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PROCEEDI NGS
(10: 11 a.m)

CHAI RMAN WOOD: Good norning. |'m Pat Wod,
Chai rman of the Federal Energy Regul atory Commi ssion and,
since this is an open neeting of our Commi ssion, I'd like to
formally call this nmeeting of the FERC to order.
I want to, first of all, thank our host, President Peevey of
the California Comm ssion, and Conm ssi oners Lynch and
Comm ssi oner Kennedy and Conmm ssioner Brown for you-alls
hospitality. W appreciate the opportunity to use these
nice facilities here at the California Comm ssion.
We'd also |ike to express our appreciation to the other
Conm ssi oners who are here today. W have two nenbers of
the California I ndependent System Operators Board, M chae
Peavey, the Chairman of the Board, Mchael is here, and so
is M. --
(Appl ause.)

VO CE: The new governor has already appointed an
addi ti onal czar.

(Laughter.)

CHAI RMAN WOOD: | have so many M chael's here.

CHAI RVAN KAHN: M chael Kahn.

CHAI RVAN WOOD: M chael Kahn, President of the
Board, is here, and M chael Foria , who is a nenber of the

Board, is also here. | want to thank you all for your work.
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We've also got Eric Saltmarsh, fromthe California POV
representing Chairman Kissinger here today with us up on the
st and.

I want to thank the many stakehol ders who we'l|
be tal king with through a nunber of panels today. W
appreci ate the hard work that you-all have done over the
past several years to restore these markets here in
California to custoner-serving markets.

We are in the process -- this is the ninth of a
series of meetings that our Conm ssion has had across the
country to nmeet in the different whol esal e power market
regions to discuss progress -- or, in sone cases, |ack
t hereof -- toward devel opnent of whol esal e power markets
that deliver efficiency and value to custoners. And this is
actually on, as | said, on ny formhere, and cones just a
few weeks after the Conm ssion, our Comm ssion, issued a
gui dance order with regard to sonme significant devel opnents
filed by the California Independent System Operators to
progress its market to a nore conpl ete nmarket design.

This is a perfect time for this nmeeting. There
was a good hydro year here in the West. Markets are not
under the kind of stress that we saw. Certainly when Nora
and | had our first neeting out here at your sister agency,
the California Energy Conmm ssion back in 2001, it was a year

when nmarkets were under severe stress.



© 00 N oo o b~ W N P

N DN DN DD NN P PP PR, Rk
aa A W N P O © 00 N oo o0 M W N -, O

But that should not, | think, cause any of us to
relax. | think, on the contrary, this is a tine to act and
we can act soberly, look at the issues and values that are
inportant to the California marketplace, and prepare for
per haps a future when we don't have a good hydro year and,
after many other units perhaps sonme of the older, nore
inefficient, environmentally-challenged units have been
retired.

So our focus at our agency, | think much as it is
here at the State Conm ssion and it was when Nora and | both
served on state commi ssions, is that our job is to really
oversee three things: balanced rules, in this case rules in
t he market pl ace, sufficient infrastructure, power market
infrastructures, and vigilant market oversight.

| think we've made a | ot of strides on narket
oversight, particularly due to the experiences we had as an
agency and you-all have had in the nmarketplace here several
years ago. And we have al ways appreciated the cl ose
interaction with the California |ISO Market Division and then
their Market Oversight Committee, chaired by Dr. Wallach
who ent husi astically two weeks ago approved a bal anced
proposal that the California | SOs put forth in their MQO2
docket. This was our first chance to respond to really the
final phase, the details of the final phase of the

i npl ementati on of the new market design for California that



© 00 N oo o b~ W N P

N DN DN DD NN P PP PR, Rk
aa A W N P O © 00 N oo o0 M W N -, O

we all have been discussing really since 2000, |ate 2000.

Chai rman Peavey, on behalf of the Comm ssion, you
wrote a couple days ago a letter to ne and to nmy coll eagues
about that order and I want to use this opportunity to
enphasi ze that our response to the California | SOs nmarket
design filing was our first one. W said yes to quite a few
t hings, but we did not say no to anything, we did not reject
proposals of the -- particularly those that were nentioned
in the letter. W actually asked for a process to set up so
we can better understand those.

And so today is the first step of that process.
We have a number of panels planned to di scuss vari ous

aspects of the whol esal e power market out here and we have

commtted in our ordering -- as | conmt to you here
today -- to continue that process in a nore face-to-face
forum

One of the things we discovered with a pair of
orders -- one for this market and one for the m dwestern
mar ket that we issued two weeks ago -- was that parties get
kind of into the litigation practice pretty quick when they
file something at FERC. And | think there's probably not
been a neeting that 1've done at FERC that hasn't gone by
t hat we have not had one or two filings fromthe California
ISOto deal with, you know. |'ve personally |earned from

experience. And many of you are getting billable hours in
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t he audi ence for just --

(Laughter.)

CHAI RMAN WOOD: So enjoy that Lexus when you
drive it away.

(Laughter.)

CHAI RMAN WOOD: The focus, though, needs to be on
resolving the problems. And | do want to commt, M.
Chairman, to you and to the market participants here in
California, to Chairmn Kahn of the Board and the others
that we want to work in a nore face-to-face and i nformal
format that gets us out of the litigation posture until
we're ready to nake final decisions.

One of the things we saw in this order were there
are sonme open questions that we want to get understood. W
know that the state has a critical role to play in the, |
know, the pending procurenent decision that is before the
Comm ssion here and we want to understand that decision and
how it mght interplay with the rest of the nmarket design
her e.

And | think those inportant pieces, when they're
out there, then we could sit down and | think -- with our
staffs, with the experts, with the market participants --

tal k about how to really wap up the renmmining open issues.

And | do think it actually is a short list; there are sone



1

i nport ant

items on it though --

it's arelatively short

10

| ist
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about where it is that the marketplace here in California is
going and the role that we can all play together to help

provi de sonme | eadership within that role. So we | ook

forward today to | ook at those -- the interplay of those
i ssues and commt that there will be sone further work to go
on that.

Qur hope is that really, as with the M dwest,
which is recovering from-- this is relating to the power
bl ackout of theirs that they had in August -- that we | ook
t houghtfully and focus sufficiently on what the market
desi gn should be and do that in the spring and then allow
then the market participants, under the |eadership of the
SO, to really put nmore focus on the software, on the detail
rules, on the training necessary for folks to be successful
and to understand fully the market before the nmarket changes
are introduced and go forward there. So again it's ny hope
that we can, fromthe regulatory side of this, nmake sone
deci sions that can give the rest of the marketpl ace
sufficient guidance to nove forward and then we can, at that
poi nt, pursue -- or continue our nmarket oversight.

| do want to just add a couple of final thoughts.

I look forward to a frank exchange today with our panelists.

We' ve got some nenmbers here of our staff, M. Cannon from



1

12

FERC wi || be kind of be the facilitator of our panel

di scussi ons today.

want to invite nmy coll eagues from FERC
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and fromthe CPUC to junp right in with questions and
i ssues. Qur staffs here will be asking questions as well as
we go through the day of the different panels.

And we're trying to -- | know we've got a | ot
squeezed into today, but there are a | ot of issues here.
This is a critical market to, not only the West, but to the
whol e country. It certainly has been an issue dom nati ng
t he agenda at FERC since | cane in there two years ago with
Nora. And I know Bill has got nore years on that than
probably he wants to tal k about as well.

(Laughter.)

Agai n, our support of the order on the MDO2 two
weeks ago was our first response to the final phase of
mar ket design; it's not the last. [It's ny hope that as we
go forward FERC will continue the posture we adopted in the
ot her markets that we're going forward of where we need to
weigh in formally we will with an order that's interlocutory
so that we can continue to have di scussions and not worry
about ex parte concerns, by continuing to talk face-to-face
and all ow Conm ssi oners and market participants and staff
and everybody to interact.

So thisis alittle bit different MO than we've
used in the past. |It's one that | have used in my prior
position as a chairman of a state comm ssion with sonme

success, so | hope it will work well here in addition.



© 00 N oo o b~ W N P

N DN DN DD NN P PP PR, Rk
aa A W N P O © 00 N oo o0 M W N -, O

14

So again thank you all for comng -- | know
there's sone fol ks standing in the back. W appreciate your
interest in this real inportant market. And so w thout
further ado, 1'd like to ask if President Peevey has any
t hought s.

PRESI DENT PEEVEY: | always have thoughts.

(Laughter.)

PRESI DENT PEEVEY: | al so have coments.
First, let me just say to all of you in the room
here -- and this is the requirenment of the fire marshal --

that as many of you as you possibly can, please take seats

because we do have adjoi ning Conference Room A, where those

that tire of standing, | guess, in the back can mgrate to
and listen to this. |It's audio, not video, but we do have
that. But it's a requirenment of the fire marshal that al

t he seats be occupied inasnuch as possible here. So | hope
you' || take mnmy admonition seriously in that regard.

| do want to welcome to San Franci sco Pat Wod
and his coll eagues, Nora Brownell, and Bill Massey. It's
great to have you in San Francisco. And as the Mayor of San

Franci sco, if he were here, would say Welconme to our house.

22
COWMM SSI ONER BROWNELL: Nice house.
PRESI DENT PEEVEY: Not bad. Not bad, right?



But we're very pleased to have you and your

15

staff
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here in California today to talk about the inportant market
design issues set forth in today's agenda. | think we al
| ook forward, ny colleagues all on ny left, |ook forward to
an open and informed discussion. Obviously many peopl e view
this neeting as very inportant, judging by the turnout.
Si nce becom ng President of the PUC in January,
I"ve focused on several goals which |I've comunicated to
audi ences inside and outside our Conm ssion. The main thene
that | wish to project was to enter an era of partnership.
The goal of the partnerships was to increase the
ef fectiveness of the PUC in perform ng our regul atory
duti es.
The offer of partnership was extended to ny
col | eagues on the Comm ssion, our staff, parties appearing
before us, other state and Federal regulators --
particularly the FERC -- the California | SO and the Cal
| egi slature, as well as |ocal government. M hope in
| aunching this initiative was to exit the energy crisis,
i ncludi ng endi ng the bunker nentality that surrounded the
Comm ssi on during the energy neltdown here in California.
To this end, we've spent a great deal of effort
this year working cooperatively with California ISOto
devel op a revi sed nmarket redesign proposal that protected
California consunmers, pronoted efficiency, and provided

sufficient opportunities to pronote and retain investnent.
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I want to comend Cal |SO for being responsive to the
Conmmi ssion's concerns in this process and for filing a
proposal with FERC that we thought went a | ong way toward
achi eving those goals in a responsible manner.

We' ve al so sought to increase and inprove our
relationship with FERC, both at the Comm ssion | evel and the
Staff level. W anticipate that today's conference will be
anot her major step towards furthering this goal, given the
gi ve- and-t ake here.

| nmust say, however, that -- thank you, Victor.

I nust say, however, that the FERCs order |ast week on the
| SOs revised market redesign proposal was disappointing in
certain respects fromour perspective. The order seem ngly
rejected the | SOs proposal, which the CPUC strongly
supported, on several points that are critical to any

i npl ementation of a market redesign in California based on
| ocati onal marginal pricing, or LMP.

Many parties have substantive concerns about
noving to an LMP-based system concerns driven in part by
recol l ections of the unrestrai ned exercise of market power
during the recent crisis. Wile | personally believe that
the 1 SO markets require reformand that, if inplenented
properly, an LMP system can benefit custonmers, |I'm sensitive
to such concerns. This is why the CPUC was careful to

express conditional -- and | enphasize conditional --
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support for the | SOs proposal contingent on the adoption of
a | arge package of necessary features.

One thing that is absolutely clear, for instance,
is that any LMP-based system nust have effective | ocal
mar ket power mtigation. This is sinply a function of
determ ning prices at a |ower |evel of granularity, which in
nost cases there will be fewer conpetitors and in sonme cases
none.

FERC has recognized this in other |SO markets and
has provided to the PIMI SO essentially the same mechani sm
that the California | SO proposed. Yet, in |ast week's
order, FERC refused to approve the ISOs |ocal -- California
| SO s | ocal market power mtigation proposal.

Last week's order also rejected other narket
design el enents that our Comm ssion thought critical to
successful prudent inplenmentation of an LMP-based system
i ncludi ng a day-ahead nust-offer obligation to prohibit
wi t hhol ding and a proposal to limt nodal prices to $250 a
megawat t - hour. As we stated in our comments, these are
precisely the kind of design elenments that -- quote -- would
help to allay concerns regarding inplenentation of an LMP-
based systemin California.

Under these circunstances, it is inaccurate to
state, as the order does in Paragraph 42, that the CPUC

supports the inplenmentation of LMP. | hope that we can get
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there and I think today's work will help us do that. But
that's not where we are at the nonment.

Finally, l|ast week's order suggests that FERC
sees capacity paynents as the quid pro quo for narket power
mtigation, with | anguage that suggests that FERC w |
revisit market power mtigation only after the CPUC adopts a
resource adequacy programin our procurenment rul emaking.
FERC seens to be concerned that too much spot market
mtigation will result in inadequate forward contracting,

i nadequat e pl anning reserves, and over reliance on spot
mar ket s.

| can assure you that we will not let this

happen. I n our procurenent proceeding, we are addressing

requi renments for resource adequacy in the state in general.

The | SO had proposed to include resource --reserve

requi renments for resource adequacy in its market redesign.
The PUC argued for time to allow the state to adopt the
rules instead of FERC. W intend to follow through and
adopt rules to insure the necessary power is on-line and
avail able when it's needed. You will hear nore about
procurenment this afternoon fromthe Director of our Energy
Division. Qur draft decision is due out in |less than two
weeks, November 18t h.

Despite these m sgiving and reservations, to wrap



up,

want to enphasize ny enphatic desire for this

20
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Commi ssion to work with the FERC. Too nuch is at stake for
us not to strive for comon ground. After all, at the end
of the day, we're all charged with the sane charge, which is
to serve the public interest in California and nationally.
So | look forward to a very productive neeting here and that
we all approach it in a very positive and conciliatory way.

Thank you, M. Chairman.

CHAI RMAN WOOD: Thank you, President Peevey.

Generally, before we nove into panels this
norning, | would ask if any of our coll eagues here -- if
t hey don't have anything they want to add before we junp in.

COWM SSI ONER LYNCH: | appreciate FERC
Conmm ssioners and Staff comng to San Francisco to di scuss
t he design of open energy nmarkets to elim nate the gouging
and mani pul ati on that occurred in the first attenpt at
deregul ation. Hopefully, we will all learn fromthe
egregi ous m stakes of our predecessors in designing and
i npl ementing the new market.

Any attenpt to design a deregul ated market wl|
face serious challenges. | amvery concerned that this
attenpt, by overriding the consunmers and coordi nat ed
judgnment of the California energy agencies nost responsible
for ensuring that the lights stay on in California is dooned
to repeat the horrendous history of California s recent

energy debacle. By overriding many of the basic protections
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requested by the I SO and by | ayering on additional paynents
to and opportunities to profit by the energy -- in this

mar ket, that FERC may be designing a market that is dooned
to recreate the reliability problenms and certain -- that
California recently endured.

Further, by boxing in the -- contracts with an
inability to hedge against the price volatility sure to be
experienced in this new design, the FERC nay exacerbate the
probl ens inherent in the contract start. But | will be
i stening today for indications that the current market
folks at FERC will listen to and learn from California's
best advice and counsel.

But | am al so deeply concerned about the failure
of today's agenda to include any existing consumer
representatives. While it nmay be Washington's practice to
hear only from market participants, in California we wel come
consunmers and all representatives of the public affected by
our policies to present and be at the table. This agenda
does not include all market participants. Failing to
i nclude even whol esal e buyers by scaling the technical
conference to the whol esale seller side, |I'm concerned that
the record devel oped nay be biased. A market devel oped with
a bias in favor of sellers will sinply not work and wi ||
recreate the problens that California has had a such good

experience with.
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So | would urge both nmy coll eagues and FERC
Comm ssioners to listen to the consuners and whol esal e
buyers as well --. | believe we would all benefit from
inclusion for a nore robust debate an array of experts than
will be presented here today.

CHAI RMAN WOOD: Thank you for those thoughts.

(Laughter.)

CHAI RMAN WOOD: | think it's perfectly acceptable
t hat everyone speaks their opinion.

How about any of the other comm ssioners,
Comm ssi oner Brown, Commi ssioner Kennedy? Do you have
anything to add?

COWMWM SSI ONER BROWN:  Wel |, | think we've cone a
|l ong way fromwhere we started in the standard market design
and | appreciate FERCs willingness to listen to the voices
of the State Comm ssions and particularly our own state.

Presi dent Peevey has pretty nmuch laid out in his
letter to you our primary concerns. And so with an open
m nd and your willingness to work together with state and
Federal cooperation. And with state and Federal
cooperation, | approach this problemand I thank you for
com ng out here to take the tine to deal with these rather
t axi ng i ssues.

Thank you.

COW SSI ONER KENNEDY: Thank you.
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Thank you very much for com ng out here and
spendi ng your tinme and your attendance working to resolve
any outstanding issues. | think we're at a mmj or crossroad
and the nost inportant thing is that we nove quickly to
resol ve any issues and not sinply drift. W have a very,
very inmportant task and tine is not our friend, especially
here in California. W could easily be facing anot her
crisis in terns of supply two years fromnow, wth
transm ssion constraints, et cetera, so it's very inportant
that we place a high priority on action and not just debate
in the next foreseeable future.

Thank you.

CHAI RMAN WOOD:  Thank you.

At this time I'd like to turn it over to Shelton
Cannon of the FERC Staff to introduce the first panel for
t oday.

MR. CANNON: Just a couple of comments, as far as
time. Quickly, the organization of today's conference,
we're trying to focus -- which we're fortunate to have had
both the MDO2 filing presented to us, the conceptual filing,
as well as the order -- which we hope to use as an
organi zing principle for the state's conference. It's an
anbi ti ous agenda, we've got a |lot of ground to cover. Qur
norning here is going to end at 1:30 for lunch -- 4:30

Eastern ti ne.



© 00 N oo o b~ W N P

N DN DN DD NN P PP PR, Rk
aa A W N P O © 00 N oo o0 M W N -, O

25

(Laughter.)

(Si nmul t aneous di scussi on.)

MR. CANNON: In the norning, we're going to be
trying to focus on sone overl apping i ssues associated with
the inplenentation as well as the transition to a new narket
redesi gn, sort of how do we go about getting a good market
redesi gn up and running.

The afternoon is nore of a step back and | ook at
the big picture, look at what the interrelationship is
bet ween mar ket rul es, between resource adequacy, between
mtigation -- how all those pieces of the puzzle sort of fit
together. And al so how certain decisions that California
will need to make going forward, how they fit into sort of
the | arger regional context and then into sort of the
West ern-i nt erconnecti on-wi de point of view

We've had a number of these technical conferences
and one | esson that we've learned fromthemis that they
seemto be nore productive if we stay away from just canned
presentations and try to have nore of a dialogue. So to
t hat end, we've asked our panelists today to keep their
remar ks, their opening remarks, relatively short, sort of a
three- to five-mnute rule and we'll be giving you the high
sign when it's tinme to have to conme off and pull you
of f stage there.

But we thought that we want to try to keep away
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from canned presentati ons, keep things nore focused. MW
role is going to be trying to introduce the panel, trying to
keep peopl e sonmewhat on topic, and then provide the basis
for panels to talk to one another and set up questioning

fromthe Conm ssioners, as well as from Staff.

The theme today, if | have one, is going to be
let's -- it's fine, we'd like to hear fromeverybody's
point of view. [If people have problenms with what's been
proposed, we very nuch want to hear that. But we'd al so

i ke people to propose solutions and cone to the table with
ways to make things work. [If you don't |ike what has been
proposed, what do you like?

I"d like to underscore FERCs commi t ment and our
Staff's commitnment to work with all market participants,
consumer groups as well as everyone out there in the
mar ket pl ace. We want to try to keep this dial ogue going,
try to build sone bridges and work out results that make
sense from California' s point of view and al so nake sense
from FERCs poi nt of view.

So with that, I'd like to introduce sort of our
first two speakers. And this will sort of be sonewhat of a
departure fromthe panel format, but we thought it would be
useful to have the California | SO make a short ten-m nute
presentation roughly in terns of what they propose as the

sort of current market design issues.
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We have Spence Gerber here from Cal |SO, wel cone.

He is the -- Director for MDO2. And then we al so have J.B.
Shi pl ey, who's in our office, and who will be giving an
overvi ew of the recent MDO2 concepti on.

Wth that, I'"mgoing to turn it over to Spence.

MR. GERBER: Thank you, Shelton. | appreciate

Good norning, Chairman Wod, President Peevey,
the Soft Margin Comm ssioners. | appreciate the opportunity
to be here to give you a brief update on where our activity
has been. And, as indicated, it is sonewhat a canned
presentation just to kind of maybe set the | evel of what
we're acconplishing fromthe inplenmentation perspective, not
so much about the rules and the design itself.

Speaki ng on behalf of the California I SO, I
really appreciate the tineliness and the clarity of the
order that you put out on October 28th. |It's very good
because it validated some of the work effort that we have
al ready gone into in putting forth our MDO2 i npl ementation
effort. It recognizes, as people have indicated in opening
remarks, that there's still a fair amunt of work to do to
bring this to a close and to put together a conmprehensive
package that achieves all of the goals that everybody is

trying to do fromthe clear rules in the whol esal e market,



protections for

consuners,

and maki ng sure that we don't
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repeat any of the situations that we've had in the past in
the restructuring.

I think we're still assessing what inpacts the
order has on our inplenmentation effort with the open itens
that we will be discussing |later today. And that will, in
part, dictate where we go with our inplenmentation schedul e.

The good news is -- and we' ve been presenting
this with code words here, Phase 1(a). | apologize for that
but 1 think many of the participants that are famliar with
what we' ve been doing are ~-- if | try to say it sonme other
way, sonetinmes they get confused.

But that's our automatic mtigation procedure.
It's been in place for over a year now. W've hit the
conduct threshold nunmerous tines, but it has never triggered
a mtigated bit. So, you know, you can take fromthat
whet her or not that's effective mtigation or not or if it
was just circunstance that got us here, but it's in play and
it's -- you know, with success, | would say, but there's
di fferent varying degrees of what success neans there.

It's inmportant to recognize that that automatic
mtigation procedure was applied to our existing real-tine
di spatch on our existing system so it was a little bit
easier to get there in ternms of inplenmentation; it didn't
take quite the effort that we're engaged in right now. And

this would be our -- what we've characterized as our Phase
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1(b), where we conpletely change out our real-tine economc
di spatch programinto an optimnm zation program and we al so
add the uninstructed deviation penalties that the Conm ssion
granted us, pending ability of the suppliers to update their
unit information in real-tine.

So that really is -- this Phase 1(b), as we
characterize it, is one of the major changes to our software
system So there is an increased | evel of conplexity that
cones with that, because it's not just dropping in a new
sof t ware package, but it is -- the underlying systens that
cone with it are being changed out at the same tine.

We're set to get there still February 1st, 2004.

It will be a challenge to neet that inplenentation date.
We're currently continuing to discuss with our narket
participants -- we're in our market sinulation phase and
we' |l | establish what the success of that criteria is with
themto go ahead and nake sure that both sides understand

how it works, make sure that it does work, and that there

won't be any surprises when it's inplenented. | think
there's really -- we'll be at peak point probably towards
t he end of Decenber, where we -- with the cooperation of the

mar ket partici pants, determ ne whether or not we are ready
to go and drop this into place on February 1st.

Movi ng al ong, we've been talking all al ong about



a phased approach for

a forward-energy market and LNP.

In
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our |ast year of putting together the pieces, we have
determ ned that a single stage approach to introducing an

i ntegrated forward-market and an LNP pricing scheme is now
in the best interests for a nunber of reasons, so the
current plan would coll apse this phase two to phase three

i npl ementation into a single inplenentati on date.

I think one of our challenges is to renenber that
we need to have a neaningful LNP trial period and | think
we've got a plan to do that. There's sonme cost savings for
the 1SO and if | see themon ny side, | think that it's
certain that the other nmarket participants will see them
The types of things that nay beconme evident in ny next slide
is that, in order to have a phased approach, you have a | ot
of testing and integration work that you have to do in both
a forward-energy market and separate LNP inplenentation that
you can bring together and save a significant amount of work
effort in having a robust testing environnent.

And then there are sone other places where we've
recogni zed savings, for an exanple, in our settlenent system
there's several mllion dollars worth of savings of not
having to carry a separate schema for just a forward zona
mar ket, that we can bring those two together and find sone
savi ngs there al so.

And | think the other inportant piece is that, as

everybody recogni zes, there are still sone structural flaws
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in our market that we believe will be addressed by this,
particularly interzonal congestion issues, and that have al
congestion treated in a forward-energy market rather than

nmoving it to real-time, where you have less time to react.

And the sooner that we can get there, | think sone of the
benefits that will derive from LNP prices can be achi eved.
(Slide.)

This last slide is ny Christmas present to
everybody. Hopefully it's colorful enough. There's a whole
| ot of things going on here. Certainly there's a |ot of
i nt erdependenci es and interplay anong the vari ous projects
that we have within our program Stakehol ders, starting
with our | SO Board, the state conm ssions, the FERC
Comm ssi on, that we have to be m ndful as we go through
this. 1'"mnot going to dwell a lot on this particular
slide. There's a |lot of information here. We will continue
to post this kind of information on our web so people can
see where we're going. But it's a high-level roll-up of
what we expect to acconplish in the next two years based on
what we know now.

And |I'm careful to put that caveat in there
because sone of these open issues continue to be discussed
and if there's changes to the way we inplement our software,
we' Il have to make those adjustnments and that certainly can

have an inpact on this inmplenentation schedul e.



© 00 N oo o b~ W N P

N DN DN DD NN P PP PR, Rk
aa A W N P O © 00 N oo o0 M W N -, O

34

| think the three projects in the mddle of the
page: our integrated forward-market LNP, our congestion
revenue rights and our settlenent system are the key outward
facing systenms that | think people will recognize that are
i nportant for market functionality, but all told there are
over 15 projects within this to bring all that functionality
together in an integrated fashion.

And that's -- as we get over to the right-hand
side of the chart there in the mddle of the page, there's
several places where you see sone testing that starts, and
right nowit's projected for the first quarter of 2005.

And, based on our experience and understandi ng of what it
takes to put this kind of conplex systeminto play, it's
very inmportant that we get to those testing phases, it's
very inmportant that the market participants are confortable
that it's functioning the way that it is. And, in
particular in California, it's very inportant that we see
sone results of the what | would characterize as the LNP
trial period here to put this into play and see what the
results are, so that people understand and can see that it
derives the benefits that we're seeking here.

And then down towards the bottom of the page on
the | eft-hand side, there are still sone key m |l estones that
are inmportant to making sure that we have all the pieces put

together, certainly the procurenent proceedings. There's
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al so additional work that was laid out in the order that we
need to continue with the market participants. W're still
in the process of determ ning what those priorities are,

whi ch ones need to be resolved at first so that we can nake
sure that we can describe that functionality to the vendors
that will be providing us with our software, so that we
don't go down a path of having to do a | ot of change orders
| ater on this.

So again this is -- ny experience tells ne that
throwi ng a date out there of when things are going to be
done when it's two years in advance is sonetines witing a
check and then you have to go back and check the bal ance of
the account. But | think it's inportant to recogni ze that
this is a timeframe in which other simlarly situated | SOs
and RTOs have used as a duration for inplementation of this
ki nd of project. And, again, | think closing out those open
i ssues as we go along, bringing nore certainty to the
schedul e, that we're certainly a lot better off now than
we' ve been over the previous year and we appreciate again
having the order and the clarity that that brings to our
i npl ementation effort. But as we work through these other
i ssues that we'll be discussing today, those will also
i nfform how soon we can get there and with what speed.

CHAI RMAN WOOD: Spence, what did we not answer

that is an inpediment for noving forward on software issues?
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Basically, what is the date that you start having charge
order charges kick in for changes to the software design?
MR. GERBER: | think if you -- on the chart
there, we've kind of put a date out there down at the bottom
there in Detail ed Resolution of the Stakeholders. That kind
of gets into the devel opnent period. And if we're going to
have di scussi ons about some of the contentious issues --
there are sonme instances where, for a reasonably -- what |
woul d characterize as, you know, in the $50,000 range that
you can get sonme flexibility with your vendor to do things
one way or another, to the extent that that makes sense and
we can go forward so we have that option and we'll continue

with that if it's, you know, reasonably financially prudent.

But there will be other issues that we need to make sure
t hat we understand what they are.

But it is within the -- probably the next four or
five nonths, and it really does accelerate the progress. |
t hi nk Commi ssi oner Kennedy touched on that, is that we feel
conpelled to try to get these things resolved in a very
timely fashion so we don't push that date out for
i npl ement ati on.

CHAI RMAN WOOD: So just to burrow down a little
deeper, by working through the coll aborative process we

tal ked about earlier in the next few nonths, early nonths of



1

'04, we get answers to what
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MR. GERBER: For exanple, we need -- what you' ve
laid out in front of us -- and, | think sonme of ny
col | eagues can speak to it with a little nore authority than
| can, but resolution of our CR allocation, how do we
i npl ement that software? There are still open issues on
| ocal market power mtigation, market power mitigation, what
formis that going to take and how does that conme into the
software to insure that we get the protections that FERC
peopl e asked for. Those are sone of the key ones. Also,
resol ving sone of the functionality within the residual unit
comm tnment that, in our mnds, is still open are sone of the
key areas.

CHAI RMAN WOOD:  Thank you.

MS. SHI PLEY: Good norning, Conmm ssioners. |It's
nice to be back in San Francisco working to bring people

together to find solutions for California' s energy markets.

On Cctober 28th, the Federal Energy Regul atory
Conm ssion i ssued an order on the Cal 1SO July 2003 narket
desi gn proposal. You later responded to the Cal 1SO s
request for Comm ssion guidance on several market el enents,
many of which will be discussed today.

Briefly, the Conm ssion approved a security
constrai ned integrated forward market and | ocati onal pricing

to manage congestion. The proposed full network nodel wll



create a detail ed and accurate node

of the transm ssion
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grid to identify constraints so that the Cal |1SO can adj ust
schedul es accordingly, thus elimnating the acceptance of

i nfeasi bl e transm ssion schedul es and the distinction

bet ween inter- and intrazonal congesti on.

According to the Cal |SO and vari ous narket
nmonitoring reports, the current zonal congesti on nanagenent
policy has resulted in increasing intrazonal congestion
costs, inefficient dispatch, and opportunities for
mani pul ati ve trading strategies. The Comm ssion approved
the Cal 1SCs proposed congesti on managenent system which
woul d sol ve these problens and create -- transparency.

Wth this new design, the Cal 1SOw |l be able to
recogni ze all transm ssion bottl enecks so that schedul es
submtted in the day-ahead timeframe can actually fit on the
gridinreal time. It will allocate the use of limted
transm ssion facilities to energy buyers and sellers in a
non-di scrim natory and efficient manner, and it will make
t he best use of transm ssion and generation resources to
serve | oad and provide systemresources on | east cost basis.

The Commi ssion al so supports the Cal |SGCs
proposal to charge |oad and aggregated price. This is a
reasonabl e approach to introducing |ocational pricing while
m nim zing i npact on |l oad and this approach has proven
successful in other markets.

In order to preserve existing rights and to
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provi de custonmers an opportunity to protect thenselves from
the financial inpacts of congestion, the Conm ssion supports
t he adoption of congestion revenue rights as a risk
managenent tool. Both the Comm ssion and market

partici pants need further information on the allocation of
rights, and in its order the Comm ssion required Cal 1SO to
continue to work with parties and to file detailed

i nformation on the proposed first-year allocation when it
files its proposed tariff.

Exi sting transm ssion contracts al so pose
transitional issues for any market redesign. The Cal |SO
has attenpted to address these issues through CRRs.

However, there are still concerns remai ning regarding the
transition to the redesigned market, particularly the
reservation of unused capacity after the day-ahead
timefrane.

The Commi ssion's preference is that this unused
capacity or phantom congestion should be alleviated to the
extent possible in a way that is consistent with contractual
rights. The Cal |1SO has commtted to working
col |l aboratively to resolve this issue and we encourage the
Cal 1SO and nmarket participants to continue to work together
towards a sol ution.

In ensuring that sufficient resources will be

available to neet its | oad forecast, the Cal |SO has been
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relying on the ad hoc wai ver process associated with the
must of fer obligation. This process has served as a
rudi mentary unit commtnent tool to the Cal 1SO and it has
proven to be problematic in its application. The proposed
residual unit comm tnment process will provide a nore
rational and transparent unit commtnment tool to the Cal |SO
to insure reliability of these costs. The Comm ssion
supports this approach.

Regarding the issues of mtigation and resource
adequacy, the Comm ssion stated it believes the various
el ements of a regional market should work well together to
produce an efficient, well-functioning whol esal e market for
t he benefit of custoners over the long term There are
i nportant interrelationships anmong whol esal e mar ket
el ements, such as the energy narket design, the system for
managi ng congestion, research adequacy revision, and the
means for mtigating market power. Achieving an appropriate
bal ance anong these factors is critical to a well-
functioni ng whol esale market. As part of this bal ance,
mar ket power mtigation should address narket power concerns
wi t hout underm ning -- and | ong-termresource adequacy.

The Comm ssion wishes to insure that the Cal |SO
will have the appropriate tools at its disposal to protect
agai nst the exercise of market power.

Wth this backdrop, the Conm ssion has deci ded
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that the best avenue to address the Cal |SOs proposed
mtigation was to have a technical conference that wll
bui | d upon di scussi ons begun here today. The Comm ssion,
however, offered guidance in several respects:

First, the Comm ssion nodified its proposed nust-
of fer obligation to require that generators offer in the
real -time market unless the Cal 1SO finds they are not
needed in the day-ahead market. |In its order, the
Conmm ssi on advi sed further discussion of this proposal anpbng
mar ket participants and the Cal 1SO.

Second, the Conm ssion found that issues such as
resource adequacy and narket power mtigation should not be
dealt with in isolation. Wthout the benefit of a conplete
mar ket redesi gn proposal, the Comm ssion cannot make
i nformed deci sions on all aspects of the Cal |SOs proposal,
deci sions that inpact the ability and --, the reliable
operation of the grid, and the ability to attract and retain
i nvest ment .

In sunmary, the Cal |1SOs proposed conprehensive
mar ket design represents major inprovenent in how the Ca
| SO operates the grid. The changes are designed to fix
flaws and encourage desired market behavior and the market
is designed so that market rules closely support grid
operations. The ultimate goal is a robust and conpetitive

spot market that enhances reliability and | owers cost.
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The Comm ssion has acted in recent orders to
provi de sonme prelimnary guidance and to foster a continuing
and col | aborative process to conplete this market redesign
effort. W are here in this technical conference prepared
to further the process and it is out hope to flesh out sone
of the pertinent issues with the panels here today.

W will end today with perhaps not all of the
answers, but at |east a process for how to nove forward in
t he areas where we have outstandi ng i ssues and questi ons.

CHAI RMAN WOOD:  Thank you, J.B.

MR. CANNON: Thanks.

Can we get our first panel up here?

(Pause.)

MR. CANNON: Qur first panel this nmorning is
going to look at inplenmentation issues related to | ocati onal
mar gi nal pricing and grid congesti on managenent and
congesti on revenue pricing.

I think what we hope to get through this panel is
a better understandi ng of the power congestion managenment
system and its workings and, very inportantly, how customers
can protect thensel ves or hedge agai nst --.

Wth us today -- which side do we start on here -
- with us today we have Lorenzo Kristov, who is the
princi pal market design architect fromthe California

| ndependent System Operators. There's Phillip Auclair, who
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is Manager of Market Regulatory Affairs for Grant Anerica,
Inc. We have Ronald Nunnally, Director of Federal

Regul ation and Contracts for the Southern California Edison
Conpany. Janes Caldwell, Policy Director of Anerican W nd
Energy Association. Joe Desnond, the President and CEO of
Infertility, Inc. on behalf of the Silicon Valley

Manuf acturi ng Group.

And with that 1'll give it to Lorenzo Kri stov.
Everybody, if you could try to keep your remarks to under
five mnutes, that would be very good.

MR. KRI STOV: Okay. Thank you very much.

Good norning, Comm ssioners. Thank you for the
opportunity to be here. | want just to provide a few
openi ng comrents just to provide sone perspective on what
the |1 SO has been trying to do with inplenmentation of LNP and
CRRs and allow maxi mumtime for your questions.

| want to naeke it very clear that when we go back
to the notivation behind | SOs market redesign it's
fundanmentally rooted in fixing congestion nmanagenent.
Congesti on managenent, already | recognize that's a
technical termand to sonme people that's a termthat offers
difficulty but it really goes to the heart of nanagi ng
access to the grid and nmaking sure that the grid oscillates
reliably. Congestion nanagenent neans relieving traffic

jams and allowi ng things to be scheduled in such a way that
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it won't overload a facility.

Si nce the beginning of |1SO operation, it's beconme
gradual | y apparent over tinme that the zonal congestion
managenent nmar ket has sonme problens with it. Those probl ens
have beconme exacerbated with time and, nore recently, we're
aware of areas where the generation is connecting and it's
very difficult to accomvpdate that due to | ack of active
transm ssion but, nore inportantly, there's no way to nanage
that on a tine basis ahead of real tinme. |It's all becone a
real -ti me operational challenge.

So fixing congestion managenent i s something
that's been on our mnds for a long tine. W enbarked on it
in January of 2000, in fact, with a major internal project
devoted to congesti on managenent reform That project has
beconme sonmewhat sidetracked because of the prices that arose
in the summer of 2000.

We recognize, and | think nost parties recognize
that the |1SOs congesti on managenent system was not a
fundament al cause of the crisis and fixing it doesn't
fundanmentally in itself relieve the crisis. What it does
do, is it makes a critical piece of California's
infrastructure -- nanely, the transm ssion grid and the | SCs
role as operator of that grid -- function in a nore
efficient and reliable manner and in such a spirit which

woul d help the market but is not in itself sufficient to
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deal with all the causes of the crisis.

That being said, the key elenment to fixing
congesti on managenent then is to, on a day-ahead basis, use
a realistic nodel of the transmi ssion grid, one that shows
all the interlinkages in that network, that realistically
nodel s their constraints and enforces them so that when we
establish a schedule, a plan to use the grid on the next
day, that schedule is feasible, exclusively capable of
flowing on the grid, respecting all the constraints of that
grid. The zonal npodel does not allow us to do that. What
we propose to do, using the full network power, will allow
us to do that.

Once we make that fundamental threshold decision
to use the full network nodel, then the next piece that
cones with that is that we end up having a day-ahead energy
mar ket integrated with congestion nanagenent because we have
to trade adjustnents across the different scheduling parties
in order to clear congestion.

That's getting a little bit nmore technical, but
the fact is that what the other 1SOs do in the East and what
we've |l earned fromtheir experience is that this integrated
nmet hod based on integrated energy and congesti on nanagenent
and based on an accurate network nodel is a reliable and
proven way of doing congestion managenent effectively and

efficiently.
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Now t hat bei ng said, we recognize that the noda
prices that result fromthis congestion managenent approach
are extremely inportant for the pricing of supply resources,
because it provides the right incentives for the operators
of those resources to operate in a fashion that supports
grid reliability.

Those sane price signals are not nearly as
i nportant to provide |oads. And given a lot of the concerns
about inpacts on | oads of high prices in certain areas, we
recogni ze that we did not need to include in our proposal
pricing |loads at |ocational prices.

Mor eover, we recognize the argunents that were
made, and we agree with those argunents, that there is
sonet hing of an equity case to be made: that the
transm ssion grid was built under a prior regulatory
framework in which conpetition and generation was never
contenpl ated, | ocational pricing for |oads was never
contenpl ated, where utilities -- integrated utilities who
operated both generation and transn ssion made i nvestment
deci sions full optim zing those two types of upgrades in
different areas. So it would be unfair to have consuners
who inherit this systembuilt under a different regine
suddenly be subject to the congestion price inpacts that
occur in congested areas.

That's why our proposal contains sone critical
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el ements that we believe insulate consunmers. Those critical
el ements are | oad aggregation and all ocation of congestion
revenue rights. These are beyond mtigation, |ocal market
power mitigation and other inportant market agreenents that
we' ve tal ked about in other panels.

But specifically |oad aggregati on neans that al
these loads will be paying aggregated prices based on three
geographi c areas, defined by the mmjor investor-owned
utility transm ssion service territories: PG&E, Southern
Cal , Edison, and San Diego Gas and Electric. And
enconpassed within those geographic areas are all the
muni ci pal utilities, direct-access consuners, as well as
utilities' native |loads, as well as entities like the state
wat er project that are not formally served through a | oad-
serving entity. But all of themw Il be able to schedule
and be served by those aggregated prices.

That being said, now we have a proposal for
congestion revenue rights. That's also a key elenment. That
proposal is sinply taking our existing FTRs, our firm
transm ssion rights and nmodifying their design to fit with
an LNP type of market that we're proposing. And once we do
that, we now have a different type of product but one that
fits within the congestion managenent nodel and there w |
still be risks on the side of |oad-serving entities to face

congestion charges for serving those |oads. Those risks
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arise fromthe different |ocations fromwhich they're
bringing their supply resources.

So we propose to allocate to them a set of
congestion revenue rights that will effectively, over the
course of the year, keep them neutral with respect to
congestion charges. In other words, a package of rights
whi ch provi des revenue streamthat's equal and opposite
of fsetting to the stream of congesti on charges they face.
That's our objective at this point. W have initiated and
we will be talking with stakehol ders and providing all of
you with information on the outconme of studies that wll
expl ore exactly how to do that, and that's part of the on-
goi ng CRR al |l ocati on process.

We've also tried to address sonme of the questions
that were raised in the notice for this nmeeting. W've
structured CRRs in such a way that they will be annual in
the termlength, as well nmonthly, so things |ike seasonal
variation in these can be addressed through nonthly
all ocations. There will be a peak-period CRR and there w ||
be an off-peak period CRR. So, again, daily variation in
| oads -- we believe this package will enabl e | oad-serving
entities to get a package that neets their needs.
Simlarly, |load growth | oads who | eave one | oad-serving
entity and go to another, all of these can be taken into

account through changes in the nonthly allocations. 1In the
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sanme manner, transm ssion upgrades that get awarded CRRs as
they come on in the mddle of an annual CRR award period can
be given an allocation in the nonthly process.

MR. CANNON: M. Kristov, | hate to nmake an
exampl e of --

(Laughter.)

MR. KRI STOV: Go ahead

(Laughter.)

MR. CANNON: |If we can maybe have sone of the
di scussion -- it sounds |ike you were getting to sone of the
gquestions that we're posing and that's great, but nmaybe you
can do that again nore in an interactive format.

MR. KRI STOV: Okay. |I'll nmake -- if | may nake
one cl osing coment --

MR. CANNON:  Sure.

MR. KRI STOV: Just the point about coll aboration
with the state: the ISOis working closely with the Public
Utilities Comm ssion on the CRR allocation process. W wll
be continuing that much nore intensely over the con ng

nonths, as well as with other state agencies in this

process.
Thank you very nuch
MR. AUCLAIR. Good norning, Chairmn Wod,
Presi dent Peevey, Commi ssioners, and M. Saltmarsh. |'m

pl eased to participate in today's conference.
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First, I would |ike to acknow edge the trenendous
efforts of the FERC, the California I1SO and the California
PUC in working with the industry to resolve sone very
conplicated issues.

Today | will address the follow ng question that
FERC has asked fromthe panel: Does the California |ISO MDQO2
proposal provide market participants who wish to hold CRRs
an adequate opportunity to obtain thenm? The answer to this
question is unfortunately no. Only a CRR option approach
i mmedi ately and unconditionally provides all market
partici pants an adequate opportunity, as well as an
efficient mechanism to value the purchase of these property
rights to congestion revenues. An option approach is
critical to assure that the true owners of these rights,
future core and non-core consuners, are properly protected
and conpensated. Moreover, an option approach facilitates
t he devel opnment of conpetitive CR secondary forward contract
mar ket s which transparently price and efficiently allocate
these instrunents.

Most recogni ze that workably conpetitive spot
mar ket s cannot devel op wi thout robust conpetitive forward
mar kets. G ve the |ocational dinmension of electricity, it
is inmperative that conpetitive CR markets devel op as soon as
possi ble. The California |ISO however, proposes to allocate

CRRs to existing |oad-serving entities on behalf of their
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customers and to the state water project. Wthout

addi tional rules, transm ssion-owning LSEs, | oad-serving
entities, under the California | SO proposal can easily
beconme de facto property owners of CRRs with little
incentive to sell even unused rights to other market
participants. This would thus elim nate supply options for
both the core and non-core custonmer base.

It is Merit's hope that the proposed California
| SO CR all ocation approach is only a very short transitional
future to a superior CRR option approach. In the meantinme,
under the allocation approach, the California I SO and
California Public Uilities Conm ssion need to inplenent
rules to insure that existing transm ssion-owning LSEs do
not i ndeed beconme de facto property owners of CRRs. Only
then can the benefits of CRRs be made avail able to al
mar ket participants, including the often-forgotten retail
| oad, in a non-discrimnatory and conparabl e manner

There are two necessary, though not sufficient,
conditions that nust be net to insure that existing | oad-
serving entities not becone de facto owners of the
preal | ocated conditional revenue rights. The first
necessary condition is California I SO and California Public
Utility Conm ssion rules nmust make it explicit that CRRs do
not belong to LSEs. The second necessary condition is the

California PUC nust adopt rules to allow third-party
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supplier access to the retail |oad that owns the CRRs.

Pl ease let nme el aborate on these two conditions:

Condition 1, California I SO rules nust nake it explicit that
CRRs belong only to retail |oad, core and non-core, and any
ot her participant who pays for the transm ssion
infrastructure. Thus, an LSCs only role is to adnm nister

t he accounting associated with CRRs on behalf of the load it
serves, be it residential or commercial or industrial. As
such, all CRRs nust be portable. That is, CRRs nust
automatically travel with the load if it decides to switch
suppliers. The new supplier would then adm nister the CRRs
on behalf of its new | oad.

Under no circunstances should a | oad have to wait
for a month, a year, or even two years for a CRR allocation
process to take place before it can switch suppliers. This
is especially significant to the |arge non-core custoner
group on a pure econom cs basis.

As a side note, I'ma little confused by the
California |1 SO proposal that provides an LSE the right to
sell CRRs in the California |ISO auction or in secondary
markets. If load really owns the CRRs and these instrunents
are to be allocated to | oad, then how can the California I SO
confer the right to sell CRRs on the |oad-serving entity.

Condition 2, the California PUC nust adopt



1

definitive and cl ear

rules to allow third-party supply
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access to the retail load that owns the CRRs. Under the
California 1SCOs all ocation approach, FERCs objective to
provi de market participants with adequate access to CRRs can
only be achieved by satisfying the follow ng objective:
provide third-party supply with adequate access to the | oad
that has the CRRs.

So if the California PUC does not adopt rules
that, at a mninum permt a core/non-core structure, then
by definition the California | SO proposal does not provide
third-party supply adequate access to CRRs. Furthernore, if
the two necessary conditions that I nentioned above are not
met, then California will face a situation where
transm ssi on-owni ng LSE, | oad-serving entity, becomes a de
facto congestion revenue right property owner on its own
constrai ned transm ssion system As such, all efforts to
establish non-discrimnatory and conparabl e access to
constrai ned transm ssion capacity will have cone full circle
to the situation California faced before it unbundl ed
transm ssi on operations in pricing from generation.

Thank you.

MR. CANNON: Thank you, M. Auclair.

M. Nunnally?

MR. NUNNALLY: On behal f of Southern California
Edi son Conpany, |1'd like to thank FERC and PUC and the EOB

for the opportunity to provide coments this nmorning rel ated
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to the inplenmentation of |ocational marginal pricing and
congestion revenue rights. SE believes that continued
di al ogue anong the stakehol ders and the comm ssions in the
col | aborative manner that Chairmn Wod descri bed and
Presi dent Peevey described I think is very necessary and
hel pful to ensure tinmely inplenmentation of the |1SO revised
mar ket desi gn.
|'"d like to cover just three points: First of
all, SE supports LNP as a proven nethod for efficiently
managi ng and pricing congestion. It is a critically needed
solution to existing costly problens associated with
i ntrazonal congestion in the Cal 1SO grid today. W're
hopeful that, given the guidance of the FERC order | ast
week, that we can now shift the focus of this discussion
from considering LNP to actually inplenmenting LNP.
Secondly, while LNP provides inportant price
signals for short-term operating decisions, it should be
recogni zed that LNP is not the nost significant factor
driving new transm ssion investment due to the |ong | ead
times of mpjor infrastructure additions. Transm ssion
i nvest nent nust be stinulated by clear responsibility for
provi di ng new transm ssi on, by assured recovery of prudent
costs -- including abandoned projects authorized by an
i ndependent pl anni ng process -- and by equal opportunity for

all regulated transm ssion utilities to receive incentives
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for new investnent.

Third, | oad-serving entities nust be allocated
sufficient CRRs to mtigate congestion cost risks faced by
customers who pay for the transm ssion grid. W strongly
endorse FERCs findings that the Cal |SO proposal to allocate
CRRs to LSEs is reasonable. However, the focus again needs
to shift to inmproving the I1SO CRR allocation nmethodol ogy.

Al t hough SCE supports increased forward-energy
contracting, it is premature to know whet her or not the CRRs
proposed by the 1SOw Il sufficiently hedge forward
congestion cost risk until the |1SO conpl etes devel opnent of
its allocation proposal. Therefore, we support FERCs
directive to the 1SO to conplete and publish results of the
proposed CRR all ocation process before a definitive ruling
on the CRR proposal can be made.

We are actively participating with the 1SOin the
devel opnent of those studies and their allocation process.
Whil e we recogni ze that the results of their studies are
prelim nary, we do have significant concerns with sonme of
the study results that we have seen to date.

One of the primary concerns has to do with the
obj ective function that is being used in the allocation
nmet hodol ogy for CRRs. The 1SOs current shift factor
approach does not take into account the value of the CRRs to

consunmers and the financial inpacts. It seeks primarily to
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maxi m ze the quantity of CRRs, which doesn't take into

consi deration what is the nost valuable CRRto retain. W

think that's a refocus that needs to be taken by the 1SO
And secondly, the treatnment of existing

transm ssion contracts is a critical elenment in the

al |l ocation process in an assunption. And in making that

all ocation both to existing contracts as well as LSEs, we

must find a process that doesn't discrim nate between either

party, but that conparably allocates those CRRs to al

| oads.

Those are the coments we'd |like to offer today
and we'll be glad to participate in the discussion.

MR. CANNON: Thank you.

M. Desnond?

MR. DESMOND: Thank you, Chairman Whod, President
Peevey, Conm ssioners. | appreciate the opportunity to be

here today on behalf of the Silicon Valley Manufacturing
Group and offer sone of these coments.

Alittle background on SVMG and why | think it's
rel evant: SVMG nenber conpani es enploy nore than 180, 000
enpl oyees here in the Bay Area. OQur nenbers include both
public- and private sector conpanies. They represent |arge
and smal | busi nesses, manufacturing and non-manufacturing
entities, single-site and nmulti-site custonmers. They are

served electricity as both bundl ed-service custoners, direct
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access, and nunicipal customers. SVMGis a frequent
participant in sone of the CPUC proceedi ngs and CPUC
initiatives to gather stakehol der feedback. And in general
| can say that we support the efforts for whol esal e market
reformand the direction of Cal 1SOin its inplenmentation of
MDO2.

But | want to make clear that | am here today
representing business energy consuners in expressing these
concerns, because businesses are ratepayers, too, and have
borne a disproportionate cost of the California energy
crisis. Having said that, let me share with you sone of ny
concerns, as well as questions and clarifications |I'm hoping
t hat the panel can provide here today.

We believe that LMP can provide the appropriate
price signal, but we are concerned that the Bay Area faces
particul ar constraints. W have | ooked at sone of the
initial Cal |SO studies which indicate the significant price
volatility that could occur in congestion in the Bay Area.
VWhat | am not clear is, for those of our nmenbers who are
served by municipal custoners, whether their existing firm
transm ssion rights would translate to CRRs that would
appropriately mtigate against some of this.

We al so believe that this price signal can
provi de an appropriate source to encourage investnents in

nore demand response, as well as distributed generation.
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But we woul d ask that both Cal 1SO and FERC consi der easing
sonme of the telenmetry requirenments to make |oad to
participate in these markets, including the upcom ng
integrated forward market. They are very difficult when we
| ook at opportunities to aggregate residential and smal
commercial load and tap into that resource as a way of
m tigati ng market power.

| am aware that CRR follows | oad, and
appreci ate the comments that Phil Auclair made. | think

they're appropriate in our general approach to open access.

What | cannot comment on as an end-user though is whether
obligation versus options are the appropriate way.

But what | can say though is that we have seen
t hat the CRR bal anci ng accounts are heavily dependent on the
AC power flow nodel. And our concern is whether or not,
dependi ng on the control over CRRs, an SC, a scheduling
coordi nator, could exercise that market power based on
under- or over-scheduling load to take advantage of and
create revenues in a CRR bal ancing account. | don't have
the answer to that, and so we would look to Cal I1SO to
denmonstrate that that's not the case.

We al so believe it's very inportant that the CPUC
address the issue of |long-termresource adequacy in a manner

that would work with both the existing regulatory franework,



as wel |

as a potenti al

framewor k that would enable a
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core/ non-core approach. The nmechani sm has to function under
bot h scenarios and we share, | think, both the Comm ssion's
concern and the Cal 1SO s concern that we face the potenti al
for another crisis here in the next two years. | know
that's the subject of conversations this afternoon, so I'l]|
l[imt ny remarks on that.

VWhat | would like to hear nore about -- there
were sonme interesting comments nade in the testinony about
constrai ned out put generators being enable to set the
clearing price. 1 say I'minterested because there was
reference to environnmental emn ssions constraints being
applied to define a peaking unit as a constrai ned out put
generator. And given that the Bay Area relies on these
peaki ng units, whether or not the Cal |SO software takes
this into account in its nodeling of the day-ahead market.

Thank you.

MR. CANNON: Thank you.

M. Cal dwel | .

MR. CALDWELL: Thank you.

Three quick points: One is the case for action,
second is to note sone very prom sing process inprovenents
in the guidance order, and third is to nake a coupl e of
nodest suggestions for noving forward and maybe probably add
alittle nore -- one nore brick in the |oad of the CRRs.

The case for action. A couple of statistics:
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California 1SO clains that they need about a 1.2 bid
coverage ratio to keep the market liquid on their current
design, while PJM consistently has operated for years with
bi d coverage ratios lower than 1.05. If you translate those
numbers, that nmeans sonething |ike 5000 negawatts of
capacity on the California system and nmeans sonething |ike
$500 million dollars a year worth of capacity costs. That's
t he stakes.

Now why do | think -- or why do we think that the
di fference between those two nmarket designs? M hypothesis
i s Bal kani zation of the California grid into 20 sone-odd

quasi -control areas, and it seens to be growi ng by the day.

And t hat each one of these control areas are pursuing
bal anced schedul es instead of balancing the system And
what we're giving up is the very nature of the network, the
very reason why we interconnected the grid so that we can
share and so that we can use the |law of |arge nunbers and
the difference between coincident peak |oads and the
i ndi vidual |oads in order to | ower the cost of serving us
all off the network.

Statistic nunber two: The WECC and the
California 1SO transm ssi on-to-pat hl oad duration curves are
i nvisible. They average under 30% And they're getting

worse. They are historic |oads that are getting worse;



. €.
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that the existing utilizations of the existing assets
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of the grid is getting less efficient over tine at the sane
time that congestion is apparently increasing and we're
calling for nore new builds. That's an intolerable
situation. W have to fix and use what we have now before
we go off and build some nore.

Hypot hesis as to why that is: | think the

principal reason is the concentration on the protection of

t he existing individual -- not network, individual --
physical --. \hether we call it phantom congestion or
what ever we call it, the individual use of the network

system makes for an inefficient allocation of transm ssion
assets and we nust fix that problem before we proceed any
further. And we nmust do it now. The stakes are sinply too
| ar ge.

Some prom sing process -- the second issue | was
tal ki ng about, some prom sing process inmprovenents in the
gui dance order. Several places in the order there are
statements |like Well that sounds right, okay, it conports
with policy and experience, but what we're going to require
is that the market nmonitoring unit nonitor on a routine
basis trends in netrics that |ook at the efficiency of what
we're trying to do. Report to us routinely about the trends
in those nunbers and be prepared to take action quickly if
t hey change.

Most of these were for netrics that we don't
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normally think of, |ike convergence -- or divergence between
day- ahead and real-tinme crises. That's an extrenely
inportant metric if we're looking for liquidity in the spot
market. And the liquidity in the market is a very, very
i nportant metric for the health of the market. And we
sinmply must continue to use these early warning signals,
t hese advance signals that there is problens and then get on
qui ckly. And | applaud the order for them

A coupl e of npbdest suggestions: One, we need to
expand that routine nmonitoring, reporting, early warning,
advanced warni ng signals for changes in these bal anci ng
accounts. There's a lot of noving parts in this process.
And what's happening in the bal ancing accounts -- which, by
definition, they're supposed to bal ance, they're supposed to
cone out, you know, on average sonmewhere around zero. Wel
if we find the conposition of those bal ancing accounts
changing, if we find all of a sudden there is a predictable
or a large increase one way or the other in that bal ance
account, that's an indication that something is going wong
or sonmething is different and we'd better drill down and
figure out what that is, we've got to watch it in the
begi nni ng, we've got to be prepared to act. W talked a
little bit about the CRR bal ancing accounts. | think that's
one we need to look at. Another one is in the allocation

where we put marginal |osses into a bal anci ng account.
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Now | have to say that either the Comm ssion
doesn't believe what we filed in terms of full marginal

| osses, that is -- calculated full marginal | osses

essentially doubles the anbunt above what the actual | osses

are -- either they don't believe that or they don't care.
If they don't believe it, | think we'd better nonitor that,
okay, and "'mwlling to do that. |If you nonitor, you find

out within weeks that that is indeed the case.

If we don't care, then | guess |I'm speechl ess.
Because what we're tal king about is hundreds of mllions of
dollars a year in found noney and I'll guarantee you that if
we put hundreds of mllions of dollars a year into a
bal anci ng account that we will have a food fight over who
gets that bal ancing account. And that will be the focus of
people's efforts is to get their -- quote, unquote -- fair
share of that noney. And if that noney does not represent
cost to the system then we should not be reall ocating.

Anot her nodest suggestion is in the CRR records.

I'd like to add one -- and several of the panel so far have
spoken to this. And that is does the CRR nethodol ogy all ow
for a clean efficient hedge for a long-termfixed price
contract, pure and sinple.

The wind industry today has enjoyed all around

the country 20 year fixed price contracts for $30 a



1

megawat t - hour .

If we're not able to do that

in California
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because of the state in terns of the CRR all ocations, that
woul d be a pretty good indicator that we've got the CRR
all ocations wong. |If we can't do a long-term fixed-price
contract, then it's wrong.

Finally, I think on CRRs, one nmore brick in the
| oad, and that is that as long as we're tal king about
deregul ation or, maybe better, conpetition in generation,
then transm ssion policy becones energy policy because the
way we deal with the allocation of access to the existing
grids and how we expand that grid beconmes the driver for
what ever it is that we're trying to achieve froma public
policy standpoint on the generation side. So if we have
goal s of resource diversity, of environnental inportance, of
renewabl e portfolio standards, then the inmportant driver and
t he i nportant considerati on becones transm ssion policy.

And CRRs are the policy lever that drives what happens to
t he generation side.

So | guess | would submt that no matter what we
do, no matter what we cone up with for an allocation process
on CRRs, that there will be an on-going need to have a thunmb
on that allocation by the folks who are in charge of the
policy for the generation side. And in this instance, and |
think what we're saying is that the RSCs or, in California,
the state needs to have the continuing work and a conti nuing

view of the CRRs as we go through tine.
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Thank you.

MR. CANNON: Thank you.

Questions from Comm ssi oners?

VO CE: | heard sone different things |istening
to the panelists and I kind of would |ove to hear sone of
t he responses back. | heard M. Auclair tal king about
advocating an auction as opposed to an allocation and |I'm

interested in hearing what the Cal |SOs response to that is.

I also heard M. Nunnally tal king about certain concerns
that he had with regard to the allocation nmethodol ogy. And
I'"mjust wondering if you could sort of address sone of
t hose and what your game plan is for trying to resolve this.
MR. KRI STOV: Certainly. W' ve had conversations
with people in the New York | SO who started doing an
all ocation -- an auction process, rather, and | ooked into
the alternatives before com ng down on the side of
all ocation. And I think a very inportant consideration for
us was the conplexity for sonething that we're doing for the
first time, where there's a I ot of concern about
uncertainties, about what the inpact of LMP would be and how
it operated on the system how do you manage the risks if
you are a nmarket participant, a | oad-serving entity, et
cetera.

In order to do an auction process, there still



needs to be recognition of the entitlenent of

| oads to
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rights. And that entitlenment then gets expressed through an
al |l ocation of auction revenues. The technical exercise you
go through to figure out how to allocate auction revenues is
essentially as conplex as the allocation that you go through
-- the process you go through to figure out an allocation of
the rights thensel ves. Except it adds an extra step. You
all ocate the congestion revenues first, then you require al
the | oad-serving entities to engage in the next step, which
is the auction and bidding and all of that process. W
wanted to nake it easier, at least in the beginning, for

| oad-serving entities to see that their rights are taken
care of, so we cane down on the side of allocation
initially.

| want to add to that though the concern about
where the entitlenment lies and here M. Auclair and |
conpletely agree. The 1SO believes that the rights bel ong
to the | oads thensel ves and, as such, when a | oad sw tches
from one supplier to another, that property right nmoves with
the load itself. And that's the entity that's receiving the
right.

In addition, regarding |oad-serving entities
trading in the market, what we're considering along that
policy is that the rights that belong to | oads continue to
belong to | oads no matter what. But we can't preclude a

| oad-serving entity fromconm ng into the auction process
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that follows the allocation and bidding to take certain
positions in that market. They have the right to do that,
as any other market participant.

COW SSI ONER BROWN: M. Kristov?

MR. KRI STOV: Yes, sir.

COWM SSI ONER BROWN: I f | could just ask, do you
see the danger in the auction that you'll have specul ative
or possibly anti-conpetitive pressures being applied to the
auction itself so that you have peopl e hol ding these CRRs?

MR. KRISTOV: Well, that certainly is a danger
we'd have to | ook at very carefully, but an inmportant --

COWM SSI ONER BROWN: It gets |ike a commodities
mar ket after a while.

MR. KRI STOV: Well, it does, but an inportant
safeguard is the presunption that the |oads, as their
representative of | oad-serving entities, have an entitl enent
to auction revenues. So if this particular set of bidders
into that market have the entitlenment to revenues, then in a
sense that gives thema certain freedomto be able to bid
very high to get the rights that they need. So what other
| SOs have discovered is that essentially allocating themthe
revenues i s econom cally equivalent to giving themthe
rights to begin with. Now, as we've said, it comes down
into a matter of sinplicity to do it the way that we're

suggesti ng.
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Did | answer everything --

MR. CANNON: | didn't answer M. Nunnally's
gquestion, so |let me remenber which specifically did you have
in mnd?

VO CE: Perhaps M. Nunnally could reiterate. He
expressed certain concerns that they had with regard to how
this allocation nethodol ogy woul d worKk.

MR. NUNNALLY: Yeah, | think the two questions or
comments that | made. One had to do with the objective
function of the allocation nethodol ogy which, as I
under st and t oday, focuses on maxim zing the anount of CRRs
by when there is not a sufficient allocation or there are
nore CRR requests than feasible, it would allocated based on
the nost effective reduction in ternms of generation and
doesn't take into consideration the value of the resource
t hat woul d be protected by that CRR, hence, the financial
i npact on custonmers is not acknow edged.

MR. KRI STOV: Okay. There's a couple of aspects
to that. Yes, our initial CRR study did not |ook at
econom c values at all. This is our first cut at this study
and, granted, that's why it's very limted in the
conclusions. It just |ooks at total nmegawatt quantities,
how many nmegawatts of CRRs is it possible to rel ease given
the configuration of the system So we need to go a further

step and bring economcs into that.
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One of the ways that we're going to do that on
our next round of study is actually |ook at the congestion
charges associated with a |oad-serving entity's scheduling
behavi or and conpare that with the congestion revenues that
they will get fromthe CRRs. That's one aspect.

But anot her aspect regarding the objective
function in allocating CRRs -- we're in a little bit of a
gquandary and so we'll have to discuss this further I think
bet ween our technical staffs. And the quandary is this:
that if you' re doing an allocation process, you essentially
treat all requests by |oad-serving entities on an equal
basis. In other words, you don't associated bid values with
t hat, because you don't want to discrimnate anong the
different | oads who are being served. And that's one reason
why the objective function is structured that way. Wen you
go to an auction process, then parties put in econoni c bids
and then you consider the bids. But, as | say, we're
willing to continue discussing this between our staffs.

COWM SSI ONER BROWN: Could I just add a direct
question to M. Caldwell, because M. Caldwell's enphasis
was really on the upgrading of the grid itself, wasn't it?

MR. CALDWELL: Well, the use of the existing grid
and then the upgrade.

COWM SSI ONER BROWN: And so, | nmean, what is your

reaction as you see us trying to build a CRR-type process?
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MR. CALDWELL: Well, | guess |I'mrem nded of the
ol d adage about putting your eggs in a basket and then

wat chi ng that basket. And that certainly is the basket to

watch in this process. And again, | think the inportant
thing is is okay, yes, we're all -- we all |like to think
we're experts and we all like to think we know how to do

this, we all have a | ot of good theories and there is a |ot
of good rel evant experience around the country and around
the world in these kinds of things. So it's not like we're
enbar ki ng on sonme, you know, otherworldly experience.

COWM SSI ONER BROWN:  Li ke 1896 or sonething.

MR. CALDWELL: Yeah. So | don't think we need to
be afraid of this and I don't think -- but | think the point
is that | think the m stake, the process m stake that we
made the last tinme around was assum ng that we were smart
enough to get all these noving parts perfectly correct in
the first place, getting total agreement on all the people,
signing off on tariff |anguage and all these sorts of
things, and then making it very hard to change that tariff
| anguage. The only way you could do it was through a
litigation process 3,000 mles away before a Comm ssion that
wasn't here. And that was our m stake.

And | think that yes, we can do a good job
initially of allocating CRRs. | would be totally shocked

if, 10 years from now, there wasn't significant changes to
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what ever we canme up wth.

COWM SSI ONER BROWN: Does the CR process, though,
in some way inhibit the, you know, the urgency that you're
tal ki ng about to upgrade the existing --

MR. CALDWELL: No.

COWM SSI ONER BROWN: -- for instance, you don't
think it gives us --

MR. CALDWELL: No, | think the CRR process of
all ocating and dealing in financial rights as opposed to
physical rights is the key, the key inprovenent that we're
tal ki ng about here in ternms of utilization of the existing
system

COWM SSI ONER BROWN:  How does that --

MR. CALDWELL: We can't be afraid --

COW SSI ONER BROWN:  How does that drive the
i nprovenents that you see as necessary for that grid?

MR. CALDWELL: Well, | think if you're talking
about driving inmprovenents, | would agree with what other
peopl e said that CRRs are never going to be the sole
mechani smthat we get for upgrading the grids. W' re not
going to have some Quija Board that says well, gee, our CRR
bal anci ng account is $250 million, well now we don't have to
have any proceedings to tal k about cost benefits of new
transm ssi on enhancenents, all we've got to do is |ook and

see what those -- | think that's total hoops, or sonething.
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And so it's an indicator but there is never going to be out
of work for people to watch this process on behalf of the
public, in the public interest, to be able to nake sonme
changes. These Conm ssions, neither of them are going to
ever go out of business. Anybody who thought they were in
t he ol d days --

COWM SSI ONER BROWN:  Well, 1've al ways prayed M.
Schwar zenegger woul d put ne out of business.

(Laughter.)

MR. CALDWELL: Maybe there is sonething about
having 27 different Conm ssioners | ooking at one little
basket but, you know, let's just keep in mnd here what's
really going on. There's going to be a need to continue to
| earn, to continue to adapt, to continue to get better. But
we' ve gotta get on that process of getting into financial
rights. Because if we try to take a network and carve up a
network into physical individual rights, the inevitable

result is that network will be significantly underutilized.

And it is nowand it's getting worse. And this network is
the public good, is the public interest. This transm ssion
network is what drives this whole thing. And unless we
focus on getting that utilization better, we're going to

| ose.

PRESI DENT PEEVEY: So you're an enthusiastic
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supporter

of

| ockout and zone control

area?
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(Laughter.)

MR. CALDWELL: I'msorry, | must have m sspoke,
if that's what you're tal king about.

COWM SSI ONER BROWN:  No, | m sunderstood you.

COWM SSI ONER LYNCH: M. Caldwell, are you really
tal ki ng about the nmuni reservations on the system or are you
talking in a broader sense, in ternms of the energy used?

MR. CALDWELL: I1'mtalking in a broader sense.
And | think one of the problens we have is | don't see --
you know, the munis, let's face it, they are 30% of the | oad
in this state and they're 50% of the transm ssion grid. |
don't see anybody up there at that table up there that even
purports to be soneone who is on behalf of them | think
that's a real problem And | synpathize with nmunis in that
vein. W tend to get too PUC-specific, too FERC-specific,
and we don't have those people at the table as equal
partners. And in this state, as | say, 50% of the book
val ue of transm ssion systens is publicly owned.

On the other hand, having said that, | think for
the publics to say their reaction to that is to go off and,
you know, pick up their ball and go hone and do it
themsel ves is anti-social.

(Laughter.)

And sonehow we either have to incentivize themto

join, nmake it easy for themto join, or we're going to have
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to get out the stick and do it or we're not going to get
t here.

COWM SSI ONER MASSEY: | have a question. It
seens to ne that M. Auclair's vision of the way -- of who
owns the CRRs is dramatically different from anyone el se on

this panel. And I'd like the rest of you to comment on it.

7

| had thought, M. Auclair, that we wanted | oad-
serving entities to own CRRs as a hedge. And you seemto be
sayi ng that we should have a policy that nakes that
i npossi bl e, because that gives them market power. And I'm
interested in that point of view, but | just wanted others
to coment on it. 1'll have your position |ine.

MR. AUCLAIR: Conm ssi oner Massey, please allow
me to just clarify. | agree 100% that the revenue rights,

t he pot of noney, belongs to the |load and to those who have
paid for the transm ssion system-- if they paid for the
enbedded costs, they shouldn't have to pay twice. That's
number one point.

The second point |I'm arguing for bifurcating,
separate the pot of congestion revenues fromthe financial
instrunent itself, like PJM as an exanple. So just as a
clarification.

COWM SSI ONER BROWN:  You're al so arguing for core
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and non-core allocations.

heard you.

85



© 00 N oo o b~ W N P

N DN DN DD NN P PP PR, Rk
aa A W N P O © 00 N oo o0 M W N -, O

86

MR. AUCLAIR: G ven that the CRR allocation is an
i ncentive.

MR. NUNNALLY: Comm ssi oner Massey, |'ll take a
stab at responding to that. | think -- in ny view, | don't
think there's a big difference, the way | understand the
proposal fromthe | SO as Lorenzo said, CRRs are portable,
and as | oad noves fromone LSE to another LSE, they'll go
with it. | viewthe LSE as basically the steward acting on
behal f of its custonmers to nanage the costs of delivering
power and procuring power for those custonmers. CRRs becone
a vehicle to hedge part of the costs associated with
providing that service. So it's not a question in ny nm nd
of ownership being the LSEs, the LSE is a steward for the
customer and uses those CRRs to provide the service. |If
that custonmer noves to a different LSE, those CRRs nove with
t hem

COWM SSI ONER MASSEY: M. Auclair, is that your
position as well?

MR. AUCLAIR: Indeed, we need rules, clearly
established rules to allow, yes, the CRRto nove with the
| oad automatically. And one fear I've had is it's always in
the inplenentation detail, for exanple, that the auction is
done on an annual basis. Then the imedi ate question is
well, if there's certain | oad once you change suppliers what

happens in the interin? Can the CRR travel immediately on
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day two, for exanple, or does it have to wait -- does the
| oad have to wait until the subsequent auction before it can
bring its CRRs with it?

COWM SSI ONER MASSEY: | think | m sunderstood
your position sonmewhat.

COWM SSI ONER BROWNELL: | just need to do a
little nore reconciling.

Jim if | heard you correctly, what you said is
that we do need to nove to a systemof financial rights in
order to optim ze the grid and whatever way we get there is
likely to not reflect changing realities.

So that we need a system as seens to be
suggested by you, Lorenzo, of sone flexibility to correct
al ong the way.

Is that -- am | interpreting what you said
correctly?

MR. KRISTOV: Well, in ternms of the allocation of
rights, by virtue of having a nonthly auction, as there are
changes that require new contracts being formed -- a
different distribution at a | oad-serving entity m ght nean
changes in the volunme of load that it's serving, changes in
seasonal pattern. That was the rationale behind having the
nmont hly all ocation process in addition to the annual.

MR. CALDWELL: You know, | guess you were nore

articulate than I was at saying what | was saying; | think,
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you know, that's exactly right. | guess | would add to that
that | get nervous when we tal k about nonthly auctions
because what that's beginning to sound |ike -- and, you

know, there are ways around this and we can do this. But
that's beginning to sound |ike the days when everything was
on the spot narket.

Because if what we're saying is that a congestion
revenue right is only good for a nonth then al nost by
definition -- it's not totally true, but it begins to sound
a whole lot like no long-term contract can be really hedged
and really be fixed for nore than a nonth if a nonth later |
have to worry about whether |I'mgoing to be able to retain
that right.

And, you know, | nmean we gl oss over that when
we' re speaking about all these things and all these little
| evers and all these little nmechanisnms to keep flexibility
and i nnovation alive -- which, as we agree, is key. But
again | think the netric we need to watch for is is this the
way that we need to be able to nmake sure that soneone can do
a long-termcontract or else this whole exercise makes no
sense out of these CRR auctions. So thinking about these
theoretical flexibilities gives us a problem unless we keep
our eye on the ball.

MR. NUNNALLY: Comm ssioner Brownell, | think

just one of the other flexibilities that's built into this
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as | understand really focuses on the tension between Phil's
requi renment or desire for sonething that's transferable

qui ckly and Jim s requirement and nmne as well that there be
nore protection for longer-termconmtnments is the fact that

these CRRs are not allocated 100% for a year or 100% by

nmonth. There's sone proportioning of those CRRs -- sone
bei ng annual CRRs, sonme being nonthly CRRs -- so that you
try to span the flexibility requirenments. If anything, |

think there is a greater need to consider even |onger than a
year CRRs as we nove towards |onger and | onger comm tnents
to resources in order to avoid the volatility that we've
seen in the past.

So, if anything, | would say there are needs for
sone longer-termconmm tnments, but in any case there's a need
for a parsing of those CRRs between short-term and | ong-term
to deal with both ends of these spectruns.

COWM SSI ONER BROWNELL: Thank you.

Der ek?

MR. BANDERA: | think what -- what | understood
what you were saying about the auction versus allocation
met hod held true. What you were saying for the auction
met hod that you see, was that essentially a | oad-serving
entity in the sense the way the revenues -- that he could
check a box if the auction procedures say I'mnot willing to

sell my CRR in the auction and basically bid a | arge anount
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of nmoney and not have to risk giving it up in the auction
procedure, because he gets the revenues back. So that the
auction process itself doesn't risk an LSE who doesn't want
to lose his CRRfromlosing it because he has the
opportunity of basically outbidding any other participant.
Is that correct?

MR. KRI STOV: Yes, in concept that's the basic
i dea, that a party who's bidding in a market and is getting
a share of that market's revenues clearly is going to have
di fferent biddi ng behavior from sonmeone who is actually
spendi ng noney to buy what they're bidding for. So that
does provide an equalizer. That being said, |I think it's an
addi ti onal step of conplication: who has fornmal | oad-
serving entities to go through that on day one.

COWM SSI ONER BROWNELL: Maybe our Staff can speak
alittle bit to this in nore -- than perhaps you can,
because you' ve obviously done sonme homework here. It
strikes ne that as the other markets have evolved, both in
this country and in other countries, they have actually done
sonme on-goi ng assessnents and, to sone extent, changed the
way -- | think everybody started with an all ocati on added.

I think everybody has kind of added sone kind of an auction
feature in future years. But maybe you coul d speak to that,
because | think that is a concern that people have on an on-

goi ng basi s.
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| also want to add, Jim | agree with you
conpletely that getting the metrics right and really
nonitoring what is going on in a far nore sophisticated way
even than we do today, and we're a whole | ot better than we
were two years ago, is critically inportant to make it al
wor K.

MR. KRI STOV: Thanks for the opportunity to
foll ow-up, Comm ssioner.

We talked with the eastern |1 SOs about this and
New York, | believe, started with an auction process and
many of the staff people there felt that that was a
conplicated way to start, even though they' ve gotten it to
wor k acceptably. Now we're not proposing allocation and
auction to the exclusion of each other, that there's an
all ocati on step whereby those entities with an entitl enment
torights -- those being the |oad-serving entities as
stewards, as Ron Nunnally put it -- where the | oads get
their allocation. Subsequent to that, though, there is an
auction process in which any party can bid for rights. So
we're not excluding that auction, we're sinply doing the

first round to make sure that the |oads are taken care of.

Simlarly, in the time horizon question, Ron has
al so captured quite correctly what our intention is, that

there's a substantial share that's all ocated as an annual



ri ght and,

in fact,

we have a rolling proposal
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buy rights for next year and the year after or you can get
all ocated rights for next year and the year after, so at
| east you woul d have two years certainty. And then the

nonthly allocation and auction process is really a true-up:

how do we need to adjust to account for seasonal factors, to
account for load nmoving from one | oad-serving entity as | oad
growth, et cetera.

We have had a nunber of parties and we agree that
there are valid reasons to have |onger-termrights issued
but the overwhel m ng conmments that we received were Don't do
that on day one. Start -- because we don't know very nuch
about how this is going to work, start with a shorter-term
all ocation and then think about -- a few years from now,
after we gain some experience -- going to a longer term
estimte, a 5-year or 10-year right.

MR. CALDWELL: Saying to me that | have a one-
year pitch on what is a significant cost | think is a non-
start. | mean, | think we'll be right back into a suit
again. | nmean, | think we're totally -- if what we're
trying and say and what we're trying to do is to build in
the ability to go out 20 years, which is |I think what we're
trying to say, then we've got to have a place for 20 year
certainty of a contract. And I don't see that that's w ong,

that that inhibits any kind of flexibility or that that
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i nhibits any kind of adherence to narket

princi pl es or
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i nnovation or all of that.

But to say that Well, gee, we're doing this stuff
long-term 1'Ill give you certainty for a year. | nean, no
one on the other side of the power purchase agreement with
me is going to take this. That's just a non-start.

MR. CANNON:  Susan?

COWM SSI ONER KENNEDY: This is for any of the
panelists: Does anyone think that the current statutory
l[imtations on direct access inpacts in any way the
devel opnent of an effective and fair CRR market and how
woul d the existing direct access custoners be treated in an
al I ocati on net hod?

MR. KRI STOV: To your second question first, the
al l ocati on nmethod, because it is based on the entitlenent
going to the | oads thensel ves, then direct access providers
woul d al so get allocations of CRRs for the | oads that they
serve, just as the investor-owned utilities and nunici pals.

COWM SSI ONER KENNEDY: So, to ny first question,
is the statutory limtation pretty irrelevant in the schenme
whet her or not --

MR. KRISTOV: In terms of an efficient allocation
fromthe 1SOs point of view, | think it doesn't matter who
the entity is that actually -- that the load is served by,
| ooking purely at the CRR process.

MR. NUNNALLY: Comm ssioner, that would be ny
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assessnment as well. Because | think with the flexibility
that allocating this annually, with true-ups nonthly, you
can deal with changes over tine in |oad responsibility. So
I think that that's not a bear.

MR. KRISTOV: And | would add to that that if the
state decides it wants to broaden direct access and make it
easier for customers to choose alternative suppliers, the

CRR proposal we're offering doesn't in any way inhibit that.

It would be conpatible with however you go.

MR. PERLMAN: Can | address the long-termissue?

Woul d the establishment of a few trading hubs as a delivery
| ocati on, where congestion is averaged over nultiple buses
like it is in some of the Eastern markets, reduced the
concern with respect to the ability to enter into |long-term
comm t ment s?

MR. CALDWELL: | think there's a variety of
mechani sms, that being certainly one, you know, that we use
that are tried and true and all kinds of other commodity
mar kets, if you will, that have physical trades going on in
the short-term and spot markets and then secondary markets
or derivative markets that take care of the |long-term
There's a thousand ways to do it. | just think that we have

to make sure that our eye is on the ball, that that's the



obj ective. The objective isn't to create a spot

works, only to the extent that that spot market
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It has to be a liquid spot narket. But as soon
as we focus the exclusion of everything else on that liquid
spot market, then we run into the problens that we have.

And so -- we just have to keep our eye on the
ball. And | think there's going to be continued need to
continue to think of better ways of doing it, but we have to
get to that idea that that's really what we're doing, is
just that we're allocating these revenues, the financi al
ri ghts, as opposed to the physical property rights.

That we have to get over because we'll never get
there fromhere as long as we try to divvy up what is not
capabl e of being torn apart.

If Waco wants to run its own grid then it ought
torun its own grid period. And ought not to have access to
the grid here. Then we'll see how they like being a
foreigner.

(Laughter.)

MR. CALDWELL: And I"'mnot trying to pick on
sonebody but | think we just have to -- call it the way it
is. This is a common grid, we're in this damm thing
together. And there's significant benefits to us all
wor ki ng together in this one box of using this conmon grid.

And if we can't sonehow be adult about it and
figure out how to do that then we've got a real problem

And we aren't going to fix it by some technical conference
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or sone new tweak -- Anmendment 47, to the tariff.
CHAI RMAN WOOD: We're in the 50s now.
MR. CALDWELL: That's right, we are.
(Laughter.)
MR. AUCLAIR: May | ask a quick question?

Jim do you think having any such a liquid CRR

mar ket will enhance us sonme in here?
MR. CALDWELL: That's essential. 1In the Iong
run. | think maybe we have a little bit of tine to get

there but | think that's an essential elenment is the liquid
CRR market. And -- Chairman Massey, Conmi ssioner Massey,
said that maybe we could all disagree with you -- | don't

di sagree with your initial proposition that the LSEs

t hensel ves, or to put it another way, run on sharehol ders --
they don't own those CRRs. | don't think there's a
gquesti on about that.

The only reason why they've been -- given the
opportunity to on behalf of sonebody else to use those -- is
because there is folks |like us sitting up here who have an
ongoing ability to nake sure that that stewardship is done
properly.

Because they are not the rights of the
shar ehol ders of the LSEs.

CHAI RMAN WOOD:  Lorenzo?

MR. BARDEN: 1'd like to ask a follow up question
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on what Chairman Wod had brought up before about the CRR
all ocation and inplenmentation of the software, and |I was
wondering -- is there any relationship between CRRs are
all ocated and the software inplenmentation for the nodal
system or are they separate issues and can be dealt
separately or does one need to be solved before the other
can nove forward?

MR. KRI STOF: They can be sol ved separately.
Essentially, the software engine that we would procure would
have flexibility to deal with a variety of site allocation
rul es.

For exanpl e,when | responded to Ron Nunnally's
gquesti on about the objective function, the fact that you
don't put bids in itself allows a neutral allocation wthout
respect to econonmics to |oad serve the end of each other's
entitlenment. That's one approach.

But then you can hook this then and you can run
an auction using the sane software and it will give you the
ri ght answers.

So they're really independent and we can go ahead
and start using software that has the flexibility for the
CRR process and then develop the allocation rules in a
paral | el fashion.

MR. BARDEN. So this is one of the things that

needs to be decided today in order to nove forward on the
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i npl enment ati on?
MR. KRI STOF: The allocation rule of the CRRs.
MR. CANNON: Let nme followup a little bit on

that. In terms of the tine line that Lorenzo shared
earlier, where does the unbiddable process begin. |I'm
wondering where the CRR -- | recogni ze how CRRs get

all ocated and ultinmately aucti oned and devel opnent of
secondary markets -- all that sounds suitable as an
evol uti onary process, but how do we get these things up and
running in a way that they support the MD O2 and the market
redesign by the newtine lines in 20057

Is there a sort of a -- where do they fit in to
the tinme line that Lorenzo shared earlier?

MR. KRISTOF: In ternms of the CRR project and how
it fits in, if we reason backwards fromtariff |anguage, |
sort of -- if you noted on Spencer's chart, we have
subm ssion of tariff |anguage right around the end of '04.

It all needs to be worked out by then.

So what we're envisioning is, over the next 1'l|
say four to six to eight nonths -- and it's already started,
a process of CRR studies, that is the next round of studies
that is starting to build the capability to do the economc
aspect of CRR evaluation. We'Ill be doing iterations of that
over com ng nonths through this winter and spring, and in

paral lel, having talks with the EUC and with stakehol ders on
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how to formul ate the allocation rules so that, if I'm
viewing it by late in the spring, we'll be in a position
with alive and creditable data from studies, a w de
prelim nary eval uation of what the options are and what
everybody's parties are concerned, to start constructing
what those rules are so that we're ready to have them wel
laid out in the tariff filing by the end of the year

MR. CANNON: Are there any steps -- |I'mjust
trying to think how that gets vetted and CPUC gets
confortable, how a participant gets confortable, FERC gets
confortable -- with how the process is worked and whet her
the allocation is workable or not? Are there, we'll see
i ntermedi ate steps or things that would be brought to the
Comm ssi on for approval or sone kind of a regulatory | ook-
see -- does this look like it works, does it look like its
got support from our participants for the necessary
regul at ors?

MR. PEEREY: Maybe Sean could -- Sean Gall agher,
could step in here and answer a portion of that question,
Lorenzo, if that's all right with you.

MR. GALLAGHER: | coul d probably answer the
question nmore broadly but | think it's our intent to work at
the staff level with the 1SO over the com ng nonths as they
prepare the studies that Lorenzo has described. W' re going

to do a lot of work to try to ensure that before they go too



© 00 N oo o b~ W N P

N DN DN DD NN P PP PR, Rk
aa A W N P O © 00 N oo o0 M W N -, O

104

far down the road inplenmenting those studies that there is a
| evel of consensus not just within the PUC but anong the

mar ket in general that the 1SOis actually putting the right
i nputs into the study so that when the |1 SO cones up with an
outbreak it's going to be something that nost people can
agree is valuable to informtheir decision making.

But we're going to do a lot of that at the staff
| evel, we're going to keep our Conmi ssioners infornmed and ny
understanding is the 1SOis commtted to working not only
with us but with the different participants as well and
they've already started to do that.

MR. KRISTOF: And | would add to what Sean said
the fact that we are continuing to provide nonthly reports
to FERC on our progress on MD 02 inplenentation and we w ||
be providing updates on the CRR effort in that context as
well, in addition to recognizing in the Conm ssion's recent
order that we need to have our initial allocation |aid out
in the tariff |anguage plus a prelimnary preview of that
information, roughly 90 days to filing tariff |anguage.

So we see those as mlestones and then the
nonthly report as a way of charting our course towards that.

Okay?

MR. AUCLAIR: If we could, I would like to
recommend in the last 30 second if possible, first

essentially to bifurcate the revenue rights to upend -- you
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said you create option revenue rights and FERC adm ssi on
rights and essentially to phase in the inplenentation of
FERC adm ssion rights for sales over a four year period to
all ow t he devel opnent of liquid FTRs that are necessary for
successful long termcontracting in -- projects.

So ny hope is that this proposal here stands at
an early transition.

MR. CALDWELL: | guess | would only add to that
that no one in this roomcan mandate the |liquid narket.

(Laughter.)

MR. CALDWELL: The liquid market is of itself.
It is not -- it is a result of confidence and faith of the
mar ket participants that they trust that market, that's what
makes it work as a result. And | don't think waiting for a
liquid market is going to get us a liquid market but, having
said that, we do have to get there and | think that -- |'m
for whatever's next on the CRR allocation. And | don't
think it mtters to me -- Kirshoff's laws, and that state
estimator and that AC power flow nmodel which is optim zing
the unit conmm tment of the current -- it doesn't check for
the tariff before it says which way the el ectrons go.

We've got to get the physics right, okay? And
then if we got this pot of noney and rights that we're
tal ki ng about, then we can argue for a long time about who

owns that, whoever it is, and who will be doing it.
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But let's get the physics right first. Let's get
the software that says which way -- optim zing the
utilization of this very, very inportant public asset which
is the grid. Let's get it back up now.

MR. CANNON: We are at the noon hour so | would
like to thank this panel especially their questions, and |'d
i ke you to stick around for the next panel.

(Appl ause.)

(A recess was taken.)

(Back on the record.)

CHAI RMAN WOOD: Shall we go back on the record?
Back on the record. Shelton?

MR. CANNON: Qur second panel today will be
dealing with what -- is talked about in ternms of the first
panel but what we're going to try to do now is sone of the
transitional issues associated with what to do with visiting
contracts and how do we convert themto come on to this new
mar ket desi gn.

We have with us for this panel Brian Theaker, who
is Director of Regulatory Affairs for the California
| ndependent System Operators, we have Steven Schl ei nmer,
Director of Marketing and Regul atory Affairs or the Cal Pine
Cor poration. W have Thomas Hodeson, Marketing Vice
Presi dent of Gol dman-Sachs, Pete Garris, Deputy Director of

the California Energy Resources Scheduling Division with the
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California Department of Water Resources, Ted Braun, who is
with Braun Bl azi nger, representing California Minicipal
Utilities Association and |ast, but not |east, Stephen
Met ague, who is Director of Electric Transm ssion Rates for
PG&E.

Wel conme all and if we could begin with M.
Theaker ?

MR. THEAKER: M. Cannon, thank you, Chairnman
Wbod, President Peevey, Conm ssioners, good afternoon.
Thank you for the opportunity to speak before you today.

The transitional issues around existing contracts
have not yet been resolved and not easily resol ved, but
| eaving them unresolved or trying to nmove to a new market
paradigmwi || continue to | eave an open wound i n market
desi gn.

The parties need to resolve them and perhaps wil|l
need sone i npetus to do so before the Comm ssion rules and
need to decide for them

End- congestion is a real problemwth real costs.

The parties know that the non-uniformtime |lines currently
in play in the 1SO markets in regard to these indices
creates a problemthat nust be resolved. Beyond that it is
axi omatic that, for parties to gain true benefit in the

conpetitive markets those markets nmust have uniformternmns.
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The SO s core interest in resolving this, the
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ETC s problens, the transitional contract with these
probl ens, are these -- first, to ensure that the agreenent
is used fully as possible in the forward markets as far
ahead in real tinme as possible. That's of course a
| ongst andi ng practice of setting the systemup a day in
advance for real-tinme market and the deviations market, and
not an opportunity market.

Second, to get the | SO out of the business of
adm ni stering a nyriad of transm ssion contracts it did not
negotiate nor to which it is party, that has non uniform
terms. An | SO should be about offering uniform service, yet
the only way the 1SO could do this in the early years was to
make sinplified assunptions regardi ng those contracts where
t hey provided sone part of the windfall that they had not

been able to negotiate.

Taki ng uniform service, |ike uniformservice is
al so what the comm ssion contenpl ated when -- standard
mercantile -- in that the Comm ssion said that the ITC

shoul d provide uniform service and the PTOs woul d use that
service to fulfill the terns of their existing contract.
| SO charges would roll up to the PTOs and the PTOs woul d be
provided to CRRs to hedge any congesti on purposes.

The SO in MD-02 design offered a sim|ar
proposal. First, the PTO is responsible for adm nistering

the contract. Second ETCs would have bid priorities. Any
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unused ECT capacity not schedul ed a day ahead woul d becone
avai lable to the market for use to ensure that the grid is
fully utilized as far forward in advance as possible. Any
hour ahead ETC changes woul d be accommodated as | ong as they
don't affect the day ahead schedul e.

To the extent that they do, they would be rolled
along with real tinme changes into redispatch in the real
time market. All charges would roll up to the PTO and then
finally the 1 SO woul d support the PTO being able to recover
t hose costs in the regular interval

The | SO proposal was intended to honor the rights

of the existing contracts and still allow the grid to be
totally utilized in real time as much as possible -- or in
the forward market, excuse ne -- as much as possible. W

acknow edge that there is sone details that remain to be
deci ded on this issue including cost allocation and we | ook
forward to working with the parties for conditions to
resolve these -- sone parties have suggested inplenenting a
non FERC transm ssion service as a solution to this problem
From the 1 SO standpoint this feature adds
conpl exity, adds costs and, because it adds cost, it raises
a host of cost allocation issues.
The | SO experience with a non FERC account abl e
process has been that the parties in California could not

cone to ternms on inplenmenting such a service in its own
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mar kets |l et alone in nom nal markets.

Furthernore, a non FERC product -- a separate non
FERC product would create a quote "opportunity market" which
can create incentives which interfere with the robust
participation in the day ahead market.

For the 1SO it conmes down to this core issue --
is it better to make limted use of grid facilities by
ensuring that they are fully utilized in the day ahead
mar ket to the extent possible or to intentionally pull the
grid to under utilize and acconmopdat e options that nmay or
may not be exercised in real tine.

We believe that the proposal submtted in MD 02
strikes a balance. First it elimnates a real problem
phant om congesti on, by naking ore of the grid available for
use in the day ahead market.

Second it honors in terns of existing contracts
by allowing priority in the day ahead and then to redi spatch
inreal time and then third, it better realigns the
interests of the parties so that the parties who negoti ate
the contracts are responsible for adm nistering them
| eaving the SO free to focus on adm nistering the uniform
service.

Regardi ng the second i ssue, on sal vage choice
contracts, we acknow edge that this too is an open and

contentious issue. |It's not equitable where sellers can
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profit merely froma change in pricing paradigmnor is it
equi tabl e that a market design can be conprom se through a
desire to maintain existing contracts.

The SO s position in regard to this issue is
this. W believe that the problemis best solved through a
renegoti ation of ternms that would specify six delivery
points fromwhich then the 1SO could allocate CRRs who hedge
t hose deliveries.

The other |1SOs who have faced this problem have
resolved the problemthis way, to renegotiate and
col | aborate. We have expressed a willingness to continue
working with the parties to resolve this but should no
consensus energe from California, and let's hope that one
does break the six year trend that the Conm ssion nust act
to decide this issue.

COWM SSI ONER BROWN: We get al ong, we're al
Denocrats in here, right?

(Laughter.)

MR. THEAKER: Thank you for the tinme.

(Laughter.)

MR. SCHLEI MER: Good norning. M nane is Steve
Schl eimer and | am Director of Markets and Regul atory
Affairs for California Corporation and | am very happy to be
speaking this norning --

| focus nmy comrents on three areas of --
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transitional issues. First is howthe 1SOs MD 02 proposa
may appear with existing contract rights as result of the
novenment of the best offer to real tinme a day ahead.

The second issue is how the so-called sellers
choice contracts need to fit into the LMP world.

Cal Pine has many of these contracts both with DWR
state agencies as well as with other counterparts so
obviously we're very interested in the outcone.

Finally I would |like to address quickly how
devel opers such as Cal Pine that are still planning on
constructing new infrastructure in California and we still
have 3,000 negawatts that we're planning on noving forward
with and are potentially putting ourselves in a box rel ated
to market, local market tinme mtigation mechani smand sonme
i deas on how to solve that. And | know there's a panel on
that a little later and so | will touch on that quickly.

First | just want to take a step back and we say
that from ny perspective, from Cal Pine's perspective, to see
the market transact and transm ssion access in California is
not bad.

You know, in a |lot of places across the country
we can't even get our generators interconnected nmuch | ess
transmt the power from point Ato point B.

In California if we want to transmt power from

point Ato point B, we can do that and I think that's
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absolutely what this is all about and I think to sone extent
t hese other issues are very inportant but they are second
or der.

lI'"d like to nove to ny first point. Wen |ISO
proposed to nove the nmust offer fromreal tine to day ahead,
according to the 1SO proposal any generator nust offer al
it's capacity into the day ahead narket that's on the
schedul e. The proposal basically requires providing the
capacity to do this with no conpensati on.

More inmportantly for us, we have a | ot of
exi sting contracts that have what's called "intra-day
scheduling rights,” and specifically, with the DANR, we have
contracts that say they can call us -- you know, it's 12:30
now, DWR can call us to generate at 1:30 or 2:30, and to
have a proposal where we had to bid the generation where we
were going to neet those requirenents with, you know,
yesterday, doesn't seemto nake sense and it doesn't seemto
nme like we're going to be able to neet our contractual
comm t ments.

So FERC has sol ved sonme of this problem by giving
sellers a choice leaving the day ahead or a real tine nust
of fer obligation to help solve this problem

|'"d recommend that they take one step further.
One of the reasons why they see a reliance on the real tine

must offer is that there is a |lot of revenue showing up in
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real time and | woul d suggest that perhaps we need to | ook
at the incentives that |oad serving entities have in having
sonme of it showing up in real tine.

Ri ght now there's a | ot of penalties put on under
schedul i ng and over schedul ing whereas on the | oad sides
there are no such penalties and | woul d suggest that prior
to getting to a capacity market which I think is built with
sonme exclusions, that we need to | ook at that.

On the second item that's how to deal with the
so-called seller's choice contracts and these are contracts
li ke for exanple |ike Cal Pine we have a couple of contracts
written in clauses which say delivery point is and can be an
MP 15.

Now t he question is, when MP 15 is broken up into
hundreds of nodes, what does that nean and how do you fit
that into the new markets out there.

The resolution of this seens pretty
straightforward to ne and that is what does the contract say

is going to happen to the extent that their market changes.

The FERC noted in its decision sonme contracts already
contenpl ate these changes while others do not.

It seenms to nme that bilateral negotiations
bet ween the parties are the only way these issues can be

resolved. We don't need to | ook to additional litigation on



1

t hat .
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That being said, there may be a role for the 1SO
to play in determ ning options of services that could
facilitate inplenmenting these changes and the 1SO has laid
out a couple of themin their MD02 proposal. They gave word
t here may be ot hers.

What we would like to ask FERC is to request that
t he di scussion of these alternatives be opened up. So far
they don't have any say in participation of any steps that
have been pretty nuch everyone except the sellers that are
counterparties. Typically the discussion is fundanmentally
how does the process go from zonal to nodal. W think it's
only fair that everyone can stand at the table and try to
figure it out.

Finally and just quickly, another transitional
issue. As | say, Calpine is stuck with 1000 negawatts on
both sides of the California-Oregon border. The CPUC is
maki ng significant progress.

But another concern is to the extent that we
build these plants and bring themon line in a world where
there is significant | ocal market power mtigation, are we
bui | di ng ourselves into a box?

And that is, we haven't built these plants yet
but once we've built the plants they become subject to
significant |ocal market power mitigation.

| think that the answers that we come up with for
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| ocal market power mtigation -- and | think our next report

needs to address |local market power mtigation in new areas.

And, you know, we | ook forward to working with the
Conm ssion to devel op sone of those alternatives. | know in
the order there was an additional technical conference that
was to focus in on this. |1'd be interested in any questions
or conments.

MR. CANNON: Thank you. M. Hoatson.

MR. HOATSON: Thank you, M. Cannon. Thank you
to the Conm ssioners. On behalf of Goldman Sachs, |
appreci ate the opportunity to be here today, to discuss sonme
very inmportant issues. |'m Tom Hoatson, a vice president of
fixed incone, currency and commodities division within
ol dman Sachs. THis is a division that has been trading
power for several years now, first as a counterparty with
Constell ation, and since January of 2001, as part of our J.
Aron tradi ng subsidiary where we also trade netals, a few
ot her products, natural gas, as | said, since January of
2001. We have recently also started a busi ness where we on
Oct ober 15 we closed our first deal of the power plant
| ocated in New Jersey that's tied into both New York and
PJM We also recently announced the purchase of CoCGentrics,
which is a privately held devel oper in Charlotte, North

Carolina, and nost recently we entered the California market
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with the acquisition of its CWR contract several weeks ago.
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I would like to conmend the I SO for what | think
is a wonderful job on the proposal. | think it was
t horoughly researched, thoroughly thought out. | think they
went to the other markets and tried to take the best of
t hose markets, they | ooked at what's been working in those
mar kets and tried to allow flexibility, tried to correct
t hose probl ens.

It is lacking in the details. | think everyone
knows that but | think it's a wonderful framework for going
f or war d.

I"d just like to give the Wall Street perspective
on the issues, the main issues, at hand as well as kind of
override the process that we are in.

Probably the nost inportant thing to Wall Street
is certainty. W need certainty whether it's in bilateral

contracts that terns would be honored, the conditions and

terms will be honored for the termof that contract, that
the contract will not be abrogated. | hate to use the term
"sanctity of contracts.'” | think everyone in this room has

heard that for many years now.

I"d just like to | eave you with a coupl e ot her
t houghts as we go forward with this fromWll Street's
perspective. Wall Street prefers options over obligations
wherever we can do that and something we heard a | ot about

in previous discussions, Wall Street nmuch prefers auctions
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over all ocations.

| synpathize with the SO in their CR proposa
goi ng forward, that the first one tried as allocations. |
think we can support that provided there is a conm tnment and
this goes to the certainty issue that, down the road they
will start |ooking at the auction process and that is
consistent with the way PJM entered the narket.

I think that has worked well for PJM but there
has to be sone commtnments within, going forward with
proposal s that eventually the auction would be in place.

Thank you.

MR. CANNON: Thank you.

M. Garris?

MR. GARRI S: Thank you.

Chai rman Wood, friends and Conm ssioners thank
you for giving ne the opportunity to speak.

Let nme start by saying that the Departnent of
Wat er Resources has two halves with respect to the energy
group. The first one is CERS, that's the division that was
created by the Power Bureau during the energency and is the
counterparty if you will with a significant nunber of |ong-
term bilateral contracts.

The second is the State Water Project, as the
operator of the aqueducts, reservoirs, punping plants power

pl ants and takes on the State Water Project itself.
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Internally, they function independently of one
another. Their authority comes from separate sections of
the water code and they're separately funded, one through
the Electric Power Fund and one through the Water Resources
Devel opment Fund.

The common ground for the Departnment of Water
Resources whether it's SARS or the State Water Project is
that they're both dedicated to the physical delivery of
el ectrical energy and/or water.

And a couple of comrents on the nmarket design and
NETCs. Internally at CERS we' ve been focused primarily on
the cost and the inpacts of the proposed market design, in
particul ar, |ocational marginal pricing and while we're
doi ng the study and the analysis and it's still a work in
progress, sone things have beconme apparent to us.

The one is the proposed LMP based settlenents
process is going to inmpact all bilateral contracts that were
entered into. Basically a zonal nodel of grid operations
and billing and settlements and, to the extent that they
have fl oating point or seller's choice delivery we do agree
that a full network nodel is a superior approach to the
current network nmodel. This should in fact give significant
i nprovenents to grid reliability.

The prelimnary CERS anal ysis shows a significant

cost is going to occur under the LMP settl enment process.
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Agai n, of course, we're still doing this, analyzing our own
work internally but the costs are significant potentially in
the billions of dollars over a seven year period.

Anot her thing that came to |ight during our
analysis is that the cost appears to be nmuch greater in
Sout hern California than Northern California. Again, mybe
there's additional information or discussion that can occur
to see if the 1SO and other fol ks who have done an anal ysi s
agree with us.

When we did our studies the results were done by
assum ng normal market conditions. W didn't stress the
mar ket and we think we didn't include any gam ng. As a
suggestion on ways to maybe bridge the gap from where we are
now, the current zonal nodel, to an LMP nodel or whatever
future nodel is ultimately arrived at, we have a coupl e of
suggesti ons and maybe when the panel has further discussions
we'll get into them but one is the trading hubs that we're
suggested at | east by previous speakers and a second
nmet hodol ogy i s maybe doi ng sone thing along the Iines of a
taggi ng process or with respect to the way the 1SO currently
manages constrai ned resources, tagging those contracts that
are existing contracts and essentially accounting for them
in the nodel but then backing then out of the financial
settlements so that neither the seller nor the buyer achieve

an advantage or a di sadvantage during the process.
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As part of our recommendati on we propose that no
buyer or no seller gets a clear advantage or di sadvantage
for something that they conmmtted to in the past and is
especially an ongoing commtnment that is going to be subject
to changes in the market.

Sonet hing el se that becane apparent to us, while
we're able to determine sone of the cost associated with the
LMP design, we're not able to neasure them against the
benefits and | guess what | suggest is that the benefits
al so be defined and neasured agai nst the cost and the
changes that are going to be necessary going forward.

A coupl e of quick comments on ETCs. As nobst of
the fol ks know | work on the energy side primarily with CERS
and in our discussions with State Water Project fol ks, they
indicate to me that ETCs, the discussion of howto
i ncorporate the existing transm ssion contracts in the new
nodel are going to require additional discussion and
addi tional information.

The current proposal doesn't really provide the
type of transm ssion product that you really need to operate
a dedicated facility such as the State Water Project. CERS
on the other hand has no ETCs and doesn't have that
particul ar issue on its plate.

As | understand it, other |1SOs have dealt with

the issue of ETCs and in sone cases have granted part of the
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ETC rights into their market design. And with respect to
the Water Project, the significance in ny mnd is that 22
mllion Californians get all or part of their water from

t hat project on an annual basis and, as a final remark,
suggest that we all take the | essons that we've | earned and
apply themto the process as we go forward.

Thank you.

CHAI RMVAN WOOD: M. Braun?

MR. BRAUN: Thank you, Chairman Wod, FERC and
PUC Comm ssi oners, thank you for the opportunity to be here.

First of all, I'd like to set the record
straight. Minicipals are not anti-social.

(Laughter.)

MR. BRAUN: And given the |ate hour, and before
lunch and to prove that we're not anti-social GOP we'l]l
freeze for everybody. And we'll share sone peanuts.

(Laughter.)

COWM SSI ONER BROWNELL: You get a free CRR for
t hat one.

(Laughter.)

MR. BRAUN:. First of all, 1'd like to enphasize
that the municipal conmunity appreciates the enphasis on
problem solving. W try to deal with these things in the
practical and not in the theoretical -- and |I'm encouraged

actually at this juncture. | hesitate to make this
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adm ssi on agai nst interests but |I've been involved in the --
with ETCs since before |1 SOs started up and so has anot her
gentl eman on this panel, to my left.

And | think we'd both be surprised to be here at
this juncture still discussing this issue.

But | am encouraged by two things, one, the
Comm ssion's order, which | think is preparing to take a
fresh | ook at both the operational and the financial inpact
of ETCs as well as | think that the PTOs and the existing
contract transm ssion custonmers are in different positions
now than they were in 1996 and 1997, vis-a-vis this issue.

So | am encouraged despite the | ack of progress
that we've nmade to date.

As is clear fromthe pleadings fromthis
proceedi ng, we did not believe that the nunicipal community
have got 1SO s proposal on our existing contract. It
fundanental |y takes and changes the character of the service
froma reservation in forward markets. |t allocates the use
of right under those contracts to other narket purchase
events and just as significantly it mkes the contract right
hol der the price taker when they exercise the rights that
are under the contract and are paid for at a set price.

So we have some serious discussion to be had on
this issue but wi thout dwelling on our objections to the |ISO

proposal | think I'd like a few take-aways fromthe
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Commi ssion on this technical conference on this issue.

One, we think the white paper and the principles
that are enunerated in the white paper are the right ones to
solve this issue regarding the hold harm ess for existing
ri ghts whether those be inplicit or explicit, a real need
and recognition that native | oad customers require

protection during the transition to a pooled network nodel.

These are the guideposts that we woul d support
whet her you're dealing with the native load that's not
covered by explicit contracts or whether you're dealing with
an ETC right as we seemto be discussing it today.

Two, don't prescribe surgery to cure the conmon
cold. Spence laid out atime |ine of 2005 to inplenent a
full network nodel and on the rule of thumb of half as nuch
and twice as far. W don't know.

But that 2005 date is beyond the expiration of
significant existing contracts in sone of the nore conpl ex
i ntegration agreenents that are on the books right now.

Does that nean the ETCs will go away after 2004? No.

But the nunber of them and the conplexity of them
will dimnish. W should be |looking forward in trying to
assess what those grids will look like at that time rather
than trying to assess what may or may not have been the

i npact of ETCs | ooking backwards.
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Third -- | think the Comm ssion would do well to
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| ook at this as a seanms issue and a regional issue and not a
California issue. There's reasons why my clients,
muni ci pals, spent billions of dollars on transm ssion and
generation. They go to the inner tie points in California
nostly.

The statistic that was raised by M. Cal dwell
about 50 percent of the inmp of the transm ssion, that is the
i nport capacity into the state that's publicly held, both
federally and ot herw se.

Those rights are tied to prevailing regional
practices regardi ng scheduling and there's a di sconnect
because the design elenents of the MD 02 and the |ISO now
don't have the same priorities as in our neighboring
regions. We need to ook at a holistic approach that
conbi nes what we're trying to acconplish bringing those
| oad, the generation hone to serve |oad and the assessnents
that were nade to look to a potential solution to this.

And with that there are | think, several
al ternatives, sonme of which have already been put forward.
One, CMUA as well as Southern California Edison has held out
the idea of a recallable transm ssion product that woul d
create a non firm product for use of on unused capacity.
It's true. There's been a |ot of discussion about this and,
to date, there has not been closure on this issue.

But again, we're |ooking forward. W' re designing
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new software systens for California. W have changi ng
circunstances with different contract rights. Those types
of options ought to be explored before we take on lightly
the idea of reformation of these contract terns, several of
whi ch have broken seal preventions.

Next, the Comm ssion nmay have heard of an
organi zation call ed West Trans whi ch now has 17 private and
public transm ssion providers that have signed up and is
going to be starting in OASIS for one stop hosting of excess
transm ssi on.

Now, it's going to span the entire West. You can
see this as not the ultimate solution but | don't think
we're here in the business of com ng up with next year or so
the ultimate solution on using the transm ssion grid.

If there is a way to sell excess transm ssion
capability in the secondary markets we ought to be exploring
it. We ought not to say there's a software obstacle. W
ought not to say this is going to be adm nistrative for the
public transm ssion providers and private transm ssi on
providers that are looking at this OASIS site as a way to
mar ket at cost-based rates excess capacity. That ought to
be seriously expl ored.

There are other options, changing scheduling tine
lines that make them closer to real-tinme that al so woul d

aneliorate the so-called phantom congesti on probl em and what
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simlarly we urge as we go forward on this issue, we need to
take a look at all these with a clean and blank slate with
them all on an equal footing, exam ne the pros and cons from
an adm ni strative standpoint as well as an efficiency

st andpoint so we can avoid the Hobson's choice of |ooking at
perform ng these | ongstandi ng and conpl ex arrangenents.

Thank you very nuch

MR. CANNON: Thank you Donnie. M. Metague?

MR. METAGUE: Thank you, Conm ssi oners.

' m Steve Metague on behalf of PG&E. | woul d
like to thank each and every one of you for assenbling here
today to tal k about this very inportant issue of the
whol esal e market and nmarket design in California.

P&E has supported and conti nues to support
reform of the market and the MD 02 proposal prom ses a well
functioni ng whol esale market and with it the all-inportant
benefit of reducing costly concerns.

Qur work, as you already heard, sone inportant
details are still mssing in the conceptual proposal that
the Comm ssion recently ruled on. But we remain hopeful
that the details of MD 02 can be worked out and the prom ses
can be delivered.

Today | will briefly comment on two inportant
transm ssion issues. The first is existing whol esale

transm ssion contracts and the second on the bil ateral
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contracts you've nmentioned earlier that the state entered
into during the height of the energy crisis.

Let me first start with the existing transn ssion
contracts. At the outset of the 1SO s operation back in
1998, PG&&E was providi ng about 4,200 negawatts of firm
transm ssion service to nmunicipal, state and federal
agencies. And those contracts did not fit with the ones
designed in 1998 in the market design.

And there are still issues that will again haunt
us as we nove into the MD 02 proposal and 1'd like to talk
about those.

First the issue of phantom congestion has been
directly addressed by the MD 02 proposal and we're hopef ul
that that issue may be able to be solved through some of the
techni ques that Brian nentioned earlier.

However a second issue which |'mgoing to refer
to as trapped costs is still with us and one of ny concerns
is that the MD 02 proposal may very well exacerbate that
i ssue.

The current costs in our view are those costs
t hat have been under continuous litigation at the FERC --
since | think 1998 and it's a question of who pays. And
we' ve had strong argunents that beneficiaries of the new
mar ket should pay. W have heard argunents that hol ders of

the contracts should pay for the new services they're
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enj oyi ng.

But as yet the issue remains unresolved and for
the investors in utilities hundreds of mllions dollars are
still unresolved in those issues.

In MB 02 our concern is that the costs of
congestion, intra-zonal congestion, could now be |ayered
into that total cold track cost. The question is going to
be who's going to pay?

So with that, | would like to nove on to the
second issue that | wanted to nmention, that of bilateral
contracts, in that these paid contracts, there's sone
symmetry here that have been allocated to us and sonme 60
percent of those are in the so-called seller's choice
contracts -- and it's those seller's choice contracts that
cause us the greatest concern.

We are concerned that those contracts cannot be
properly hedged. W are concerned that they offer
opportunity for gam ng and at the end of the day our nost
concern is that they could represent the transfer of wealth
fromdelivered consuners to generators, which we don't think
t hey deserve.

What are the solutions to all these problens?

For the bilateral contracts we see that there is either a
need to reformthe contract or sone nodifications are needed

to the current proposal relative to the treatnment and the
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true bal ance and testing.

| was encouraged by Steve's Schleinmer's remarks
that he wants to cone to the table and discuss those
contracts. That's kind of inportant direct | obbying.

Rel ative to the existing transm ssion contracts,
we have solutions that are currently under litigation at the
FERC and I amnot at liberty right now to discuss those
issues -- but there is one point that Tony raised that |
would like to pick up on and that is, to date, since 1998,
nearly one-third of our existing transm ssion contracts and
al so custonmers with whol esal e custoners have either
term nated or we've been able to resolve through
negoti ations some techniques that allow themto be better
integrated into the marketpl ace.

Only 1/3rd nore are going to be com ng up for
expl oration within the next 14 nonths and PGE w |l be
maki ng final argunents before the Federal Energy Regul atory
Commi ssion to term nate those contracts.

And we encourage the Commi ssion join with us in
maki ng sure that those contracts do term nate at the end of
their terns --

(Laughter.)

MR. METAGUE: -- and allow part of the
transm ssion contract issue to be resol ved.

In sunmary, we fully -- 1, we fully support
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techni ques that were raised by the Conm ssion as they were
two weeks ago in that we believe that collaboration is

i nportant. We want to see nore details. W would | ook
forward to such issues as how CRR al |l ocations will be dealt
with and we are also very interested in having I'll call it
a 'dry run' before we go live. Let's find out before we
junmp into this marketplace at least try to | earn what m ght
be sonme of the trail abuse before we junp in with both feet.

Thank you. That concludes ny remarks and thank
you for listening to us.

MR. CANNON: Questions?

MR. SIMLER: Tony Braun throughout the three
alternatives resolving the transm ssion times and changi ng
the scheduling time on themcloser to those times and | was
hoping that the 1SO and P&E coul d respond to those.

MR. THEAKER: | can confirmthere's a whole jar
of peanuts there.

(Laughter.)

MR. LYNCH: Too nuch salt.

(Laughter.)

MR. THEAKER: First of all, M. Chairman, before
i begin, I think I need to clarify something.

Comm ssi oner Brown, | did not mean to inply by ny
comment on the six year stalemate that that was necessarily

sinply between the PUC and the FERC. | think that the State
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of California has found itself beyond its boundaries so |
apologize if ny clients find it even |ess.

The back -- issues, recallable transm ssion and
on changi ng the scheduling tine lines, the FERC agai n has
heard that a third of the contracts have expired, a third
nore are set to expire. And so the idea that, given the
difficulty that we experience to try to keep a consensus on
again an RDS product in a zonal market with all the
conplexity and all the cost conputation issues that went to
t hem were very dubious in trying to create such a product
again to accommodate a relatively di mni shed anount of rates
that remain less following the expiration of these things.

If you have to do anything else, again, to get to
where an |1 SO should be offering uniformservice, you have to
do it for one contract with 10 nmegawatts, you still have to
build the same systemthat you could build for a 4,200
megawatt contract facility.

We are hopeful that a solution can be found
out si de of inplenmenting of the cost of recallable
transm ssi on cover.

To the issue of changing the scheduling tine
i nes noving themcloser to real time, again, that's really
nmoving the world in a different direction than the |SOs
prefer to do it.

Agai n, the historical practice of power system
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operations has been let's set the system up today and get an
advance and then let's only deal with real tinme deviations
as they arise. Moving choices, noving options, noving
schedul es closer to real tinme allows the operators less tine
to deal with problens as they arise and so on both of those
end-points | think we disagree with Tony and the direction
he woul d pursue under his evol ved position.

MR. METAGUE: | would just say as comment as
well, that -- the concept of a recallable transm ssion
service, to me, would need a lot nore information | think
before -- | would need really a ot nore detail in order to
react in a concrete way to that proposal

But as a tine line let me suggest that | think
our experience has been that it's really doesn't work just
the tinme lines out there.

And that's been the solution to phant om
congesti on wherever markets that the |1SO cl osed,
transm ssion is held for potential use by the -- community
and in some cases it is abused and that seens to be very
wasteful. So we believe that tine |ines need to be
consol i dat ed.

PRESI DENT PEEVEY: Rebuttal ?

MR. BRAUN: | think I'll take this backwards as a
point of clarification. |t proposes a change of schedul e of

time lines precisely to consolidate them to nove everyone's
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scheduling tinme lines closer to real time so we can reduce

t he exposure to bal anced energy so that you are able to make
changes in | oads and generation so that you have | ess energy
in the real time market.

It seenms to be precisely the direction which
we' ve been trying to put California and it is absolutely
consistent with prevailing practices in the rest of the West
and is howthe California grid was operated before the |1SO
started. The |1SO does nore schedules than the old control
areas did. They operate a conplex system certainly nore
conpl ex than the other control areas that preceded them
which | guess is part of our point.

But to sinply dism ss this out of hand and to not
fully explore the options in this regard, which would not
only benefit the municipal comunity which is trying to
i ntegrate generation and |l oad and reduce risk in the real
time market and we should al so benefit the rest of
California consunmers we believe. W think this is not
sinply an option that we have avail able to us.

We ought to be exploring it as far as the point
that we couldn't do recallable transm ssion before, again,
we're redoing the systemin California. One of the debates
over recallable transm ssion was that, who gets the revenue
that's generated by the new use? W can get to the point

where we're dividing up the pie of the fixed costs of the
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transm ssion system for that |limted anount of capacity, |
think we've made a | ot of progress.

And when you see Edi son and Schwart zenegger
taking simlar positions on this | think everyone ought to
take notice.

(Laughter.)

COW SSI ONER LYNCH: | have a question for M.
Garris. | have not been following the prelimnary analysis
that they did -- very closely but you nentioned it in a

comment that your prelimnary analysis is finding the cost
to be significant in terms of | think what you said was LMP
i npl ementation. Do you have a stand on that and tell us
what you're finding?

MR. GARRIS: That's correct. To the extent that
you assunme varying |levels of energy can be schedul ed by
using a floating point or seller's choice point, we did our
study, again, it's direct. It's internal and it's still
prelimnary but we did it over a seven year period and based
on the varying amounts of energy that are used in the
assunptions, it runs at a mnimumin the one to two billion

dol l ar range and in the extrene, if you assunme sonmewhere

around 5,000 or so negawatts and what |'m hearing now from
Pete -- woul d suggest that we're fast approaching that.
It's going to run in excess of $10 mllion.

COW SSI ONER LYNCH: Did you nention that you --
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as due to FERC with a function mark up without rate --?

MR. GARRIS: That's correct.

COW SSI ONER BROWNELL:  You know, it would be
really helpful I think to all of us -- | feel very
unconfortable in that we've all been kind of victins of
conpeting studies in the last couple of years. |If we could
get that study out and if we're going to talk about a draft
I think it behooves us maybe to | et sone other including the
| SO take a |l ook at it.

It's hard to debate conclusions that clearly
haven't been vetted to be honest with you. | appreciate the
wor k you've done but this is a very awkward ki nd of
di scussion to be having when we really haven't a clue as to
ki nd of how that study canme about and what the assunptions
are and certainly given the nunber of cost benefit studies
we've seen in the |ast year we know that different studies
can say different things.

MR. GARRIS: | agree and it's our intention to
make this a public docunent as soon as we're confortable
with the nethodol ogi es that we used in our own assunptions
we're currently in the process of essentially breaking it
down and putting it back together internally. W're going
to work with the other stage agencies and the investors and
utilities share that information with them |et them assess

our analysis, see howit, and in particular, the 1SO |et



© 00 N oo o b~ W N P

N DN DN DD NN P PP PR, Rk
aa A W N P O © 00 N oo o0 M W N -, O

141

t hem conpare it to what we've done, see where the
differences are if any and then we can have future
di scussi ons.

COW SSI ONER LYNCH: | would agree. | wasn't
aware that you had al ready done that kind of analysis. But
| do see that as underscores PG&E s point which is, we need
to work out the kinks and naybe do sone test runs and
nodel i ng before we go |ive.

CHAI RMAN WOOD: Since the congestion that is
included in everybody's ternms tonight and just can't tell
where it is, these regs go down by a billion a year.

MR. GARRI S: \Whose rates go down?

CHAI RVAN WOOD: These ternms have been focused in
Sout hern California, is that San Diego or is it SoCal ?

MR. GARRIS: The focus of the study is on
bilateral contracts in the zonal market that would in all
i kel'i hood allow for floating delivery points or seller's
choice in the delivery points to the extent, and I'Il use
DWR as an exanple, to the extent that those contracts
service load in California, the ratepayers associated with
each one of the utilities that have had to contract energy
al |l ocated woul d pay the difference of those costs, the costs
woul d then flow back to the providers of that energy.

CHAI RMAN WOOD: The seller's choice contract

i ssue that came up in our order |ast week and we woul d ki nd
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of quite frankly cut in on the bid. Talk to nme nore about
it. Because this was an issue in New England when they went
to new mar ket design and had that vestige of an ol d market
design contract still around. How do you think that ought
to be handled here in the California market when we nove to
the formal inplenmentation of MD 02? What's the proper way
to handle that?

MR. GARRIS: Well, | guess as | suggested
earlier, the basic prem se would be that nobody gains an
advant age and nobody is disadvantaged. Now, | realize that
sonmething is going to shift but, to the extent that you can
remain neutral in this transition process, | think that's a
significant goal that should be attainable. W' ve had a | ot
of really bright people working very hard and they've cone

up with sonme very good solutions to the existing problens.

Two suggestions conme to mnd. One is | think as
earlier discussed, zonal trading hub, a place where the
prices clear essentially between those parties doing SE to
SE trades, bilateral contracts at a zero price.

The ot her, another solution that we' ve vetted
internally and I don't think has been brought up in any of
t he di scussions and |'ve suggested it a little bit earlier,
is currently the SO with constrai ned resources basically

identifies that resource in advance by a nunmber of factors.
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It identifies it by particular generator and the constraints
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that are associated with it and then there's a flag that's
actually set in the tenplate when you go to schedule it so
the | SO operator or dispatcher knows that you have to
operate it in this manner for sonme period of tine.

What |' m suggesting is to the extent as a
possibility is to the extent that there are long term
contracts that not only the Departnent of Water Resources
but fol ks |ike PG&E, probably the nunicipal utilities and
maybe direct access customers have entered into in the zona
nodel , that those be identified in advance.

When t he LMP bought narket model is run for
billing and sal vage purposes, it does all of the things it's
going to do but then it sunms up the nunmber of negawatts
associated with the bilateral contracts and backs that out
of the process and zeros out the price, again not making
anybody any better or worse than they were when they started
this process.

And do that over a period of time and the one
thing | can tell everybody is DWR, at |east CERS, is not
going to enter into any additional |ong termcontracts.

(Laughter.)

MR. GALLAGHER: | would like to follow up on
that. | think there's a general agreenment that, to the
extent you can handle, this is really a transitional issue,

t he storage choice contracts are a transitional issue and
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t hey should be treated that way and to some extent they can
be handl ed by negotiation depending on how the contracts are
written. We got -- maybe CalPine is one of them There's a
relatively sinple renegotiation that you can handl e.

But to the extent that -- there are a billion or
ten mllion dollars in additional costs that could accrue to
t he buyer side of these contracts, sone of us are going to
recogni ze that also and there are sonme contracts where the
seller stands to really be a big winner as a result of the
change in market design.

Those contracts are going to be hard to
accommodate by a sinple negotiation, at |east everybody has
no relative advantage or relative disadvantage. So we think
that there is arole for the 1SOto weigh in on this and
we'd |ike to continue the discussion but we started in
Decenber with the 1SOto try to think about some ways that
woul d not neke the market design seem optimal but that would
recogni ze that there is a transition issue and that parties
should be left off in relatively the same positions they
started off in.

Sonebody said these had been nentioned today and
trading cap is one of thembut it's not necessarily the end
all and the be all but | think there's sone nore work that
ought to be done al ong those |ines.

CHAI RMAN WOOD: President Peevey's letter
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mentioned this particular issue and | just wondered, Sean,
did you have sonme thoughts on what we could do in the com ng
nont hs here as far as having gui dance for us here to make

t hose negotiations fruitful?

MR. GALLAGHER: | think it would send a strong
signal to the industry if you encouraged the 1SO to conti nue
t hose negotiations with us and those di scussions with us and
with DWR and they should be opened up at sone point to the
supply side and if you made it clear to all involved that
you expect to see sone hard work and sonme hard thought put
into this effort and want to see sonme progress.

CHAI RMAN WOOD: | nean, quite frankly, in the
realmthat we've seen in inplenentation of the New Engl and

mar ket, which is nmaybe a little smaller than this market but

still has conplexities -- this was the only issue that was
really an historic problem because it wasn't resolved. It
wasn't kind of -- confronted.

So | would consider your invitation one that |
woul d support in our -- part here today. That's -- handled
before the market cuts in and before the market goi ng nuch
| at er.

COWM SSI ONER LYNCH: And | would just note that
it needs to be a little plain so that it gets everybody to
the table rather than having one side or the other have to

fight with one hand behind their back regardl ess of what one
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or the other did originally. You know you don't want have
to fight a m stake.

CHAI RMAN WOOD: This is the whole setup fromthe
entire MD 02 should not be an opportunity to refight an old
battl e but kind of treat people equitably as to where they
are today on day one and it should be going forward in that
you know efficiency the custonmers woul d gai n.

So that's what we want to start here, not use
this form | think this came through the coments in terns
of alittle bit of what | heard that this has becone an
opportunity to kind of get a newleg up. | think that
creates a bad environnment for nultilateral negotiation.
That's what's going to go on in this building and others
around the state for the next several nonths on these
i ssues. Let's kind of |eave the |eg-up stuff outside the
door if we can as nuch as possi ble. Because that's not
going to result in free flow of commerce.

So thanks for flying that issue.

MR. PERLMAN: Can | ask a follow up question
al ong those lines? When New England went to its | ocational
pricing it had enbedded its structure and trading hub in
western Mass or central Mass.

Is there any tinme line issue with you being able
to enbed a trading hub into your process to neet this

institutional LMP and you have to nake a decision somewhere
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along the line or is that something that would not be

probl emati c?

MR. THEAKER: | think that question is probably
tome. 1'lIl probably peek over ny shoul der at Spence but |
believe that the trading -- is one of the things we do

constantly and is part of the inplenentation of this market
and | believe | wouldn't have to answer and | would wait
until somebody hits me on the head if | mss it. W plan
for that functionality within existing software that would
down -- if they inplenmented those without any substanti al
del ays.

MR. PERLMAN: And if you had that, the lack of a
delivery point that was the sane as SB 15 or MG 15, would
t hen exi st and would be sonething the parties could utilize
in substitution of the existing contract termif they so
chose, | assune. |Is that correct? |Is that what you were
tal ki ng about, M. Garris?

MR. GARRI S: Yes, along those lines. Sonething
we i nproved to provide an equivalency at the, | think the
exact details we could take the rest of the afternoon and
just work on that aspect al one.

MR. METAGUE: Yes, the only thing | would add is
of course we have a | ot of DWR contracts and we're not
| ooking for a windfall -- nor are we | ooking to end up on

the northern side of the state -- to the extent that we
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devel op trading patterns | think we would want to devel op
ones where there weren't additional congestion costs or
costs allocated on either side that | would probably visit -
- | think that what we should be going for here is that both
parties are taking benefit. |If the party has been breached
and that this is a transitional issue, and if contracts go
away they go away.

MS. SHIPLEY: | would just like to follow up on

that tie-line proposal you were tal king about earlier. As

we nmove to, | guess the proposal would be to bring in things
to T mnus 20 where they get sone contracts -- now | know
for you that creates sonme problens -- but as we nove into

t he LMP congesti on managenent system and you have a day
ahead mar ket and you have an hour ahead narket, won't those
problens in real time operations be eased by having those
earlier markets for you? Wuld it be nore possible at that
point to have this T m nus 207

MR. THEAKER: | think that's a fair observati on.

I would also add that | think part of this and I don't want
to bleed too much fromone panel to another but part of the
SO s reticence to let things wait until real tine will go

to a subsequent panel which is, you know, resource advocacy.

The | SO has sone confidence that the resources are going to
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be there, you know, closer to real time. Then we wll

all eviate sonme of our concerns and naybe, al nost certainly
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there's sone timng with resource advocacy in them

To the issue of, soneone on this panel raised the
i ssue of you know, |oad, as |oad continues to show up in
real time without scheduling the forward markets, that's not
my understanding -- but | believe the effectiveness right
now of our real tinme markets are a dead market where we have
a pretty full schedule in the forward markets and on bal ance
the energy market tends to be |l ooking for ties to go back
on.

MS. SHI PLEY: Right, but once you influence the
LMP pricing you don't have actually anchored back bids to
deal with in real tine.

MR. THEAKER: That's right. 1In fact, when we go
to, when we go to --

MS. SHI PLEY: You won't be able to accept those
into your schedules and so once you get it into real tine
you won't have this bal anci ng gargantuan effort to deal
Wit h.

MR. THEAKER: Agreed. | agree. But again, as
peopl e have noted and as the Comm ssion has noted, the
probl em of congestion stens fromdifferent tinme |ines, ones
that are beyond the contract versus ones that appeared in
the market.

If we can align the contract tine lines to the

market tinme lines in a way that everybody is confortable
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with and I"msure that it's the SO that's got sone
opportunity to deal with system problens for twenty m nutes
before the hour. That's the hopeful way. There is
certainly hope that that could at get done.

MR. BANDERA: | would like to follow up on the
whol e consi derabl e proposal that |SO has. From what |
understood fromthe filing it seens that the 1SOis going to
redi spatch in real time to accomopdate the contracts
basically and skip whether there are real tinme deviations
t hat occur because of people's rights through an ETC. THe
I SO is going to accommpdate those itens.

So then that brings me to Tony. If the ISOis
able to accommodate the rights of the ETC hol der through
real time redispatch, why is there any need for the iSO to
reserve any transm ssion capacity if, in effect, it is able
to accommdat e those transm ssion needs in real tinme?

MR. BRAUN: Let's break it into two parts,

t heoretical and practical. One, if you're a party to a
contract, a custonmer in a contract, and you're paying a
charge into the contract that allows you to forward
schedul e, and you find out that someone is actually now
taking that capacity that you have reserved up until

what ever you have reserved, that is, 20, 30, whatever that
particul ar contract provides, but they're taking in the day

ahead market. You can inmagine that that doesn't elicit a
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positive reaction. So that's what | would call the
t heoretical.

To the practical, the 1SO s proposal takes the
congestion charge, it essentially treats the schedul er of
that ETC as a price taker. It rolls the difference, it
settles the | oad at a nodal basis, not an aggregated basis,
as is the proposal for the rest of the load that | believe
t he exception is managed also -- and rolls up all of those
charges, including the congestion charges, and it gives them
to the scheduling coordinator for that transm ssion right.

Now Steve is concerned that he's the scheduling

coordi nator for that transm ssion right and sonmetinmes he is.

But oftentines the ETC custoner is the scheduling
coordi nator for that transm ssion right so you ve got a
probl em of past your argunment where we're kind of battling
as to who should bear the cost, but sonmetinmes you just have
a direct rate increase under the contract.

MR. BANDERA: So there are sone instances where
t hose congestion charges would be attributed to the ETC
hol der, is that correct, in your account?

MR. BRAUN: Absol utely.

MR. BANDERA: From your perspective, the problem
is irrespective on the PTO side that they may get sone

charges, but for you, your concern is that there are sone
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i nstances under an ETC that your follow ng those contracts
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could result in the 1SO billing you as the scheduling
coordi nator of that contract?

MR. BRAUN: That will happen.

MR. GALLAGHER: | guess I'Il take the third side
of this triangle. Tony's concerned about getting hit with
sone costs. PG&E's concerned about getting hit with some
costs and not being able to collect them

W're a little bit concerned that either |QOUs
will get hit with all the costs that come out of this
proposal. They will collect themand they will see
increased costs to IOU rate payers that are a result
actually of inproved efficiency across the whol e system and
if it's in fact a case that resolving end congestion is a
benefit for all customers, | just assunme it's a benefit for
the entire system it makes sense in our view to think about
ways to all ocate those costs across all user systens.

That is, it may not be appropriate for either
Tony or Steve to get all these costs but to share themin a
way that nmakes sense. That's the view that we've expressed
in our part of the conference.

CHAI RMAN WOOD: \What el se have we got before
lunch? Staff? Questions?

(No response.)

CHAI RMAN WOOD:  Great .

PRESI DENT PEEVEY: Just |ike New York, right?
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We're ahead of tine.

behi nd.

2:30 p.m

CHAI RMAN PEEVEY: New York is always two hours

(Laughter.)
PRESI DENT PEEVEY: All right, we'll break until

(A luncheon recess was taken.)
8
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16
17
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19
20
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23
24
25
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AFTERNOON SESSI ON
2:30 p. m

PRESI DENT PEEVEY: The record is on. W thank
you all for actually com ng back from | unch

(Laughter.)

PRESI DENT PEEVEY: Shelton, take her away.

MR. CANNON: Thank you.

Good afternoon. We have had tine to |ook at the
agenda i n sonewhat broader perspective and we have with us
Paul Cl anon, who is going to give us an overview of the
energy action plan and | think we're sort of, he's going to
expl ain sonme of the issues that we're going to be tal king
about this afternoon. Paul?

MR. CLANON: Thank you M. Chairman, M.
President, M. Chairman and Conm ssioners.

" m Paul Clanon, I'mthe staff director of the
PUC s energy division. Thank you for scheduling ne now. |
think right after lunch is the perfect time to tal k about
resource adequacy.

(Laughter.)

MR. CLANON: | see that everybody has a full
belly and you will agree with me that there is plenty of
capacity at least until dinner tinme.

And between now and dinner time | hope to

convince you that we're doing the things that we need to do
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in California to ensure resource adequacy both in the short
termand long termwith the 20 year | ong term pl anning
hori zon.

Shel ton nentioned the energy action plan and
that's one of the two key things that I want to focus in on
in the brief 15 mnutes I'mgoing to take up this afternoon
trying to sort of set the stage for these panels this
af t ernoon.

California has a reputation for squabbling not
just with Washington, not just with the other western states
but also within California. Significantly over the | ast
year California | ed by sonme of the people up there on the
dai s have put its differences behind it anong its agencies
relating to energy, so the energy action plan is probably
the nost visible sign that the agencies are working together
on questions where they weren't necessarily working together
cl osely before.

And | know that was visible fromthe east.

Wth the energy action plan which dates back to
May and which is a continuing series of nmeetings. There is
in fact another energy action plan neeting tonorrow in
Sacramento and |'m sure that some of the folks that are here
today will be there tonorrow.

The energy action plan is an attenpt by the

energy related agencies in particular the PUC, the Energy
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Comm ssion and the Power Authority to work together on the
stuff that we need that we know we need to do in California.

Energy Action Plan focuses in on six mmjor areas
and I"'mgoing to tick themoff quickly. [I'mnot going to
spend a |l ot of time on each one. A couple |I'mgoing to cone
back to and talk in sonme detail about what we here at the
PUC working with the |1 SO and others are doing.

So six major things in the Energy Action Plan.
Thing one is optimzing energy conservation, optim zing
energy efficiency. California has historically been a
| eader in energy efficiency. That's a lead that California
gave up in sone significant measure during the '90s and
we're struggling hard and aggressively to get back.

| see that Comm ssioner Kennedy has joi ned us.
Conmm ssi oner Kennedy is the assigned Commi ssioner for Energy
Ef fici ency here at the PUC.

(Laughter.)

MR. CLANON: And |I'm glad her m crophone wasn't
on to comment.

(Laughter.)

MR. CLANON: We're aggressively noving to get
back the lead in energy efficiency that we at |east partly
gave up.

To give you sone scale of the decisions that the

PUC is going to be maki ng on energy efficiency, we are
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| ooki ng at proposals to spend on the order of half a billion
dollars in energy efficiency investnents over the next
couple of years wthin California. Half a billion dollars
in new investnments | ooking for demand reductions, demand
savi ngs al ong the order of 500 negawatts.

So California's a big state. It has a big
demand. But even with respect to the California scene those
are fairly large nunbers. And the California Comm ssion is
nmovi ng aggressively to inplenent those. 1|'ve got a good
portion of ny staff upstairs on the fourth floor of this
bui | di ng goi ng over proposals today to get sone of that
i nvest nent out on the street in very early 2004.

So thing one in the Energy Action Plan, energy
efficiency, energy conservati on.

Thing two -- renewables. Now, there is again a
| ongstanding history in California in support for renewable
generation. There is statutory authority, statutory mandate
in California now. We recently enacted the renewabl e
portfolio standards which requires our investors in
utilities to reach 20 percent of their procurenent portfolio
fromrenewabl es by year 2017.

So by statute, 20 percent of utility power is
fromrenewabl e sources by 2017. The Energy Action Plan goes
further. The Energy Action Plan calls for us to neet that

20 percent standard seven years earlier. That's in 2010.
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2010 used to sound like a long time away. It doesn't any
nore. And California and in particular the PUC and
particularly the Energy Commi ssion are noving very rapidly
to get the utilities up the renewables curve until we can
neet that aggressive target by 2010.

Thing three -- ensure reliable and affordable
el ectricity generation. This is the main topic of this
afternoon and I'mjust going to say a couple things about it
now and then |'m going to cone back in sonme detail

Just to throw a couple of nunbers at you, the
Ener gy Commi ssi on has been very busy certificating new
energy developnment in California since the electricity
crisis -- over 8,000 negawatts have been installed and
brought on line since year 2000 in a project certificated by
the California Energy Comm ssion. That continues today.

I know that you have read about sites whose
devel opers have had to pull out and stop devel oping. That
certainly has gone on in California during the downturn and
since the end of the acute phase of the crisis but at the
sane time there is actual construction going on, new
construction is slated to come on line in California in the
next year or two and that's likely to accelerate as you w ||
hear in some of the discussions and panels this afternoon.

The PUC i s probably the point place for

procurenment anong the state agencies and |'m going to spend



© 00 N oo o b~ W N P

N DN DN DD NN P PP PR, Rk
aa A W N P O © 00 N oo o0 M W N -, O

162

t he bal ance of ny tine tal ki ng about what the PUC is doing
in procurenment so | just want to lay the marker down now
that California is building power and that the PUC is
pointing toward certainly utility performance and | wl|
come back to that.

Thing four -- transm ssion. Transn ssion
policies and federal -state i ssues have been a focus here
this norning and they are likely to be a focus again this
afternoon. | just want to |lay down a couple of things for
you to keep in mnd.

The first is that, despite what you nay have
heard, transm ssion has been building in California
t hroughout the crisis, has in fact accelerated dramatically
over the | ast several years. The PUC just working with the
utilities that we regul ate has conpleted 111, nore than 100,
transm ssion projects since the beginning of 2001.

And dependi ng on how you total up the extra
capacity brought in by those 111 projects, we get to sone
pretty big nunmbers. We're estimating 10 or 11 thousand
megawatts of additional transm ssion capacity just since
January 2001

The PUC has certificated nmajor transm ssion
facilities in the past year. The PUC has al so based on its
judgnment said "not yet" to a couple of facilities. [It's the

"not yet" that you tend to read about in the trade press but
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| don't want you to cone away today with the inpression that
the PUC is anti transmi ssion or is a roadblock to
transm ssion. Quite the opposite.

The utilities under PUC direction are the ones
who are building the transm ssion.

Thing five in the energy action plan -- pronote
customer and utility on distributed generation. California
again the | eader of distribute generation early on, again
sone decel eration during the years of the crisis and the
years leading up to the crisis, and a significant
accel eration going on now. The PUC s role in that has been
significantly to make deci sions about things |like stand by
charges for devel opers of distributed generation and
responsi bility for stranded costs, particularly Departnent
of Water Resources-related policies and sone others that
follow or don't follow distributor generation.

The PUC has been very active in making policy
judgnments in the area. This year we're |ooking to see a
stronger acceleration of distributor generation. It's
al ready out there, there's a 200 kilowatt distributor
generation unit here in this building that's hel ping these
l'ights on right now and the PUC is a strong supporter.

| said there were six things in the Energy Action
Plan. That's five. That brings ne to the |ast one and that

is one that hasn't been tal ked about a | ot today and | don't
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suppose it will be talked a |ot about this afternoon, but
whenever you tal k about electricity in the United States and
electricity in the west, you're also tal ki ng about natural
gas.

Thing six in the Energy Action Plan is --

ensuring a reliable supply of reasonably priced natural gas.

| don't have to tell folks fromthe FERC or anybody here up
on this dais today the concerns we've got about gas price
spi kes and the need for a resolution of the North American
natural gas supply issues and certainly sonething that we're
keenly interested in, you'll also find that the PUC is
keenly interested in proposals for liquified natural gas
termnals here in the west that will be an active area of
policy making for California and for the PUC Comm ssioners
in the next nonths and years.

So that's the Energy Action Plan. Those are six
pretty heavy things. Those are six things that no one
agency can do. Those are six things that not only a state
can do and we recogni ze that very clearly here in California
and that's one reason why we're very happy to see the fol ks
here today who are here.

The Energy Action Plan was accused of being a
f eel -good docunent when it was adopted in May. |'d like to

say that's a good thing, it is a feel-good docunent. But a
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ot nmore than that, it's also actually a thing that's being
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i npl emented in sone pretty significant ways. | think that
the fol ks who were involved in negotiating the Energy Action
Plan and inplenmenting it deserve a great deal of credit for
t hat .

Let nme get to procurenent and let nme just define
what that nmeans in the California context. It's a nice buzz
word here in San Francisco and | want to make sure | define
it.

When | say "procurenment,” what |'m going to be
tal ki ng about is a proceeding and a process that's underway
here at the PUC to inplenment the state statute 70 Bill 57
and al so policy making at the state |level and at the federal
| evel around utility procurenent, particularly electricity
procurenent .

We have underway a proceeding. W're going to
see a proposed decision fromthe Adm nistrative Law Judge
here in a couple of weeks, in about two weeks, that's going
to do some pretty significant things.

The first thing it's going to do is it's going to
review and approve utility procurenent plans. Now we're not
just looking at 2004 al though we are | ooking at interim
procurenment in the short term We're also |ooking at five
years. We're also |ooking at 20 years. So between now and
the end of this year, between now and the first part of next

year you'll see the PUC in California actually adopting
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procurenment plans to go out as far as 20 years for these
utilities.

W will be in this proceedi ng establishing
policies for cost recovery mechanisns for energy
procurenment. That's a nice regulatory thing that just put
at | east one-third of the people behind ne to sl eep whenever
you tal k about rate making -- |I'm going to wake them up now
by saying this is how guarantee revenue stream This is how
you get utilities incentive to go out and sign long-term
contracts. It's how you get utilities investors incentive
to invest in utility construction and new generati on.

So one of the key policy making areas of the PUC
is keenly interested in is ensuring the rate nmaking for
utility procurenment is set up to encourage resource
adequacy. This may be the nobst inportant thing the PUC does
i n procurenent.

Several others just to hit on -- you'll see the
PUC adopting a target capacity reserve factor, an adequate
reserve margin. The utilities have proposed jointly a 15
percent reserve margin in that proceeding and you're likely
to see the Conmm ssion com ng up sonmewhere around there
potentially phased in over a several year period.

We will be inplementing a | ong-term procedure for
ensuring resource adequacy. | don't have to tell anybody

here today, you don't just do this once and then forget it.



168



© 00 N oo o b~ W N P

N DN DN DD NN P PP PR, Rk
aa A W N P O © 00 N oo o0 M W N -, O

169

It has to be a process. It also has to build in the
possibility of uncertainties and crises. W have to nmake
sure that you don't cut down on your potential options and
the PUC is keenly aware of that.

Finally in those proceedings the Comm ssion wl|
be ensuring that the renewable portfolio standard is net.

As | said earlier, that's | ooking very good and the
utilities are maki ng good progress and the Energy Action
Plan calls for nmoving to 20 percent of utility procurenent
fromrenewabl es as early as 2010.

So that's what we're going to be doi ng between
now and the end of the year and during the first part of
next year. To put you on the page I'Il give you just a very
brief introduction to what we've done to date to try to give
the fol ks on the next couple of panels some specifics
per haps to build on.

Starting January 1, 2003 -- actually let ne take
it back -- shortly before that. Before January 1, 2003, we
had the utilities, one which is bankrupt, another was then
and continues to be below investnment grade credit rating.

We had the utilities essentially out of day to day
procurenment. The Departnment of Water Resources was active
in the spot markets to cover the residual left short -- that
was | eft over after the Departnment of Water Resources | ong-

termcontracts were called on and basically dispatch was
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bei ng done by our friend, Pete Garris, and the fol ks at CERS
in the Departnment of WAter Resources.

Starting January 1, 2003, despite the fol ks who
said that it wouldn't work, despite the fol ks who said that
t he PUC woul dn't have the guts to do it, the utilities took
over procurenent and, since January 1 of '03, the utilities
very successfully have been di spatching the Department of
Wat er Resources' long-termcontracts that were allocated to
them-- that is, they were doing the day to day operational
di spatch of those contracts. Utilities are also doing the
hour by hour and 15 by 15 m nute spot purchasing to cover
the mass | oad.

So despite people's concerns that the utilities
woul d be unable to cover procurenent again after the crisis,
not only are they but they are doing a very successful job
of it under the rate making that | talked about just a
m nut e ago.

During 2003 we've had the utilities doing sone
interimprocurement. It's been a very difficult cart before
the horse sort of issue in California because, in order to
be a rational public policy makers the PUC Comm ssi oners
working within the state structure had felt the need to have
| ong-term procurenent data, forecasts, proposals, before
they could start making day to day decisions about where the

utilities should be building power plants, signing |long-term
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contracts for power or doing sonme conbination of both.

At the sane tinme, there are targets of
opportunity. There are sonetines fleeting targets of
opportunity that cone and go that have nmade sense for rate
payers for the utilities to junp on early even before the
Comm ssi on adopted | ong-term procurenent plans.

Also at the sane tinme there were technologies in
particul ar renewabl e technol ogies that were attractive and
that the PUC working within the state policy structure
want ed to encour age.

So you saw the PUC adopting in 2003 sone
signi ficant amobunt of contracting, sone fairly long-term
contracting between utilities in both renewable and non
renewabl e providers outside the reginme of an adopted | ong-
term procurenment plan and conpetitive solicitations across
the board -- very difficult decisions for the PUC to neke.

Nobody |i kes to have to have to nake those sorts
of deci sions but the PUC Conm ssioners but the bullet and
wound up approving sonething like 1,600 nmegawatts of | ong-
term contracts between utilities and third party power
provi ders both renewabl e and non renewabl e.

Finally in 2003 we got the ball rolling for the
future. Uilities have not been doing |ong-term procurenment
pl ans. Really no one has. The last tine anyone in

California has done a 20 year procurenment plan, even
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Presi dent Peevey was in short pants.

(Laughter.)

MR. CLANON: So we had the fanous culture shift
to enacting California -- not only were we going to be doing
sonet hing no one had done for a long tine, we were going to
be asking the utilities to do it given that the utilities
were in a situation of not being credit worthy or even
actual ly bei ng bankrupt.

I am proud to say that the utilities were able to
do that, not only to take over procurenent but they produced
the sorts of long termplans that the PUC is review ng now
and is going to be approving sone -- up here between now and
the first part of next year.

| am conscious that I do not want to be sucking
up time fromthese panels. Let nme just nmake a coupl e of
nore points about these |long-term procurenment plans and then
Il will turn the m ke over.

What you have to look at in these |long-term
procurenment plans? Well, we just went through the energy
crisis of 2000 up to today. California knows a hell of a
| ot about what can go wong. | think that's been one of
t hose wonderful | earning processes that we could definitely
t ake advantage of now to | ook at questions |ike what is the
proper m x between utility ownership of power plants versus

| ong-term contracting versus operations in the stock market.
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If you decide that it is a mx that you're
| ooking for, how do you ensure that there is enough
certainty in the market of paynent for third party investors
to invest in new power plants? Under what circunstances
does it make public policy sense to find rate payers for
| ong-term contracting in order to ensure the existence of
mer chant power ?

So you're going to see the PUC biting off that
very difficult question here in the next several nonths.

Energy efficiency -- | said that the -- a peak
feature of the Energy Action Plan is to ensure that every
bit of cost effective energy efficiency is taken advantage
of in California. And we need to do that for all sorts of
reasons | don't need to el aborate on.

But | also don't need to el aborate on the
difficulty of conparing energy efficiency to a new power
plant. You can't just walk away fromthat issue and say,
"oh, they're not conparable.”™ You have to figure out a way
to conpare them

And we'll be doing that here at the PUC in the
next several nonths.

What is the proper reserve market? There are
goi ng to be people behind me who are going to argue it al
the way fromthey want really well-reserved margins and to

| ower rate payer costs, to in order to nake sure that
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conpetition happens anong the nerchants, you need higher
reserve margins. The utilities have cone to the PUC and
recommended jointly a 15 percent reserve margin. PUC is
going to have to make that potentially very difficult. A
one percent change in that reserve margin is big dollars to
rate payers and a one percent change in that reserve margin
has potentially big inmpacts on the way this market

functi ons.

Finally just the last two markers. Let nme |ay
t hem down -- what is the right role for utilities in this
mar ket ? Should utilities be owning and buil di ng power
pl ants? Should utilities be agents for rate payers in
signing long-termcontracts? Should utilities be out of
this business entirely? Should we go to a nore core-non
core sort of function where sonme custonmers decide not to
rely on utilities for purchase of electrons altogether?

The PUC can nmake that decision alone. It's an
active area of legislative interest here in California and
the structure of the industry in California will ultimtely
be decided likely through legislation. But we're certainly
a key player and the PUC Conmm ssioners are likely to be
maki ng some pronouncenent in their public policy around
procurenment that will help Sacramento make that deci sion.

Finally | started out by saying the rate making

is one of those things that puts you to sleep but it may be
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the nost inportant thing. |It's the rate making that's set
here by the PUC under 70 Bill 57, under the procurenent
statute that's going to decide, it's going to inplenment how
this market gets structured. The rate making can get it

ri ght and we can have financially stable utilities that are
able to procure power at reasonable ternms for the rate
payers or we can get it wong and the utilities can renain
sub-investment grade quality and unable to engage in |ong-
term contracting except at very high prices and unable to do
bui | di ng.

We can get it right or we can get it wong.
We're going to do one or the other here in the next several
nont hs.

(Laughter.)

MR. CLANON: And that's generally a good way to
start off. Thank you.

CHAI RMAN WOOD:  Thank you, Paul .

The next panel here is going to be | ooking at
what may be one of the npbst urgent issues, one we are
certain wll be -- on the conceptual -- what's the
appropri ate bal ance that can be calibrated, nmeaning, you
know, resource adequacy requirenments in the nmarket poo
which maintain mtigation, how do those two things sort of
fit together in a way that nakes sense and in a way that

they all support in a new nmarket design.
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There's a very hard question in vetting in all
this that's sort of trying to |l ook at custoners in the short
term versus | ooking at investnent decisions and how you
protect custonmers and how you insure the financial health of
t he marketplace in the longer term

So | am | ooking forward to hearing what the five
panelists here have to say about these issues.

Wth us today we have Keith Casey. He's the
Manager of Market Design with the Cal SO W have Jan
Smut ney-Jones, Executive Director with IP. Jim Hendry,

Pl anner with CBUC. Janmes Bushnell, Research Director,
University of California Energy Institute, and Ernest D.
Blick, Director of Asset Commercialization-Wst and Reliant
Resources, Inc.

Wth that, Keith, if you can kick it off fur us,
t hat woul d be great.

MR. CASEY: Good afternoon. Thank you, Shelton.

Good afternoon, Chairman Wod, Chairman Kissinger and fell ow
Conmm ssioners. It's a pleasure to be here. | think this
panel is addressing a very critical issue which is whether
the new California market structure, which is really defined
by the SO in the '02 design, and the procurenent rules and
resource planning rules that come out of the CPUC

procurenment proceeding -- at the risk of stating the obvious
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I think it's critical that those two pieces fit together to
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provide a viable structure. And really what this panel is
addressing is -- does it?

Does it provide a viable, sustainable, stable
mar ket structure?

I"d like to offer sonme initial comrents and what
the 1 SO sees as the critical elenents of a resource adequacy
pl an, and how those elenents fit into or relate to the |ISO
MD 02 design, particularly the market power mtigation
measur es.

The | SO believes that a research adequacy
requi rement pronotes serving entities as a critical
conponent of the overall whol esal e nmarket design. A

resource requirement is needed primarily for three reasons.

One, to provide a long-termplatformfor future investnent
in California' s electric infrastructure and nmai ntai ni ng
adequat e revenues for existing generation needed to serve
| oad. The second, to support in the shorter term reliable
system operations. And third, to mtigate the anounts and
ef fect of market power by encouraging utilities to enter
into I ong-term contracts.

The | SO has been very active in the PUC
procurenment proceeding and in testinmony and during the
hearings we've laid out features that we think an effective

resource adequacy requirenment ought to include -- the first



179

being a well-defined requirenent that the utility procure on



© 00 N oo o b~ W N P

N DN DN DD NN P PP PR, Rk
aa A W N P O © 00 N oo o0 M W N -, O

180

an forward basis sufficient resources to neet their

proj ected peak | oad plus adequate planning reserves and with
reasonable limtations on reliance on shorter term and spot
mar ket purchases coupled with fair and ex ante cost recovery
rul es.

Secondly, consistent definitions in accounting
conventions of what constitutes eligible capacity.

Third, a process to review the procurenment plans
with particular enphasis on deliverability. And
transm ssion planning is key here. W want to nmake sure
that, if utilities are entering into |ong-termconmm tnents
they factored in what transm ssion is needed to get
addi ti onal supply to | oad.

Fourth, in explicit -- and this is a very
critical issue for the 1SO -- an explicit obligation to
procure at | east one nonth ahead of tine 100 percent of the
utilities' peak | oad and planning reserve requirenents and
to make those resources, or make a denonstration to the |ISO
that those resources are avail abl e.

The fifth is really the critical coordination
with the 1SO so that, on a day to day, hour to hour real-
time basis we know precisely what resources have been
identified as being critical for serving the utilities' | oad
and those are available on the 1SO s markets for dispatch

And then, finally sixth, well defined



© 00 N oo o b~ W N P

N DN DN DD NN P PP PR, Rk
aa A W N P O © 00 N oo o0 M W N -, O

181

consequences for utilities that fail to neet their resource
adequacy obligati ons.

So I'd |like to underscore a couple of issues that
are of critical inportance to the 1SO, the first is the
necessity that the resources identified under the
procurenment plans are coordi nated and hand off to the 1SO so
that they can be fully utilized in the SO s markets.

The bottomline is, unless these resources are
efficiently nade avail able for dispatch in the 1SO s
mar ket s, one has to question the value of the resource
pl anni ng because ultimately the buck stops in real time. W
need to know which resources are avail abl e and mke sure we
fully utilize themin the real tinme market.

Secondly, as you heard earlier, there is a joint
recommendati on for a phased in approach to resource adequacy

t hat has the support of the utilities and a nunber of state

entities.

The SO is on the record of expressing
signi ficant concerns about that proposal. W feel it is
pl acing too nuch reliance on the spot market. It |acks a,
what | spoke to earlier, of a nonth ahead verification to

make sure that the resources under the procurenent plan are
actually available to the 1SO and the reserves that were
of fered under that proposal in the phased-in approach in our

view are too |low and a four-year phase-in is too |ong.
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The critical thing from our perspective is, this
is prinme window for actually stepping up and getting the
resources needed to serve |load. We have depending on whom
you talk to, a surplus of generation throughout the west
right now This is a prime opportunity, while market
conditions are noderate, to capitalize on it.

So in summary we believe that a resource adequacy

program if adopted along the |ines defined above, wll

address several of the questions posed to this panel. It
will create a structure that supports long-term
infrastructure investnment. It will result in appropriate

signals for |oad and generation to forward contract and
finally it will provide an appropriate nmechani smfor
financi ng new power plants and ensuring that existing
generation, to the extent it is needed to serve |oad, has an
opportunity recovery that's going forward fixed costs.

Il know I"mrunning long. |1'd just like to
qui ckly touch on the relationship of resource adequacy to
the |1 SO mar ket design elenments. Fundanentally the 1SO s M
02 proposal provides for operational cost recovery in its
mar ket s, meani ng that resources conmtted and di spatched in
t hose markets are guaranteed recovery of their start-up
m ni mum | oad and operating cost and, noreover, to the extent
they are infra-marginal in the sense their variable cost is

bel ow t he market clearing prices, there's opportunities for
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revenues to contribute towards fixed cost recovery.

We do not view the 1SO s design as being the
primary vehicle for a recovery of going forward of annua
fixed cost, nor do we think the design should be altered in
ways to try to provide a mechanismfor recovery going
forward to annual fixed costs.

The FERC Conmmi ssion has itself has acknow edged
that the primary vehicle for fixed cost recovery is |ong-
termcontracts and we think the resource adequacy rules from
the PUC will be the vehicle for facilitating the |ong-term
contracts.

Wth respect to the narket power mtigation
measures, we strongly view the market power mtigation
neasures that were proposed in our filing as striking the
appropri ate bal ance between providing cost recovery and
opportunities to earn additional revenues, to contribute
towards fixed cost recovery.

So again, the resource adequacy programis where
we really look to for the vehicle for ensuring new
i nvest nent and ensuring that the annual fixed cost
generation is recovered.

Now, the |SO understands that sone suppliers
unfortunately have not, were not able to successfully
negotiate long-termcontracts during the energy crisis and,

as a result, sonme of the facilities in California are being
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not hbal | ed -- tenporarily retired. That's clearly an
unfortunate situation but we strongly believe it's a
situation that has to be addressed through the procurenent
proceedi ng, not through trying to alter the MD 02 design to
remedy that situation because fundanmentally it's a delicate
bal ance we struck in the design and the mtigation elenents
and to the extent you start nodifying those you create
uni nt ended consequences.

And we are concerned particularly with some of
t he decisions in the recent FERC order on MD 02 relating to
the RIC process as well as the nust offer obligation and we
wel come an opportunity to discuss those with FERC staff and

Conmi ssion at a | ater date.

So with that, I will conclude.

MR. SMUTNEY- JONES: Thank you very nmuch. 1'm Jan
Smut ney-Jones. | represent the Independent Energy Producers
Association and | felt a little like Bill Miurray in

Groundhog Day earlier today of sitting through the
di scussi ons that we seem have had for the last five years
and let nme see if | can add to that.

(Laughter.)

MR. SMUTNEY- JONES: We've been tal king about
pl anni ng and procurenment in this state since | began in ny
current job about 15 years ago. So |'mnot sure | can add

anyt hi ng new but maybe | can characterize it a little



© 00 N oo o b~ W N P

N DN DN DD NN P PP PR, Rk
aa A W N P O © 00 N oo o0 M W N -, O

185

differently. W represent about 20,000 negawatts of
generation that includes about 90 percent of the renewabl es
in this state, |arge percentage of Co-Gen, sone of the other
resources, divested resources, and a lions share of the
8,000 nmegawatts that have come on line over the |ast few
years and that's all very good.

The FERC order request asked the question, 'what
do we need to do to encourage future investnment and make
sure that that base there remmins available to the people of
California.

Let ne say that | thought that the opening sort

of discussion between the two Conmm ssions was very hel pful.

This is obviously a nexus between what are the real issues
that the PUC faces with respect to what are the appropriate
reserve requirements of people of California, but nore
i nportantly, how nuch are you willing to pay for it? And
the issues that FERC is concerned with, with respect to how
do those decisions affect the whol esal e market.

So | think this is a very, very crisp issue that
hopefully you will continue to engage on.

Qur opinion is an enforceabl e resource adequacy
requi rement which requires I ow serving entities to neet
their capacity needs will help drive investnents. And

sonet hing along the |ines of understanding exactly how nuch
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power needs to be added over a period of time and providing
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a revenue streamw || obviously attract capital to build
power pl ants.

I think it also provides significant protections
about | ocalized market power because obviously if you' ve got
resources under contract, you can basically take care of
your own risk profile.

It is our hope that the procurenment proceeding
may provide a basis for creating some contractual
opportunities. Cbviously the order is not out so we don't
know. But this in turn we hope will drive the necessary
revenue stream which will allow us to both construct new
facilities and noderni ze existing facilities.

It will also provide an opportunity for QFs who
are currently under contract and many of those are falling
of f of contracts, both co-gen and renewabl es, a place to go
with their plight.

However, it is of critical inport and this is
going to be our mantra for a long tinme now, that these
processes happen in an open, transparent and conpetitive
manner and it's extrenmely inportant that we recognize the
fact that, in the generation sector, there has been a | ot of
conpetition for a long tinme to build power plants and the
rate payers have benefitted from cost of those technol ogi es
bei ng driven downward and that's because it's |largely been

conpetitive.
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We believe that this process needs to nove
forward and quickly. | will note, perhaps if Conm ssioner
Loretta Lynch share a simlar concern about market power,
al though fromradically different perspectives, currently we
have had sone of these procurenent that M. Cl anon tal ked
about, but they're being driven largely by the buyers.

Now t hat woul dn't be a problemif the buyers also
didn't want to get into the business of being suppliers and
there is a real tension here that's occurring because we've
got these sort of processes that are happening outside of
organi zed procurenment process and it's causing a great deal
of concern with respect to the |lack of transparency and
where we're going to go.

Hopefully I am wong and in two weeks | can sit
down and shut up because everything |I'm worried about will
go away. We'll see. |I'msure you hope that, too.

(Laughter.)

PRESI DENT PEEVEY: Go away, yes. But shut up?
Never .

(Laugher.)

MR. SMUTLEY-JONES: Yes, yes. I'mjust going to
junp over this real quick. There's obviously a need for a
robust day ahead nmarket that everybody understands how it
wor ks and that's obviously critical.

Now, sort of concluding here -- our industry
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obvi ously recogni zes the need for rul es addressing | ocal
mar ket s addressing |ocal market power. And this is not a
debate on that. Those rules nust be clear. They nust be
noni tored and properly enforced.

However a big issue has been the use of the nust
of fer provision as a surrogate for a resource adequacy
requirenment. And that we believe would be inappropriate use
of a necessary market power tool.

And while we think the FERC order strikes that
bal ance, it's obviously the PUC shares some concerns there
or has some concerns there and | would certainly encourage
you to keep this discussion point open because what gets
| ost sone tines in the litigation is people believing that,
wel |, gee, people don't want any market rules, which is not
the case. The real issue that's really driving this is that
the rules that were put in for very explicit purposes are
bei ng used for sonething that they were never intended to.

Utimtely we're going to end up with the
question of accountability and I think this is the one area
that no one is tal king about. Last year the power agency on
behal f of the joint conm ssions cane to the |ISO and
requested from Chai rman Kahn and his coll eagues a year to
sort of get the programtogether in RAR and | think he quite
wi sely and appropriately said, "Please bring us your best

wor k" and hopefully that is what the product, at |east of
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t he procurenment proceeding, wll be.

But it's essential that the state follow through
on that. | don't think anyone is debating the proper role
of the state in this but it's very inportant that that's
foll owed through on.

Mor eover on accountability on a |arger basis, the
question is, who and how will the RAR be enforced in the
future? What happens if it is inadequate? And this is
particularly inportant because if everybody was just under
the jurisdiction of either one of your agencies, that's an
easy problemto solve, but as sonmeone pointed out earlier,
there are 25 percent of the customers in this state are
muni ci pal utilities which are not regul ated by either one of
your agencies and |I'm not here to advocate that they are --
| don't want to be stabbed in the back by M. Braun.

But you al so have other |oad serving entities and
this is a legitimte question -- what do you do? And this
is not a hypothetical. 1In the mddle of the crisis, we in
Northern California, some nmunies who were resource adequate
had rolling blackouts. | know because | live in one of
them And this is sort of an open question in a very, very
real problem and has driven actually the nmunicipals to
respond in ways that perhaps nost of us or a nunber of us,
woul d not like to see them go

And the bottomline is, what happens if we fall
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short? So in closing here, we would strongly encourage

t hese Commi ssions to stay focused on this issue because this
is really where the rubber neets the road for both of you in
sone very, very, real neaningful ways.

The RAR nust be grounded in open transparent and
conpetitive process. Uilities, | believe are perfectly
capabl e of conpeting in those bids as long as they're held
accountable to it. Just so we're clear on that.

And that we can keep very, very focused on this.

We don't have a lot of time on this. If I'm
reading the SO s five year forecast correctly, and that's
al ways dangerous when you put nunmbers in front of nme, but it
| ooks to me like we don't hit with the resource or reserve
requi renments in any summer over the next five years and
we' re dangerously close in high years with respect to
falling bel ow our operational

This chart was done before 2,000 nmegawatts of old
stuff just announced over the last nonth, that they're
shutting down over various times over the next several
nont hs.

So we do have an existing fleet of resources out
there that are getting their out cards right now, they're
very old power plants, and they're going away. And we have
a very narrow wi ndow that we can address sone of these

i ssues and they're big issues. And | do appreciate your
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time. Thank you.
MR. CANNON: Thank you.
Ji n?
MR. HENDRY: Thank you, Conm ssioners, for the

opportunity to address you today. My name is Janes Hendry.

I amwith Strategic Planning Division of the Comm ssion.

To begin with, the CPC would |ike to thank FERC
for recognizing the strong state role in resource adequacy
inits recent order. Although the draft decision has yet to
be rel eased, as President Peevey stated this norning,
California is seeking to ensure that there is reliable
service, sufficient reserves and incentives for pronoting
new i nvest ment.

Because there is no draft decision out yet |
woul d instead like to talk about three broad observations.
First, the paradi gm about how the eastern |1SOs have chosen
to address capacity issues may not be fully appropriate for
the California market -- one size does not fit all and
di ffering approaches for different regi ons may be
appropri ate.

California is not developing its resource
adequacy to primarily work as a blank slate. First,
California has a | egacy of the DWR contracts which were

entered into in part by the strong urging of FERC and have
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provi ded reliable service.
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However, the majority of these contracts, about
6, 000 negawatts, are not tied to specific generating
sources. Just this President Peevey noted the CPUC s
concerns about how these contracts would fit into the LM
CRR paradigm it is equally unclear how these contracts
m ght fit into various resource adequacy proposals that have
been broached.

The second perhaps nost inportant is state
control over addressing resource adequacy and this allows
California to address its energy future. As Paul Clanon
just noted, CPUC has set an anbitious goal to nmeet nost of
its new energy needs through energy efficiency, renewable
energy and dynam c pricing demand response prograns.

It has proven exceedingly difficult to include
t hese types of soft resources into the resource adequacy
prograns of the eastern | SOs because these prograns are
strongly biased toward, to use the industry phrase -- iron
in the ground.

A perfect sale pursuant to the October 28th order
appears to show sone of these concerns when it is stated
that "rushing to relieve inadequate regional supply is to
reduce high regional spot prices may bias construction
towards choices -- towards supply resources that can be
constructed quickly, perhaps sacrificing |ong-term cost

m nim zation, environmental concerns and fuel diversity
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goal s.

It is our hope that FERC will work cooperatively
with the PUC to give California the tine and flexibility
t hat best neet its energy needs.

A second observation is that there needs to be
nore enpirical analysis of the incentives in the 1SO s
mar ket design that they should design, retain and attract
new, investnents.

For exanple, this -- concern that |ow spot prices
encourage load to over rely on spot markets, actual spot
mar ket purchases over the | ast few years have renmni ned at
about three percent lower in a rounding error.

Notice the SO s market mtigation is toward new
construction with about 8,000 negawatts of new power plants
com ng on line over the past year. Inits filing the 1SO
strongly addressed the issue of revenue adequacy in the
vari ous revenue streanms available to generators to recover
their costs. Although the ISO did not have the capacity
mar ket it does have about 9,000 nmegawatt reliability and
must run contracts, 10,000 nmegawatts of DWR | ong-term
contracts and -- service paynents that are generally higher
than eastern | SGCs.

And it should be noted that the CPUC al so
supported, although at slightly |less general |evels than

FERC adopted, the |ISO residual unit conm tment paynent
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process.

Overall the 1SO and CPUC have advocated the
conbi nation of the I SO s market design plus the ongoing
efforts of the CPUC in the procurenent proceedi ng should
provi de reasonabl e opportunities for investors to recover
their costs in nmaking these investnents.

The final observation, continued |inkage of
resource adequacy to market mtigation. The CPUC has used
resource adequacy as conplinenting, not substituting, for
mar ket mtigation.

For exanple, the CPUC strongly believes that the
must offer requirenment is a valid condition of market based
rate authority needed to prevent the physical w thhol ding of
capacity. Such requirenments particularly are appropriate in
the electric market where electricity, unlike other
commodi ti es, cannot be stored.

This October 20th FERC order, FERC appeared in
its discussion of day ahead versus real tinme nust offer for
the nmust offer requirenent is a valid market mtigation
tool. In the FERC order in its discussion of resource
adequacy the order once again appears to incur nust offer
requi rements for resource adequacy requirenents.

We hope that in its final order FERC wi ||
reaffirmthat this is a valid market mtigation tool

Finally I think we want to state that we agree
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with the 1SO that the way that power plants get built is
t hrough I ong-term contracts, not reliance on spot prices.
And we therefore agree market mtigation is trying to strike
an appropriate bal ance that the | SO knows between trying to
deter a |l oad fromover relying on the spot market, which is
a concern of the FERC, but also |I think there is a mrror
i mge of that that you do not want to nake the spot market
so generous that generators have then an incentive to
essentially try to play the lottery and w thhold capacity
hoping to make a big score in the real time in their end
mar ket s.

And we think the 1 SO should start to try to

achi eve that balance and we think they did a very good job

in that.

Finally it is noted that the PUC i s addressing
the resources under its control. | would |like to address
Jan Smutl ey-Jones' comments about the nmunicipal utilities.

The Conmmi ssion does not regul ate the muni ci pal
utilities although both the ISO the Conm ssion and the CPUC
in their review of them have found that even during the
energy crisis they remained resource adequate.

I n Anendnment 46 which FERC approved it all owed
many municipal utilities to choose the option of becom ng

needed subsystenms which essentially allows themto island
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t hensel ves and therefore barring any sort of outages that
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may be inmposed by the inability of others to procure or
acquire sufficient load, this in addition to nmany nunici pal
utilities being resource adequate in and of thensel ves.

So | think this is one way in which nunicipal
utilities have sort of sought to be addressed by the | SO and
FERC so that they can be covered under resource adequacy and

not be affected by inperfections of the marketplace. Thank

you.

MR. CANNON: Thank you.

MR. Bushnel | ?

MR. BUSHNELL: Thanks for the invitation.

Just about everybody | know has asked nme to make
clear that 1'"mgoing to be giving nmy opinions alone and not
those of any institutions | amaffiliated with, particularly

when |'m not going to be representing the markets avail abl e
to the 1SO of which I ama nenber. | amjust giving ny
opi ni on.

| was just going to talk a little bit about the
PUC procurenent procedure and just give ny take on where |
see it going and how those things could play out and maybe
offer an alternative -- and secondly talk a little bit about
this link between resource adequacy and what | would call
mar ket power mtigation. |'mnot sure we want to be
mtigating markets although we do do sone of that, too.

(Laughter.)
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First | want to take a step back, though, and
make the observation that it appears that we're making
policy as if the California crisis was caused primarily by
the fact that the market couldn't be generation built and
that we didn't have enough generation capacity. And | at

| east do not view that as the primary cause of the crisis.

Certainly we had | ots of generation built in the
| ast two years and if you look at California in conparison
to other markets around the world and in this country, the
thing that really stands out that differentiates the
California market fromthe others is the lack of |long-term
forward comm tnments, the |ack of contracts, convertible or
negoti abl e or whatever you want to call it.

And | think al nost everybody now agrees that this
was a problemto varying degree and they want to fix it.
And the real question is how we go about doing that.
There's really two views to this. There's providing better
incentives for the |load serving entities to sign contracts
or elimnating incentives for not doing so.

And the alternative position is to essentially
establish mandates for requirenents for a certain | evel of

contracting, forward arrangenments or other Kkinds of things.

And we have to make sone deci si ons about that. You're sort
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of hearing | think different articul ations of different

points of viewon that. And |I'Il probably be articulating
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So first turning to the procurenent proceeding
which is really about this question about signing contracts
or making sone kind of long-termconm tnents, underlying
this is the question of who's making comm tnents for whonf

It appears the state is leaning towards, and it's
really now the fact that that the state has a core-non core
separation of custoners. You have sonme custonmers who have
retail choice and some others who don't. And probably we
will be moving along in sone kind of framework |ike that
al though this is not conpletely decided -- so really these
gquestions are divided into two sets.

We have these core custonmers. We have to figure
out how to procure or sign contracts to serve them And it
| ooks |ike we'll be nmoving towards some kind of integrated
resource plan approach for that set of custonmers. There are
alternative ways to doing that sort of thing, instead of
focusi ng on what generation or energy efficiency or other
forms of resources we should acquire for those custoners,
what we could instead focus on is allocating the financial
responsibilities for serving those custoners.

This is the approach taken in many of the eastern
states where you have certain chunks of the retail service
auctioned off or transferred to other firns. Basically you

have a firmtake on a non anbi guous financial obligation to
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serve custoners that sonme break -- some sense -- of the
rate.

Once you have that obligation and once it's
unanbi guous they have a pretty strong incentive to hedge
that ri sk.

Of course, | think there needs to be sonme kinds
of standards overseeing the financial viability of the firns
t hat woul d be providing these kinds of services to avoid the
situation like the NRG situation in Connecticut.

But that is a slightly different focus which is
on the financial aspect, the financial risks of serving
customers rather than on the physical resources and |
believe that if you provide the strong incentive to provide
this financial risk, to sign contracts, the resources
follow ng, you got to sign contracts with sonebody. And the
firmthat's signing the contract with the counter parties
probably is going to be in a better position to verify
whet her these resources are real, whether they have enough
gas, whether they haven't sold power to sonmebody el se, and
all these other sort of accounting problens that goes with
trying to verify a resource requirenent.

Again, this is just ny view. An alternative to
acqui red resources would be allocating the financi al
responsi bility unanbi guously.

For the non core custoners we have this
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interesting situation where who's going to buy their
resources? O who's going to insure their resource
adequacy? One idea would be well, we have the utilities
sort of cover them too, because we're worried about them
just free riding. |If the utilities acquire a big reserve
margin, and they find a reserve access custoner, nmaybe |'d
feel pretty good that there's extra generation around I
don't need to acquire.

So that's been a concern. To get around that one
i dea would be to have utilities explicitly plan for reserve
for those custoners and send the bill. | believe those
custonmers are not enthusiastic about that process.

The other alternative would be to nake them
explicitly responsible for the consequences of a potenti al
| ack of resources that they have. | think everybody who has
direct access in this state should have a real tinme neter,
shoul d have an interval meter, should know how nuch power
they're actually consum ng and should have sonme -- 1SO
shoul d have the physical ability to cut themoff if their
retailer had not acquired enough resources.

And if that happens then we'll see. | think
firms go to retailers who have enough resources and they
will be taking care of that, but the planning process wll
not be directly overseen by those overseeing it for core

customers and maybe we could do different outcones.
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Certainly there are sonme people who think that retail choice
gives us conpletely different outcones.

So just briefly on this notion of resource
adequacy and how it relates to market power mtigation, it's
been offered that there is a link between sonme kind of
capacity paynent or capacity obligation and these fornms and
the market power mtigation that was in MD 02 or other forns
of mtigation.

It's ny opinion sort of |ooking at this, that
many el ements of this mitigation, if the cost of having it
is a capacity market, particularly one like PIMs, it's not
worth the cost. | think that we should think nore about
mtigating true market power but not mtigating markets in
t he sense of allowing prices to go higher when we have true
peri ods of shorter resources and not requiring firnms to have
a specific mandated target of acquiring resources as the
alternative to that.

| think that this is the better choice that |eads
to a nore efficient outcone and it's better for buyers
because they always have the option of signing a contract
and avoi ding a higher stock price as opposed to essentially
mandati ng that they do it and enclosing a | ower nore
mtigated price in exchange.

But | think it is inmportant to distinguish

between bid mtigation and those sorts of things that are
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intended to just prevent firnms, particularly those in |ocal
-- with | ocal market power, from exercising their market
power, and other forms of mtigation |like the whol esal e
price cap. | don't think there's anything in a properly
assigned bid mtigation that necessarily has to conflict
with the recovery of fixed costs.

So it does boil down to this price cap question
and | think if it comes to a trade off between having to
have sone fixed paynment thorough a capacity obligation and a
hi gher price cap, | think custonmers are better served by not
being forced into a capacity obligation.

Thank you.

MR. CANNON: Thank you. M. Kebler?

MR. KEBLER: Good afternoon. M nanme is Curtis
Kebl er on behal f of Reliant Power and | am pl eased to
provi de these comments to the FERC, the CPUC and EOV on the
i ssue of resource adequacy and | ocal market power
mtigation.

| hope our comments will be received in the
spirit which they are offered, which is to provide
constructive and hel pful suggesti ons on how we can nove
toward the shared goal of creating a robust whol esal e
el ectricity market that benefits consuners in California and
t hroughout Western Anerica.

In general we agree with the Cal | SO s assessnment
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that the Comm ssion's recent order on MD 02 was a step in
the right direction. Wiile the order is advisory in nature,
because it addresses the conceptual market design el ements
submtted by the 1SOin July of this year, it appears to
provi de the necessary guidance to allow the ISO to proceed
with the devel opnent of software and tariff nodifications.
The order also provides the constructive
framework for addressing issues that are not yet fully
devel oped. Overall, we believe the order recogni zes the
critical relationship between resource adequacy and nmarket
mtigation neasures and the inportance of achieving an
appropri ate bal ance between the obligations and
responsi bilities of buyers and sellers in these two areas.
In particular the order notes that, while
resource adequacy issues are being addressed by the CUPC in
procurenment proceeding the |1 SO market design proposal nust
al so include a resource adequacy elenment. The order notes
that the lack of the resource adequacy proposal in the |ISO
mar ket design |l eaves a critical bal ancing el enent of the
overall market design subject to the outcome of the CPUC s
proceedi ng and believe with such issues such as resource
adequacy, that mtigation should not be dealt with in
i solation. The order directs the ISOto submt a filing
outlining changes to the proposed nmarket design within 60

days of initial decision by the CPUC in its procurenent
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proceedi ng. Such a decision is expected by the CPUC in
Decenber of this year, as we heard earlier.

G ven the mtigation nmeasures in place today,
Rel i ant believes that a well-designed resource adequacy
mechani smis of fundamental and foundational elenment of an
overall market design. W believe a well-designed resource
adequacy mechani sm should be forward | ooking, ideally three
to four years forward, to reflect the tinme it takes to
devel op and construct new resources. It should require a
denonstrati on of physical infrastructure, not financial
contracts, and it should include a delivery requirenent to
ensure that resources being counted on can actually be
delivered to the | oad where it exists on the |1SO grid.

To date, the procurenent proceedi ng has focused
primarily on mninmumreserve margin requirenents for | oad
serving entities. W believe however that resource adequacy
is a broader concept and nust include a standardized
procedure for accounting capacity and ensuring that there is
now doubl e-counti ng of negawatts or relying on virtua
nmegawatts that cannot be delivered to load within the grid.

These resource adequacy procedures should be
transparent and roles and responsibilities of the various
entities should be clearly defined and these entities
include the SO, the utilities, regulators and suppliers.

Paul Cl anon in his remarks nenti oned the i dea of
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a phase-in of a resource adequacy requirenent. In the
procurenment proceeding, the joint recommendati on submtted
by the utilities and the CBC recommends a seven percent
reserve margin requirenent in 2004 and an ability to rely on
spot capacity purchases to neet this requirenent.

The 1SO on the other hand as we heard from Keith
proposes 17 percent reserve margin requirenment that applies
on a nont h-ahead basis as straight deliverability
requi renents and requires 100 percent firm capacity
resources on a nonth ahead basis.

We believe that the choice the Comm ssion nakes
concerning these issues in effect defines the roles and
responsibilities of the various entities.

14
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These issues, in effect, define the roles and
responsibilities of the various entities. To the extent the
| SO has responsibility for ensuring reliability of the grid,
it nmust have the tools to acconplish that goal. And that
means it must have resources known to it in advance, so it
can commt and di spatch themin ways to neet the reliability
needs of the system

If, on the other hand, the utilities and the CPUC
are responsible for reliability, then that should be clearly
stated, and the reliance on the seven-percent reserve margin
requi rement should be clearly stated as such, and the 1SO s
responsibility then is to work within the confines of that
resource base.

I'"d like to offer an exanple on the issue of the
rel ati onshi p between resource adequacy and mar ket power
mtigation, an exanple in which, if we had a resource
adequacy mechani sm along the |ines of what the | SO has
proposed in the procurenent proceedi ng where we have a 17-
percent reserve margin requirenment applied on a nonth-
forward basis, it's applies to firmresources only, and it
has a deliverability requirenent.

In that kind of a construct for resource
adequacy, the | ocal power neasures take on a very different
structure, because, in large part, the |oad-serving entities

woul d have control over the resources. They could make them
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avai lable to the 1SO for comm tnent and di spatch, as needed
by the SO to neet local reliability needs.

If, on the other hand, we had a resource adequacy
requirenment that is limted or applies to only a seven-
percent reserve requirenent, then that applies a very
different type of |ocal market power mtigation neasure
because in that construct, we will have a |l arge quantity of
uncommi tted resources which nust be di spatched for
reliability reasons, but which have no other neans of fixed-
cost recovery.

Presi dent Peevey, in regards to the letter you
mentioned this nmorning, you indicated sonme dissatisfaction
with the Comm ssion's decision not to adopt the I1SO s
proposal on | ocal market power mtigation. The way | read
t he decision, was that the Comm ssion was recognizing the
rel ati onshi p between resource adequacy that is being
addressed by your Comm ssion, and the issue of |ocal market
power mitigation.

And because the issue of resource adequacy has
not been yet addressed by the Commi ssion, it is, as a
practical matter, difficult for the FERC to adopt the
deci sion on | ocal nmarket power mtigation in the absence of
knowm edge about what the Conm ssion's programis going to
| ook 1ike.

So, ultimtely, when we see the Conmi ssion's
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program in Decenber of this year and the parties have a
chance to review that and col |l aborate in the manner that the
FERC has proposed through this process of technical
conferences, we can evaluate both the provisions of the
CPUC s resource adequacy nechanism evaluate those in the
context of the various |ocal narket power mtigation
nmeasures, and create an integrated market design that
acconpli shes the bal ance that the Comm ssion and all the
parties are seeking to achieve.

Let me now turn to an issue involving the 1SO s
proposal for residual unit conm tnment proposals. W believe
the RUC mechanismis an essential feature that an | SO nust
have available to it to ensure that it can conmt adequate
resources to ensure reliability.

We believe, however, that the RUC mechani sm
proposed by the 1SO did not provide an adequate opportunity
for fixed-cost recovery by generators, particularly those
t hat operated over-capacity factors and are used primarily
to provide reserves. So were encouraged by the FERC s
decision to nodify the 1SO s proposal to create a better
bal ance between the obligations of sellers and buyers.

Let me now turn to a few comments about the path
forward over the next couple of years: As we heard this
nor ni ng, MD02, Phases Il and Ill, have now been consoli dated

and are scheduled for inplenmentation in |ate 2005, about two



© 00 N oo o b~ W N P

N DN DN DD NN P PP PR, Rk
aa A W N P O © 00 N oo o0 M W N -, O

213

years from now.

Reliant is concerned that there are structural
i mbal ances in the market today that need to be addressed
i mmedi ately to ensure that resource adequacy can be assured
over this two-year transition period until MD02 is
i npl enent ed.

The issues involved require the operating
reserves required by the 1SOto reliably operate the grid
and the procedures used by the 1 SO today to secure these
reserves.

Now, |et met just touch briefly on three issues
that relate to these matters: The first is the issue of the
transparency surrounding the 1SO s method for determ ning
t he anobunt of operating reserves it requires each day.

As we all know, the Western Electricity
Coordi nating Council requires control areas to carry
operating reserves of between five and seven percent,
dependi ng on their share of thermal and hydro resources
within their resource mx

The | SO does, in fact, procure on the order of
6.5 percent operating reserves each day. It gets those
reserves through self-provision by the | oad-serving entities
and any difference between the amount sel f-provided by,
typically, the utilities, and the 6.5 percent requirenent

are acquired by the 1SO through its ancillary services
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mar ket .

Vhat we have learned in recent weeks is that the
operating reserve requirenent that the 1SO has is actually
not 6.5 percent; it's sonething nore than that. 1It's nore
on the order of ten or 12 percent.

And the reason for this is that the 1SO requires
additional reserves in order to cover |oad forecast error,
and to ensure that it has an adequate supply of inbal ance
energy bids in real tine.

We believe this issue of what the actual reserve
margin requirenment for the 1SOis, is a critical matter that
needs to be addressed.

The second itemis the use of the nust-offer
wai ver deni al procedure to secure a portion of the operating
reserves that represents the difference between the WITC
m ni mum requi rement of five to seven percent and what the
| SO s actual requirement is, of, say, on the order of ten to
12 percent.

As Jan nentioned in his coments, the use of the
must - of fer procedure is a surrogate for resource adequacy
and has becone increasingly controversial in recent weeks
and nmonths. And this is the case for both buyers and
sel l ers.

When the 1SO inplenents its Phase I B on February

1st of next year, the conpensation nmechani sm under the nust-
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of fer procedure is going to change dramatically. Qur
concern is that a number of units, again, the units that are
| ow capacity factor units that provide central reserves, are
not going to be able to cover their costs under this
procedur e.

And we believe that the risk of this could inpact
resource adequacy over the next couple of years.

Finally, the 1SO recently extended RMR contracts
to approximately 3,000 negawatts of generation under a
provi sion called Condition 2. But Condition 2 RMR contracts
are those which operate under cost-based arrangenments. They
receive a cost-based paynent that addresses both their fixed
costs and their variable costs.

Due in part to the controversy surrounding the
| SO s use of the waiver denial procedure to secure these
addi ti onal operating reserves, the ISOis attenpting to
secure additional flexibility to use RVR Condition 2 units
to provide these system reserves.

We believe this is an issue of significant
concern, because it would involve the 1SO using RVMR units
whi ch were secured to provide local reliability services,
to, in effect, now conpete against uncommtted resources to
provi de system services.

| look forward to the opportunity during the QA

session of our panel to touch sonme nore on these issues. W
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believe that while MD02 is now noving in the right
direction, it is two years away and many of the units that
operate in the market today will not survive until that
timefrane.

Once again, we thank you for the opportunity to
provi de these comments and | ook forward to any questions you
may have

MR. CANNON: We're running somewhat behind, so |
will have a few m nutes for some questions here.

CHAI RMAN WOOD: Definitely. That's a big panel.

11

MR. CANNON: Let nme begin. 1've heard sone
slightly different nessages. Everybody tal ked at | ot about
mar ket mtigation and narket power mtigation, and resource
adequacy.

Does everyone on the panel agree that it would be
at |l east useful to know what cones out of the resource
adequacy proceeding before the CPUC i n advance of sort of
maki ng the next round of calls and having the next technical
conference around nmitigation?

Even though there seens to be sone di screpancy
about how strong the linkage is, | still have heard the very
conmmon thenme that there is linkage there. Coments?

MR. SMUTNEY-JONES: Well, | think we al
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encourage you to operate quickly. M understanding is that



© 00 N oo o b~ W N P

N DN DN DD NN P PP PR, Rk
aa A W N P O © 00 N oo o0 M W N -, O

218

your order is comng out in tw weeks. | don't know how
much qui cker we can be.

| think it would be useful to understand what the
procurenment order out of the Comm ssion will be, because
that will either, a) answer sonme questions, or b) sharpen
the focus on issues that need to be resolved or where there
may be sone differences of opinion.

Ri ght now, it would be kind of an argunent, and
we' d be arguing about shadows. | think it would be nmuch
better for us to actually understand what the Commi ssion is
putting out there.

MR. PEEVEY: The draft will be out Novenber 18t h.

MR. SMUTNEY- JONES: Right, and, you know, after
Novenmber 18th, | think the issues will be a |ot crisper.

MR. CASEY: | guess, Shelton, you started by
saying there seens to be agreenent of the |inkage between
the details of the resource adequacy requirenent and the
mar ket power mtigation. | guess | -- the 1SO s perspective
on that is that to the extent whatever the resource adequacy
requi rement | ooks like in draft form it falls short of the
el ements that the | SO believes are essential to it, that the
focus then needs to be how do we correct that within the
resource adequacy requirenment itself?

It's not our view that market power mtigation in

the features of a resource adequacy requirenent are a
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seesaw, and if one is light, you raise the other one and
vice versa. It's -- if the resource adequacy requirenent is
deficient in neeting what we think are the stated

obj ectives, then our focus needs to be on how do we fix it?

So, | certainly agree, you know, we're two weeks
away from seeing a draft order, and we need to | ook at that,
but the next step should not -- 1'd like to nove away from
this issue of the market power nitigation is dependent on
the features of that resource adequacy requirenent.

MS. LYNCH And I'd like to clarify. M.

(i naudi ble) did state the PUC s position very clearly, and
I'"d just like to clarify that, because |I don't think

(i naudible). 1In fact, the PUC s position is that the nust-
offer requirenent is a valid requirenment of market-based
rate authority, and, in fact, should not be |linked and
probably one of the biggest problens we have with the

Oct ober 28 Order is that you link it and don't recognize the
state's right to be free of market power, regardl ess of

whet her the resource adequacy level is that the state

det er m ned.

And by the very fact of linking it, you hand an
unwar r ant ed advantage to those who would enter into
contracts with | oad-serving entities.

MR. CANNON: | kind of like Jims term of

conpl enment, because it still strikes nme that there is a
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rel ati onshi p between them and that what ever package of

mar ket rul es and what ever package of market mitigation tools
that are put in place to protect custoners, we need to work
hand-in-glove with the | onger-term custoner protections
associ ated with having a good resource adequacy pl an.

It strikes me that there is a relationship here.

And | worry a little bit about hard-wiring one-third of the
rul es and sayi ng, okay, you've got all of themright now,
and let's go over and think about these other issues.

| think that's at |east part of what drove sone
of the Commi ssion's thinking in terns of let's not nake
judgments until we sort of see how these pieces work
t oget her.

CHAI RMAN WOOD: M. Bushnell had an interesting
t hought that kind of brought me back to where we are in the
M dwest mar ket design, which is kind of right pre-LM
i npl ement ati on.

One of the options that we kind of asked themto
tell us what they want to do, the state conm ssions, there's
14 that have to conme to agreenent, as opposed to just one
and that's a little nore delicate.

But there's a higher energy market cap at 5, 000
with no resource adequacy requirement, but there is what we

call -- I'"mnot sure -- narrowy constrai ned areas and
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broadly constrained areas, so there is focused |ocal market
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power mitigation using the AMP tool that we've had in New
York and that we have now here in California, for the |ocal
ar ea.

And | guess what | heard you say, Dr. Bushnell,
was, | guess, a recommendati on that you not have an
obligation to enter into long-term contracts. Maybe bal ance
that with the price cap issue, but treat the LMPM the | ocal
mar ket power mtigation issue, as a separate item Did I
hear you saying that?

MR. BUSHNELL: Well, yes, nore or less. The
| ocal nmarket power mtigation mechani sm does not have to be
i npl emented in a way that, you know, a generator is just
earning its marginal cost any tinme it's operating.

And if their bids are (inaudible) to their
(i naudi bl e) costs, it doesn't necessarily give the | ocal
price running through the LMP machi nery, necessary has to
reach that |evel

The thing to remenber about | ocal market power
mtigation resource adequacy, though, is that it's not
al ways the case that the solution or the problem of | ocal
mar ket power is a |lack of resources. | nean, it just nmay
not make sense to stick three generators in a given |oad
pocket .

It may be what we consider a natural nonopoly,

and it just nakes sense to have only one resource serving
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this area. And so taking the m ndset that we need to apply
a solution that always gives an incentive for a new entry
into an area, is not necessarily going to make sense in al
circunstances for |ocal market power.

But the 1SOis trying to make the distinction
bet ween bid and mtigati on mechanism which does not have to
at all restrict a party's ability to recover its fixed
costs, versus just the price cap.

CHAI RMAN WOOD: Good, because there is this

presence of the nmust-offer. | mean, that kind of adds
another wrinkle here. 1t's probably not a positive winkle,
but the interplay of all of these is inportant. | think

that's really what our decision is about, that there are a
| ot of ways you could go. You could choose not to go any
way at all here at the state level like the M dwest has
done, at |east tenporarily.

But knowi ng just what all the cards are on the
table, it's a lot easier to figure out, you know, how to
all ocate the pot. So that's where we are.

But these -- talk to ne from a generator
perspective, M. Snutney-Jones, about the nust-offer
requirenent. We've had a proposal here fromthe 1SO that we
dealt with in |ast week's Order, that had some thoughtf ul
approaches there. | renmenber the coments of you and your

col |l eagues. | won't characterize them as not supportive,
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but there were sone critiques about it.

So, in light of what we've tal ked about today,
what woul d you say really for the nmust-offer requirenent,
are the kind of controlling things we need to do?

MR. SMUTNEY-JONES: What is it being used for?
Let me cut right to the chase, because the differences of
opi nion we're having here surround that very point.

We're not objecting to, you know, meani ngful
mar ket rules, or, nust-offer, if you will, if it's being

used for basically trying to control |ocalized market power.

I nmean, there may be argunments about the details of that,
but in terms of a concept, | think everyone gets that.

The problem we have is when that nust-offer
starts creeping into other areas and it starts |ooking |ike
it's a surrogate for trying to do a resource adequacy
provi sion, and the fact that you can phase in -- 1 think
that was M. Kebler's point. You can phase in or you don't
have to buy any reserves, because you're going to use the
must-of fer, basically, to |l ean on generators to provide
capacity over the next couple of years.

We don't think it should be used as a surrogate,
okay? And We don't believe that -- we believe that if you
have a reasonabl e RAR issue out there, there's a procurenent

protocol to acquire those resources, and that that's the
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nore appropriate place to do it.
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The real debate isn't whether or not a nust-offer
is a good idea or bad idea, but what's it being used for?

CHAI RMAN WOOD: So you don't have a problemw th
it being used as the check on physical w thhol ding concerns?

MR. BUSHNELL: Well, that's what it was designed

to do.

CHAI RMAN WOOD:  Correct.

MR. SMUTNEY- JONES: Right, but what our concern
right nowis that it's being utilized for sonething other
t han that.

CHAI RMAN WOOD: Pre-reserves?

MR. SMUTNEY-JONES: Right, and that, to us, is
sort of a step too far.

CHAI RMAN WOOD:  And how is the current nust-offer
bei ng conpensated? Aren't you given running costs and what
have you? |It's just that there's no fixed costs?

MR. SMUTNEY-JONES: That's correct. And the
probl em you have -- you run into two sort of different
probl ens, dependi ng on what type of generation you're
| ooki ng at.

I think it clearly has a chilling effect in terns
of a longer-termcommtnent to add new resources until
there's actually a requirenent that's over and above
whatever is in the nust-offer, so that one, | think, has

al ready been tal ked about.
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The second -- and |I'mless certain about this,
because | haven't, frankly had a direct conversation with
anyone. We have a |ot of old generation out there that's
ki nd of linping along, and to the extent that they have to
put new capital resources into their units just to have them
around for awhile | onger, you may be creating a disincentive
to hang out for awhile |onger.

You are probably better off boarding the thing up
and hopi ng that sone day someone cones al ong and buys it or
t he market changes and you end up turning -- getting back
i nto nodernizing the unit.

I'"'mless certain about that. | don't want to
overstate that, but in the back of ny head, | have the
suspicion that there may be an unintended consequence to
that. And that's why we think nowis a good tine -- and
this is why I couched ny earlier remarks around this is a
very clear point that you two Conm ssions need to focus on.

That's why it's inportant that this gets
addressed quickly, this RAR issue, because it is kind of
where these two issues neet.

And as | said, our issue is not whether or not
t here needs to be neani ngful market power mitigation out
there, which is where our understanding of the nust-offer
was originally designed, but that its original purpose has

mut ated into something very, very different.
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CHAI RMAN WOOD: | get that. Thank you. M.
Casey?

MR. CASEY: If | could just follow up to Jan's
comments and your's, Chairman Wod, about the conparability
of must-offer to a resource adequacy requirenent.

Fundanental ly, the nmust-offer requirenent is a
tool to mtigate physical withholding. 1It's a very poor
substitute for a resource adequacy requirenent.

A resource adequacy requirenment has with it, an
obligation to serve California |load. The nust-offer
requi rement has no obligation for resources to serve
California load. W are in a different situation this year
in terms of hydro. All that generation m ght be exported to
Ari zona, and California would be scranbling to find
resources, despite the nust-offer agreenent.

So, the critical aspect of the resource adequacy
requirenent is that it identifies resources commtted to
serving California's | oad.

The second is price protection through |ong-term
contracts. The nust-offer requirenment doesn't have any
bi ddi ng requirenments on it. Resources submt whatever
energy bids they want, subject to the existing market power
mtigation, including AWP, but fundanmentally the protection
of a long-term stable contract is not there with the nust-

of fer obligation.
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So, while |I'"m appreciative of the concerns that
Jan and Curtis have rai sed about how the nust-offer is
currently being used -- and that is sonmething that the 1SO
is taking a close look at -- froma |long-term perspecti ve,
we need to recognize that we can't sit back and say this
must-of fer obligation is all we need, because it's really
not meeting the needs for a long-term stable market.

MR. HENDRY: | would just like to follow up on
one point that in Septenber the |1 SO | ooked at nust-offer
wai ver denials, and they received nore than their operating
and startup costs by about a factor of about 40 percent or
about $23 mllion.

CHAI RMAN WOOD: Repeat that again.

MR. HENDRY: The |1SO, in Septenber of 2003,
| ooked at nust-offer waiver denials and conpared the
paynments that they received relative to what their estinated
startup and operating costs were.

And they received about 40 percent nore than what
their costs were estimted to be or about $23 mllion. So
the concept that this capacity is just being bid at marginal
cost with no contribution to fixed-cost recovery, |'m not
sure is fully there or not.

There is a contribution toward fixed-cost
recovery, and the addition of a RUC paynent nmay increase

t hat paynment, as well, and so, again, this goes to an
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enpirical question of what are the incentives for fixed-cost
recovery for gens, and M. Jones has aptly described this
sort of older, 50-year old units which have very highly
depreci at ed book val ues, so the return on investnment and the
return of their variable costs need to keep conpetitive, my
or may not be sufficient.

Again, this is an enpirical question that | think
the 1 SO had started to | ook at, and nmy comments stated that
I think FERC and the PUC and others need to | ook at as well.

10

MR. KEBLER: Could | just add a followup?

CHAI RMAN WOOD:  Sur e.

MR. KEBLER: | think that Jimis exactly right;
there is the -- the paynent structure is such that, just to
use a sinmple exanple, you had a 100 negawatt unit and it had
a mninmum operating |level of 20 nmegawatts. The way the
conpensation works is, there is sonething called m ni mum
| oad cost conpensation, which covers your startup costs and
your 20 megawatts at m ni nrum | oad.

You can pay an index gas price times the 20
megawatts m ninmum | oad energy. |In addition to that, you do,
in fact, get paid whatever the inbal ance energy price is
during the period in which you' re operating on that 20

megawatts.
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So there is not only the M.CC piece, but there's
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al so the inbal ance energy portion, which applies to that 20
nmegawatts. And what the Conm ssion has said in past Orders
is that -- and this goes to this issue about netting market
revenues -- the Comm ssion has said that the application of
t he i nmbal ance energy price to the mninum |l oad quantity is,
in effect, intended to provide for some portion of the
fixed-cost recovery.

And, Jim you're right; it's an enpirical issue
about whether it covers the full anount of the fixed costs
or just exactly what portion it does cover. But the intent
-- and it's kind of a rough approach to apply a mechanismin
this way. It is intended to provide sonme fixed-cost
recovery.

And the point that | tried to nmake in nmy opening
comment was, what happens, effective February 1, is that
conpensation conponent goes away, and so there wll be
literally no conmpensation for the reserves provided, in this
exampl e, 80 negawatts of reserves, the difference between
the 20 nmegawatt m ni mum | oad and the operating capacity of
the unit of 100 negawatts.

There will be no fixed-cost conpensation and
there will be only the M.CC portion.

MR. BANDERA: Can | ask one quick question for
each of the panelists, really sinple? Say whether you woul d

support or tolerate, or disapprove of a market design that
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consi sted of the market mitigation that was proposed by Cal
SO in the MDO2 filing, and a market design that inplenented
t he resource adequacy plan that is in the CPUC proceedi ng?
So if you would just basically say whether you woul d support

that, tolerate that, or be opposed to that?

MR. KEBLER: |'m sorry, Derek, can you repeat the
guestion?

(Laughter.)

CHAI RMAN WOOD: The filing at the Comm ssion,
basically, plus the filing here.

COW SSI ONER BROWNELL: Both of them

CHAI RMAN WOOD: The filing with us and the 1SO s
position before the CPUC.

MR. BANDERA: Right, exactly. So, if that
conbination of -- so it's a total view of the market, do you
favor it, do you tolerate it, or do you oppose it?

MR. KEBLER: 1'Il answer first, so that | don't
forget the question. | think that is a nodel that is
sonet hing you could have a coupl e of technical conferences
to work through, and see if you've struck the appropriate
bal ance between resource adequacy and mtigati on nmeasures.

| think it's a lot closer than what the initial
proposal was, which was devoid of resource adequacy and then
had a very restrictive |ocal mtigation neasure.

MR. PEEVEY: |s that support or tolerate?
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MR. KEBLER: That's tolerate.

MR. PEEVEY: M. Bushnell?

MR. BUSHNELL: | was going to think about it some
nore. Well, there are certainly mssing elenents. | don't
know what's going to happen.

MR. PEEVEY: Try to answer.

MR. BUSHNELL: Well, there are certainly --

MR. BANDERA: Let's assune the custoners woul d
have to -- would remain and be obligated to fulfill the
obligations as detailed by the | SO

MR. BUSHNELL: | wouldn't be in favor of giving
nont hly checkups and penalizing. | would probably put
myself in the bounds of tolerating. There are certainly
things 1'd |like to change.

MR. PEEVEY: Thank you. Three words: Support,
tol erate, or oppose?

(Laughter.)

MR. HENDRY: Wth that guide, I'll try to keep
mysel f very short and say --

(Laughter.)

MR. HENDRY: | cannot speak for the Conm ssion,
because we haven't issued a procurenent decision, and so the
issue of the SO s proposal is there. There are probably
el ements that the Comm ssion could tolerate. | think there

may be a | ot of nuances and subissues in the | SO s proposa
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that the Comm ssion is dealing with that are live issues in
t he procurenment proceeding on the degree of forward
coverage, whether some purchases in the spot narkets are
tol erabl e, whether phase-in period and timng for it,
accounting for resources.

So that's a short non-answer.

(Laughter.)

MR. SMUTNEY-JONES: Tolerate, but let's talk.

(Laughter.)

MR. CASEY: Yeah, | think the question is,
everyt hing that has --

(Laughter and di scussion off the record.)

MR. CASEY: |If the policy is approved, would we
support it? | think the answer is yes.

(Laughter and di scussion off the record.)

MR. CASEY: Should we end on that?

CHAI RMAN WOOD: No, we've got a couple nore
guesti ons.

MS. LYNCH: | do think it's inmportant to
(i naudi bl e) those proposals, both in front of FERC and front
of the PUC. And while we cannot articulate a position at
this point on where the 1SOis, ny question to the 1SO is,
do you include adequate resource to DWR contracts, or do you
excl ude thenf

MR. CASEY: | think, as to the accommodati on of
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the DWR contracts, the intent is that we would include them

The issue with respect to the livability comes from if
t hese contracts are portfolio, how do you deal with
deliverability?

And | think that is a challenge that we have to
wor k through, but | don't think it's an insurnountable
challenge. And | would also add that | think the contracts
range in terns of their firmess of deliverability. There
are sonme very firmcontracts and then there are sone as-
avai |l abl e type contracts.

I think that in assessing the adequacy of those
contracts in neeting the utility's requirenments, we would
have to roll up our sleeves and get into the details of the
contracts.

MS. LYNCH: So are you saying that you would
di scount thenf

MR. CASEY: |'m not saying that we woul d
necessarily discount them 1'mjust saying that the answer
to that question is that we would need to better understand
what the delivery obligations are under those contracts.

MS. LYNCH: | think just that one question shows
the complexity of the issues regarding procurenent and
resource adequacy. And the next thing that we need to get

into here is the issue of a state neeting its renewabl es
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mandat e and how t hat happens over tinme if you imrediately
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i npose, tonmorrow, a 15-percent reserve requirenment in terns
of what's available to be purchased, and how we can fold in
this requirenent, at least by -- so | do think that -- as
| believe M. Bushnell described before, are pretty conpl ex,
and should be left the states to dig our way through -- but
al so some transm ssion issues that are inherent in these
guesti ons.

And | do think that while it's inportant to ask
t he support, tolerate, or oppose question to the panelists,
you should also ask it to the utilities who are not on this
panel .

CHAI RMAN WOOD: M. Claron, in his presentation,
poi nted out, and it's kind of a piggyback on Loretta's
question, but does the |1SO s proposal envision the
capability of demand side to respond as a resource that
woul d be contributing to the resource adequacy total ?

MR. CASEY: Absol utely.

CHAI RMVAN WOOD:  And renewabl e?

MR. CASEY: Yes.

MR. HENDRY: We woul d say possibly. There are a
number of qualifications within the 1SO s proposal. There's
a requirenment, for exanple, that curtailable --
responsibility to prove they can be curtailed by being
curtailed once. So, basically the industry would have to

voluntarily curtail operations in order to participate in
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t he program

There were size limtations. They tend to want
totie it into their systemresources, so they tended to
require a nmuch higher degree of nmetering than currently
exists. We treat themnore like a systemresource in a way.

A lot of the smaller size |limtations, which nmake
a |lot of smaller demand response progranms difficult to be
counted, and, again, there's a lot of details there that if
you | ook at what was in the original |ISO s ACAP proposal
woul d di scount or elimnate a |ot what the Conm ssion was
originally | ooking at.

That does not nean that these issues cannot be
wor ked t hrough, but based on what the Comm ssion reviewed in
the SO s original ACAP proposal, we have nmjor concerns
about the treatnent of demand response.

MR. CASEY: And if | could just clarify this,

Chai rman Wbod, the specifics Jimis citing is reflecting the
fact that it has to be real, and one has to, in | ooking at

t hese demand prograns, there has to be some verification
that, yes, this is sonething that can actually physically
perform

And we certainly have concerns about that, but,
in general, we support renewables and demand response as
part of the portfolio.

CHAI RMAN WOOD: | hope that will be sonething
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y'all -- it's in your happy |lap. But those details,
certainly I know from across the country, that is sonething
that's very inportant, and varies by region, as | think it
shoul d.

We see that it's achievable, but it just requires
sone attention. One |ast question: | heard froma couple
of panelists, some concerns about residual unit comm tnment
provisions in the MD>-02 filing and our response to it.

Could you all flesh that out a little nore clearly for me?

" m not sure who that was from Keith, | wote down you,
but I think sonmeone -- Curtis, maybe you as well. Just tee
it up for me. | need to understand really what the issue
was.

MR. CASEY: Yeah, the I SO s proposal for residua
unit comm tnent involved a bid-based availability paynment
for capacity commtted in the RUC process. In effect, if
capacity was ultimately dispatched in real-tine, it would be
resci nded.

The rationale for that particular design is that
we wanted to create a level playing field with respect to
incentives to bid and participate in the day-ahead energy
mar ket or be taking in the RUC process.

Qur view is fundanentally that if a unit offered
a bi d-based offer into the day-ahead market, and it was not

taken, ultimately if it's taken in RUC and di spatched based
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on those sanme bids, why does it need additional
conpensation?

In other words, if it had been taken in the day-
ahead energy market, received the day-ahead energy price
based on the market-based energy bid it submtted, or,
alternatively, it was taken in real-tinme, based on its
energy bid and received the market clearing price fromthat,
why would it need additional conpensation?

So that was the rationale for rescinding the
capacity paynent if the unit is dispatched. Now, the
rationale for offering the capacity paynent, | think gets to
the issue that Curtis raised about we don't want a situation
where units are sitting in real-time at m nimum | oad,
provi ding free operating reserve.

And to the extent that is a concern and to the
extent that there is cost or value to that, the bid-based
avai lability paynment woul d provide a paynent to conpensate
unit owners, if, in fact, they are not dispatched in real-
time and are just sitting there.

It's a way of disciplining the 1SO as well, in
t he market, that, you know, you don't want to have a bunch
of excess capacity sitting there in real-tinme, because
there's a real cost with that.

The Commi ssion altered that RUC proposal to make

the RUC availability paynment a nmarket clearing price that is
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not rescinded, and we are concerned that under tight supply
conditions where the market may not be conpetitive, you're
setting up a situation very simlar to what we experienced
in our replacenent reserve market back in early 2000 where a
unit owner either will bypass the day-ahead energy nmarket to
be commtted in the RUC process to earn both the capacity
paynment and an energy paynment, or will bid higher in the
day- ahead energy market to reflect the opportunity cost it
would give up if it's taken in the energy nmarket versus RUC.

So we have some concerns about under stress
conditi on when market power is an issue, how allowi ng units
to keep that availability paynent will potentially lead to
adver se bi ddi ng.

CHAI RMAN WOOD: So your concern was that the
avai lability paynment was taken away by the proposal ?

MR. KEBLER: That's right. Under the recision
provi sion, essentially it took the same deficiency that we
have in the current nust-offer mechani sm where you
essentially bid reserves through the application of that
mechani sm

And the idea of the ISO s proposal was that this
was a mtigation nmeasure, since it was intended to avoid
physi cal wi thholding. And it just comes back to this issue
of an integrated market that balances all the different

f eat ur es.
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If you have a RUC nechani sm and a mnust-offer
obligation and a resource adequacy nechanismthat all can
work in harnony, then that bal ance is achieved and you can
deal with mtigation issues and still provide appropriate
conpensati on.

But the concern that we had about the recision
portion was essentially you're now -- in effect, it becones
nore |ike a nust-run obligation where the 1SO has the
ability to call on that resource, and can pay essentially
short-run margi nal costs, and there is no opportunity to
recover fixed costs.

And it's particularly a problem-- and | keep
com ng back to this -- for the low utilization resources.

If you' re forward comm tted, you don't h ave a problem but
if you've got a |l ow capacity factor, it really makes it
difficult to recovery fixed costs anywhere in the nmarket.

CHAI RMAN WOOD: It is difficult, but I do say, |
mean, | ooking across the whole country, we've got the peaker
i ssues that are just different, and we can't ignore that in
t he market design, either. But it's one of things that --
and I don't know if we've ever figured out the right answer
yet. |I'mhoping that y'all can come up with --

MR. PEEVEY: We're going to break sonme new
ground.

(Laughter.)
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CHAI RMAN WOOD: Break sone new ground on that,
but it is -- | mean, do y'all find that it works better in
PJM where you've got facilities?

MR. KEBLER: Well, in PJM you know, there are
sone issues there, but nost of the capacity is forward-
commtted, so you've got a situation where, in a sense, the
resource adequacy nechanismworks in a way that the |oad-
serving entities to a |large extent, have control over the
resources through their forward contracts.

And if you have that, then it's really -- that's
the best way to mtigate market power, is to make the
resources so that you have control over the | oad-serving
entities through forward contracts and now all these market
power mitigation issues sort of become noot because the LSCs
are controlling the resources.

If I may, just one a quick comrent on the
previ ous di scussion about the treatnment of demand response
and renewables. | thought that there were a nunber of good
comment s about the conplexity of them and how we treated
t hem

And one exanmple would be, if the state -- going
from 20- percent renewabl es by 2010, a | ot of those
renewabl es are going to be intermttent. They' re going to
be wi nd and solar, and as your portfolio changes and the

intermttency of the portfolio changes, you've really got to
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be careful about what your reserve requirenent is, because
it may be required to change, depending on the amount of
intermttent resources of the portfolio.

CHAI RMAN WOOD: Good panel. Thanks.

(Recess.)

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25



© 00 N oo o b~ W N P

N DN DN DD NN P PP PR, Rk
aa A W N P O © 00 N oo o0 M W N -, O

246

CHAI RMVAN WOOD: Now we're on. The Chairman of
the California Power Authority was not able, at the | ast
m nute, to nake it, so M. Mke Florio has been kind enough
to sub in on this panel. | know he needs no introduction.
"Il turn it back over to Shelton.

MR. CANNON: Ckay, our |ast panel is going to be
| ooking at the issues associated with the Western grid.

(I naudi bl e). The issue conmes up, how do we nmake good on the
prom se that we nmade in the white paper about deferring the
decision to regional state conmttees in the context of
decisions that will be nade by a single state, be it
California, New York, or Florida.

And what those kinds of decisions nmean in terns
of their effect on neighboring states, are there needs for
addi ti onal processes in ternms of making sure that the
deci sions that do get made in California, don't have sone
negative inpact -- begin to reconcile the decisions that my
be made by its northwest or naybe sout hwest nei ghbors.

So, with that, you each have 47 seconds to --

(Laughter.)

MR. CANNON: -- explain all that. Wth us
today, we've got Steve Greenleaf who is the Director of
Regul atory Policy for the Cal 1SO we've got Don Garber, who
is an attorney and Director of the Electricity Market Design

Proj ect for Senpra Energy; we have M ke Florio from-- we've
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got M. Mansour, who is the Sr. Vice President of System
Operations and Asset Managenment for the British Col unbia
Comm ssi on Corporation; Barbara Hale, who is the Director of
the Division of Strategic Planning with the California
Public Utility Comm ssion, and certainly not |east, but Gary
Ackerman, the Executive Director of the Western Power
Tradi ng Forum

(Laughter, discussion off the record and banter.)

MR. GREENLEAF: Thanks, Shel ton. Good afternoon.

| guess it's good evening for you.
Presi dent Peevey and Chairnman Kissinger and ot her

Conmm ssi oners, thanks for the opportunity to be here today.

"Il attenpt, per Shelton's instructions, to keep ny
comments brief and | argely focused on the general issues
identified in the Comm ssion's agenda.

First of all, the 1SO wishes to reiterate its
strong commtnment to the continued and fruitful cooperation
with the California Public Utilities Comm ssion and ot her
California state agencies in furthering what we believe to
be our shared objectives of reliable and affordable
el ectricity for the consunmers of California and the rest of
the West.

The | SO supports active state involvenent in |ISO
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matters that inpact areas of obvious state jurisdiction and

where the states have a legitimate interest in protecting
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consunmers. To that end, and, we believe, |largely consistent
with the Comm ssion's own white paper, the |ISO supports
active state involvement in matters such as resource
adequacy, transm ssion, market nonitoring, and the

devel opnent of suitable and appropriate narket power
mtigation tools, rate design, demand response, | oad
managenent prograns, energy efficiency, environnmental

revi ews.

On each of these matters, the 1SO, and, nore
broadly, all RTOs, nmust, by necessity, work with the
respective state or states to facilitate the devel opnent of
truly efficient and reasonably priced whol esale electricity
mar ket s.

That being said, and respecting the significance
of the 1SO s commtnment to continued coll aboration with
state agencies, the | SO, however, does not see it at this
time, the pressing need to create and establish a fornal
regional state commttee. Formal creation of such an
entity, in our estimtion, would entail clearly delineating
bet ween the roles, responsibilities and authority of the | SO
and its governing board, the regional state comnmttee, the
state or states, and FERC, of course.

This would be no small task and may detract from
the effort to devel op regional consensus on inportant

matters. We believe that when considering these issues,
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it's really critically inmportant to focus on the problem at
hand.

If the problemis one of state involvenent in |ISO
devel opnent and/or ongoi ng operations, the | SO woul d argue
that's really a non-issue. The state is involved, certainly
in California, and the |1SO does listen.

And as | said before, we are commtted to the
partnership that President Peevey spoke to earlier today.

If the problemis one of building regional
consensus on matters inpacting RTO and |1SO or | SO
operations, we believe the foruns for addressing regional
i ssues already exist. | think it's inmportant when talking
about regional coordination and regional commttees, that we
really focus on and acknow edge that only a few entities
truly are enpowered to act on matters that affect regional
el ectricity markets.

Obvi ously, there is the Comm ssion; there is, of
course, the inpacted or affected states in the region; there
is also the local jurisdictional entities that oversee the
muni ci pal electric systens.

Thus, in our estimation, even if a truly
regional state comnmttee was formed, it would not be
formally enpowered to substantively address and resol ve
i ssues inmpacting regional or even subregional electricity

mar ket s.
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I nstead, we believe, and the | SO recommends t hat
the Comm ssion focus its efforts at facilitating the

devel opnent or continued devel opnment of effective regional

foruns for addressing regional issues. In the end, it is
t he processes and the ideas facilitating -- and inclusive
forunms that will produce the consensus reconmendati ons

necessary for continued devel opnent of seam ess and
efficient whol esale electricity markets in the West.

Whi |l e such processes and recomendati ons may not
be bi nding on those participants, they nonetheless could be
provi ded great deference in regulatory proceedi ngs, be they
at the local, state, or federal level. To that end, the ISO
supports devel opment or continuation of informal regional
state commttee structures such as those already in place,

i ncludi ng the Western Governors Associ ation, the Western
Interstate Electricity Board, and its progeny, the Committee
on Regional Electric Power Cooperation.

Furthernmore, the 1SOis conmtted to continued
participation in such regional groups as the Seans Steering
Group of the Western Interconnection and the Western
El ectricity Coordinating Council.

We note that just as markets avoid the
uncertai nty of opaque and ever-changi ng market rules,
mar kets react poorly to regulatory uncertainty. At this

point in tinme, we believe the value added fromthe addition
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of anot her organi zation or |layer of reviewis mninml and
may detract fromthe Conm ssion's goal of furthering stable,
seanl ess, and efficient markets.

In conclusion, | would just say that what really
is lacking out here or what has been lacking to date, really
IS not a new process or a new forum or a new organi zati on;
it's leadership, and I think that certainly the Conm ssion
has stepped forward in its nost recent Order, as well as has
the Public Utilities Comm ssion in |ooking forward and
reform ng the markets in California.

So, with that, | thank you for the opportunity to
share our thoughts and | | ook forward to answering any
guesti ons you may have.

MR. CANNON: Thanks, Steve. Don?

MR. GARBER: Thank you for bringing the
successful market design train to California.

(Laughter.)

MR. GARBER: And thank you especially for your
wel | -reasoned MDO2 Order that you issued |ast week. | think
that's the best FERC Order on a California | SO matter that
you have ever issued, and | think it denonstrates your
t hought f ul ness and your conpetence and a renewed sense of
vigor to get the job done.

For 30 years, positive and negative influences

from California have driven the FERC toward nore efficient
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transm ssion pricing policies. First, in the infanmus Quad
Sevens case, California litigants proved that the wheeling
nodel, with its property rights based on contract path,
coul d be used to support a 20-year proceedi ng acconpli shing
not hing --

(Laughter.)

MR. GARBER: -- other than proving the need for
new pricing rules. Largely to prevent such occurrences, the
FERC opened an inquiry into transm ssion pricing in the m d-
1980s. | renmenber Conm ssioner Stalling saying that if we
can just figure out how to price transm ssion, the access
gquestion would take care of itself.

Well, no answers were forthcom ng and t hat
inquiry ended in failure. You roll forward a few years
| ater and we have California seeking to introduce retail
conpetition, actually stunbled onto the solution to the
probl em that had al ways bl ocked the FERC s efforts to
jettison the sinplistic wheeling nodel.

First, an independent system operator to
consol i date, operationally, the bal kanized grid under a
standard tariff, and second, a spot nmarket based on LMP and
financial transm ssion rights, to price transm ssion service
consistent with the physics of electricity.

Unfortunately, the breakthrough market design

that was born in California, was not adopted for use in
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California, although it was quickly adopted in the Eastern
mar kets. Now California has an opportunity to fix its

br oken market and to once again make a positive contribution
t owar ds advanci ng the Comm ssion's policy goals.

VWhile reformof the I1SOtariff is headed in the
right direction, the process is taking too long. MD02 is
now nore properly called MDO5, sone people say MDO7.

The reasons for this m ght be in doubt, but the
sl ow pace is undeniable. |[|'ve got nine things that |
suggest that you consider doing to finish the job:

First, | think you should establish reasonable
CAI SO i npl enmentati on m | estones and use of denand
i npl ementation filings in accordance with that schedul e.

Second, you should say yes only to those el enents
of MDO5 that you believe will support successful market
desi gn.

Three, | would urge you to negotiate an
i ndependent governance arrangenent for the CAI SO, rather
than waiting for the D.C. Circuit to act on the case that's
pendi ng before them

Four, | believe it is inportant for you to
negoti ate and establish formally, a division of |abor
bet ween the FERC and the California Regional State
Committee, but you should leave it to the California

authorities to determ ne the conposition of that Commttee
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and how it should performits work.

I would urge you to instruct the California I SO
t hat focusing on market redesign to correct distorted
econom c incentives is likely to be nore productive in
reachi ng conpetitive outcomes than suppressing spot prices
and |l ayering on penalties to control behavior.

I woul d especially urge you to preserve sharp
| ocati onal spot prices. Sharp prices are valuabl e things.
We're spending a lot of tine and effort to get them
They' re needed to support efficient system operations, and
t hey signal the need for new investnent.

Price dulling, short-run market power mitigation
measures are both harnful and unnecessary if effective
resource adequacy neasures are inplenmented instead. And
t hose measures primarily should focus on financi al
di vest ment through contracts.

I think, as Curt has just nentioned, if the buyer
controls the resource through contract, that narket power no
| onger exists in the hands of the supplier.

Seven, | would urge you to protect native
California | oad through auctions or allocation of financial
transm ssion rights, not with preferential physical access
to the grid.

Eight, | think you should allocate the costs of

rat e- based transni ssion upgrades to the California consuners
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that are expected to benefit fromthese upgrades. Mandatory
soci alization, which is where we are headed in California,
of the cost of the grid, underm nes conpetition.

And | astly, nunber nine, | think you should
insist that every Western RTO use successful market design
bl ueprints in order to ensure internal workability and
external conpatibility. California unfortunately has taught
you not to defer to the experinments that conport neither
with theory nor practice. Thank you.

MR. CANNON: M ke?

MR. FLORIO  Thank you, Shelton, thank you,

Conmm ssioners. It's a pleasure to be here. It appears that
must - of fer wai ver was denied, so |'ve been dispatched into
t he spot market for consumer advocates.

(Laughter.)

MR. FLORIO | think I have to second a | ot of
what Steve G eenl eaf said about already-existing entities in
the West. We have a whol e al phabet soup of regional
entities. W have the WECC, of course, the Western
El ectricity Coordinating Council; we have the Seans Steering
Group of the Western Interconnection, SSGW; we have the
Western Governors Associ ation; we have the Conmttee on
Regi onal El ectric Power Cooperation, CREPC, and there tend
to be so many commttee neetings that people go fromone to

anot her, and, unfortunately, often not very nuch gets done.
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So | do agree with Steve that what we need are
foruns for getting issues resolved once and for all and not
nore commttees neeting in nore airport hotels around the
West .

There are clearly sone issues that reach beyond
the borders of California. W're all aware of them --
transm ssi on pl anning.

There are sonme significant efforts underway in
t he Sout hwest, the so-called step process is well along in
i dentifying needed transm ssion enhancenents in the area.
There's a parallel process to the Northwest, which is not as
far along, but there is serious work being done on this.

Could it be better? Absolutely. And we do have
an interconnected system covering a huge geographic area.
Unfortunately, you build a transm ssion line from Area Ato
Area B and you're likely to see benefits at one end of the
line and detrinments at the other end, and those create sone
very difficult issues that | suspect are not unique to the
West, but they're -- it's very hard to get to consensus
sol uti ons on sone of these.

| think that as California noves forward with
resource adequacy, we're going to increasingly want to see
our sister states doing the sane thing. |If one state or one
part of the region is resource-adequate and another is not,

there are going to be problens everywhere. That's certainly



© 00 N oo o b~ W N P

N DN DN DD NN P PP PR, Rk
aa A W N P O © 00 N oo o0 M W N -, O

258

what we saw in 2000 and 2001 with the hydro-dependent
western system you know, one year out of ten or one year
out of 15, you're going to have to find some machines to run
that weren't needed in the previous nine, ten, 12 years.

And that's a very difficult problem of how to maintain that
capacity that's only going to be needed in a draught year,
but is a problemthat affects all of the West, and we need
to approach it together.

Li kewi se, in the area of renewables, California
is certainly not the only state in the West that's pressing
forward on renewabl e devel opment. The California Energy
Comm ssion, that didn't have a speaker here today, is
putting together a database that will be not just
California, but West-w de, that could beconme a platformfor
tradi ng of renewabl e energy credits throughout the Western
I nterconnection. |If we can pull that off, I think it wll
be a very positive step in the devel opnent of renewabl es
t hroughout the Western | nterconnection.

We definitely understand the need for regional
mar ket power nonitoring. SSGWN has a conmttee that is
wor ki ng on devel opi ng sonme kind of proposal. | understand
it's been fairly slow going there, but is certainly,
think, a recognition, but the institutional structure for

all of these various initiatives is conplex and difficult.
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But at least | think, having suffered through
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what the West suffered through, there is a renewed sense of
urgency in making these things work, but it is difficult to
get to resolution when you have many different interests and
many different parties weighing in with their own specific
needs and poi nts of view.

So, | think whatever the Comm ssion can do to
hel p the various states in the West get to resolution on
sone of these | ongstanding problenms would be hel pful.

MR. CANNON: Thank you, M ke.

MR. MANSOUR: Thank you, and Chairman Wbod,

Chai rman Ki ssi nger, Commi ssi oner Massey, Comm ssioner

Brownel | , Comm ssi oner Kennedy, thank your for the
invitation. | realize that I'"'mthe only non-Californian on
the panel, and with that, | cannot disagree on everything,

so I'mgoing to agree on sonme and not on others.

I"mglad to be here. Wile gathering ny thoughts
around the core questions put to this panel, | found nyself
torn between ideology and reality. 1've tried nmy best to
get them cl ose.

Before | get to answering the question, since
this is a truly one-market, | suggest RSC to be RSPC, where
P stands for provinces.

(Laughter.)

MR. MANSOUR: The first two questions for this

panel have to do with the scope of an RSC, and
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appropri ateness of an single-state RSC |ike California. So,
let me take California as the exanple, and maybe it's very
obvious, but it's good to refer to it this great state as
not self-sufficient, heavily reliant upon resources in other
western states and provinces, does not possess the |east-
cost resources on its turf to neet its future needs, and nay
I remi nd everyone that California suffered the nost in the
1996 western bl ackout that was triggered by events in the
Nort hwest, not even close to the California border.

May | rem nd you again what the very recent
bl ackout in the Northeast, from New York and Toronto, were
bl acked out with events that started in Ohio, and who in New
York woul d have cared about 340 KV |line in Ohio before the
14t h of August, or who in California would have cared about
anything in the state of Idaho to do with transm ssion
before 19967

Al so, during the California crisis, |I'msure
everyone renmenbers how pai nful the blackouts were. Let ne
share with you, some background that may not be public, but
not secret.

(Laughter.)

MR. MANSOUR: Most days, the California market
started the day deliveries short. M friend and his
col | eagues of the California | SO reach out to many of us,

al nost on a daily basis, whether in the day-ahead or early
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in the sane day, to ease off the regional bottlenecks, the
-- plans, and do whatever we can to mninze the inpacts --
all informally.

I can assure that w thout personal and informal
and col | aborative efforts, the rotating bl ackout's inpact on
California would have been significantly worse. And with
all due respect to a lot of voluntary organizations in the
West, none of themis accountable for whatever | say. Wo

is accountable for sonething like during the crisis in 2001?

10

VWo is there now in the West who makes sure that
pl ans for mai ntenance are coordi nated, bottl enecks are
resol ved as nuch as they can be, and things are done in the
proper way? No one.

On the planning side, yes, there is WECC;, yes,
there is Western Governors Associ ation. They produce great

st udi es. VWho is accountable to make those better? No one.

18
When we have many organi zations |ike these, we
shoul d not be scared of creating one nore. W should
actually elimnate many of them and get one good one.
(Laughter.)
MR. MANSOUR: So, it is in California's best
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interests to ensure that the highway |inking the East Coast

resources to the state are open, reliable, and efficient. A
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single state commttee for all the regions would not serve
very well. The scope of the RST should cover the natural
mar ket as nmuch as possi bl e.

Now, that is ideal. Now, what is real? There's
only one active and structured market in the West. That is
California.

The comm tment of the rest of the region varies
fromstrong to very weak, if not opposing. FERC s platform
for market design of |ast year or the so-called standard
mar ket design, was a great docurment and we can all debate,
but what can be inproved? But it's still a great docunent.

It has enough flexibility for the believer to
nove forward, but, unfortunately, it was never debated based
on substance. Now we have the white paper. |It's a |ot
nore flexible, but without tinelines, so the opposition has
nore grounds to drag further and the believers are
frustrated. So what can we do?

Reach out to those states, comm ssions,
utilities, groups, whatever they are who are willing to nove
forward, and, believe ne, there are a | ot of them

We have been trying for years now to reach
perfect consensus. Let us try workable consensus. This is
possi bl e.

We will not have the perfect structure, but we

may have a workable one. We'll make it work and success is
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contagious to get the others in. But is very inportant to
put reciprocity rules in place, that those who do not put
the effort and do not participate, do not enjoy the
benefits.

Formal structure is necessary to address many of
those issues in the West. SSGW is a great venue for a
possi bl e regi onal structure, but let us face it, SSGW's
power is derived from supposedly the power of three RTOs,
two of which do not exist.

(Laughter.)

MR. MANSOUR: And they have no tineline to exist
yet. Ladies and gentlenen, we will not convert those who

are not already onboard, but I'mafraid to -- sonme who are.

Reach out. That's the nmessage for both California and FERC.

Thank you.

MR. PEEVEY: Do | understand that you are not
totally in accord with your neighbors in the state of
Washi ngt on?

(Laughter.)

MR. PEEVEY: You don't have to answer.

MR. MANSOUR: | wouldn't be able to go back.

(Laughter.)

MR. CANNON: Thank you. Barbara?
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MS. HALE: Thank you, Shelton, and thank you

Conmm ssi oners, and welcone to California, those of you who
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are visiting us.

|'"m Barbara Hale, Director of Strategic Planning
-- PUC. | appreciate the opportunity to address you on this
i ssue of regional state commttees. G ven the hour and the
interest in noving things along, |I'mgoing to nmake three
mai n poi nts and then hand the m crophone over to M.

Acker man.

First of all, I think it's inmportant that the
state of California be regarded in this decisionnmaking
process as not just another stakeholder. | think the fact
that the PUC and the FERC are sitting together at the dias
is a clear denonstration of agreenment on that point.

We have |l egal duties and obligations as well as a
strong interest in the best interests of all Californians,
and these are concerns that we have should be recogni zed by
FERC in a regional state commttee structure.

We | ook forward to FERC honoring the comm tnents
to work cooperatively with the states in inplenmenting nmarket
design, and | would say that this includes the issues which
FERC s white paper |ooked to us, the regional state
comm ttees, to decide, but which includes addressing
resource adequacy issues, allocating congestion revenue
ri ghts, engaging in transm ssion planning, and determ ni ng
policies on participant funding.

These are key issues of interest to us. There
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has been a | ot of dial ogue about them very constructive, |
t hi nk, di al ogue today about these issues, and | think a
regional state commttee is good structure to help vet

t hose through and make deci sions.

The white paper pointed those issues out towards
and invited a regional state committee to make decisions on
them and I woul d encourage you to follow through on that
pat h.

The issue that we've heard a little bit about
here today about the various groups, the Seans Wor ki ng
Group, the CREPC group, the Southwest Transm ssion Pl anning
Expansion Group -- he's offering ne his |ist.

(Laughter.)

MS. HALE: Thank you. These groups discuss and
vet issues and they devel op an understandi ng anong the
partici pants of each other's views, which | think is
constructive. But they are decidedly not decisionmaking
bodi es.

| think that's probably okay, but | do think
t here needs to be a decisionmaki ng body, and the FERC white
paper had | ooked to regional state commttees to be that
body and | think, as | said before, |I think you need to stay
on that path.

Yokud very eloquently raised the issue of

accountability for decisionmaki ng, and who do you go to?
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Who do we go to when there is a problenf Who's held
account abl e?

I think the government |inks responsibility for
deci si onmaki ng and accountability in a transparent nmanner,
and | think that should be one of the goals in establishing
regional state commttees. Thank you.

MR. ACKERMAN: Thank you, Shelton. Good
af t ernoon Conmi ssioners at the end of a | ong day.

(Laughter.)

MR. ACKERMAN: By going last, of course, is that
everybody el se makes all your inportant points, and so al
you have to do is make citations to other folks that spoke
during the day. What | like to do is give nunbers for each
speaker, and then when I'"mall done, | get a nice list and
poi nt them of f one- by-one.

But earlier this year, | sat with ny nmenbers in
the Northwest as | do every other nonth, and I was shocked
to find out that the Northwest Power Pl anning Council, which
everybody knows, by federal statute, must come out with
suppl y/ demand bal ance, publicly stated that it is not
account abl e for resource adequacy in the Northwest.

Furt hernmore, since 1992, the Bonneville Power
Adm ni stration has decided that it's not going to build new
resources to nmeet the growing |load or the grow ng needs of

its public utility district custoners. And then we got to
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t he Sout hwest where it's much nore generation, at |east new
generation being sited relative to the load that's in that
part of the region, and the question of resource adequacy
isn't even seriously asked, in my opinion.

And then we get to nmy favorite state, ny hone
state, California, where the 1SO and state agencies are

attenpting to devel op a resource adequacy program and |

know we' ve heard a | ot of comment s about how we're getting
very close to a decision in tw weeks. But, you know, |'ve
been in this state for over 20 years. |'ve watched the PUC

for at |east that anount of tinme, and | even renmenber Paul

Pl ane expl ained to me once that when the PUC makes
decisions, what it really is doing is like a big ship in the
water. It kinds of turns in the general direction of where
it wants to go, eventually getting there, but makes no
waves. It just goes zip on the spot and finds its bearings.

And | don't think this next decision that's about
to be issued is going to be the end-all and the be-all wth
respect to resource adequacy -- far fromit. There will be
a | ot of unanswered questions.

My group, which includes both generators and
energy service providers, have been banging their heads
together, trying to figure out what does resource adequacy
mean? We haven't figured it out. W' ve been trying.

And just | ooking at the record and the testinony
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that's been given in that particular proceeding, | think
it's nore fair to characterize it as a proceedi ng on
procurenment which | eads to resource adequacy, but isn't
necessarily going to define and be the last word in resource
adequacy.

So, what was said earlier, | fully agree across
t he whole region, that there really, quite frankly, is no
one accountabl e for resource adequacy across the western
st at es.

Now, you fol ks know that this is a serious
problem There is no one in this room who doesn't
understand it, but it bears repeating and was nentioned, |
t hought, aptly by Susan Kennedy earlier in the day with her
comrent that time is no friend for us.

Cali fornians know or nust know that the future of
their electric systemis in a delicate bal ance right now,
and that's with a normal hydro year, and m ght be threatened
in a few short years. In my opinion, this is no problem
that one state in the region can solve independently. Now,
here's why:

The region is faced with shortages when rain or

snowpack in the Northwest, for exanple, do not nmaterialize.

When the hydro generation is |low, we know that the sw ng

capacity that makes up the difference nust be -- it's not
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can be -- nust be gas-fired generation in California and the



© 00 N oo o b~ W N P

N DN DN DD NN P PP PR, Rk
aa A W N P O © 00 N oo o0 M W N -, O

273

Sout hwest .

And when that happens, of course, demand is
increased and all the users of natural gas, of course,
peopl e who heat their homes and cook their foods, as well as
generation stations that have to produce the electricity to
make up for that hydro shortage, are going to be | ooking at
hi gher costs for natural gas. It has an inpact.

And that's how it works in this region, and it
doesn't work that way every year. W don't know, nor can we
predict, when we're not going to have an average or above-
average hydro year, but we know for sure that every so
often, it's going to occur. It occurred in spades in 2000
and 2001. It was graphically denonstrated then and the
| esson was pounded upon us.

So | think if you want to give an acid test to
any resource adequacy program just ask yourself, would it
wi t hstand a hydro shortage of a duration of weeks and
nont hs? See, in the West, unlike the East, M dwest,

Sout hwest, or Texas, we don't have shortages that |ast an
hour or a week or a nonth; it's due to the fact that there's
i nsufficient hydro resources, and that |asts nmany nonths,
even up to a year or a year and a half.

A regional state commttee, | believe, has the
possibility of taking ownership of this dilema and woul dn't

suppl ant nor replace what the states nmust do individually.



© 00 N oo o b~ W N P

N DN DN DD NN P PP PR, Rk
aa A W N P O © 00 N oo o0 M W N -, O

274

It would have to work in concert, obviously, with what the
Public Utilities Comm ssion is doing.

But | want you to keep in mnd that at the height
of the energy crisis, the capacity reserve margin for the
western states was 14.5 percent. That's at the height of
the Wnter of 2001.

Tell me, what do we achi eve when we nmandate that
all load-serving entities should have 15 percent or

t hereabouts reserve margins? What do we really acconplish?

Do we really set up the rules to avoid bad outcones that
occur when we have a shortage in the West?

I would think that a regional state conmttee
that works with all states could set standards on how to
count resources, because we don't even have that yet.

That's a tough problem how to count resources. You touched
on it in your |ast panel.

You asked the question or some of you asked the
questi on, how woul d renewabl e resources be counted? How
woul d hydro resources be counted, and how would intermttent
resources be counted?

Well, we don't know, we don't have a standard.

We don't have it in California. |It's a tough enough
gquestion just for that, but we need standards for the entire

region so that we know whether or not we have sufficient
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resources to neet the Western demand. We don't even know
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that, so we can't even answer that sinple question.

If a regional state commttee were responsible
for supply adequacy, then it could advise states such as
California. And here's where | agree with M ke Florio.

(Laughter.)

MR. FLORIO  You're making so nuch sense.

(Laughter, discussion off the record, and
banter.)

MR. ACKERMAN: | |ove that guy, really. All
ri ght, here we go.

You have those units that are sitting around, at
| east with | ow capacity factors. You've heard all the
operating problenms with | ow-capacity units, but that is our
best insurance policy in the state of California.

WIIl we cone up with that answer if we just try
and resol ve resource adequacy on our own? |'m not sure. |
won't say no and I won't say yes. | have to see what the
PUC is planning on doing, but it seens to nme that anybody
| ooking at this froma regional point of view, would say,
you know, those old units that are idle nost of the tine,
but operate 15, 20, 25 percent of the tinme? They have val ue
in terns of capacity.

And it doesn't nmke any sense for new and
efficient power plants to sit idle nost of the year, year

after year, waiting for the right conditions to operate.
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You know no private investor is going to take that up, and
it makes no sense for a utility to build under those
conditions, as well, because why? That neans their

rat epayers have to pick up for a resource that's idle.

Al we woul d be doing is over-building the
generation infrastructure in the state of California,
driving down the value of energy markets in order to satisfy
capacity. It nmakes no sense.

So there needs to be a mechanismthat incents
owners of the aging power plants to keep their assets ready
during periods of hydro surplus, and the traditional reserve
mar gi nal requi rement won't get us there.

Now, in closing, a regional state comm ttee under
FERC j urisdiction, | believe, would help avoid over-

i nvestnent in power generation. | believe it would al so
bal ance the needs of transm ssion upgrades and additions,
and provide a single voice to FERC on market nonitoring.

Now, we're not against having market nonitoring
alternate in sonme part of the region, but we'd like to have
one voice on market nonitoring reporting to the Conm ssion,

t he Federal Commi ssion, in ternms of what's appropriate,
i nappropriate, and how people who abuse the systemw || be
taken to task

So, we | ook forward to naking that a reality, and

I would like to answer any questions you m ght have.
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COWM SSI ONER KENNEDY: Thank you. | do have
gquestions. | got a little lost in terns of whether you said

that a regional commttee is a good thing. W need that,

ri ght?

MR. ACKERMAN:  |'m sorry?

COWM SSI ONER KENNEDY: You're saying that we
don't need one right now, and I'm not sure what | heard from
you guys. We need one? We don't need one? | think | heard

you say yes.
MR. MANSOUR: Well that is nore --
COW SSI ONER KENNEDY: Yes, okay. W didn't

really get into sone of the core questions of jurisdiction

I nmean, | was struck by M. Geenleaf's initial coments
about the proper jurisdictions.

California is exploring the notion of having a
California-only RSC and having the state PUC be that
regional state conmttee. We don't have jurisdiction over
the nmunies. Do you see a problemw th that?

" m not quite sure how we would construct this,
and |I'mnot sure what the -- sol'd like to have a little
bit nmore discussion about the jurisdictional issues and what
you think of the notion of the PUC Conm ssioners. As I
understand it, the other nodels involve the state

conmi ssioners in other states, but it's a nmulti-state
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Well, do they have the sanme jurisdictional
problens we do with rnmunicipal entities in your states, or do
they not? |Is that unique to California? 1'm wondering how
t hey bridge that gap? Take your best shot.

MR. GARBER: Let ne take a shot at it. W would
actually prefer a one RTO for the West, one market nonitor
for the West, one RCS for the West, but we just -- ny
conpany doesn't believe that that is feasible for the next
few years, and so we would like to see California go forward
and hopefully the other two RTGs will form but they may
not . | don't know if FERC has the authority to force them
to formor not.

13
14
15
16
17
18
19
20
21
22
23
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25
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If California is going to go for it and have a
mar ket just of California resources, then we think the RSC
shoul d be congruent with that footprint, and howit's
conposed, | think that our viewis that this is sonething
for California authorities, not just the PUC to decide, but
all of the California authorities to decide.

It my well be that the PUCis the entity, but it
seens to ne that that is sonmething that everyone in
California that has some authority to have an opini on about
that, ought to weigh in, but it's primarily something that

FERC should not try to decide, and simlarly, with the

duti es.

We believe that if the RSC came forward with
their white paper on the duties, | think that needs to be
sharpened up sone. | think there needs to probably be sone

ki nd of give-and-take between the RSC and the FERC as to
what this commttee should do.

But fromthe standpoint of -- my conpany is
regul ated by both the PUC and the FERC and we suffer if
those two el ephants are not in sync as to what they are
doi ng and how they do it. W want to be able to serve our
masters and not be in a conflict.

So we woul d prefer that you negotiate a division
of |l abor, get it set that FERC does certain things,

California authorities do the other things that conpl enment,
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and that there's agreenent about that.

MR. GREENLEAF: | would just comment that, taking
t hem separately, with respect to California, clearly we have
been and remain commtted to working with the PUC and ot her
state agencies on matters that affect the whol esal e
el ectricity market.

The issue for us is with respect to the RSC, and
goi ng back to the white paper, some of the duties that you
envi sion -- that FERC envisions for the RSC, include
all ocati on where you heard earlier today, just fundanentally
what a critical issue that is.

And with respect to the CPUC oversight over the
all ocation of CRRs for the investor-owned utilities in
California is appropriate, understandable, and a steward to
the load in California. But, you know, | think we al
clearly acknow edge that municipals represent a |arge anpunt
of load. You have direct access | oad.

Those issues need to be resolved, and it could
entail -- it could be acconplished, perhaps, through the
creation of sone kind of conmttee structure under the RSC,
as guided by the PUC, but in our estimation, that just
creates a very conplicated governance structure that
potentially could stop us from gai ni ng neani ngful resolution
of the issues in California.

On a broader regional basis, let me just say that
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I think we support -- we would |ove to have an RSC -- an
enpowered -- that's an inportant qualification -- who's
account abl e, an enpowered RSC for the entire West. | just
don't see it at this point. | don't see any of the states,

certainly, right now giving up or ceding jurisdiction or
even deference to a | arger regional body.

So | support the ideal and the vision, but right
now, I'mjust driven and | think we are driven by the
practical reality that is we don't just see sone
institutions com ng together any tinme soon.

MR. ACKERMAN: You know, | think that Steve
points to sonething that is different than what | was
tal king about. | think a regional state commttee should
only have a limted scope and purpose. And beyond that, it
doesn't make a | ot of sense.

For exanple, | don't think a regional state
comm ttee has any business whatsoever telling the state how
CRR al l ocation versus auction should take place. That's one
exampl e where | think it's purely within the state, and you
can't make a good reasonable case as to why that's an item
whi ch crosses the state boundary.

Wher eas, for resource adequacy, in ternms of
counting resources and what the penalties would be and
advi sing states accordingly, there I think you can nake that

argunment. So | am not envisioning a regional state
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conm ssion as one that hel ps solve issues. God knows, we
have enough organi zati ons that have been alluded to here in
ot her people's tal ks about organi zations that, you know, get
t oget her every nonth and neet in the airport hotel roons and
what ever they do.

And they try and resolve issues. | don't care
about issues. W're over that. W need sone results here,
and |'ve got to tell you, the two things that | don't think
we're going to see between now and the next major shortage
in the West: We're not going to see tradabl e capacity
mar kets and we're not going to see a regional state
commttee. I'msorry to say that. [It's a sad comment, but
I think it's just the way thing are going to be.

And maybe when it happens again, we'll just
either a) we'll have been doing a | ot of due diligence and
get there, or, b) maybe we'll just pick up the ball and get
serious.

MS. HALE: If | could, Commi ssioner Kennedy, you
asked about ot her experiences, and it's nmy understandi ng
that there are no other single state regional state
commttees. California, being, in and of itself, the 1SO I
think it nmakes sense for now to have a regional state
commttee that has the same footprint. |'mnot sure who
used that term nol ogy, but | |ike that.

The idea of having the various discussion groups,
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t hese other regional groups, give input that the regional
state conmttee, if it's the PUC or sone version of a
regional state conmttee that's California-only, that takes
advant age of that discussion and benefits fromthat

di scussion, | think is useful.

If we have no regional state conmmttee, as was
descri bed, contrary to the FERC white paper, if we have no
regional state comnmttee, then | think these issues are just
-- | think these issues, Steve, are decided largely by an
I SO filing to FERC wi thout the overlay and input of the
Public Utilities Comm ssion or the regional state commttee
of whatever formit is.

The FERC white paper invited that. | think
that's an inportant step for that broader state perspective
to be brought into that thinking, and |I think the regional
state conmmttee, for now, if it matches the footprint of the

California 1 SO, mkes a | ot of sense.

MR. MANSOUR: First of all, | understand that
under the RSC structures, the states will give up their
jurisdiction to the RSC. | think that's the case and |

think they mean that that's the case.

Every state has its own -- to retain its own
jurisdiction and its own authority. These are
representative of the states in a commttee to make

deci sions that represents all views of the states.
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And again, we're not tal king again about one RTO.

This is, again, a very contentious piece, and we're talking
about sonething as one, two, three -- one market, two
jurisdictions, and three RTOs.

MR. FLORIO: On the issue of a California-
specific RSC, I think we do need to address sonehow, the
needs and the interests of the municipals, because if this
WAPPA control area goes forward, we're |ooking at, you know,
a splintering in California beyond -- you know, we talk
about the hole in the donut of the 1SO now. There's no
donut left if that goes forward.

So we really, | think, are badly in need of a
forumin which both representatives of the CPUC and of the
muni ci pals can try to work through some of these problens
t oget her, because ny worry, if we have a RSC that is just
t he Comm ssion overseeing the investor-owned utilities, is
that there will be a sense anong the nunicipals of, well,
this isn't for us; we need to go sonewhere el se, and we
could end up with even nore problens than we've got now.

COWM SSI ONER KENNEDY: | don't see that as
possi ble. They can't function. This is not just about the
control areas.

Use transm ssion planning as an exanple. That's

one of the duties of the regional state commttee, but the
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regionals --

if the Commi ssion is doing it,
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the state PUC as
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the regional state conmttee does transm ssion planning and
the | SO does the needs determ nation and then it cones back
to the PUC for the CPCN permt, that would be fun, actually.

(Laughter.)

COWM SSI ONER KENNEDY: We can delay it for 20
years.

(Laughter.)

COWM SSI ONER KENNEDY: Does anybody want to have
a shot on how that would work? M. Gallagher, nmaybe?

(Laughter.)

MR. GALLAGHER: Thanks. Thank you for that
questi on, Conm ssioner.

| think there are a ot of inplenentation issue
as to how an RCS would actually operate, and you raised sonme
of the nost inportant ones. | don't think |I can give you a
cl earer answer than that right now.

I think we all recognize that, going forward, if
there is going to be an RSC in California, we have to figure
out who it is going to be conposed of, howit's going to
carry out its duties, if it's the Comm ssion, how those
duties will be, how those duties will correspond to the
Conmi ssion's traditional or normal statutory duties. Those
are the questions that have to be answered.

CHAI RMAN WOOD: Here's a thought: In the M dwest

and in New Engl and, they both have pretty strong -- and
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ERCOT as well -- the I1SO and the professionals on that staff
assess the needs of the system just on a pure needs basis
every year and propose a formal plan that's ratified by
their board.

At that point, they can either allocate to
specific utilities, their responsibility to build, or put it
out for just an all-source solicitation that we' ve got the
need to increase transfer capacity between A and B. W
don't know whose farm that goes through; we don't even know
if it's a transm ssion solution, but we've got needs here
where the grid is weak.

And so they could do that in a nunber of
different scenarios. Any of those scenarios will require
approval froma state conm ssion or sonme sort of state
approval. Then what they've set up in the 14-state M SO
group is, they get the plan, and if it's a transm ssion
solution that's needed, which are what they've gotten,
probably about $1.6 billion, | think, worth of recomended
transm ssion construction, then if it's over three states,
those three states will peel off and do a common proceedi ng
together to try to get that approved in an expeditious
manner, or at |east review for approval in an expeditious
manner .

If it's one state, then that one state handles it

i ke they always did, but you ve got a body | ooking after
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the health of the whole grid, saying we need sonething here.

Okay, state comm ssioners, you guys have to do the approval

and then we've got a utility or maybe a nerchant provider -

COWM SSI ONER KENNEDY: | think it's very
different being a nulti-state entity than it is a single
state. We divided three/two over the energy action plan
because we were accused of prejudging the transm ssion, so
we're going to have to cone to -- we wouldn't be in a
position to nmake a judgnent about any kind of need, unless
we were looking at it on a nulti-state basis.

Now, | hear M. Ackerman on both counts, that
it's needed and it probably ain't going to happen.

CHAI RVAN WOOD:  What about transm ssion between
here and Arizona? | nean, how does the Sout hwest work?

Robert, are you working with that, or Shawn or anybody el se?

St eve?

MS. HALE: Well, the PUC staff are engaged in the
STEP process, and as | understand it, that out of the STEP
process will come an |1SO staff recomendation to the |ISO
Board along the lines that you just described, Chairman
Wbod, where they will say, all right, here's the

al ternatives and say, okay, you know, you've got one of the
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alternatives. |'m speaking hypothetically now.

SDG&E, you have an alternative, and if it's an
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alternative that's going to be pursued, it conmes to the PUC

But if it's an alternative that would be pursued by I nperi al
Irrigation District or other non-PUC entity, it's not going
to come to the PUC.

As | understand it, any of the alternatives that
woul d potentially conme to the PUC, we nay need, the PUC may
need to make overtures to our neighbors across the border to
have a di al ogue and understandi ng of what the inpacts are.

Whet her the existing regional dialogues already
provide that information to us, |I'mnot sure on, but those
are clearly not decisionnmaking bodies, but could be useful
input to us as we go forward. |If we want to nake that a
nore formalized relationship where the PUC needs the input
of the utility comm ssions in our neighboring states, we
could certainly do that in the sort of joint approach that
you just descri bed happens, Chairman Wod, in other states.

CHAI RMAN WOOD: |Is WECC actual ly taking on that
responsi bility of doing West-w de planning? | know they have
been tal king about it since | have been here, but is that
actually going on?

MR. ACKERMAN: They do it in transm ssion
assessnent.

MR. GREENLEAF: Well, let nme just say -- well,

I"mcertainly no expert. WECC does coordi nated transni ssion
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pl anni ng for

t he West,
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with a focus on reliability nmetering
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projects. | don't want to -- | think the recent SSGW
effort was significant. There was an effort on transm ssion
pl anning for the entire West with a focus on econonic

pr oj ect s.

CHAI RMAN WOOD: Was this the filing that we got
yest erday, Shelton?

MR. CANNON: Yes.

MR. GREENLEAF: But it really gets down to the
i ssues Barbara raised. Wiile it identifies the need and
there is sonme regional consensus on the need for certain
econom ¢ transm ssion projects throughout the West, but the
problemis, how do you get them built?

And how do you address the needs? And, to date,
there is no organi zation, nor is there a structure for the
states com ng together and approving those collectively.

MR. ACKERMAN: And all ocating costs.

MR. GREENLEAF: And all ocating costs.

COWM SSI ONER MASSEY: May | ask a question at
this point? What is the role of the FERC in enpowering a
br oader regional organization? Should we be thinking about
that, or should we sinply be focusing on the state of
California at this point because it's the only one that's
real ?

My own view is that none of these problens are

going to be solved in a way that really sticks, in a way
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t hat endures |ong-term wi thout broader regional solutions.

MR. ACKERMAN: | believe that the FERC is the
only body that can really authorize and enpower the type of
regional state commttee which has |imted authority do
certain things, which coordinates on very specific itenms and
reports to the Conm ssion. | think that would be the only
way possi bl e.

Now, that neans you have to do battle with all
your good friends fromthe Northwest del egation --

(Laughter.)

MR. ACKERMAN: But | guess ny question is, if you
don't start now, when are you going to start?

MR. PEEVEY: How can -- it seens to me we worry
about that. We have to, you know, take care of our knitting
ri ght here at home. | don't understand how -- | nean, the
situation seens to just be getting worse and worse. And
it's really sub-optimal

How do you pl an adequately? W heard this
nor ni ng about how the grid is not nmaxim zed in many
respects. How do we truly plan for something that's 60-
percent | OU and 40-percent nunicipal ?

l"msorry to say this, but w thout the rnunicipals
being in the SO, | nmean, howin the hell do you do it?

MR. ACKERMAN: Don't we have to supersede the
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boundaries of the SO to answer your question? | nean,
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didn't you answer your own question?

CHAI RVAN WOOD:  But under what statute?

MR. PEEVEY: |'m not asking the question,
actually. This is nore rhetorical, frankly.

(Laughter.)

MR. ACKERMAN: That was a rhetorical answer.

(Laughter.)

MR. PEEVEY: You're very good at that. \ether
it's RPS or whether it's transm ssion planning or
renewabl es, or what have you, we expect the IOUs to do it
all, essentially, in California. And it seens
di sproportionate, disjointed, and yet we've got the
muni ci pals, sonme of them very actively hoping that we
create another control group.

We've got SMUD with its own control group now,
and now we' ve got WAPA wanting to do this, with the support
of several of the Northern California nmunicipals, which is
just a further bal kanization, and it seens to nme that it's
goi ng the exact opposite fromwhat rationality would suggest
we do.

CHAI RMAN WOOD: | will say that | think the
control area debate was dramatically changed in the country
on August the 14th.

MR. PEEVEY: Well, it hasn't seeped into
California.
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(Laughter.)

CHAI RVAN WOOD:  You handl e that.

MR. ACKERMAN: But to handl e your rhetorical
question, | nean, people in the Northwest say the very sane
thing. They just replace the words, investor-owned with
BPA.

And they ask the very same question that you just
asked, so it seens to ne that the answer lends itself to
what | was telling Conm ssioner Massey, which is that
wi t hout the Federal Energy Regul atory Comm ssion doing that,
| don't see it.

MR. PEEVEY: But they can't do anything about the
muni es in California.

MR. MANSOUR: Conm ssi oner Massey, first of all,

| really find -- frustration. Many neetings we go to, you
know, |ike this one, not this nmeeting, because this neeting
is great.

(Laughter.)

COW SSI ONER BROWNELL: Nice save, Yokout.

(Laughter.)

CHAI RMAN WOOD:  You get the M&M

MR. MANSOUR: But we sit down and admt and
recogni ze we have problenms. W have issues; we have mgj or
i ssues that we all recognize. And we also realize that

there is no one at the tinme being, no group at the tine
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bei ng, that is accountable for doing it.

And then at the end we say, but it's also
i npossible to find a group and let's go hone. It can't be,
it just can't be. This is the best country on earth, and it
can't be that we have the probl em

(Laughter.)

MR. PEEVEY: Are we tal king about Canada or the
Uni ted States?

(Laughter.)

MR. MANSOUR: You put ne on the spot. But we
just can't accept that. W cannot accept that, and nore
t han we, you should not accept that.

Now, when people say -- again, back to what | was
saying in ny remarks. When people say it's inpossible, yes,

it is inpossible to bring everyone, but it is not inpossible

to bring enough. It will take effort, it will take
| eadership, but bring those who are willing to nove, nunber
one.

Nunmber two, there will have to be a clear

di stinction between those join and enjoy the benefit and
those who don't. If that is not there, there will be no
incentive for others to come along. We'll get there slower,
but surely.

COWM SSI ONER KENNEDY: |Is he a notivational

speaker in his free time?
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(Laughter.)

CHAI RMAN WOOD: He nust have been. | think it
was two years ago |ast week that we net t his gentleman in
Seattle for the first tinme. And, gosh, it seens |like RTO
West was farther along then than it is now.

(Laughter.)

MR. MANSOUR: Actually, if you want to see where
we are exactly, you just nmonitor the NASDAQ | ndex. We are
about 20 percent ahead of where we were six nonths ago and

about 25 percent behind where we were two and a half years

ago.
(Laughter.)
CHAI RMAN WOOD: Let nme ask a nore granul ar
question. | heard it cone up with the contrasts between

what Don said and the issue that Barbara flagged up, and
that's participant funding or how to pay for new
transm ssi on expansi ons.

Siting is a hard problem W don't even get
there if the utility has no clue about how it's going to get
its nmoney back. This issue has been probably the barn-
burner issue for us, surprisingly, in New York where we had
one of these two weeks ago.

And it was not a surprisingly big issue for us
when we did one of these in Atlanta.

(Laughter.)
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CHAI RMAN WOOD: And the outcone and the strong
advocacy was identical in both markets, which I think, for
me, at |east, was a surprise. It's one of the issues we're
asking the states to do, and we had a single state forumin
New York and Florida. Florida is actually kind of pre-
RTO/'1 SO worl d, but they're wanting to do all these things as
wel |, and we cane out pretty strong saying, yes, certainly
the big four resource advocacy -- how do you want to do it
or which way do you want to do it, if at all? Howto
al |l ocate congestion revenue rights or FTRs, but that issue
ki nd of shows up when you're a lot nore mature market |ike
this one; transm ssion planning, the role of the interplay
bet ween the state authorities and the 1SO, is certainly a
bi g one, and then how do you pay for transm ssion? W just
call that PF for participant funding issues. How do you
actually do that?

That | sonmething that I know there's a full plate
for you guys with, but, Steve, could you just give us a
qui ck rundown about how that's actually paid for under the
current practice? Is it in each of the three | OUs?

MR. GREENLEAF: Well, ny colleague to the left --

22
CHAI RMAN WOOD: Okay, whoever is the best.
MR. GREENLEAF: Right now, as | understand it,

yes, we have a combination of the |license plate approach and
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a grid-wide, California I SO grid-w de approach wherein
exi sting investnent, enbedded costs of the system were paid
by the access charges applicable to the existing PTGCs.

New i nvestnent, however, and also, | think, with
a ten-year rollover, is going towards a grid-w de rate. So
under the existing | SO TAC construct, any new transm ssi on
i ne over 200 gets rolled in grid-w de, and then existing
transm ssion that's over 200 is being phased in over a ten-
year period to a grid-wide. | hope that hel ps.

CHAI RMAN WOOD: And did I hear, Don, that you
have a problemw th that?

MR. GARBER: Yeah, |'ve got a problemwth that.

(Laughter.)

MR. GARBER: | think the Comm ssion --

CHAI RMAN WOOD:  You get your noney back either
way, SO you care, why?

MR. GARBER: Well, the Comm ssion has been
getting into this problem and naking this m stake for a | ong
time now. |t goes back to your song about everyone is
soneone's native |load custonmer, and therefore, let's just
all roll it in, we're all Americans, transm ssion is only
five or ten percent of the total, so why are we sweating
this? W can't figure out howto allocate costs, it's
maki ng our heads hurt, so let's just get on with building it

and socializing it.
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CHAI RMAN WOOD: That's ny speech.

(Laughter.)

MR. GARBER: And this went on for decades, and it
was |inked to the fact that you didn't know how to price
transm ssion, didn't have any | ocational aspect to
transm ssion pricing. You had this contract path fiction.

And |ike so many things, you know, California got
a hold of this three or four years ago, before you started
getting religion about participant funding, before it
provoked a near-death experience on the Hill, and yet we're
now stuck with it.

The rest of the country is noving, say, in
license plate or some formof nmodified |icense plate, which
all ows a judgnent to be nade about how new expansi ons of the
grid ought to be allocated over broad areas. W' re now
stuck in California with a mandatory all ocation. Everything
must be socialized, regardl ess of what effect it has
anywhere on the California grid.

Now, it's going to take a few years to roll in,
but the die is cast, and that issue is not rethought,
because it was made in 2000, | suppose, and it's now down in
t he hearing room and the judge thinks that she has no
authority to do anything other than go with the postage
stanp, mandatory socialization.

So | think that's a problemfor us in California.
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| don't put that at the top of the list, and it's possible
that since we're all Californians, maybe, you know, state
authorities would say, well, it's not so bad for us, because
we are all under one state, and we want northern and
southern California to all be socialized.

But | think it dulls the incentives, it distorts
the incentives, and it's going to give incentives for people
to oppose projects, because they are going to say, look, I'm
getting 40 percent of it allocated to me, and I don't think
any of the benefits are com ng ny way.

So, it's going to set off all sorts of gam ng and
tactical positions to be taken in siting responsibilities.
You know, you don't have to allocate anything anynore, but
people | ook at the allocation, the inplicit, the mandatory
all ocation issue, and they say, I"'mgoing to go in and fight
that in the siting process, because | think it just adds to
costs for nmy consuners and no benefits.

So | urge you to rethink that. And California,
the RSC, they ought to revisit that issue and deci de whet her
or not, affirmatively, yes, we believe it's better to have
just one price for all of California, because we're one
state, or, no, maybe we ought to have the historic three
zones or if communities came on, maybe four zones for the
cost .

CHAI RMAN WOOD: | will just say that's in the
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white paper, and we nean what we say, that it's an issue
that we want to defer to the state authorities. [It's a cost
all ocation, an equities issue, and it would be better to ask
that than fol ks that have to live here.

But that is the one that, Barbara, you ticked off
before. | would say that's one of the four we hadn't tal ked
about yet.

| just want to say that on behalf of us, we would
certainly invite you all to do that, and tell us if that's
where you want to be or you don't want to be. But it
doesn't have to be the same in every state.

But we did hear pretty clearly in New York that
it becones hard to reconcile a nore socialized form of
econom ¢ upgrades, reliability upgrades, probably for a
di fferent purpose with an LMP market. It really starts to
bust up a |l ot of the expectations there on investnent.

I"'ma late comer to understanding it, you know,
com ng out of the fortress of ERCOT where you could keep al
the costs and all the benefits behind the wall. It was
pretty easy to spread it, but it's harder to do here. So,
"1l throw one nore to your plate, M. President.

MR. PEEVEY: Thanks. G ven the |ateness of the
hour, 1 think I'Il strike out.

CHAI RMAN WOOD: Good. Thank you all today. |

want to thank our staff. Let me just introduce, for the
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benefit of the California parties here, Shelton Cannon, of
course; Jason Shipley gave a presentation; David Perlman is
with our O fice of CGeneral Counsel, Derek Bandera, from our
O fice of Markets, Tariffs and Rates, an econom st, Jam e
Simer, who is head of the Western Division issues, all gas
and electric out here, and Rob Gramlich fromour O fice, Len
Tao from CGeneral Counsel's O fice, Susan Poll onaise from
Mar kets, Tariffs, and Rates-West; Bud Earley from our
Conmm ssi oner Massey's O fice; Charlie Whitnore from our
O fice of Market Oversight and Investigation; Charles Faust
is our representative out here at the Cal 1SO so he's full-
time out here, and we appreciate your being here, Charles.
The tour of duty ain't so bad out here.

(Laughter.)

CHAI RVAN WOOD: And | want to thank Sarah
McKi nl ey for her coordination, and Brian Lee, from our
O fice of External Affairs.

Again, | want to thank our dear hosts. W
enj oyed the friendship and | ook forward to nore
col l aboration. Y all are extrenmely inmportant to this
country, as you all know, and to the econony, but we care a
| ot on the personal |evel, too, because of what we've had to
go through in our job, and we want to support the efforts
y'all are doing, and you fine staff.

MR. PEEVEY: You have our commtnent to work as
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CHAI RMAN WOOD: Meeting adjourned. Thank you
very nuch.

(Appl ause.)

(Wher eupon, at 5:50 p.m, the technical

conference was concl uded.)
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