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1.
FERC Issues Long-Awaited Orders on Western Markets, CAISO Governance


At its open meeting on Wednesday, the Federal Energy Regulatory Commission announced several long-awaited orders concerning Western electricity markets.  First, the Commission outlined a new market power mitigation plan, including a $250/MWh price cap, which will apply throughout the Western Interconnection as of October 1, 2002.  Second, the Commission directed the California Independent System Operator (“CAISO”) to replace its current governing board with an independent entity, and reaffirmed much of a previous order on long-term power contracts entered by the state of California.

New Western Market Power Mitigation Plan


In one order, the Commission set forth a new market power mitigation program for the Western Interconnection.  Under the new plan, the Commission will extend some of the mitigation measures that it imposed last year in response to the California energy crisis, such as a must-offer requirement for the region’s generators.  Other aspects of the Commission’s mitigation program, however, will change as of October 1, 2002, the day after the Commission’s existing mitigation scheme is scheduled to expire.  Among other changes, the hard price cap for the region’s spot markets will increase to $250/MWh, as compared to the $91.87/MWh level that FERC set last week.  (See July 12th edition of the WER.)  The Commission will complement this price cap with a system of Automatic Mitigation Procedures (“AMPs”), a combination that the Commission sees as giving the CAISO “a comprehensive mitigation plan to guard against economic withholding.”


Both FERC Chairman Pat Wood and Commissioner William Massey described the AMP system, which is modeled after similar procedures already used by the New York Independent System Operator (“New York ISO”), as the heart of the Commission’s order.  Rather than relying on after-the-fact refund proceedings, AMP involves front-end price mitigation in the form of automatic bid reductions that are triggered by certain proposed price increases.  Specifically, bids submitted by individual generators will be subject to the following screens:

· Price Screen: AMP will not apply if the market clearing price for all zones is less than or equal to $91.87/MWh.

· Conduct Screen: A bid will fail this screen if it calls for either a 200 percent or a $100/MWh increase above the reference price established for the submitting unit.  A unit’s reference price will be calculated primarily based on a 90-day moving average of its accepted bids in the CAISO market.  Because of concerns about possible manipulation of reference prices, the Commission ordered the CAISO to choose a “qualified independent organization” by September 15, 2002, to make these calculations.  The Commission stated that AMP will not apply until such an independent entity is in place.

· Impact Screen: A bid will fail this screen if it, when considered together with other bids, results in either a 200 percent or a $50/MWh increase in the market clearing price.


If AMP is applicable under the price screen and a bid fails the other two screens, then that bid will be replaced by the submitting unit’s reference price.  If selected to generate electricity during the period in question, the unit will receive the recalculated market clearing price.


In addition to addressing these issues, the Commission responded favorably in the order to many long-term aspects of a comprehensive market redesign proposal filed by the CAISO.  For example, the Commission ordered the CAISO to expedite the creation of an integrated day-ahead market and the reform of hour-ahead, real-time, and ancillary services markets, so that all of these changes will be implemented by January 1, 2003.  The Commission also authorized the CAISO to expend funds on developing a system based on locational marginal pricing (“LMP”),  and announced plans to hold technical conferences on other long-term market issues, including proposals for an available capacity (“ACAP”) requirement.

Independence as Key to CAISO Governance


In a second order affecting California’s energy markets, the Commission required the CAISO to replace its current governing board with a new structure that will comply with past FERC orders, including the independence requirement of Order No. 2000.


At Wednesday’s open meeting, Commissioner Massey explained this action by noting that the state of California has become a market participant through extensive power contracts entered by one of its arms, the California Department of Water Resources (“CDWR”).  Recognizing that the state plays this prominent role in its electricity markets, as well as the fact that all members of the current CAISO governing board were “selected by the Governor and serve at his pleasure,” the Commission determined that the “CAISO is not sufficiently independent to operate its transmission facilities on a non-discriminatory basis.”


To address this problem, the Commission ordered the CAISO to replace its existing governing board with a two-tiered structure.  The top tier, which will have sole decision-making authority in all matters, will consist of an independent, non-stakeholder board.  The lower tier will consist of an advisory committee of stakeholders and an advisory committee of the California Electricity Oversight Board (“CEOB”).  The Commission ordered the CAISO to put this structure in place by January 1, 2003.

California’s Long-Term Power Contracts


In a third order, the Commission largely reaffirmed its April 25, 2002 decision to set for an evidentiary hearing complaints filed by the CEOB and the California Public Utilities Commission (“CPUC”) charging that long-term power contracts entered last year by CDWR include unjust and unreasonable rates in violation of the Federal Power Act (“FPA”).  (See April 26th edition of the WER).  Although the Commission denied most requests for rehearing and clarification of this order, it did dismiss the CEOB’s and CPUC’s complaints with regard to two qualifying facilities, after concluding that their contracts with CDWR are “exempt from the reach of section 206 of the FPA.”  The Commission also clarified that its previous order dismissed the CEOB’s and CPUC’s complaints as they relate to contracts entered after June 20, 2001, the date on which the Commission’s initial West-wide mitigation plan took effect.
2.
FERC Conditionally Approves Former Alliance Companies’ RTO Choices


On Wednesday, the Commission also returned to a subject that has dominated discussion at its recent meetings.  Without issuing an order, the Commission indicated that it will conditionally accept the former Alliance Companies’ choices of regional transmission organizations (“RTOs”).


This decision apparently clears the way for American Electric Power Company (“AEP”), Commonwealth Edison Company (“ComEd”), and Illinois Power Company (“IP”) to join PJM Interconnection, LLC (“PJM”), despite the fact that ComEd and IP are seemingly geographically isolated from PJM.  At the Commission’s June 26, 2002 meeting, FERC Chairman Wood had stated that ComEd’s and IP’s RTO preferences raised more pronounced concerns for him than did the choices made by the other former Alliance Companies.  This week, however, the Commission expressed its hope that approving the former Alliance Companies’ choices will spawn a virtual-RTO that spans the current PJM, Alliance, Midwest Independent Transmission System Operator, Inc. (“Midwest ISO”), and Southwest Power Pool territories.


FERC plans to issue an order on the former Alliance Companies’ RTO choices at its July 31 open meeting.  Based on Wednesday’s discussion, the Commission’s approval of those choices will be subject to several conditions, including agreements to: (1) build on the rate structure created by the former settlement agreement and inter-RTO cooperation agreement between the Midwest ISO and the former Alliance Companies; (2) allow the North American Electric Reliability Council (“NERC”) to review and approve PJM’s plans to include several of the former Alliance Companies; and (3) study the impact of loop flow created by the new configuration of PJM.  
3.
FERC Orders Pipeline to Refund Profits from Negotiated Rate Transactions, Issues 


Notice of Inquiry on Negotiated Rate Policies

On Wednesday, the Commission issued an order finding that Transwestern Pipeline Company (“Transwestern”), an Enron Corp. subsidiary, charged unjust rates to two shippers, Sempra Energy Trading Corp. (“Sempra”) and Richardson Products Co. (“Richardson”).    


The Commission ordered Transwestern to refund within thirty days the “windfall profits” (i.e., any revenues collected above the maximum recourse rate) plus interest to all firm shippers on its system at the time of the transactions.  The Commission also barred the company for one year from entering into negotiated rate agreements containing rates based on index-to-index differentials in natural gas spot market prices.  Further, the Commission ordered Transwestern to revise its tariff so that all posting, bidding, and awarding procedures are in one “clearly labeled location” with this section also describing the applicability and availability of the recourse rate.   


The issues before the Commission included: (1) whether the transportation capacity was advertised and awarded in a manner consistent with Transwestern’s tariff; (2) whether the transportation rates negotiated with the shippers were the product of market power; (3) why the shippers agreed to negotiated rates when significantly lower recourse rates should have been available; and (4) whether the awarded capacity was available without interruption, while firm transportation service under Transwestern’s recourse rates was not.


As to the first issue, FERC Administrative Law Judge (“ALJ”) Jacob Leventhal ruled in October that there was no evidence showing that Transwestern’s actions were prohibited by its tariff and that there was insufficient evidence to conclude that either Sempra or Richardson received advanced notice of the available capacity at issue.  The Commission disagreed with the ALJ’s conclusion and found there was ample evidence to conclude that Transwestern gave advance notice of the capacity to both Richardson and Sempra.  In doing so, the Commission found that Transwestern violated its tariff by failing to comply with the tariff posting requirements.  Further, the Commission found that Transwestern, by favoring Richardson and Sempra with notice of the available capacity, violated the Natural Gas Act and the Commission’s requirement that pipelines act in a not unduly discriminatory manner that treats similarly situated shippers similarly.  


In the order, the Commission states that the remaining three issues are “components of a larger question of whether Transwestern violated the Commission’s negotiated rate policy.”  Under the negotiated rates program, instead of cost-of-service regulation, pipelines and shippers may negotiate rates that vary from the otherwise applicable pipeline tariff.  To mitigate the exercise of market power by pipelines, shippers retain the right to revert to FERC-set prices – known as recourse rates – at any time.  


The Commission found that Transwestern “violated its tariff and Part 284 of the Commission’s regulations by selling interruptible transportation as firm service.”  As proof, the Commission cites to a contractual provision that allowed either party to terminate service on two hours notice.  


Alternatively, the Commission found that the contractual provision “could be viewed as a negotiated term of service” since it was in neither the pipeline’s tariff nor the pro forma service agreement.  Since pipelines are not allowed to negotiate terms and conditions of service under the Commission’s initial policy statement on negotiated rates and Order No. 637, the Commission found that the provision violated the negotiated rate policy and regulations that require pipelines to file all non-conforming service agreements.  As such, Transwestern was required to make this service available at the recourse rate or to make a filing with the Commission either amending its tariff or submitting the contracts as part of non-conforming service agreements.  Since Transwestern failed to take either step, the Commission concluded that Transwestern “violated the Commission’s negotiated rate policy.”        


It seems that the Transwestern order triggered a broader inquiry into the procedures under which pipelines and shippers negotiate contract rates.  On Wednesday, the Commission also issued a notice of inquiry (“NOI”) in FERC Docket No. PL02-6-000 seeking comments on its negotiated rate policies and practices.   In the NOI, the Commission states that it is “undertaking a review of the recourse rate as a viable alternative and safeguard against the exercise of market power of interstate gas pipelines, as well as the entire spectrum of issues related to its negotiated rate program.”  Specifically, the Commission is seeking responses to the following questions:

· Has the negotiated rate program been generally successful or unsuccessful in granting pipelines needed flexibility to serve new natural gas markets and retain existing markets?

· Should the commission modify its negotiated rate program?

· Do the negotiated rate filing requirements provide sufficient information for necessary transparency of the transactions?  Should the Commission require pipelines to file negotiated rates on thirty days notice before such rates are implemented?

· Does the recourse rate option effectively mitigate pipeline market power?  Are further mitigation measures necessary?  If so, which measures?

· Should the Commission disallow negotiated rates above the maximum recourse rate?  Should the negotiated rate be limited to a certain multiple of the maximum recourse rate? Should the negotiated rate be limited to adjusting the levels of the reservations demand and commodity rate components, but the total revenue responsibility over the term of the contract remain equal to the revenue responsibility under the recourse rate?

· Should the Commission disallow negotiated transportation rate deals based on price differentials of delivered gas between hubs?

· If such index price differential rates continue to be allowed, should some limits or restraints be placed on them?  If so, what limits might be appropriate or useful?

4.
D.C. Circuit Restricts FERC Authority Over ISO Members

Late last week, the Commission received a stinging rebuke from the U.S. Court of Appeals for the District of Columbia Circuit (“D.C. Circuit”).  In a July 12 decision, the D.C. Circuit ruled that “FERC has attempted to exert authority where it has none” and held on all counts for nine PJM utilities that had challenged the Commission’s authority to require changes to their ISO agreement.

Writing for a unanimous three-judge panel, Judge David Sentelle emphasized that as a “creature of statute,” FERC possesses no authority not delegated to it by Congress.  The D.C. Circuit then found that the Commission exceeded its authority under the FPA by: (1) requiring transmission owners to forfeit their rights to file rate design changes; (2) prohibiting withdrawal from an independent system operator (“ISO”) without the Commission’s approval; and (3) changing pre-existing power contracts to eliminate “pancaked” rates.  

On the first of these issues, the Commission contended that utility members of ISOs may file rates and service terms only through the ISO board, and rejected a PJM proposal that would have allowed its members to make these filings individually, subject to the ISO board’s overview and approval.  The D.C. Circuit, however, characterized the Commission’s action as an “unprecedented decision” that requires utilities “to cede rights expressly given to them in section 205 of the Federal Power Act.”  The court explained that Section 205 explicitly gives utilities “the right to file rates and terms for services rendered with its assets,” leaving FERC with the “passive and reactive” role of ordering rate design changes only when an existing practice is “unjust, unreasonable, unduly discriminatory or preferential.”  Thus, the Commission’s denial of the statutory rights assigned to utilities by Congress “eliminated the very thing that the statute was designed to protect -- the ability of the utility owner to set the rates it will charge prospective customers, and change them at will, subject to review by the Commission.”

Second, the D.C. Circuit rejected the Commission’s assertion of jurisdiction over a utility’s withdrawal from an ISO.  FERC had based its argument on Section 203 of the FPA, which provides that “[n]o public utility shall sell, lease, or otherwise dispose of the whole of its facilities [subject to the jurisdiction of the Commission] . . . without first having secured an order of the Commission authorizing it to do so.”  FERC asserted that the transfer of operational control from a utility to an ISO constituted a disposition of facilities under Section 203, thus giving FERC jurisdiction over the transfer.  

Although the D.C. Circuit conceded that FERC may review a utility’s entry into or exit from an ISO, it held that Section 203 authority only arises out of an actual transfer of ownership. The court explained that any other interpretation of Section 203 would conflict with Section 202 of the FPA, which “make[s] clear that Congress intended coordination and interconnection arrangements be left to the voluntary action of the utilities [and] does not provide FERC with any substantive powers to compel any particular interconnection or technique of coordination.”  The D.C. Circuit also emphasized that FERC had never before asserted Section 203 jurisdiction where a change in ownership was not involved.

Third, the D.C. Circuit found that the Commission’s requirement that Public Service Electric and Gas Company modify an existing wholesale power contract in order to eliminate multiple transmission rates was contrary to the Mobile-Sierra doctrine.  Under this doctrine, FERC may modify certain pre-existing private contracts only if it makes particularized findings that the change is required by the public interest.  In its opinion, the D.C. Circuit wrote that rather than “undertak[ing], let alone satisfy[ing], the requirements of the Mobile-Sierra doctrine,” FERC merely asserted a general policy that utilities should not charge multiple transmission rates.  The court continued, “More is required to justify regulatory intervention in a private contract than a simple reference to the policies served by a particular rule.”

Some industry observers believe that the court’s decision could have an important impact on the Commission’s ability to establish RTOs.  For example, an RTO may not have the exclusive ability to file rate design changes.  Furthermore, FERC may be hampered in mandating that an ISO or RTO have a single, uniform access charge.  In turn, such limits on the scope of an RTO’s authority may have economic implications.  In particular, the inability to require uniform access charges may hamper investment in new transmission projects.

In addition, some industry observes see the court’s decision as raising questions about the ability of transmission owners to charge for wheeling transactions by intervening transmission owners.  Finally, the court’s statement that Section 202 of the FPA only provides the Commission with authority to divide the country into voluntary regional energy districts suggests that at least one federal court of appeals is skeptical of the Commission’s initial power to force utilities into RTOs.  

Industry observers, however, also caution that this opinion could be strictly limited to the facts of the case.  Because of PJM’s tight power pool structure, its transition to ISO status involved little if any change in operational control of facilities.  Thus, the questions remains whether FERC would have additional powers if utilities that were not part of a pre-existing power pool transferred operational control to an ISO, or if the utilities’ transfer of operational control to an ISO involved more significant changes in the operation of the facilities.

The D.C. Circuit’s opinion in Atlantic City Electric Company v. FERC is available on line at http://pacer.cadc.uscourts.gov/common/opinions/200207/97-1097a.txt .
5.
Senate Committees Hold Contentious Hearing on NSR Changes


On Tuesday, the Senate Environment and Public Works Committee and the Senate Judiciary Committee held an unusual joint hearing on how changes proposed by the Environmental Protection Agency (“EPA”) to the New Source Review (“NSR”) program may affect pending NSR enforcement cases.  The contentious hearing, which lasted over five hours, featured testimony from the Bush administration, industry, and environmental groups.


EPA proposed changes to the NSR program last month in order to clarify and narrow the NSR requirements, particularly the definition of “routine maintenance.”  (See June 14th edition of the WER.)  EPA expects to finalize the changes later this year.  


In addition to general debate and posturing about the proposed changes, the hearing focused on NSR cases that are in active litigation and those that are in various stages of settlement talks.  Participants in all of these cases certainly appear to have taken notice of EPA’s proposed changes, although it is probably too soon to tell whether EPA’s action will have any substantive effect on the cases.


In one case, involving an NSR enforcement action by EPA against the Tennessee Valley Authority (“TVA”), the U.S. Court of Appeals for the Eleventh Circuit (“Eleventh Circuit”) ordered the parties to commence mediation after the court had heard oral arguments in the case.  Although this is an unusual move, no one knows for sure if the Eleventh Circuit was responding to EPA’s announcements or simply thought that the parties would benefit from efforts at mediation for other reasons.  In the other case that is in active litigation, the state of New York brought an enforcement action against Niagara Mohawk and NRG Energy alleging that modifications at Buffalo-area plants violated the NSR rules.  The judge in that case has asked the parties for briefs on the effect of EPA’s proposed changes on the suit.  Industry lawyers contended that the possibility that EPA might formally alter its interpretation of the NSR rules did argue in favor of the industry defendants in that case, while New York State Attorney General Elliot Spitzer argued the opposite. 


Spitzer testified at Tuesday’s hearing in order to express his concern about the effects of EPA’s action on current enforcement efforts.   Along with witnesses from environmental groups, Spitzer stated that settlement talks in the remaining NSR enforcement case appear to have slowed down considerably, or perhaps even stalled, due to EPA’s waffling on this issue.  


In contrast, Thomas Sansonetti, the assistant attorney general in the Department of Justice’s (“DOJ”) Environment and Natural Resources division, testified that he would not recommend that EPA hold off on the NSR changes until the lawsuits were settled.  Sansonetti testified during the hearing that DOJ attorneys continue to work on settlement arrangements with Cinergy and Virginia Electric Power Co.  He also stated that a trial in the Southern Indiana Gas & Electric Co. case should begin in October of this year.  In response to specific questions about the effect of the EPA’s proposals on such suits, Sansonetti said, “[i]t may [affect them].  It may not. . . It depends on the judge.”  


Senate Environment and Public Works Committee Chairman Jim Jeffords (I-VT) also threatened to issue a subpoena to EPA in order to obtain documents surrounding the proposed NSR changes.  Although EPA has sent over 70,000 pages of related documents to the Committee, Jeffords has not yet received the documents he wants -- internal e-mails showing legal analysis of the effect of the proposed changes on pending lawsuits.

6.
FERC Allows Utility to Recover Security Costs


Last month, FERC granted a request from San Diego Gas & Electric Company (“SDG&E”) for additional revenue to fund increased security measures that the company has undertaken to safeguard its transmission system from terrorist activities.  The Commission accepted for filing, effective July 1, a security surcharge of $0.00004/KWh, which will result in additional annual revenue of $698,515.  


The request draws upon from FERC’s policy statement, issued last September in Docket No. PL01-6, in which the Commission informed regulated energy companies that prudently incurred security costs could be recovered through wholesale rates.  SDG&E is the first utility to take advantage of the policy statement.  


In its May filing, SDG&E stated that the security measures were being implemented to prevent unauthorized access to certain critical transmission facilities.  The measures included 

perimeter controls and monitoring equipment at four critical substations, additional security for the grid control center, and aerial patrols for key transmission facilities.  SDG&E estimated that the capital costs would be approximately $1 million and that the annual operating and maintenance costs would be around $590,000.    


SDG&E plans to make another filing with the Commission requesting further rate hikes  to pay for additional security measures, including perimeter controls and security cameras at sixteen other transmission substations, expanded inventory of critical spare parts, and improved hardware and software to enhance the company’s emergency operations center.       

7.
Regional Update

California - 

(Please see above article.)

Midwest & PJM - 


(Please see above article.)

New England & New York - New York ISO, ISO-NE, and Ontario IMO Reach Market and Planning Accord


On Wednesday, the New York ISO, ISO New England, Inc., and the Independent Electricity Market Operator of Ontario announced an agreement on resolving “seams issues” related to system operations, planning, and market development.  The agreement establishes the Northeastern Independent Market Operators Coordinating Committee (“Coordinating Committee”) to develop recommendations on complementary market design, business practices, system planning protocols, and other coordination activities.  Regular meetings of the Coordinating Committee are contemplated, and a hard date of May 15, 2003, has been established for the Coordinating Committee to issue a “set of joint recommendations and milestones for furthering cooperative efforts.”   
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