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1.
CAISO Defies FERC Order on Independent Governance


Setting itself on a collision course with the Federal Energy Regulatory Commission, the governing board (“Board”) of the California Independent System Operator (“CAISO”) voted Wednesday to defy a FERC order calling for a new CAISO governance structure.


This latest battle between the Commission and the CAISO erupted three weeks ago.  On July 17, the Commission issued a long-awaited order (“July 17 Order”) requiring the CAISO to replace the Board with a new structure that complies with past FERC orders, including the independence requirement of Order No. 2000 (See the July 19th edition of the WER).  Specifically, the Commission found that, with the California Department of Water Resources playing a major role in the State’s electricity markets and the Board composed of members appointed by Governor Gray Davis (D), the CAISO “is not sufficiently independent to operate its transmission facilities on a non-discriminatory basis.”  To remedy this problem, the Commission ordered the CAISO to disband the Board and install in its place both an independent, non-stakeholder board with decision-making authority in all matters and a lower tier of advisory committees comprised of stakeholders and representatives of the California Electricity Oversight Board.


This week, however, the Board refused to leave the stage quietly.  Instead, it unanimously adopted a resolution directing the CAISO Management “not to take any actions set forth in the FERC order in preparation for making any changes to the California ISO Board until further direction from the Board or its designee.”  In taking this step, the Board followed the advice of both Governor Davis and California Attorney General Bill Lockyer (D).  Writing to the CAISO on Tuesday, Lockyer stated that the Board’s current structure stems from a state law that California enacted in January 2001.  Against this backdrop, Lockyer stated, “In effect, FERC has ordered the ISO to either violate California law or change California law.  The ISO may not do the former and cannot do the latter.”  Similarly, Davis described the Commission’s order as “attempting nothing short of a federal takeover of the California ISO.”


In contrast to these charges, FERC justified its actions in the July 17 Order by stating that the CAISO is a public utility as defined in the Federal Power Act (“FPA”), and that its provision of transmission services, energy imbalance services, and ancillary services falls within the Commission’s exclusive jurisdiction.  FERC further argued that “pervasive control” over a public utility by a state conflicts with that exclusive jurisdiction, and that “as a general matter under the FPA, public utilities are required to comply with the Commission’s directives, not those of the State, regarding compliance with the FPA.”


Some industry observers believe that the likely next step in this jurisdictional battle will be the CAISO filing a request for rehearing of the Commission’s July 17 Order.  Should FERC hold its ground, such a request would also lay the foundation for an appeal to the federal courts. 


A copy of Governor Davis’ letter to the Board is attached as Appendix A.  A copy of Attorney General Lockyer’s letter to the CAISO is attached as Appendix B.

2.
District Court Rules That Filed Rate Doctrine Applies to Market-Based Rates


In a decision that could have far-reaching implications for electricity restructuring initiatives across the country, a federal district court judge ruled last week that state regulatory commissions may not block utilities from recovering reasonable costs of wholesale energy incurred pursuant to market-based rate tariffs filed with the Commission.


Judge Vaughn Walker of the U.S. District Court for the Northern District of California issued this decision in a case brought by Pacific Gas & Electric Company (“PG&E”) against the California Public Utilities Commission (“CPUC”).  Referring to the retail rate freeze included in California’s electricity restructuring law and enforced by the CPUC, the court framed the central legal question in the case as “whether federal law forbids state regulators from requiring a utility to sell electricity at rates below wholesale costs sanctioned under federal law.”  Specifically, PG&E claimed that California law, as interpreted and applied by the CPUC, was preempted to the extent that it prohibited the company from recovering in retail rates expenses incurred in procuring and providing electricity.


On this point, the court first stated that PG&E’s preemption claim required it to consider application of the filed rate doctrine to a “contemporary regulatory context.”  According to the court, the filed rate doctrine ensures “that rates charged for wholesale electricity are on file with and approved by federal regulators; but, perhaps more importantly, the doctrine also operates to prevent state regulators, as well as courts, from taking action that fails in any manner to account for the fact that in most instances today a utility must purchase the power delivered to consumers pursuant to the rate filed with the appropriate federal agency.”


After determining that the “filed rate doctrine applies here in much the same way as it does under a cost-of-service regime,” the court set forth the following rule: “Costs of wholesale energy, incurred pursuant to rate tariffs filed with FERC, whether these rates are market-based or cost-based, must be recognized as recoverable costs by state regulators and may not be trapped by excessively low retail rates or other limitations imposed at the state level.”  Putting this rule into practice, the court concluded that California’s retail rate freeze was “intrinsically inconsistent with the FERC-mandated regime for wholesale prices.”


Despite these findings, the court did not grant PG&E’s motion for summary judgment.  Instead, the court stated that its rule “does bring into focus the relevant factual issues that must be resolved before a disposition may be reached.”  The court, for example, stated that further examination is necessary to resolve whether revenues from PG&E’s sale of power plants or from rate recovery bonds should be considered as offsets against wholesale power costs.


Some industry observers caution against reading too much into the court’s decision, emphasizing that it comes from a district court, rather than a court of appeals, and that it leaves significant issues unresolved.  Nonetheless, if other courts adopt its reasoning, the decision could have an important impact on electricity restructuring initiatives in other parts of the country that also include a retail rate freeze.  In the meantime, the next step in the PG&E proceeding will be a case management conference that the court has scheduled for next Friday.


Judge Walker’s decision is available on the website for the U.S. District Court for the Northern District of California at http://www.cand.uscourts.gov/cand/tentrule.nsf/Recent%20Orders?OpenView&Start=1&Count=100&Expand=9#9.
3.
El Paso Rejects Shippers’ Proposal, Asks FERC to Intervene


Responding to a May order from FERC, El Paso Natural Gas Company (“El Paso”) informed FERC last week that it had rejected a proposal from its full requirements (“FR”) shippers on how to reallocate space on its pipeline.  Given the failure to reach a consensus, El Paso asked FERC to resolve this issue by specifying how the capacity should be allocated.  


The May order found that El Paso’s current capacity allocation methodology was unjust and unreasonable and, as a result, directed El Paso to modify it (See the June 7th edition of the WER).  The order required that FR contract shippers be converted to service under contract demand (“CD”) contracts, effective November 1, 2002.  The order provided the parties with a short period of time to reach an agreement as to the FR customers’ entitlements under their new CD contracts.  Specifically, the Commission directed El Paso to report by August 1 whether the parties reached an agreement.  The Commission stated that if the parties were unable to agree on the appropriate CD entitlements, it would establish these entitlements for the converted shippers and would issue a further order specifying how entitlements should be allocated.  


In rejecting the FR shippers’ proposal, El Paso claimed that the plan was based on an incorrect assumption about El Paso’s system capacity.  In particular, El Paso stated that the shippers “allocated among themselves more capacity than the total sustainable unsubscribed capacity on the system.”  Additionally, El Paso pointed out that only fourteen of the fifteen FR shippers on the El Paso system agreed to the allocation methodology.  The lone dissenter, Arizona Public Service Company/Pinnacle West Energy Corporation, filed a separate letter with FERC on August 1 explaining its reasons for not joining in the initial allocation approach adopted by the remaining FR shippers.    


Meanwhile, the parties to the El Paso proceeding face another deadline of August 9, and it is unclear how the latest events will affect this deadline and others established in the Commission’s May order.  The August 9 deadline requires the FR customers to notify El Paso of how much capacity proposed for turn back by various CD shippers they will acquire.  This deadline was designed to give FR customers time after the initial allocation of capacity to determine the amount of turned back capacity they need.  


In related news, the CPUC issued two rules in July for California's largest electric utilities (i.e., Edison, PG&E, and SDG&E) and natural gas utilities (i.e., SoCalGas, PG&E, SDG&E, and Southwest Gas) concerning subscription to the turned back capacity on the El Paso pipeline.  Basically, the rules direct California utilities subject to the CPUC’s jurisdiction to sign up for as much of the turned back capacity as possible.  The first rule requires the utilities to sign up for proportionate amounts of El Paso turned back capacity at specified delivery points to the extent that California replacement shippers do not sign up for the turned back capacity. The second rule finds just and reasonable the California utilities' subscription to this turned back capacity, as well as their existing capacity rights on interstate pipelines.  The basis for the two rules is the CPUC’s concern that if no California replacement shipper acquires the turned back capacity, then up to 725 MMcf/d of firm capacity on the El Paso system could be permanently lost to serve California customers, which the CPUC sees as having devastating impacts on the supply and cost of gas and electricity. 


The CPUC also identified issues for Phase II of the proceeding and set a prehearing conference for September 10 in San Francisco.  Issues to be explored include cost allocation, capacity releases, and details concerning the guaranteed recovery in rates of the utilities' costs for subscription to interstate pipeline capacity. 

4.
FERC Voices Preference for Participant Funding


In several instances, the notice of proposed rulemaking (“NOPR”) on standard market design (“SMD”) that FERC issued last week builds upon other matters pending before the Commission.  One example of such development is the SMD NOPR’s discussion on pricing of new transmission capacity, which refers explicitly to the NOPR on generator interconnection that FERC released earlier this year (See the May 3rd edition of the WER).


As described in the SMD NOPR, the Commission’s pricing policy for network upgrades has traditionally favored “rolled in” pricing, where all users pay an administratively determined share of new facilities.  The Commission also states that this method formed the basis of the pricing proposal in its NOPR on generation interconnection.


In the SMD NOPR, however, FERC expresses a preference for allowing recovery of the costs of expansion through participant funding, an approach under which those who benefit from a particular project -- such as a generator building to export power or load building to reduce congestion -- would also pay for it.  In support of this approach, the Commission states that this “more precise matching of beneficiaries and cost recovery responsibility would encourage greater regional cooperation to get needed facilities sited and built.”


The SMD NOPR also sheds some light on the Commission’s vision of participant funding.  The Commission states that under a participant funding system, an independent entity must determine: (1) the cost of, and responsibility for, needed upgrades; (2) congestion price signals to which the customer responds, along with congestion revenue rights (“CRRs”); and (3) the assumptions underlying the power flow analysis.  The Commission adds that once full compliance with standard market design is achieved, the independent transmission providers (“ITPs”) called for in the SMD NOPR would perform these functions.  Until that time, the Commission states that it would consider participant funding for proposed transmission facilities that are included in a regional planning process conducted by an independent entity.  In the absence of such independence, the Commission would apply a default pricing policy under which all high voltage network upgrades of 138 kV and above would be rolled‑in on a region‑wide basis, with costs allocated to the region that benefits from the expansion.  


Some industry observers believe that the relationship between the Commission’s SMD and generation interconnection proposals will continue to develop in coming months.  The Commission has announced its intent to finalize both rules by the end of this year.  Toward that end, FERC has set an October 15 deadline for comments on its SMD proposal.
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