (MWh) of load (internal demand plus
exports) to determine a per-MWh refund amount of the over-collection for the period of
each settlement statement.?’ It stated that, for load not served under an ETC or TOR, its
calculation is equivalent to a fixed reduction in each MWh of access charges paid by the
Scheduling Coordinator.®

21.  Inthe September 2006 Order, the Commission conditionally accepted the
CAISO’s proposal to reflect marginal losses in its calculation of LMP because doing so

safeguards are measures to provide the system operators and market participants with
room for learning and achieving an appropriate comfort level. . . .”).

23 September 2006 Order, 116 FERC 61,274 at P 1-97.

1d. P 66. Marginal losses reflect the marginal cost of transmission losses
associated with serving an increment of load. 1d. P 66 n.68.

*1d. P 66.
%1d. P 67.
T1d.

% 1d. P 68.
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sends more accurate price signals and assures least-cost dispatch.?? The Commission
accepted the CAISO’s proposed allocation of the over-collection because it allows the
participants to pay the marginal cost of energy and allows the revenues to be disbursed
more quickly and is responsive to those who would not have benefited from a reduction
in the Transmission Access Charge (TAC) (e.g., TORs and ETCs) under the CAISO’s
previous proposal.* Among other things, the Commission rejected PG&E’s alternative
allocation proposal.®* Finally, consistent with its directive on the LMP calculation, the
Commission directed the CAISO to provide more detail on the marginal loss calculation
based on stakeholder input obtained in the Business Practice Manual stakeholder
process. ¥

22.  Onrehearing, Bay Area Municipals® argue that the Commission should have
rejected the marginal loss proposal or withheld making a determination on it until the
CAISO provided all relevant terms and conditions of the marginal loss calculation. The
Contesting Coalition®* argues that, while the Commission concluded that the MRTU
Tariff did not adequately explain the derivation of its marginal loss charges, the
Commission failed to reject the filing as incomplete and instead simply directed the

2 1d. P 90-92.
%1d. P 95.
4.

%2 1d. P 97.

%% Bay Area Municipals, Lassen and Cities/M-S-R filed the same comments with
respect to marginal losses; thus, when we refer to Bay Area Municipals’ arguments in the
marginal loss section, we are also referring to the arguments raised by Lassen and
Cities/M-S-R. Those three parties have indicated that they support the Coalition
Contesting the Use of Marginal Losses in MRTU’s (the Contesting Coalition) rehearing
request but note that their support of the Contesting Coalition’s argument that the
CAISO’s economic efficiency reasoning for collection of marginal losses from load is
baseless under the LAP and retail ratemaking modes should not be construed as support
for nodal pricing.

% The Contesting Coalition is composed of the following intervenors: CMUA,
Six Cities, San Francisco, LADWP, Modesto, SMUD and Turlock. CMUA and San
Francisco do not join all the arguments made by the Contesting Coalition; the arguments
that they have joined are indicated below. SMUD and Constellation/Mirant have filed
requests for rehearing that restate the Contesting Coalition’s rehearing arguments;
therefore, when we refer to the Contesting Coalition’s arguments, we are also referring to
the arguments raised individually by SMUD and Constellation/Mirant.
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CAISO to provide more detail on the marginal loss calculation based on stakeholder
input obtained in the Business Practice Manual stakeholder process. The Contesting
Coalition asserts that the Commission’s action contravenes the Commission’s regulations
requiring a utility to file full and complete rate schedules.®®

23.  Bay Area Municipals assert that the Commission’s reliance on Atlantic City* to
approve the marginal loss proposal was misplaced for two reasons. First, Bay Area
Municipals assert that, in Atlantic City, the Commission was compelled to find that PIM
Interconnection, LLC (PJM) should implement marginal losses based upon the language
of the PJM tariff. Second, in Atlantic City, PJIM demonstrated that using marginal losses
would reduce the cost of meeting load by about $100 million per year. According to Bay
Area Municipals, the CAISO failed to make such a demonstration. Similarly, TANC
argues that the proposal should have been rejected because the CAISO did not
demonstrate that the benefits of incorporating marginal losses into LMP outweigh the
potential costs.*

24.  Bay Area Municipals also argue that the Commission did not find that the current
loss mechanism was unreasonable. Specifically, Bay Area Municipals state that,
although the Commission found that an average loss mechanism results in prices that
produce a higher cost dispatch and adds to uplift charges, the Commission did not make
any specific determination as to the unreasonableness of the CAISO’s current average
loss approach (known as “scaled marginal” losses).

25.  Several parties, including the Contesting Coalition® and Bay Area Municipals,
assert that the marginal loss proposal was approved based solely on the theoretical
benefits of marginal loss price signals. The Contesting Coalition contends that the
Commission’s reliance on theory was arbitrary given the inconsistency between (1) the
testimony that CAISO’s proposal will not produce marginal loss price signals because
customers will pay zonal, not nodal, marginal losses®® and (2) the Commission’s
conclusion that the benefits of marginal losses derived from the fact that the price

% Citing 18 C.F.R. § 35.1(a) (2006); S. Co. Serv., Inc. v. FERC, 353 F.3d 29, 35
(D.C. Cir. 2003); Elec. District No. 1 v. FERC, 774 F.2d 490, 493 (D.C. Cir. 1985); Cal.
Indep. Sys. Operator Corp., 112 FERC 1 61,009, at P 114 (2005).

% Atlantic City Elec. Co. v. PJM Interconnection, L.L.C., 115 FERC { 61,132,
at P 4 (2006) (Atlantic City).

¥ TANC concurs with the Contesting Coalition’s arguments in this regard.
% CMUA and San Francisco join this argument.

% Contesting Coalition Oct. 23, 2006 Rehearing Request, Docket No. ER06-615-
001, at 7 (citing Alaywan Testimony at 72-82) (Contesting Coalition Rehearing Request).
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customers are paying (based on marginal losses) is the correct marginal cost for the
energy they are purchasing.*

26.  Bay Area Municipals also contend that the Commission’s rationale for including
marginal losses in LMP “because doing so sends more accurate price signals and assures
least-cost dispatch” is not fully supported. Similarly, the Contesting Coalition argues that
the rebate of the over-collection mutes the price signal. The Contesting Coalition also
contends that the Commission did not address the following question raised by SMUD:

If an Independent System Operator (ISO) or Regional Transmission Organization (RTO)
uses LAPs rather than nodes to set congestion charges, and if it then returns the over-
collection to customers anyway, does use of a marginal loss methodology really do
anything meaningful to promote least cost dispatch?

27.  The Contesting Coalition** and Bay Area Municipals also argue that the
Commission did not address certain evidence or factual issues raised. Specifically, the
Contesting Coalition contends that the Commission did not address SMUD’s contention
that (1) the uncertainty associated with marginal losses and the inability to hedge them
will impair the functioning of the market; (2) the CAISO had failed to demonstrate that
its filing produced accurate marginal loss charges; and (3) that the CAISO’s proposal is
not a marginal loss methodology.** Similarly, Bay Area Municipals contend that parties
raised factual issues that were not addressed such as whether: (1) the marginal loss
methodology is the least-cost method as applied in the CAISO market; (2) the CAISO
can fairly and reasonably allocate the over-collection at the MRTU start date; (3) the
CAISO’s proposal reflects marginal loss pricing to load; (4) the unhedgeable nature of
the charges creates severe planning problems for long-term firm transmission customers;
and (5) the CAISQO’s proposal to deny customers the ability to self-supply losses is
appropriate.

28.  Bay Area Municipals and the Contesting Coalition*® argue that the Commission
unlawfully reversed the applicable burden of proof when it rejected objections to the
CAISO’s marginal loss proposal on the grounds that no party had shown that the use of

%0 Citing September 2006 Order, 116 FERC { 61,274 at P 92, 94.
* CMUA and San Francisco join this argument.

%2 Contesting Coalition Rehearing Request at 6 (citing Alaywan Testimony at
26-27, 72-82; Exh. SMD-2, at 12-14 (Ingwers Testimony)).

* CMUA and San Francisco join this argument.
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marginal losses is unjust and unreasonable. Bay Area Municipals and the Contesting
Coalition argue that FPA section 205 and Administrative Procedure Act section 556(d)**
place the burden on the filing utility to show that its proposal is just and reasonable.

29.  The Contesting Coalition® states that the Commission failed to address SMUD’s
objection that the CAISO did not consult with stakeholders to determine whether
implementation costs would exceed the benefits of the CAISO’s marginal loss proposal
although the Commission had previously directed the CAISO to do so. The Contesting
Coalition points to the Commission’s statement that, while “a marginal loss approach
provides for the most efficient dispatch,” it “would be concerned if [the CAISO’s]
application were to substantially raise implementation costs of the CAISO’s market
redesign.” The Contesting Coalition notes that the Commission stated that:

if in the process of further developing the marginal loss proposal and tariff
language the CAISO and market participants determine that use of average
losses at inception would be more easily administered and less costly, then
the CAISO may file to use average losses when it makes its tariff filing.!*"!

It claims that SMUD demonstrated through testimony that SMUD and others had
repeatedly asked the CAISO to discuss this issue at stakeholder meetings but were
rebuffed.*

30.  The Contesting Coalition* also argues that the Commission did not address
objections that the CAISO’s proposal does not permit customers to self-provide losses
even though: (1) Order No. 888 gives customers that option and the CAISO is required
to offer customers service as good as or better than that available under Order No. 888;>

“5U.S.C. § 556(d) (2000).
* CMUA and San Francisco join this argument.

“® Citing Cal. Indep. Sys. Operator Corp., 107 FERC { 61,274, at P 147 (2004)
(June 2004 Order)

“d.

“® Contesting Coalition Rehearing Request at 5 (citing Alaywan Testimony at
75-76).

* CMUA and San Francisco join this argument.

%0 Citing Promoting Wholesale Competition Through Open Access Non-
Discriminatory Transmission Services by Public Utilities; Recovery of Stranded Costs by
Public Utilities and Transmitting Utilities, Order No. 888, FERC Stats. & Regs. 1 31,036
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and (2) the Commission itself had advised the CAISO three years ago that the CAISO
had failed to explain how customers could accurately self-provide losses under the
CAISO’s proposal.®® According to the Contesting Coalition, in the October 2003 Order,
the Commission questioned how the CAISO could compensate an entity that self-
provides for incremental losses. The Contesting Coalition states that, in its response, the
CAISO acknowledged that a party looking to self-provide losses could only estimate
incremental losses, but had no mechanism for dealing with the certainty that such parties
will either over-provide or under-provide losses.”* The Contesting Coalition adds that the
CAISO noted that a problem with self-providing of losses in eastern RTOs was that
“while the resource can self-schedule the approximate MW quantity, it may not be able
to accurately predict the dollar amount.”®® According to the Contesting Coalition, that
problem also afflicts the CAISO marginal loss proposal. The Contesting Coalition
requests that the Commission require the CAISO to develop a way to allow customers to
self-provide their losses.

31. TANC argues that the CAISO’s marginal loss proposal produces costs that
participants cannot fully hedge, which unreasonably exposes load to new risks, and will
impede the Commission’s objective of ensuring adequate transmission infrastructure.
Similarly, the Contesting Coalition argues that the Commission failed to address that the
unhedgeable nature of the losses creates severe planning problems for long-term firm
transmission customers. TANC contends that, consistent with its direction to the
Midwest 1SO,>* the Commission should direct the CAISO to work with stakeholders to
develop an effective hedge against marginal losses.

32. PG&E and Bay Area Municipals argue that the CAISO’s proposal to allocate the
over-collection does not recognize the differences between transmission systems in

(1996), Order No. 888-A, FERC Stats. & Regs. 1 31,048 (1997), order on reh'g, Order
No. 888-B, 81 FERC 1 61,248 (1997), order on reh'g, Order No. 888-C, 82 FERC
161,046 (1998), aff'd in relevant part sub nom. Transmission Access Policy Study Group
v. FERC, 225 F.3d 667 (D.C. Cir. 2000) (TAPS), aff'd sub nom. New York v. FERC, 535
U.S. 1 (2002) (New York).

> Citing Cal. Indep. Sys. Operator Corp., 105 FERC { 61,140 (2003) (October
2003 Order).

>2 Citing CAISO Jan. 14, 2004 Response, Docket No. ER02-1656, at 2.
>3 Quoting id. at 5 (emphasis added).

> Citing Midwest Indep. Transmission Sys. Operator, Inc., 108 FERC { 61,163, at
P 239 (2004) (TEMT 11 Order), order on reh’g, 109 FERC { 61,157 (2004) (TEMT II
Rehearing Order), order on reh’g, 111 FERC 1 61,176 (2005).
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California and leads to a distorted allocation of the over-collection. PG&E states that the
Commission has previously allowed the over-collection to be allocated on a less than
system-wide basis, until a just and reasonable system-wide allocation is determined.*
Also PG&E states that the CAISO has formed a stakeholder group that is currently
studying this issue and the initial results appear to show that there is a basis for an
allocation of the over-collection that is more fair to market participants and more
consistent with cost-causation principles than the methodology that the Commission
accepted in the September 2006 Order. Thus, PG&E requests that the Commission order
the CAISO to continue this study and retract its acceptance of a methodology that is
unfair and outdated.

33.  PG&E also points out that, with respect to the Midwest ISO, the Commission
expressed concern that refunding over-collected marginal losses over too broad an area
could result in cross-subsidies and required the Midwest ISO to study the impacts within
smaller areas than those proposed by the Midwest 1SO.*® PG&E also states that, in
Atlantic City, the Commission gave parties additional time to resolve, through a
stakeholder process, issues associated with PJIM’s loss methodology.”” PG&E states that
PJM subsequently noted that it would welcome a technical conference convened by the
Commission to consider this issue.”® PG&E argues that, to the extent that the
Commission relies upon the success or prior implementation of market design features
without the need for factual hearings or evidence, the existence of ongoing
implementation issues in those other markets suggests that the basis for the September
2006 Order may be legally inadequate if not supported by similar mechanisms for
recognizing, accommodating and resolving ongoing problems analogous to those
occurring in other markets.

34. PG&E contends that, in light of the requirements on entities making FPA section
205 filings and the Commission’s precedent on the problematic nature of marginal loss
over-collection refunding mechanisms, a stakeholder study is a necessary prerequisite to
the design and development of any methodology for the allocation of the over-collection.
Thus, PG&E requests that the Commission direct the CAISO to complete its study of

% Citing Midwest Indep. Transmission Sys. Operator, Inc., 109 FERC { 61,285, at
P 171-75 (2004), reh’g denied, 111 FERC { 61,053, at P 46 (2005), reh’g denied,
112 FERC 1 61,086, at P 18 (2006).

*® Citing Midwest Indep. Transmission Sys. Operator, Inc., 111 FERC § 61,053 at
P 50-51.

>’ Citing Atlantic City, 115 FERC { 61,132 at P 1-2.

*8 Citing PIM Aug. 3, 2006 Compliance Filing, Docket No. EL06-55-000, at 4.
PG&E notes that the Commission has not yet ruled on this filing.



Docket No. ER06-615-001 et al. 18

alternative methodologies and file appropriate revisions to its marginal loss proposal with
the Commission. PG&E emphasizes the need for stakeholder involvement in this process
and asserts that its request for further study and revisions should not delay MRTU
because the CAISO has already acknowledged the need for subsequent compliance
filings.

35.  TANC asserts that the allocation of the over-collection ignores cost-causation
principles. Bay Area Municipals submit that returning the over-collection based on cost
causation is not going to eliminate price signals because, to the extent a market
participant has contributed to marginal losses, that market participant will pay the actual
cost and be dispatched in a least-cost or most-efficient manner. Bay Area Municipals
state that, if the over-collection is distributed to entities according to their payment for
losses, entities still receive a price signal because all parties are not paying the same
average loss rate.

36.  According to TANC, allocation of over-collection should be based on the
proportionate share of a Scheduling Coordinator’s actual marginal loss charges to the
total marginal loss charges, rather than the Scheduling Coordinator’s load share. TANC
states that PG&E and others argued that this straightforward “who paid” basis for
reallocation would be a far more equitable method of allocation as opposed to the
arbitrary demand-based approach proposed by the CAISO.

Commission Determination

37.  We deny the requests to reverse the Commission’s decision to accept the CAISO’s
proposal to reflect marginal losses in the calculation of LMP. In the September 2006
Order, the Commission conditionally accepted the CAISO’s proposal because the
proposal would send more accurate price signals and assure least-cost dispatch.>® None
of the parties has presented convincing arguments to dispute the Commission’s
conclusions. We disagree with the contention that the use of average LAP LMPs for
loads and the refund of the loss over-collection to load will preclude least-cost dispatch.
Similarly, we disagree with parties who argue that the economic efficiency benefits of
marginal losses claimed in the September 2006 Order will not materialize under MRTU
because customers will pay zonal, and not nodal, prices. Because all suppliers will
receive nodal prices that reflect the cost of marginal losses, the use of a marginal loss
mechanism will encourage least-cost dispatch, whether customers pay a nodal or a zonal
price, for the following reason. In choosing among alternative sources of supply, a load
(purchasing bilaterally) or the CAISO (in purchasing for the spot market) will need to
consider which sources have the lower delivered cost to the load. The delivered cost of a
source depends on its cost at the source’s location, plus costs for losses and congestion.

>% September 2006 Order, 116 FERC { 61,274 at P 90-92.
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Since all suppliers will receive nodal prices under MRTU, the difference in marginal loss
charges will be the same whether the load pays a nodal or a zonal price, as explained
more fully in the footnote below.®® Thus, the ranking of resources in terms of relative
delivered costs will be the same whether loads pay nodal or zonal costs. Similarly,
rebating the over-collection to loads on a load-ratio share basis will not affect the relative
loss costs of alternative supply sources. That is because a customer’s rebate will be
virtually the same regardless of its choice of supply sources,® so the difference in loss
charges between supply sources will not be affected by the rebate.

38.  The basis for SMUD’s argument that the marginal loss methodology may be
incorrect is a statement made by FPL Energy during a technical conference in January
2004.%2 According to SMUD Witness Alaywan, FPL Energy stated that, for a given load
level, the marginal loss at each bus is calculated to be the same amount with or without
transmission congestion. Stated differently, the marginal loss calculation produces the
same number regardless of whether the marginal power generation can actually flow on

% Consider a load whose energy price would be $70/MWh if loads were to pay
nodal prices, but whose zonal price would be $75/MWh under the MRTU LAP
mechanism. The load is considering whether to purchase from a supplier at Node A
(where the LMP is $50/MWh) or from a supplier at Node B (where the LMP is
$55/MWh). To simplify the discussion of losses, suppose that there is no congestion on
the grid. When no congestion exists, the loss charge to move energy from a supplier’s
source to the load is calculated as the difference in the energy prices at the two locations.
If loads were to pay nodal prices, the loss charge to move energy from the supplier at A
to the load would be $20/MWh (i.e., $70/MWh - $50/MWh), while the loss charge to
move energy from the supplier at B to the load would be $15/MWh (i.e., $70/MWh -
$55/MWh). Thus, the difference in loss charges would be $5/MWh (i.e., $20 - $15); that
is, the load would be charged $5/MWh more for losses to purchase from A than from B.
If loads pay a zonal price, the loss charge from A to the load would be $25/MWh (i.e.,
$75/MWh - $50/MWHh), while the loss charge from B to the load would be $20/MWh
(i.e., $75/MWh - $55/MWh). The difference in loss charges would be $5/MWh (i.e., $25
- $20), the same as when loads face nodal prices. Thus, the relative delivery costs of the
two sources would be the same whether the load paid a nodal or a zonal price. Asa
result, the load (or the CAISO) would be able to select the lower-cost source whether the
load pays a zonal or a nodal price.

% Any difference in revenue surplus associated with the choice among suppliers
by a customer would be shared by all loads in the CAISO, so the share of the difference
in surplus retained by the customer would be very small.

%2 SMUD Request for Rehearing at 31 (citing SMUD Protest at 47; Alaywan
Testimony at 81-82).
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the entire transmission system. According to SMUD Witness Alaywan, FPL Energy
concluded that, because the methodology measures incremental losses without regard to
transmission constraints, the result is that the CAISO model produces marginal losses at
congestion points larger than are physically possible.

39. ltisnot clear from SMUD Witness Alaywan’s testimony how FPL Energy
reached the conclusion that “for a given load level, the marginal loss at each bus is
calculated to be the same amount with or without transmission congestion.” SMUD
Witness Alaywan does not elaborate on the details or the discussion of this argument or
in what context it was made. Thus, we lack sufficient detail and context in which to
evaluate the validity of the conclusion. As a result, we deny SMUD’s request for
rehearing on this issue.

40.  However, we note that, in the September 2006 Order, the Commission directed the
CAISO to file tariff language with a more detailed description of the calculation of LMP
and marginal losses based on stakeholder input obtained in the Business Practice Manuals
development process.”® We find that SMUD’s argument is directly related to those
calculations; therefore, we direct the CAISO to address SMUD’s concern when it makes
that filing.

41.  We also disagree with Bay Area Municipals’ argument that the Commission’s
reliance on Atlantic City in the September 2006 Order was misplaced. While it is true
that the PJM tariff required the use of marginal losses when it became feasible for PJM to
do so and there is no similar tariff language in the current CAISO tariff, the economic
benefits outlined by the Commission in Atlantic City are applicable to the use of marginal
losses in the CAISO. This point is underscored by the fact that the same efficiency goals
outlined by the Commission in Atlantic City underpin the Commission’s acceptance of
similar marginal loss provisions in the Midwest ISO, the New York Independent System
Operator (New York 1SO) and I1SO New England.®* Similarly, the assertions that the
CAISO should have either provided a quantitative cost/benefit analysis or otherwise
demonstrated that there is a specific quantity of savings achieved through the use of
marginal losses are unnecessary. The benefits of using marginal losses are well

%3 See September 2006 Order, 116 FERC { 61,274 at P 64.

% See Midwest Indep. Transmission Sys. Operator, Inc., 102 FERC { 61,196, at
P 53, 56, order on reh’g, 103 FERC 161,210, at P 28-29 (2003); Central Hudson Gas
& Elec. Corp., 86 FERC 161,062, at 61,213-14, order on reh’g, 88 FERC 1 61,138, at
61,384-85 (1999); New England Power Pool, 100 FERC 61,287, at P 64, 71, order on
reh’g, 101 FERC { 61,344 (2002); Northeast Utilities Serv. Co., 105 FERC {61,122 at
P 18-20; reh’g denied, 109 FERC { 61,204 at 21, 14-15.
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documented.®® As explained in the September 2006 Order, the use of marginal losses
will necessarily reduce the cost of meeting load because it will take full account of the
effect of losses on the marginal cost of delivering alternative sources of energy to load.”
Because the qualitative benefits of using marginal losses are certain, it is not necessary to
quantify the benefits here, and the Commission has accepted proposals to use marginal
losses elsewhere without relying on a quantitative estimate of benefits.®’

42.  We disagree with the Contesting Coalition’s and TANC’s argument that the
marginal loss mechanism should be rejected because customers cannot hedge marginal
loss charges.®® While it is economically desirable for customers to be able to hedge
uncertain costs, the ability to hedge all costs is not a prerequisite for just and reasonable
rates. In addition, we note that to date, no other RTO or ISO has been able to develop a
hedging mechanism for marginal losses because, as the CAISO has pointed out, hedging
mechanisms for marginal losses are in the experimental stage.”® Furthermore, we find
that the overall benefits of marginal losses outweigh the perceived difficulties in hedging
marginal losses. As a result, we deny rehearing on this issue.

43.  The Contesting Coalition argues that the Commission should have rejected the
marginal loss proposal because the CAISO’s description of the marginal loss calculation
methodology in the MRTU Tariff was incomplete and because the Commission’s
requirement for further description of the methodology once the Business Practice
Manuals were complete was insufficient. We disagree. The process of developing the

% See, e.g., CAISO Feb. 9, 2006 Transmittal Letter, Attachment F, Kristov
Testimony, Docket No. ER06-615-00, at 25 (Kristov Testimony); CAISO Feb. 9, 2006
Transmittal Letter, Attachment I, Rahimi Testimony, Docket No. ER06-615-000,at 40-46
(Rahimi Testimony); Midwest Indep. Transmission Sys. Operator, Inc., 102 FERC
161,196 at P 53; Central Hudson Gas & Elec. Corp., 88 FERC {61,138 at 61,384-85;
New England Power Pool, 100 FERC 1 61,287; Northeast Util. Serv. Co., 105 FERC
161,122 (2003), reh’g denied, 109 FERC { 61,204 (2004).

% September 2006 Order, 116 FERC { 61,274 at P 92.

%7 See, e.g., New England Power Pool, 100 FERC { 61,287(accepting LMP
proposal, including the use of marginal losses); Northeast Util. Serv. Co., 105 FERC
161,122 (denying complaint claiming that inclusion of marginal losses in LMP or the
refund mechanism for over-recovered losses in the New England 1SO is no longer just
and reasonable).

%8 See also discussion in ETC section.

% CAISO May 16, 2006 Reply Comments, Docket No. ER06-615-000, at 63
(quoting Rahimi Testimony at 104) (CAISO Reply Comments).



Docket No. ER06-615-001 et al. 22

Business Practice Manuals allows the stakeholders to point to specific information,
discovered in discussions during the Business Practice Manuals process that they feel is
necessary for inclusion in the MRTU Tariff. This process also provides parties with a
substantial amount of time to equip themselves with the information necessary to provide
complete comments at the time the CAISO makes its compliance filing. Further, the
process preserves the parties’ rights to file additional comments at the time of the
compliance filing, which will occur before MRTU is implemented. Thus, we find that
this process is more constructive than simple rejection of the CAISO’s proposal, and it
protects the rights of all parties.

44.  TANC asserts that the allocation of the over-collection ignores cost-causation
principles. However, we note that there is no way to determine the contribution of any
individual customer to the over-collection, and, thus, there is no cost-causation principle
to follow to determine the over-collection allocation. It is a widely accepted principle of
economics that prices in efficient, competitive markets reflect the marginal cost of
producing and delivering the product or service to the customer. It is just and reasonable
for a customer to pay a price for electricity that reflects the marginal cost of producing
and delivering it to the customer. Marginal cost includes the cost of marginal losses. The
cost-causation argument advanced by TANC presumes that it is possible to determine a
cost below marginal cost that any individual caused as a result of that customer’s use of
electricity. That presumption is incorrect; the cost incurred to serve any customer (while
serving all other customers) is the marginal cost of delivering electricity to the customer.
Under cost causation principles, no customer is entitled to a rebate below the marginal
cost of serving that customer. The over-collection resulting from the marginal loss
mechanism is the result of the total service provided to all customers in the aggregate; it
Is not possible to determine the contribution of any individual customer to the over-
collection. However, as a matter of equity, it is reasonable to distribute the over-
collection broadly. The CAISO’s proposal to allocate the over-collection to all customers
on a load-ratio basis satisfies this equity objective while also satisfying the objective of
ensuring that the allocation does not distort the marginal cost price signal. Thus, we
continue to find the CAISQO’s proposed method of allocating over-collection to be just
and reasonable and deny this rehearing request. Accordingly, we reject all requests for
rehearing of the over-collection allocation methodology.

45.  We disagree with Bay Area Municipals and the Contesting Coalition regarding the
issue of burden of proof. Bay Area Municipals argue that the Commission must find that
the current loss proposal is unreasonable in order to approve the marginal loss proposal.
The Commission is not required to make such a finding in order to accept the CAISO’s
proposal. Since the CAISO filed its proposal under FPA section 205, it must show that
its proposed changes are just and reasonable, but it is not required to show that the
existing policy is unjust and unreasonable. We also disagree with the assertion of Bay
Area Municipals and the Contesting Coalition that the Commission unlawfully reversed
the burden of proof with the statement that “no party has shown that the use of marginal
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losses is unjust and unreasonable.” The Commission did not place the burden of proof on
the protestors. To the contrary, in the September 2006 Order, the Commission reached
its conclusion that the CAISO’s marginal loss proposal was just and reasonable based
upon the attributes of using marginal losses in the CAISO markets. Once it completed
this discussion that was the basis for its determination, the Commission merely noted that
no one had convinced it otherwise.™

46.  We also find that the CAISO’s decision to implement marginal losses is consistent
with previous orders, contrary to SMUD’s assertion that the CAISO was required to
consult with stakeholders. In the June 2004 Order, the Commission required an
explanation from the CAISO to the extent that it and its stakeholders determined that
implementing marginal losses would be substantially more costly than implementing
average losses.” In the MRTU filing, the CAISO neither represents to the Commission
that using marginal losses would raise the implementation cost of MRTU, nor did it
propose to use average losses. Accordingly, we find that the CAISO acted in accordance
with the June 2004 Order, and we deny the rehearing request.

47.  The arguments that the marginal loss proposal does not permit customers to self-
supply losses are unfounded. As the Contesting Coalition asserts in its argument, the
CAISO has explained that entities can estimate the amount of losses and self-supply
accordingly. This does not preclude entities from conservatively estimating losses, thus,
guaranteeing that they fully self-supply their losses. Accordingly, we find that this
allows service consistent with Order No. 888 because the parties are provided flexibility
to self-supply losses. For this reason, we deny the request for rehearing.

48.  Finally, while parties provided lengthy requests for rehearing on the over-
collection allocation issue, they have presented nothing new. The Commission addressed
these argument in the September 2006 Order.”® Thus, we deny the requests for rehearing
on the over-collection issue.

01d. P 92.
™ June 2004 Order, 107 FERC 1 61,274 at P 147.
"2 September 2006 Order, 116 FERC { 61,274 at P 93-96.
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1. Market Structure

A. Day-Ahead Market

1. Curtailment Priority for Balanced Self-Schedules

49.  Under MRTU Tariff section 31.4, the CAISO proposed to give equal priority to
balanced and unbalanced self-scheduled load in times when uneconomic adjustments to
the schedule need to be made in order to manage congestion. Prior to the September
2006 Order, Six Cities supported alternative proposals by SoCal Edison and PG&E,
which suggested that, in the event of non-economic intervention by the CAISO, the
curtailment priority list should provide that Scheduling Coordinators that have provided
balanced self-schedules shall receive priority over Scheduling Coordinators that have not.
The September 2006 Order rejected such a proposal, because granting such priority could
undermine the CAISQO’s ability to optimize the use of supply resources and create an
incentive for parties to self-schedule.”

50. Onrehearing, Six Cities again argue that in circumstances where curtailments of
demand become necessary, unbalanced schedules should be curtailed first. Six Cities
contend that the Commission’s concern that, permitting matched supply and demand
schedules to be given curtailment priority will provide an incentive for self-scheduling is
speculative. Six Cities state that there are factors other than the threat of non-economic
intervention by the CAISO that drive the decision to self-schedule, such as: (1) Investor
Owned Utilities (10Us), Electric Service Providers (ESPs) and Community Choice
Aggregators, collectively (LSEs) may prefer the price and delivery certainty of using
their own resources protected by Congestion Revenue Rights (CRRs) rather than an
“optimized” solution; and (2) scheduling conflicts with neighboring control areas may
prevent the CAISO from using the “optimal” solution.”

51.  Six Cities state that granting priority to balanced schedules will create incentives
for LSEs to procure long-term resources to cover load in order to avoid the pricing
instability associated with the spot market. Six Cities argue that Scheduling Coordinators
that have procured sufficient resources to fulfill the requirements of their loads should not

1d. P 116.

" Six Cities provides the following example: bilateral trading in the Western
Electricity Coordinating Council (WECC) region closes at 7:00 AM, but the results of the
Integrated Forward Market (IFM)/RUC processes will not be known until 1:00 PM at the
earliest, preventing LSEs from rearranging schedules with neighboring control areas in
the event their schedules are optimized through the IFM/RUC processes.
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face curtailment as a result of the failure by other Scheduling Coordinators to balance
their demands with supply resources.

Commission Determination

52.  Six Cities do not present new arguments or information regarding the curtailment
priority of balanced self-schedules.” We reiterate that granting such a priority could
undermine the CAISQO’s ability to optimize the use of supply resources and adversely
impact the CAISO’s ability to effectively manage congestion and maintain reliability.
Moreover, the fact that a Scheduling Coordinator submits an unbalanced schedule does
not indicate whether the Scheduling Coordinator has procured sufficient resources to
meet its loads. For example, a Scheduling Coordinator with sufficient resources may
choose to submit price bids for its resources into the spot market, rather than to self-
schedule the resources. As a result, depending on how much of its supply bid is
accepted, the Scheduling Coordinator’s scheduled supply may not be in balance with its
scheduled demand. Such price bidding — with its resulting unbalanced schedule —
provides a benefit to the Scheduling Coordinator and the market as a whole because it
allows a lower-cost resource to produce energy in place of the Scheduling Coordinator’s
higher-cost resources when such lower-cost resources are available. This more efficient
result could be discouraged if priority is given to Scheduling Coordinators who submit
balanced schedules, as Six Cities argue. Also, this prioritization is not expected to have
any detrimental impact on reliability as we expect that sufficient resources would be
procured for all loads within the CAISO service territory, including loads represented by
Scheduling Coordinators submitting unbalanced schedules, because of the State of
California and MRTU requirement with respect to resource adequacy. We therefore deny
Six Cities’ request for rehearing.

B. Residual Unit Commitment Process

1. Capacity Eligible for RUC Participation

53.  Inthe September 2006 Order, the Commission found reasonable the argument that
the CAISO’s Residual Unit Commitment (RUC) proposal should honor multi-block hour
constraint bids as a bidding parameter of System Resources under the RUC process. On
rehearing, the CAISO contends that the Commission should not require it to honor multi-
hour block constraint bids as a bidding parameter. The CAISO asserts that this approach
IS unreasonable because it does not dispatch resources on a multi-hour basis in real time.
In addition, the CAISO states that RUC is a market for designating capacity, not energy,
to be available in real time. It explains that although a resource is obligated to submit a

" See September 2006 Order, 116 FERC 61,273 at P 111 (summarizing Six
Cities’ previous arguments on this issue).
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real-time energy bid for RUC capacity accepted in the day-ahead market, there is no
guarantee that the CAISO will dispatch the energy associated with the RUC capacity in
real time. Because the real-time market processes do not dispatch energy on a multi-hour
basis, the CAISO asserts that the Hour-Ahead Scheduling Process (HASP) cannot
observe the multi-hour block constraints for dispatch. The CAISO claims that the
enforcement of such a bidding parameter would potentially increase RUC costs without
achieving the underlying objective (i.e., awarding the System Resource a constant energy
schedule over the block time period). The CAISO urges the Commission to reverse its
finding on this issue.

Commission Determination

54.  Insection 31.5.1.1 of the MRTU Tariff, the CAISO proposed that System
Resources eligible to participate in the RUC will be considered on an hourly basis.”® In
the September 2006 Order, the Commission considered a competing proposal by SoCal
Edison suggesting that the CAISO should honor multi-hour block constraint bids as a
bidding parameter for System Resources under RUC.”” The Commission found SoCal
Edison’s proposal to be reasonable and directed the CAISO to “examine whether such
software changes could be implemented by Release 1 and report in a compliance filing
whether changes to Release 1 are realistic and if not when the CAISO can implement the
software changes.””

55.  Conceptually, the CAISO argues that RUC procures capacity and there is no nexus
that the associated energy will actually be dispatched in real time. The CAISO further
explains that the real-time market process does not dispatch energy on a multi-hour basis
and consequently honoring multi-hour block constraints will be of little value. While we
believe that there can be instances where capacity selected in RUC could have associated
energy dispatched in real time (e.g., generators producing energy at minimum output), we
agree that there are limitations to the value of multi-hour block constraint bids.

56.  Moreover, in its November 20, 2006 compliance filing, the CAISO states that the
RUC multi-hour block constraint will cost approximately $500,000, including support for
additional functional and integration testing, and would take up to 14 additional weeks to

"® This means that RUC will not observe any multi-hour block constraints that
may have been submitted in conjunction with energy bids in the IFM.

" See September 2006 Order, 116 FERC 1 61,274 at P 141, for a description of
SoCal Edison’s proposal.

81d. P 143.
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develop and test.”” Based on the latest information from the CAISO, we find that the
costs of implementation and potential delay to MRTU cited by the CAISO outweigh the
potential benefits of including this functionality at this time. Consequently, we grant the
CAISOQO’s request for rehearing on this matter and direct the CAISO to implement this
bidding parameter in Release 2 of MRTU.

2. Allocation of RUC Bid Costs

57.  Six Cities request rehearing of the Commission’s determination that RUC costs
should not be allocated to exports. Six Cities believe that there are circumstances in
which the CAISO may dispatch RUC capacity to support exports. For example,
according to Six Cities, LSEs that export generation outside of the CAISO Control Area
will benefit from RUC if the generator becomes unavailable in real time and the CAISO
does not adjust the export accordingly. Under these circumstances, Six Cities explain
that the CAISO would continue to serve the export obligation using internal resources,
including those committed through the RUC process. Six Cities further contend that
because the CAISO may use RUC capacity to support exports, the CAISO should
allocate a share of the costs of those resources to exports, consistent with the principles of
cost causation, unless the CAISO can demonstrate that it is always able to pair the output
of the generator and the export.

58.  State Water Project and Metropolitan seek clarification or rehearing of the
allocation of RUC cost to their load.®° State Water Project explains that the CAISO
procures RUC capacity when there is a discrepancy between the energy cleared in the
day-ahead market and the CAISO’s demand forecast. State Water Project notes that the
CAISO uses State Water Project schedules in its demand forecast for purposes of RUC.
As a result, State Water Project claims that the CAISO does not acquire RUC generation
to meet State Water Project’s load because there can never be a difference between the
CAISO’s demand forecast and State Water Project’s load. Moreover, State Water Project
contends that the CAISO should not have to acquire incremental or decremental

¥ See CAISO Nov. 20, 2006 Compliance Filing, Docket No. ER06-615-003, at 7
(CAISO Nov. 20, 2006 Compliance Filing).

8 Metropolitan claims on rehearing that the Commission failed to respond to the
argument of State Water Project regarding the allocation of RUC cost to loads that did
not have to be served by the CAISO through the RUC process. See Metropolitan Oct. 23,
2006 Request for Rehearing, Docket No. ER06-615-001, at 12-14. State Water Project
also alleges that the CAISO has acknowledged, in previous communication with State
Water Project, that the CAISO will not acquire or charge State Water Project any RUC
costs. See State Water Project Oct. 23, 2006 Request for Rehearing, Docket No. ER06-
615-001, at 37 n.103 (State Water Project Request for Rehearing).
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resources based on day-ahead schedules of participating load or generation that provide
HASP schedules to the CAISO. Because the CAISO uses State Water Project schedules
in its demand forecast for purposes of RUC, State Water Project contends that the CAISO
should not penalize market participants with socialized RUC costs to all metered load,
including that of State Water Project and Metropolitan. State Water Project states that
the Commission failed to discuss the merits of this issue in the September 2006 Order.

59.  Ata minimum, State Water Project suggests that the Commission should require
the CAISO to allocate RUC and other costs based on net negative deviations that the
CAISO receives from HASP schedules of participating load or generation. In addition,
State Water Project contends that the Commission should clarify that deviations for
generation and participating load should be calculated based on adjustments made from
HASP schedules.

60.  Metropolitan also urges the Commission to direct the CAISO to post on Open
Access Same-Time Information System (OASIS)®" the instances in which it has over-
procured RUC in order to provide market transparency of the frequency and magnitude
of RUC over-procurement.

Commission Determination

61. Inthe September 2006 Order, the Commission found it inappropriate for the
CAISO to allocate RUC costs to export schedules because the RUC process was not
established to ensure that on-line capacity was made available to meet outside control
area needs.®? Six Cities argue that there are circumstances that may cause the CAISO to
dispatch RUC capacity to support exports (e.g., generator outages). We disagree with
this argument. While the CAISO may serve the export obligation using internal
resources, the CAISO will not use RUC capacity to support an export under these
circumstances because RUC capacity serves an internal reliability need. We understand
that, if a generator is unable to provide export generation in real time, the export would
have the option to either procure the energy from the CAISO spot market or outside of
the CAISO Control Area.® In other words, an export generator that needs additional
energy to meet a demand spike or unexpected curtailment would have the ability to
support its energy need from real-time spot market transactions rather than RUC
resources. As a result, we find no reason to reverse the determination, in the September

81 OASIS facilitates the distribution of transmission information and the
reservation of services.

82 See September 2006 Order, 116 FERC ] 61,274 at P 171.
8 See MRTU Tariff section 34 - “Real-Time Market.”
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2006 Order, to remove exports from the allocation of RUC bid cost. Accordingly, we
deny rehearing on this issue.

62.  We also deny State Water Project and Metropolitan’s request for clarification. In
the September 2006 Order, the Commission acknowledged that State Water Project
raised a number of specific issues with respect to the treatment of participating load under
the MRTU Tariff.2* The Commission directed the CAISO to work with State Water
Project to improve the mechanism for addressing unique constraints posed by
participating load under MRTU, and to make a compliance filing revising the tariff
accordingly. We find premature State Water Project and Metropolitan’s request for
clarification of how the CAISO will allocate RUC costs to their load. We direct the
CAISO to continue to work with State Water Project to resolve the treatment and
allocation of RUC costs to participating load under the RUC process and make a
compliance filing with the Commission upon completion, as directed in the September
2006 Order.

63.  With respect to Metropolitan’s request that the Commission require the CAISO to
post RUC procurement results on the CAISO’s OASIS website, we find this request
reasonable. We believe that the CAISO should post this information in order to give
market participants the opportunity to assess the impact of any over-procurement and to
forecast the potential RUC costs that the CAISO will allocate to its metered demand. We
also believe that the disclosure of this information will allow market participants to self-
manage their business activities and risk in the forward markets, while evaluating the
conditions that led to the CAISO’s over-procurement of RUC generation. Thus, we grant
rehearing and direct the CAISO to post this information on its OASIS website upon
implementation of the MRTU.

3. RUC Compensation

64.  Onrehearing, Six Cities state that the September 2006 Order accepted for filing
section 8.10.8.1 of the MRTU Tariff (Rescission of the Payment for Undispatchable
Ancillary Service Capacity or RUC Capacity) without addressing the inconsistencies or
payment obligations highlighted by Six Cities in their MRTU protest filing.*® Six Cities
reiterate on rehearing that the second paragraph of section 8.10.8.1 of the MRTU Tariff
provides that, when capacity committed in RUC from an RA resource becomes
undispatchable capacity, the payment obligation® shall be equivalent to a payment

8 See September 2006 Order, 116 FERC { 61,274 at P 701.
8 Six Cities refer to the September 2006 Order, 116 FERC 1 61,274 at P 165-68.

% In this case, the payment obligation is the penalty paid by the resource to the
CAISO for having undispatchable capacity.
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obligation which would arise if the resource were eligible to receive a RUC availability
payment. By contrast, Six Cities claim that the third paragraph of section 8.10.8.1 of the
MRTU Tariff provides that if the undispatchable capacity is capacity committed in RUC
and is from a generating unit, participating load, system unit or system resource that is a
RA resource, there is no payment obligation to the CAISO for the undispatchable RUC
capacity.

65.  Six Cities contend that there should be a payment obligation associated with
undispatchable capacity. They argue that the payment obligation should be equal to the
CAISO’s cost to replace the capacity because the replacement cost will avoid the need for
neutrality adjustments that result in excess revenues or revenue deficiency. Six Cities
request that the Commission clarify the scope of and the circumstances under which the
availability payment will apply. Alternatively, Six Cities request rehearing of the
Commission’s refusal to require the payment obligation for undispatchable capacity to be
equal to the CAISO’s replacement cost.

Commission Determination

66.  We agree with Six Cities that the second and third paragraphs of section 8.10.8.1
of the MRTU Tariff seem to conflict. We agree that undispatchable RUC capacity from
both RA and non-RA resources should be disqualified from the receipt of a capacity
payment. However, we find that section 8.10.8.1 creates some confusion regarding the
payment obligations of RA resources and non-RA resources. It is our understanding that,
since RUC resources that are RA resources are compensated for availability through their
RA contracts, they do not receive a RUC availability payment, and accordingly would
have no payment to be rescinded by the CAISO. Further, we believe that Local
Regulatory Authorities can impose penalties on RA resources for not adhering to the
terms and conditions of their RA contracts. As such, we find it inappropriate for the
CAISO to impose additional payment obligations upon RA resources that would
otherwise be imposed by Local Regulatory Authorities. Therefore, we direct the CAISO
to submit tariff sheets, in conjunction with the compliance filings it will make on or
before August 3, 2007, clarifying MRTU Tariff section 8.10.8.1 to indicate that no
payment obligation applies to RA resources and that the CAISO will notify the
appropriate Local Regulatory Authority of any non-compliance of RA resources.

67.  With respect to Six Cities’ contention that there should be an additional payment
obligation for undispatchable capacity equal to the CAISO’s replacement cost of RUC
capacity, we disagree. The CAISO does not acquire replacement capacity for RUC
capacity that is undispatchable in real-time and consequently there would be no
replacement costs for undispatchable RUC capacity. Notwithstanding, the CAISO would
need to acquire energy in the real-time to meet load and it would pay the spot market
price for this energy. But the CAISO would have also paid the real-time spot market
price for energy if the RUC resource was dispatchable.
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68.  For these reasons, we deny Six Cities’ request for rehearing on this issue and grant
the request for clarification of the scope of and the circumstances under which the
availability payment will apply.

4, Reliability Must Run (RMR) Capacity under RUC

69.  Williams seeks rehearing of the Commission’s determination that WPTF/IEP’s
assertion that the CAISO may designate Condition 2 RMR capacity for not only local
area requirements but also for control area shortfall, is unfounded.*” Williams states that
it does not dispute that when a Condition 2 RMR unit is dispatched for local reliability
service in or before the day-ahead market and such dispatch is ultimately represented in
RUC as a self-schedule, that the RMR unit is providing local reliability service, in
accordance with the restrictions set forth in the RMR contract. However, it argues that
the CAISO fails to provide assurance that the CAISO will not dispatch a Condition 2
RMR unit higher than its local reliability requirement if the CAISO needs additional
capacity in RUC to make up the difference between bid-in demand and the CAISO’s
demand forecast. Williams contends that while MRTU Tariff section 41.9 authorizes the
CAISO to dispatch Condition 2 RMR units for control area shortfalls under exceptional
conditions, the CAISO should not have the ability to use this section frequently as a
mechanism to procure additional RUC capacity.

70.  Accordingly, Williams requests that the Commission grant rehearing and direct
the CAISO to include language in section 31.5 of the MRTU Tariff that prevents the
designation of Condition 2 RMR units from providing capacity in RUC for reasons other
than local reliability, unless the CAISO has first complied with the requirements of
MRTU Tariff section 41.9.1.

Commission Determination

71.  We deny Williams’ request for rehearing. We believe it is unnecessary for the
CAISO to include additional RMR language in section 31.5 of the MRTU Tariff. The
tariff clearly explains the CAISO’s rights and limitations to dispatch RMR generation in
section 41 of the tariff. Specifically, section 41 of the MRTU Tariff explains that the
CAISO has the right to call on RMR generators to generate energy, black start or voltage
support to meet local reliability needs, with the exception of section 41.9 that gives the
CAISO the ability to dispatch Condition 2 RMR units to provide energy through an
exceptional dispatch. For this reason, we continue to believe that section 41 of the tariff
provides RMR generators with a reasonable amount of detail and assurance that the

87 Williams refers to the September 2006 Order, 116 FERC { 61,274 at P 429.
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CAISO will not, except in unusual situations, dispatch RMR generation beyond local
reliability requirements.?® Thus, we deny Williams’ request for rehearing.

5. Other RUC Issues

72.  Constellation/Mirant request that the Commission clarify that the implementation
of convergence bidding does not replace the need for the CAISO to reflect the impact of
RUC commitments on day-ahead LMP prices.?® Constellation/Mirant agree that
convergence bidding is an important tool to remedy the incentive for underbidding that is
created when RUC commitments are not permitted to set the LMP clearing price.
However, Constellation/Mirant state that convergence bidding does not correct an LMP
that inaccurately reflects the dispatch price of the marginal unit. According to
Constellation/Mirant, in order for market participants to be able to manage their energy
prices properly, the CAISO must produce accurate and transparent prices. Thus,
Constellation/Mirant request clarification that the implementation of convergence bidding
does not replace the need for the CAISO to improve its LMP calculations by including
RUC commitments.

Commission Determination

73.  We find that Constellation/Mirant do not present us with any information that
would convince us that LMP calculations should include RUC commitments to ensure
accurate and transparent prices and therefore we deny their request for clarification. We
continue to find that the CAISO should not reflect the energy component of RUC
commitments in the day-ahead LMP calculations, as the RUC is not based on physical
supply and demand schedules but rather the CAISO’s forecasted demand for the next
operating day. We believe that it would be inappropriate for the CAISO to include its
forecast demand in the day-ahead LMP calculations because the LMP price would not
accurately reflect the physical constraints or market conditions on the system. In
addition, as the Commission found in the September 2006 Order, the CAISO’s RUC
proposal is a reliability mechanism designed to procure capacity in advance of real time,
making the energy from that capacity available to meet load in real time.* Because the

% While the CAISO has introduced exceptional dispatch as a new term under the
MRTU Tariff, we note that the Commission has previously addressed the parameters in
which the CAISO may dispatch Condition 2 RMR units for system reliability in an order
on Tariff Amendment No. 60. Cal. Indep. Sys. Operator Corp., 108 FERC 1 61,022, at
P 42-51 (2004).

8 Mirant/Constellation refer to the September 2006 Order, 116 FERC | 61,274 at
P 181.

% See September 2006 Order, 116 FERC 61,274 at P 181.
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energy is not procured in the day-ahead market and there is no guarantee that the energy
will be dispatched in real time, we continue to support our conclusion that the day-ahead
LMP calculation should not include the energy component of RUC commitments.
Contrary to Constellation/Mirant’s interpretation of the Commission’s determination in
the September 2006 Order, the Commission never suggested that the implementation of
convergence bidding would replace the need for the CAISO to calculate LMPs
accurately. In the September 2006 Order, the Commission only found that the inclusion
of RUC commitments would not result in more accurate LMPs. As for convergence
bidding, the Commission determined that it is the appropriate mechanism to address the
incentive for LSEs to underschedule in the day-ahead market.*!

C. Hour-Ahead Scheduling Process and Real-Time Market

1. Discrimination Against In-State Generators

74.  Under MRTU, the CAISO proposed the HASP which provides hour-ahead
financial settlements for imports and exports. Prior to the September 2006 Order,
Williams argued that this proposal discriminated in favor of import supply resources,
because in-state generating resources were not given the same bidding and settlement
options as external resources. However, the September 2006 Order noted that internal
and external generating resources are not similarly situated, because imports cannot be
dispatched on a five-minute basis while internal resources can. Thus, the Commission
found that “while the treatment of internal and external resources is different, it is not
unduly discriminatory given such different operating characteristics.”

75.  On rehearing, Williams argues that the Commission erred by failing to direct the
CAISO to provide in-state generators the opportunity to participate in the HASP pre-
dispatch. Williams states that if the CAISO must develop software to provide full-hour
pre-dispatch to external resources, it should offer the same dispatch and settlement
opportunities to in-state resources. Williams explains that it is not requesting that
external re