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1.
FERC Acts on Proposals to Transfer Ownership of Midwestern Transmission 

Facilities


At its open meeting on Thursday, the Federal Energy Regulatory Commission addressed two proposals to transfer ownership of transmission facilities in the Midwest and to establish rates for the use of those facilities.  In separate orders, the Commission approved several key aspects of a proposal involving International Transmission Company’s (“International Transmission”) facilities in Michigan, while setting for hearing a number of issues related to Illinois Power Company’s (“Illinois Power”) transmission facilities.


With regard to the International Transmission proposal, the Commission authorized the disposition of jurisdictional facilities and approved a 13.88 percent rate of return on equity (“ROE”).  This level represents an increase of 100 basis points over the 12.88 percent level that the Commission approved last year for participating transmission owners of the Midwest Independent Transmission System Operator, Inc. (“Midwest ISO”).  In a presentation at Thursday’s meeting, Commission staff stated that this enhanced ROE relates to the “additional layer of structural independence” that will result from the shift in ownership of International Transmission’s facilities.  Last month, the Commission issued a proposed transmission pricing policy statement that would offer enhanced ROE as a reward for greater degrees of independence (See January 17th edition of the WER).


Underlying the Commission’s approval of an enhanced ROE was a finding that the proposed purchasers of International Transmission’s facilities are independent from market participants.  Some parties had questioned whether one of the proposed purchasers, Kohlberg Kravis Roberts & Co. (“KKR”), met this criterion in light of the fact that one of its affiliates holds voting preferred securities equal to 4.9 percent of total voting rights in the holding company (DPL, Inc. or “DPL”) that owns Dayton Power & Light Company, as well as warrants to purchase up to 25 percent of that holding company’s total common shares.  The Commission concluded that the existing voting interests in DPL do not make KKR a market participant, as that term is defined in Section 35.34 of the Commission’s regulations.  The Commission added, however, that the applicants would not be permitted to continue receiving incentive rate treatments related to independence if KKR exercised its warrants for DPL such that its voting interest exceeds 5 percent.  In addition, the Commission noted that its analysis of an applicant with voting interests in more than one market participant could result in a different conclusion, even if those voting interests were below the 5 percent threshold.


As part of its order on the International Transmission proposal, the Commission also approved a plan to defer and recover an amount equal to the balance of accumulated deferred income taxes on International Transmission’s books at closing, estimated to be $59 million.  The deferred amount would be amortized equally over 20 years from the transaction’s closing date and included in the Midwest ISO Attachment O formula rate for International Transmission.


The Commission’s second order concerning transmission facilities in the Midwest involved a proposal from Trans-Elect Inc. (“Trans-Elect”) to purchase the Illinois Power transmission system and transfer control over those facilities to the Midwest ISO (See December 20th edition of the WER).  Addressing those matters and corresponding rate proposals, the Commission ordered a hearing into the proposed rate treatment.  The Commission stated that the rate proposal, including use of levelized gross plant and a 13 percent ROE, would result in significantly increased rates and may not be justified by the benefits of the transaction.  The Commission also approved the proposed disposition of Illinois Power’s transmission assets subject to the rate hearing established by the order.


In both the International Transmission and Illinois Power orders, the Commission expressed concern about independent transmission companies entering long-term service contracts, whereby utilities divesting ownership of transmission lines would continue to provide many of the day-to-day functions that they currently perform.  In the Illinois Power order, for example, the Commission stated that “due to the encompassing nature” of one such proposed contract, the situation “warrants close attention to ensure that it does not undermine independence.”  Accordingly, the Commission limited the period to one year from the service commencement date that the independent transmission company could contract with the utility, stating that if the independent transmission company needed support services beyond that period, it must issue a Request for Proposals seeking competitive bids for such services.


The Commission’s order on the International Transmission proposal is available at http://www.ferc.gov/home/E-3-02-20-03.pdf.  The Commission’s order on the Illinois Power proposal is available at http://www.ferc.gov/home/E-2-02-20-03.pdf. 
2.
EPA Wins Round in NSR Lawsuit, Extends Comment Period on NSR Rulemaking


Debate related to clean air issues in general, and the New Source Review (“NSR”) program in particular, is moving forward on several fronts, amid recent actions taken by a federal court, the Environmental Protection Agency (“EPA”), and members of the U.S. Senate.


In the courts, a federal judge in Indiana last week denied Southern Indiana Gas & Electric Company’s (“SIGECO”) motion for summary judgment in one of seven NSR lawsuits that the Clinton Administration’s EPA filed throughout the country.  EPA sued SIGECO in 1999, alleging that SIGECO violated the Clean Air Act by making major modifications to three separate generating units without receiving proper approval under the NSR program.  While the NSR program requires that permits be obtained when modifications increase emissions, routine maintenance, repairs, or replacement actions are exempt from NSR requirements.


SIGECO argued in its motion for summary judgment that EPA changed its interpretation concerning “routine maintenance, repairs, and replacement” without providing notice to affected companies.  Chief Judge Larry McKinney of the U.S. District Court for the Southern District of Indiana, however, found that SIGECO “had fair notice of the EPA’s interpretation of routine maintenance prior to all of its projects.”  Having rejected the motion for summary judgment, the court will move toward a trial to determine whether SIGECO’s modifications increased emissions, or fall under the “routine maintenance” exemption to the NSR program.


Industry representatives were decidedly disappointed with the summary judgment decision.  Scott Segal, Director of the Electric Reliability Coordinating Council, reportedly stated, “The court appears to have supported a breathtakingly expansive definition of modification under the Clean Air Act.  This interpretation could undermine efficiency improvements at the cost of environmental protection, health, and safety goals.”


In a separate ruling, the same court tossed out thirteen of the twenty-three defenses on which SIGECO had briefed the court.  Specifically, the court rejected defenses contending that the government violated the Administrative Procedure Act by attempting to “reinterpret” the NSR program through litigation, and that the government’s delay in filing the suit caused harm to the company. 


Meanwhile, EPA announced last week that it is extending the comment period for its proposed rule on the definition and interpretation of “routine maintenance” under the NSR program.  Published in the Federal Register on December 31, 2002, the routine maintenance proposed rule seeks to develop a regulatory definition for routine maintenance, repair, and replacement measures.  The comment period was originally slated to expire on March 3, 2003, but will now run to May 2, 2003.  EPA also has pledged to hold five public hearings throughout the nation to hear comments on the proposed rule.  Dates and locations have not been established.  


In related news, Senators James Jeffords (I-VT), Joseph Lieberman (D-CT), and Susan Collins (R-ME) have introduced legislation to reduce emissions of nitrogen oxide (“NOx”), sulfur dioxide (“SO2”), carbon dioxide (“CO2”), and mercury.  The Clean Power Act of 2003 is similar to a bill that Jeffords introduced in the 107th Congress.  By 2009, the bill would reduce emissions of NOx by 71 percent from 2000 levels, SO2 by 81 percent from 2000 levels, CO2 by 21 percent below 1999 levels, and mercury by 90 percent below 1999 levels.  The bill also proposes to require older power plants to apply best available pollution control technology (“BACT”) by their 40th year of operation or by 2014, whichever is later.

3.
Court Remands FERC Market Power Ruling


Last week, a three-judge panel of the U.S. Court of Appeals for the District of Columbia Circuit (“D.C. Circuit”) remanded a case to the Commission, ruling that the Commission “did not adequately explain its reasons” for rejecting a challenge to a company’s market-based rate authority.  The case stems from a tariff application filed in 1998 by the parent company of Southwestern Public Service Company (“SPS”), which allowed sales by SPS to affiliates at market-based rates.  


SPS had previously received market-based rate authority from the Commission in 1995, but could only sell power to non-affiliates under that authority and not to its affiliates.  Golden Spread Electric Cooperative Inc. (“Golden Spread”) filed a protest to the new tariff application, claiming that the new tariff could result in rates that were not just and reasonable.  Golden Spread asked FERC to reject the tariff or add conditions to prevent SPS from manipulating transactions with its affiliates in such a way that would allow it to exert market power.  Despite Golden Spread’s protest, the Commission approved the new SPS tariff in 1999, without condition.  

In its appeal to the D.C. Circuit, Golden Spread argued that although it is protected under a Replacement Energy Agreement from the risk of having to buy emergency energy from SPS at supra-competitive rates, it is not protected in a situation where SPS has committed its otherwise excess energy to an affiliate.   Therefore, under the new tariff, SPS would be able to “park” all of its excess capacity with affiliates, which could then turn around and sell that capacity at market rates.  In times of shortage for Golden Spread, the affiliate would be able to exert market power, charging Golden Spread supra-competitive prices.  


Golden Spread also argued that the Commission’s finding that SPS controlled less than 25 percent of the capacity in the market relied on market definitions that are unrealistic in light of current constraints on power transmission.  To support this argument, Golden Spread pointed to a finding by Texas regulators that SPS controlled 80 percent of the power supply in the panhandle of the state.  

In its decision, the D.C. Circuit found that the Commission did not directly dispute Golden Spread’s claims of constrained transmission capacity.  Moreover, the court stated that the Commission’s “brush-off” of Golden Spread’s claim was not justified and that the Commission had failed to provide an interpretation of the contract between SPS and Golden Spread that would explain its decision.


In its briefs and at oral argument before the D.C. Circuit, FERC contended that it has rules in place to govern affiliate codes of conduct.  The court, however, found that the Commission had failed to advance this argument and also failed to make any specific findings related to affiliate codes of conduct in the orders at issue.  

In rejecting the Commission’s other argument that its 1995 examination of the transmission market had shown no “significant” transmission constraints, the D.C. Circuit noted that the Commission’s finding did not address the precise panhandle region identified by Golden Spread.  Consequently, the D.C. Circuit remanded the case to FERC, finding “that the Commission has not answered Golden Spread’s contentions that authority for SPS to sell to affiliates will frustrate Golden Spread’s contractual protection against possible SPS market power.”  

4.
El Paso Electric Agrees to Pay $1.5 Million in Refunds


Last week, California Attorney General Bill Lockyer (D) announced that El Paso Electric Company (“El Paso Electric”) agreed to pay $1.5 million in refunds to settle charges it helped Enron Corporation (“Enron”) manipulate California’s energy market to drive up prices.  Specifically, El Paso Electric was accused of helping Enron in “ricochet” deals in 2000, in which Enron transferred electricity out of California to El Paso Electric and then sold it back into the state to avoid price caps.


The settlement with the state is in addition to El Paso Electric’s deal with the Commission, which was announced last December.  In that FERC settlement, El Paso Electric was required to refund $14 million and establish a two-year period during which it cannot sell power at market-based rates.  Instead, the company must return to cost-of-service rates on file with the Commission.  

The settlement with the California attorney general increases El Paso Electric’s refund amount to $15.5 million. The payment will go to the state’s electric power fund, which is used to pay off $11 billion in bonds that California sold to finance wholesale power purchases in 2001 and 2002.  Although the state estimates that El Paso Electric earned $21 million from the Enron transactions, a spokesman for Attorney General Lockyer said the Attorney General’s office is satisfied with the deal, noting that the state got more money from El Paso Electric than FERC did in its recent settlement for $13.8 million with Reliant Resources Inc.

In the settlement, El Paso Electric did not admit any wrongdoing.  Rather, the company claims that it was the unknowing pawn of Enron’s trading strategies.  El Paso Electric president and chief executive officer, Gary Hedrick, said that the deal goes a long way towards resolving complaints against the company resulting from the California crisis.  He added that the company hopes to resolve all remaining claims administratively at FERC. 

As a part of the settlement, El Paso Electric will continue to provide information to aid the state’s investigation of the wholesale energy market.  The California Attorney General has several active lawsuits and is continuing settlement discussions with other generators, including Duke Energy and El Paso Corporation.  FERC approval is required for the El Paso Electric settlement to become final. 
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