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This report summarizes recent developments in FERC proceedings in which ELCON has
been active and other matters of interest to industrid consumers. New insgde thisissue

EL CON and numerous other s comment on proposal to approve 83 of NERC’s 107
reliability sandards (p.2);

Transmisson pricing reformsto increase power grid investment: FERC reaffirms
Order 679in part and grantsrehearing in part (p.5);

FERC announces confer ences to examine competitiveness of wholesale markets (p.10);
FERC conditionally approves PJIM Réliability Pricing Settlement (p.11);

SPP tellsFERC it isready to launch EIS market next month (p.16);

FERC announcestechnical conference on MM U policies (p.18);

Ninth Circuit rever ses FERC treatment of long-term power contractsin California
(p.19)

Alcoa files petition for review in DC Circuit on request for rehearing of allocation of
ERO costs and cost benefit analysis standar ds discussed during NERC'sERO
certification (p.24).

New developments since the November 20, 2006 issue of Electricity Law Developments arein
bold.



FERC PROCEEDINGS

A. NERC Application for FERC Certification as National ERO
Docket Nos. RR06-1, RM 06-16

On December 1, 2006, NERC filedits“ Reliability Standards Development Plan:
2007 — 2009” (Work Plan) with FERC. NERC stated that the Work Plan was submitted
to inform the Commission of NERC’s program to improve the Rdliability Standar ds that
currently are the subject of the Commission’s October 20, 2006 NOPR. A portion of the
Work Plan also isdesigned to fulfill the commitment NERC madein its April 2006 ERO
certification application to provide the Commission with a plan to address the “ fill-in-the-
blank” regional reliability standards. Theinformational filing also contains a statusreport
on theviolation risk factorsthat NERC plansto assign to each requirement in its
Rdiability Standardsto help delineate therelative risks associated with the violation of
each requirement of a Rdiability Standard. FERC asked for comments on the Work Plan
to be submitted in conjunction with comments on the October 20, 2006 NOPR.

Background

On October 20, 2006, FERC issued a hotice of proposed rulemaking, stating itsintention
to approve 83 of 107 reliability sandards proposed by the North American Electric Rdiability
Council (NERC), though modification of some of the standards will be necessary and will be
ordered pursuant to afind rule. FERC decided not to rule on the 24 remaining sandards at this
time.

FERC aso addressed three other issues:

(8 Definition of bulk eectric tranamisson sysem: Whereas the industry and proposed

standards define the nation’ s bulk eectric transmission system as network facilities of 100,000



volts or higher, the EPAct 2005 is broader and excludes only “local digtribution facilities’.
FERC attempts to resolve this by stating that during a transition period, the historica standards
will be used while the ERO works on a standard consonant with the EPAct.

(b) Interpretation of “user of the bulk power system”: FERC proposes to determine who
auser of the system is on a stlandard specific basis in the context of the objective of the relevant
standard.

(c) Discretion in conddering violations: For the first Sx months after the new standards
are established as mandatory, FERC, the ERO and REs are directed to use discretion in finding
standard violations or ng pendties.

ELCON and others had requested a rehearing or clarification of FERC' s July 20, 2006 Order
certifying NERC as the ERO. On October 30, FERC denied rehearing.

On January 3, 2007, FERC recelved numer ous comments on the NOPR and on the
December 1 informational filing by NERC. Not surprisingly, NERC was pleased with the
Commissions conclusion that the 83 standards are just and reasonable. Placing these
standardsinto effect immediately, NERC stated, will allow it to “ affirmatively mitigate any
noncompliant performance of bulk power system owners, operatorsand usersgoing into
the summer of 2007,” and will “ serveto create a solid foundation on which to improve and
expand the standards ... without reopening for further debate the under pinnings of
standar ds that have already been approved by stakeholdersand utilized in practice by the
industry.”

EL CON submitted comments generally supporting the Commission’s proposal to
approve 83 reliability standards and designate 24 other standards as “good utility practice’

pending further development. EL CON agreesthat the Commission should rely on the



NERC standards processfor further development rather than try to rewrite any standard
but notesthat improvements need to be made to addr essrecommendationsin the August
2003 Blackout Report. Second, EL CON recommendsthat theterm *bulk -power system”
as proposed by the Commission be the reiability-based definition currently used by NERC
initsterm “bulk electric system”. “Erring on the side of registering every potential ‘User
of the Bulk-Power System’ will only distract the compliance staff at both NERC and the
regions from concentrating their efforts on identifying and monitoring compliance of
entitiesthat are most likely to have a material impact” on system reliability. However, any
entity reasonably deemed material to reliability should of course beregistered and regional
entities should have arole in identifying and registering such entities.

Among other industrial user groups commenting on the NOPR or Work Plan, the
Process Gas Consumer Group echoed EL CON’s concern that user swho have no material
effect on reliability of the power system not be unnecessarily burdened and werealsoin
favor of participation in demand response resources. Multiple Intervenorsfocused on the
need to encour age demand response and eliminate unnecessary barriersto demand
response participation in energy, capacity and ancillary service markets. To that end, they
asked the FERC clarify the NOPR to provide express permission for technically-qualified
loadsto participatein all ancillary services markets.

EPSA noted the importance of balancing oversight with standar ds development.
They supported FERC'’s decision to conditionally approve “imperfect” standards subject
to future modification of such standards. They encourage FERC to assurethat standards

are clear and unambiguous regarding what isrequired and who isrequired to comply.



EPSA expressed concern regarding FERC’ s proposed “validation period,” suggesting that
actual penalties might beimposed for violations by aggravated circumstances.

EEI amilarly commented that enfor cement discretion even during thetrial period is
“essential to the continued success of the program.” They stated that they “ stand strongly
for the principlethat all responsible entities should comply at all timeswith Reliability
Standards.” EEI also expressed concern that certain standardslacked technical features
or specificity necessary to be clear and unambiguous. They question how FERC can find
such incomplete standardsto bejust and reasonable.

APPA and NRECA filed comments suggesting that FERC had not satisfied
obligationsunder the Regulatory Flexibility Act to analyze impacts on small entities, and
cautioned that thisfailure could lead to judicial challenges of the standards. They state
that FERC may have substantially under estimated the number of small businesses—
including “hundreds, if not thousands, of small industrial facilities, small generatorsand
small qualifying facilitiesthat may also meet the small entity definition” -- that will
experience significant economic impact. “Most such entities do not own facilities that have
amaterial impact on therdiability of the bulk power grid in this country, yet the NOPR in
itscurrent state appear sto contemplate that they would all be subject to NERC’s

mandatory reliability regime.”

B. Transmisson Pricing Reforms To Increase Power Grid Investment
Docket No. RM 06-4-000

Background

EPAct 2005 directed the Commission to develop incentive-based rate treatments for

transmisson of eectric energy in interstate commerce. On July 20, 2006, FERC issued Order



No. 679 to establish incentive-based rate trestments for transmission, with the goa of
encouraging investment in transmission infrastructure. Despite widespread criticiam that the
incentives are excessve, FERC made few changes from its November 18, 2005 proposed rule.

FERC explained its approach by noting that the Order merely identifies specific incentive
rate trestments that may be approved by FERC. Applicants must meet the burden to justify
proposed incentives on a case-by-case basis, and incentives must bein a“ zone of
reasonableness’ and otherwise satisfy the existing FPA ratemaking standards.

In addition to incentive rates of return on new investment by traditiond utilities and
gtanda one transmisson companies, Order No. 679 dlows: recovery of 100 percent of prudently
incurred construction work in progress costs, pre-commercia operation costs, and costs of
abandoned projects if abandonment is outside of management’ s control; accel erated depreciation
recovery; recovery of costs to comply with mandatory reliability standards; recovery of coststo
facilitate infrastructure development in Nationd Interest Electric Transmisson Corridors
(NIETCs); and various other specified types of incentive cost recovery. However, dthough
initidly proposed, FERC decided not to adopt generic performance-based ratemaking incentives
at thistime.

Transmission entities seeking incentives may ether submit a petition for declaratory
order followed by a Section 205 application, which could pre-approve the incentives before
condruction to facilitate financing, or mply include the application for incentives in the Section
205 filing. Applicants for incentives mugt show that: (1) the facilities for which incentives are
sought either ensure reliability or reduce congestion; (2) a nexus exists between the incentives
and the investment; and (3) the resulting rates including the incentives are just and reasonable.

However, FERC decided that the gpplicant need not show that the investment would not have



been made without the incentives. Further, in an expansion of the proposed rule, Order No. 679
establishes a rebuttable presumption that transmission projects gpproved through aregiona
transmission planning process, gpproved by a state Sting authority, or located within aNIETC
are digible for incentives.

FERC rgected cdls by ELCON and many other commenters to hold the granting of
incentives to a cost- benefit sandard. FERC made three pointsin its summary dismissa of cost-
benefit anadyss (1) court decisions recognize that FERC may consider non-cost as well as cost
factors in decisonmaking under the FPA; (2) Section 219 reflects a Congressiond determination
that incentives generdly provide the benefits of spurring transmission invesment; and (3) FERC
will consider the justness and reasonableness of incentivesin individua rate proceedings. ] 65.

Utilities receiving incentive rate treetment for specific tranamission projects will have to
file new FERC Form 730 by April 18 of each year. The report requiresfiling of actua
transmission investment for the preceding calendar year, projected incrementd investments for
the next five caendar years, and project- specific information (including expected completion
date, percentage completion, and reasons for any delays).

Rehearing Requests

A wide range of 15 parties requested rehearing, including industria customers,
transmisson-dependent utilities, public power, and EEI and itsdlies. Mgor issuesraised on
rehearing indude the fallowing:

Incentives for RTO Participation. Severd parties asserted that FERC does not have
the satutory authority to give tranamitting utilities incentivesto remaininan RTO

and in any event that incentives are unlikely to ether encourage RTO participation or
promote new transmission capecity.

Neefor Incentives. The Caifornia and Connecticut commissions argued that FERC's
finding of the need for ROE incentives to promote transmisson was unsupported and



that, a aminimum, such incentives should not be granted where the utility is
obligated to by law, or has entered a binding commitment, to build new transmisson.

Scope and Leve of ROE Incentives. Most parties addressing the issue expressed
concern that the ROE Incentives are excessve — that incentive ROE at the upper end
of the zone of reasonableness will lead to rates of return that are arbitrary or too high.
Indugtrial Customers opposed dlowing arecipient to benefit from both incentive
based ROESs and non-ROE incentives. On the other hand, Southern seeks incentives
for existing as well as new transmisson.

Nexus Requirement. Industria Customers and others asserted that the requirement of
anexus between the incentive and the investment is vague, urging particularized
findings, cost-benefit andysis, and trangparency.

Rebuttable Presumption. Severa parties chalenged Order No. 679 s rebuttable
presumption that investments meeting certain criteria are digible for investment,
asserting that there is no reason to assume that projects meeting the criteriawill
promote religbility and reduce congestion.

Corporate Structure. EEI and others chalenged the specid incentive ROE and tax-
related ROE granted to Transcos, asserting that they should be made available to
others, while TDU Systems opposed giving the incentives to Transcos.

Public Power. Representatives of public power seek conditioning incentives on a
showing that the transmission owner sought financia participation by public power
entities and participation in open regiond transmisson planning.

On December 22, 2006, the Commission addressed theseissuesin Order 679-A,
wherein the Commission largely reaffirmed Order 679, maintaining incentive-based
(induding performance-based) rate treatments for the transmission of electric energy by
public utilitiesfor the purpose of benefiting consumer s by ensuring reliability and reducing
transmission congestion. 117 FERC { 61,345.

Order 679-A modified the Final Rule asfollows:

1 ToaddressNARUC' s concernsthat FERC erred in rebuttably presuming
that certain review processes (e.g., Sate Sting approvalsand regional planning

processes) satisfy section 219's requirement that atransmisson project ensure



reliability or reduce congestion, the Commission granted rehearing in part on the
issue. FERC agreed with NARUC to the extent that, if review processes do not
include a determination of whether a project ensuresrdiability or reduces
congegtion, no rebuttable presumption should exig for that project. FERC will
requirethat each applicant explain whether any processbeing rdied upon for a
rebuttable presumption includes a determination that the project isnecessary to
enaurerdiability or reduce congegtion. Furthermore, thisrebuttable presumption
will apply only to whether the project reduces congestion or encour agesreliability,
not the additional requirementsof the Final Rule.

2. The Commission reviewed the Final Rul€ s nexus requirement between the
incentive being sought and the investment being made. Several petitionersargued
that the nexustest was not sufficiently rigorousto protect consumers. The
Commisson granted rehearing in part on thisissue. TheFinal Rule sated that the
nexustest wasto be applied separatdly to each incentive, rather than to the package
of incentivesasawhole. FERC agreed that this approach failsto protect consumers
where an applicant both seeksincentivesthat reducetherisk of the project and
seeksan enhanced rate of return on equity (ROE) for increased risk. FERC will
thereforereguire applicantsto demondrate that thetotal package of incentivesis
tailored to addressthe demongrablerisksor challengesfaced by the applicant in
undertaking the project. The Commission will apply arule of reason with respect to
what is sufficient to meet therequirement of “demongrable’ risk or challenge. An

applicant may provide specific evidenceof arisk or challengeor a supported
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explanation of why it facesa particular risk or challenge. 1f some of theincentives
in the package reducetherisks of the project, that fact will be taken into account in
any reguest for an enhanced ROE.

3. In responseto several concernsthat the Commission will routingly grant an
enhanced ROE at thetop end of the zone of reasonableness, the Commission stated
that it hasbroad discretion to etablish ROE anywher e within the zone of
reasonableness, but intended to be car ful in the manner this discretion was
exercdsed. The Commisson darified that each applicant will, first, berequired to
judify ahigher ROE under therequired nexustest and, second, to jugtify wherein
the zone of reasonablenessthat return should lie.

Although someinvestors might desire up-front certainty regarding ROE
before they invest in aparticular project. FERC' straditional ratemaking practice
typically determines ROE in a hearing only after an invetment ismadeand a
fadility iscongructed and doesnot provide such up-front certainty. Therefore, the
Commission darified that it would entertain requestsfor a gpecific ROE

determination in a petition for declaratory order.

C. Conferences on Competition in Wholesale Power Markets
FERC Docket No. ADQ7-7

The Commission has announced that it will convene a series of public conferencesto
evaluate the state of competition in wholesale power markets. Thefirst conference will be
held on February 27 at FERC headquartersin Washington D.C. The conferences will

explore arange of issues, including feder al-state cooper ation, the need for new
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infrastructure, demand response and renewable ener gy, the availability of long-term
contracts and market design issues affecting wholesale markets. The Commission will
address the challenges faced by all wholesale markets, including or ganized marketsand
bilateral contract markets.

Citing significant debate and concer n about the costs and benefits of wholesale
power markets, FERC saysit plansto evaluate the various challenges faced by the different
types of wholesale power market structures across the country, with an aim to
strengthening the marketsin all regions. These conferenceswill provide a forum for
affected stakeholder s—including stateregulators, consumers, gener ation suppliersand
transmission providers—to discussthe critical issues and identify potential solutions.
EL CON and EPSA have praised FERC for recognizing the need to engage in formal

discussion on the effectiveness of the power markets.

D. FERC conditionally approves PJM Rdiability pricing settlement
Docket ER05-1410

On December 22, FERC conditionally approved a settlement filed by PIM
I nter connection, L.L.C. (PIJM) and multiple PIM market participants concerning PIM's
Rédiability Pricing Modd (RPM) to establish new market rulesthat will enable PIM to
obtain sufficient energy to reliably meet the needs of consumerswithin PIM. 117 FERC |
61,263. PJM’scurrent market rules establish a single market for supply, but this
structure does not assurethat the supply isavailableto all local areas. FERC stated that
based on the evidence supplied by the parties, the Settlement is expected to provide greater
incentives for new generation, transmission, and demand response, while also providing

sufficient revenuesto retain existing resourcesthat are needed. FERC also expectsthat
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the overall cost of the settlement provisionswill be less than what would be incurred under
PJM’s existing mechanisms.
Background

On September 1, 2005, PIM Interconnection filed a proposed Rdiability Pricing Model
(RPM) to replaceits current capacity market. In thefiling, PIM states that the current structure
of the capacity market does not assure that reliability will be maintained at the lowest reasonable
cost: only short-term (daily and monthly) capacity markets are offered, each with widely
varying prices. Under the RPM, afour-year forward contract would be available. Other features
of the mechanism include a downward-doping variable resource requirement curve, locationa
vauation of resourced to address needs in load pockets; value attributed to resources needed for
reliability and to those which can come on line within 30 minutes when needed; and capacity-
market specific market power mitigation rules. PIM gtated that many of the festuresit was
proposing in itsfiling have aready been gpproved by the Commission for other RTOs or ISOs.
PIM digtinguished its plan from the controversd |SO-NE LICAP mechanism in that the RPM
provides for annua adjustments to the forward price “demand curve’ through annud auctions
that reflect current market conditions, and transmission and demand response resources will be
permitted to bid in the RPM system. PIM had hoped to implement RPM by June 1, 2006.

On October 19, 2005 ELCON joined comments submitted by the PIM Industria
Customer Codition (*PIMICC”) and other industriads urging FERC to reject the proposd. The
RPM filing, industrial consumers argued, is driven by PIM’ s expectation that rdliability
problems will develop in certain specific regions of its system because of the expectation of high
rates of generation retirement in areas of high load growth with little new generation to be added.

PIM “failed to prove that its current capacity market isthe ‘root cause of any such locdized

12



investment concerns in the PIM footprint. Nor has PIM demonstrated that RPM isa‘just and
reasonable’ solution to the isolated problemsidentified in PIM’sfiling. RPM’sbroad ‘one size
fitsdl’ gpproach to solving alocd issueisin direct violation of the Federal Power Act and
inconggtent with Commission precedent, including the Commisson’s fundamenta expectation
of the consumer benefits of dectric restructuring.”
Characterizing the RPM filing as evidence of a serious crack in PIM’ s foundation,

Indudtrials Sated:

RPM'’ sintroduction of alocationa capacity component and an

atificid demand curve to solve sub-optimd investment in discrete

areas makes clear that ...LMP hasfailed to achieve the objective

of ‘send[ing] price sgndsthat are likely to encourage efficient

location of new generation resources, dispatch of new and existing
generation resources, and expansion of the transmisson system.”

Furthermore, Indugtrials argued, PIM had not demonstrated that RPM signas would be any more
effective or rdiable for customers than LMP signals and the proposd ignored the need for
additiond transmisson.

On April 20, 2006, FERC found that PIM’ s existing generation capacity obligation rules
are unjust and unreasonable and told PIM it agreed that they must be replaced. FERC indicated
that certain e ements of the proposed RPM might form the basis for ajust and reasonable
capacity market, but that these features need to be analyzed further before such a determination
ismade. In particular, FERC noted that the resuting market must encompass areas that best
reflect the operationd characterigtics and transmission condraints of the PIM system, and
ordered a paper hearing to determine how best to achieve this. FERC approved PIM’ s proposed
four-year forward procurement proposd, agreeing with PIM that the current daily and monthly

procurement system should be replaced with a program that is more conducive to system
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planning. However, the Commission s&t for hearing will be the duration of capacity
commitments. Additiondly, FERC found:

o The capacity market must provide generation, demand response and transmission
with reasonable opportunities to compete in resolving reliability concerns.

o A dud method of satiffying cgpacity obligations among which sates and utilities
can choose is appropriate. One method would involve the RPM capacity auction
approach proposed by PIM. The Commission approved the use of a downward
doping demand curve in that auction, but set for technica conference the
parameters of designing the curve. The other method of satisfying the capacity
obligation would be to set fixed capacity requirements for load- serving entities.
Certain parameters of this gpproach, including ameaningful deficiency charge for
failure to meet rdiability targets, would adso be consdered in the technica
conference.

The plan must continue long enough for new generation entrants to recover their investment
costs. The Commission found PIM’s proposd to include energy revenues in determining the
dope of its demand curve is a reasonable method of ensuring that changes in the energy market
will be reflected in the capacity market.
On September 29, 2006, PJM submitted a settlement agreement to FERC that
pur portedly resolved all outstanding issues between parties. On December 22, 2006,
FERC conditionally approved the settlement. The key features of the new RPM that was

accepted include:

Determination of pricesthrough use of a downwar d-doping demand curve. Thisis
amechanism to price supply within each local area sothat prices change gradually
based on the balance between the amount of supply offered and the amount
required for reliability. It encouragesinvestment by increasing revenue stability
over time. It also better indicatesthe incremental value of capacity at different
capacity levelsthan the current mechanism, wher e prices change abruptly with
small changesin supply around the reliability requirement. In addition, this
mechanism is anticipated to reduce theincentive for sdlersto withhold capacity in
order to exercise market power by decreasing the potential to obtain excessive
profitsthrough market manipulation. Further, the settlement includesa provison
under which qualifying utilitiesthat prefer not to participatein this mechanism may
choose instead to fulfill their own reliability responsbilities.

14



Forward procurement. Under the settlement, load-serving entities must make
commitmentsto procur e a sufficient supply of energy three yearsahead, rather than
the shorter term commitmentsthat are common now.

L ocational pricing phase-in. The settlement providesthat PIJM will create 23

L ocational Delivery Areasfor the determination of prices, but that division of the
mar ket will be completed incrementally through delivery year 2010-2011, so asto
allow time for market participantsto realign their contractual obligations.

Themajor provisons of the Settlement are summarized asfollows

In order to assurethat sufficient supply isobtained for local areas, the Settlement
providesthat each company providing eectricity to cussomersthroughout PIM is
required to supply or purchase resourcesto provide sufficient electricity to meet the
reliability targetsfor itsservice areas. The Settlement therefor e creates separ ate
areas (Locational Delivery Areas) within PIJM, and requiresthat generation and
transmission to those ar eas be sufficient to providereliable service.

The Settlement providesthat utilities can supply their energy needsthrough a
combination of generation, transmission, and demand response, including ener gy
efficiency.

Priceswill be set in each areatoreflect the needs of each area. The Settlement
providesfor pricesto be set through an auction market with a demand curvethat
reflectsthe reliability value of increased supply. Thedemand curveisexpected to
decrease the volatility of the market and thereby create a better market
environment for investment in new generation and retention of existing plants as
well asin demand response programs. Utilitiesthat prefer not to participatein the

auction market and that meet certain other requirements may procure a pre-
determined amount of supply outside the auction sufficient to ensurerdiability for
their customers.

To increase the opportunitiesfor competition from new entry, the Settlement
providesthat companies providing service to cussomers must contract with
suppliersthree yearsin advanceto ensurethat reliability goals are met and that
current generatorsaswell as new generators can be assured of sufficient revenuesto
either retain their current investment in PJM, or invest in constructing new
generating units.

The Settlement includes a number of design featuresthat discourage the exer cise of
market power and market manipulation generally. Specific mitigation rulesand increased
competition from new entry are the most important design elementsin thisregard.
Additionally, since this market design isanticipated to decrease price spikes, it islikely to
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provide fewer incentivesfor sellersto exercise market power by withholding supply from
the market.

The settlement requires PIM to file changesto the provisons that discriminate
between signatories and non-signatories to the settlement, removing the provisions
granting discretion to the PJIM Market Monitor and revising the tariffsto enable expedited
cost recovery.

On January 8, 2007, PIMICC filed a natice of withdrawal from the settlement,
citing concern with some of the conditions FERC had imposed. In particular, PIMICC
stated that the expansion of the class of generation ownerseligibleto add Mandatory
Capital Expendituresto otherwise applicable offer caps, the expansion of generation
ownerséligiblefor the:offer adder safe harbor,” and the requirement that PJM develop
and file changesto the MM U’s authority “ combine to add risk to customersin the PIJM
region that was not contemplated by the Settlement and that isnot offset by customer-
oriented benefits.” Portland Cement and a small number of othersalso filed notices of

withdrawal citing smilar concernswith FERC’simposed conditions.

E. SPP Real-Time Energy Balance Mar ket
Docket No. ER06-451

SPP on December 22, 2006, told FERC it will beready to launch itsreal-time energy
imbalance services market on February 1, 2007.

Background:

SPP recelved FERC approva asan RTO in October of 2004 (109 FERC 161,009 (2004),
order on reh’g, 110 FERC 161,137 (2005)). At that time, FERC accepted SPP's commitment to

develop an imbaance market, including implementation of ared-time, offer-based energy
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market that will be used to cdculate the price of imbaance energy. The Commisson aso
required SPP to provide amarket monitoring plan, including market power mitigation measures
that address market power problemsin the spot market and a clear set of rules governing market
participation conduct, with the consequences for violations clearly laid out. FERC had rejected
SPP sorigind imbaance market proposal and mitigation and monitoring plan as inadequate and
provided guidance concerning: (1) reliable and stable market operations; (2) market-based rates
in the new market; and (3) mitigation and monitoring issues. 112 FERC ] 61,303(2005).

On January 4, 2006, SPP filed proposed revisonsto its OATT, including further
developments of its imba ance market and market monitoring and mitigation plan. On March 20,
2006, FERC rejected the proposa in part and conditionally accepted and suspended it on other
parts, finding that the proposed tariff provisions require modification or elaboration before FERC
will be able to determine whether its imba ance market is designed and monitored properly and
isjust and reasonable. In particular, as acknowledged by SPP in itsfiling, the plan lacks certain
key dementsincluding an externa market monitor contract, new provisons for transmisson loss
compensation, standard market participant and reserve sharing agreement, and a plan to measure
market readiness performance.

In thislatest filing, SPP statesthat it has“tested its market systems, tested its
trangtion and reverson plan, trained necessary personnd and committed the
required resour cesto ensur e the launch of the market without compromising the
reliability of operationsin SPP'sserviceregion.” SPP indicated that thereremain a
few dementsof its market implementation plan that are gill under going testing, but
that none of these outstanding issues* poses and impediment to SPP’ s ability to

reliably operatethe EIS market.”
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SPP asksfor FERC’ s expeditious consderation of certain matters ill
pending, induding a number of market design proposalsthat were submitted but

which FERC hasnot yet passed on.

F. FERC Announces Technical Conferenceto Review MM U Policies

In connection with a December 5, 2006 denial of rehearing of FERC's
acceptance of certain PIM tariff revisonsaimed at conforming PJM’s mar ket
monitoring plan with FERC’s Palicy Statement on Market Monitoring, the
Commission announced a forthcoming technical conferenceto review Market
Monitoring Unit Policies. 117 FERC 1 61,263. FERC gated that the commentsit
received in connection with the PJM proceeding “indicate that entitieswho are
regularly involved with or affected by the functions of MM Us ar e concer ned about a
range of issues and policiesarisgng from thefunctionsof MMUs.  Commissoners
Kdly and Wdlinghoff indicated that among theissuesthey would likethe
conferenceto address arethe possbility of establishing a code of professonal
reponsbility for market monitors, therole of the MMU in assessng theimpact on
mar kets of demand response resour ces and whether 1SO/RTO tariffs should incdude
language to redress certain undesirable market behavior expeditioudy, without

referring the matter to FERC for investigation.
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. COURT PROCEEDINGS

A. Ninth Circuit reverses FERC treatment of long-term power contractsin California

The Ninth Circuit issued two companion decisons on December 19 of considerable
significancereversing FERC' streatment of long-term power contracts entered into by the
California Public Utilities Commission and the California Electric Oversight Board at the

time of the California energy crisisin 2001. See Pub. Util. Dist. No. 1 of Snohomish County

v. FERC, 2006 U.S. App. LEXIS 31297 (9" Cir. 2006); Pub. Util. Comm’n of Cal. v. FERC,

2006 U.S. App. LEX1S 31140 (9" Cir. 2006).

These decisons emphasize, fir &, that the fundamental pur pose of the rate authority
that FERC exercisesunder the Federal Power Act isto protect consumers. This general
language will be useful to ELCON advocacy in a variety of contexts. Secondly, the decision
holdsthat FERC abdicated its statutory responsibility to assure that wholesale contract
ratesarejust and reasonable (J& R) when the Commission decided that market-based rate
(MBR) contracts are somehow pre approved because at thetime MBR authorization is
granted, FERC has determined that the contractsarein the publicinterest. FERC could
not ignorethat at the timethe forward contracts at issue wer e entered into, their own Staff
Report had found that the markets were dysfunctional. The court ruled that Mobile-Sierra
cannot apply without determination that the challenged contract was initially formed free
from theinfluence of improper factors, such as market manipulation, the lever age of
market power, or an otherwise dysfunctional market.

Thedecisons are of consider ableimportance as FERC initiates a proceeding,

prompted by ELCON and other allies, to revist whether the wholesale marketsare
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functioning in competitive fashion.

The court emphasized that the FPA requires FERC to benefit consumers,
and that benefit to consumersisthe ultimate purpose of FERC’ s review of wholesale prices
under Sections 205 and 206.

Thecourt turned to a discussion of the standard of review of the challenged
contracts, observing that the parties and some of the cases speak asif two alternative
standardsfor reviewing wholesale electricity contract rates exist -- the statutory “just and
reasonable’ standard and the M obile-Serra “publicinterest” standard. The court found
that thereisa single general, ssandard for FERC’ s adjudication of contract challengeslike
the present one: whether the challenged contract is”just and reasonable.” The question
therefore cannot be not whether the M obile-Sierra or the“just and reasonable” standard
of review applies.

Theoriginal Mobile-Serra cases, which arose in the context of sellers seeking relief
from lowrate contracts, hold that lack of profitability aloneisnot a basisfor deeming a
contract unreasonable when the seller has agreed to the rate that proves unprofitable. The
Ninth Circuit noted that at the timethat M obile-Sierra was adopted, FERC approved
individual contracts, which the Commission does not do under the current market-based
rateregime whereit has pre-approved the seller on the basisthat the seller has no market
power. The market-based rate regime differsfrom theregulatory context present in the
Mobile-Serra casesin two material respects: (1) thetiming of the agency’sinitial review
has moved to a point before contract formation, and (2) the substance of that review no

longer focuses on theterms of the contract. 2006 U.S. App. LEXIS 31297 at*17.
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The court applied atripartite analysisin considering whether forward contracts
entered into during the western marketscrisswerejust and reasonable.

First, the court considered whether the contracts were subject to Mobile-Serra
review. Sincethe contractscalled for or were silent with respect to applicability of the
Mobile-Serra standard, the court agreed with FERC that as a contractual matter the
Mobile Sierra standard could be applied.

Second, the court focused on whether FERC’ s process allowed for timely and
effectivereview of rates. Thecourt found that FERC’sreview did not pass muster. The
court found that market-based rate authority can qualify as sufficient prior review to
justify limited M obile-Sierra review only “when accompanied by effective over sight
permitting timely reconsider ation of market-based authorization if market conditions
change.” Here, thefatal flaw in FERC’s approach to ‘oversight’ isthat “it precludes
timely consider ation of sudden market changes and offer s no protection to purchasers
victimized by the abuses of sellersor dysfunctional market conditionsthat FERC itself only
noticesin hindsight.”

Thecourt rgjected FERC’s contention that the loose over sight scheme of market
based rates passed muster:

A hypothetical explainsthe dilemma with FERC’ s present “oversight scheme”:
Seller A receivesmarket-based rateauthority in Year 1. In Year 5, pricesincrease
dramatically in short-term markets. Buyer B, needing to escape these markets,
agreesto long-term contracts X, Y, and Z to buy wholesale energy from Seller A.
Buyer B agreesto the contract termsbecausein afrantic market Seller A isone of
the only supplierswilling to enter into a long-term contract, and Buyer B needsto
ensurethat itssupply isableto meet theload required by itsretail customers. Inits
next required quarterly report in Year 6, Seller A dutifully transfersthe proper
information about itsratesto FERC. FERC -- perhapsreviewing contracts X, Y,
and Z -- discoversthat the assumption of a functioning market underlying its
approval of market-based rateauthority for Seller A doesnot accord with therates
being charged in forward contracts generally, or in those entered by Seller A in
particular. FERC thereforerevokes Seller A’s market-based rate authority.
FERC’s action, however, will do nothing to reform those troubling contr acts.
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Under thisregime, FERC hasno opportunity to review whether contracts X, Y, and Z
arejust and reasonable beforethey areentered. AsFERC itself recognizes, revocation
of market-based rate authority in Year 6 in the above hypothetical can only provide
relief for contractsprospectively. FERC appliesthe M obile-Serra presumption that
long-term bilateral contractswill reflect just and reasonable rates, without any
opportunity for initial review of therates. This, according to the court, amountsto an
abdication of FERC’s statutory duty to provide rate revision when necessary to assure
just and reasonablerates. The court noted that the facts of the western marketscrisis
match the hypothetical: in 2003, FERC revoked Enron’s market-based rate authority
prospectively, but subsequently denied Nevada Power’srequest to reform its contracts
with Enron even though the contracts were made during the period of abuse.

The court does not deny that FERC may adopt a market-based rate regime “if
sufficient safeguar ds are taken to providefor sufficient oversight.” However, FERC
cannot use the choice of the market-based rate regime and couple with it Mobile-Serra
to adopt a processthat precludes ordinary rate review, including the propriety of a
grant of market-based rate authority at the time the contracts become effective.

Third, the Ninth Circuit held that FERC erred by adhering to Mobile-Serra
without considering market conditions at the time the contracts were formed: “Mobile-
Serra cannot apply without determination that the challenged contract was initially
formed free from the influence of improper factors, such as market manipulation, the
lever age of market power, or an otherwise dysfunctional market.” While FERC
acknowledged its Staff Report that the western markets were dysfunctional, FERC failed

to consder whether the influence of the spot markets on the forward marketsreached a
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level sufficient to raise the question whether two parties could negotiate ajust and
reasonable contract triggering the M obile-Serra presumption. FERC failed to consider
whether the contractsin question were entered into in fully functioning marketsasa
prerequisitetowhether Mobile-Sierra should apply.

The court found that FERC further compounded the error by applying M obile-
Serra analysistaken from the context of low-rate challengesto high-rate challenges. In a
low rate case like the Serra/Papago context, the important “public interest” concernsrelate
to the sdling utility’s solvency and assuring that under recovered costs are not recouped
from other cussomers. In contrast in a high-rate challenge, the public interest requiresthat
the consuming public not be required to pay arate too high to fall within the zone of
reasonableness.

Thecourt ordered remand so that FERC would consider whether excessive rates
wer e paid in each of these proceedings. Snohomish, wher e the challenged contract
accounted for an 8% increasefor retail rate payersover 2001 rates; Southern Cal Water’s
rateincrease of 38%; and Nevada Power, where although retail rates decr eased after the
contract was entered, thisfactor did not excuse FERC from considering the public interest
asrates may have increased so high because of dysfunction in the spot market that
consumer s sill paid more under the forward contractsthan they should have. A smilar
ruling wasissued in the California Public Utility Commission companion case.

EL CON will wish to emphasize thieserulingsto FERC asit pressesthe Commission
on the need to address dysfunctional markets. While theNinth Circuit opinion is not

dispositive in other circuits (outside of the West Coast) and other courts may or may not

23



adopt the same reading of the contours of the M obile-Sierra test, it isnot a precedent that

FERC can ignore.

B. Alcoa files petition for review in D.C. Circuit regarding allocation of ERO costs
Case no. 06-1426; FERC Docket No. RR06-1-000

On July 20, 2006, the Commission certified NERC asthe Electricity Reliability
Organization (ERO) for the United States. Alcoa, Inc. did not seek rehearing of the
certification, but in itsrequest filed on August 21, 2006, sought rehearing on the issues of
allocation of ERO costsand theregection of a requirement that proposed reliability
standar ds be subject to a cost-benefit analysis as part of the determination of necessity to
achieverdiability. Alcoa argued that the Commission erred in disallowing itsrequeststo:

(a) require NERC to allocate costs on a net energy for load (NEL ) basis;

(b) usethe NEL methodology to allocate coststo load served by generation located

behind-the-meter ; and

(c) use a cost-benefit analysisas part of its standar ds development process.

FERC denied Alcoa srehearing request on October 30, 2006. 117 FERC 1 61,126.
On December 29, 2006, Alcoa filed a petition for review of this matter in the D.C. Circuit.

There has been no significant court activity on this case yet.

SaraD. Schotland
Jennifer Morrissey

24



