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Electric Utility Regulatory Reform:
Issues for the 109" Congress

Summary

The Public Utility Holding Company Act of 1935 (PUHCA) and the Federal
Power Act (FPA) were enacted to eliminate unfair practices and other abuses by
electricity and gas holding companies by requiring federal control and regulation of
interstate public utility holding companies. Prior to PUHCA, €electricity holding
companies were characterized as having excessive consumer rates, high debt-to-
equity ratios, and unreliable service. PUHCA remained virtually unchanged for 50
yearsuntil enactment of the Public Utility Regulatory Policies Act of 1978. PURPA
was, in part, intended to augment electric utility generation with more efficiently
produced el ectricity and to provide equitableratesto electric consumers. Qualifying
facilities (QFs) are exempt from regulation under PUHCA and the FPA.

Electricity regulation was changed again in 1992 with passage of the Energy
Policy Act (EPACT). Theintent of Title 7 of EPACT isto increase competition in
the electric generating sector by creating new entities, called “exempt wholesale
generators’ (EWGs), that can generate and sell el ectricity at wholesalewithout being
regulated as utilities under PUHCA. This title also provides EWGs with away to
assure transmission of their wholesale power to their purchasers. The effect of this
act on the electric supply system has been more far-reaching than PURPA.

On April 24, 1996, the Federal Energy Regulatory Commission (FERC) issued
Orders 888 and 889. FERC issued these rules to remedy undue discrimination in
transmission services in interstate commerce and provide an orderly and fair
transition to competitive bulk power markets. Order 2000, issued December 20,
1999, established criteria for forming transmission organizations.

Comprehensive electricity legislation may involve several components. The
first is PUHCA reform. Some electric utilities want PUHCA changed so they can
more easily diversify their assets. State regulators have expressed concerns that
increased diversification could lead to abuses, including cross-subsidization.
Consumer groups have expressed concern that arepeal of PUHCA could exacerbate
market power abusesin amonopolistic industry where true competition does not yet
exigt.

The second issue is PURPA’s requirement that utilities purchase power from
QFs. Many investor-owned utilities support repeal of these mandatory purchase
provisions. They argue that their state regulators’ “misguided” implementation of
PURPA has forced them to pay contractually high pricesfor power that they do not
need. Opponents of this legislation argue that it would decrease competition and
impede development of renewable energy.

Thethird mainissueisreliability. Without mandatory and enforceablereliability
standards, proponents argue that reliability of the electric power system will not be
at acceptable levels. Opponents say these standards are unnecessary.

This report will be updated as events warrant.
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Electric Utility Regulatory Reform:
Issues for the 109™ Congress

Background

Historically, el ectricity service hasbeen defined asanatural monopoly, meaning
that the industry has (1) an inherent tendency toward declining long-term costs, (2)
high threshold investment, and (3) technological conditionsthat limit the number of
potential entrants. In addition, many regulators have considered unified control of
generation, transmission, and distribution as the most efficient means of providing
service. Asaresult, most people (about 75%) are currently served by a vertically
integrated, investor-owned utility.

Asthe electric utility industry has evolved, however, there has been agrowing
belief that the historic classification of electric utilities as natural monopolies has
been overtaken by events and that market forces can and should replace some of the
traditional economic regulatory structure. For example, the existence of utilitiesthat
do not own all of their generating facilities, primarily cooperatives and publicly
owned utilities, hasprovided evidencethat vertical integration hasnot been necessary
for providing efficient electric service. Moreover, recent changesin electric utility
regulation and improved technologies have allowed additional generating capacity
to be provided by independent firms rather than utilities.

ThePublic Utility Holding Company Act (PUHCA)* and the Federal Power Act
(FPA) of 1935 (Title | and Title |1 of the Public Utility Act)? established aregime of
regul ating el ectric utilitiesthat gave specific and separate powersto the statesand the
federal government. A regulatory bargain was made between the government and
utilities. In exchange for an exclusive franchise service territory, utilities must
provide electricity to al users at reasonable, regulated rates. State regulatory
commissions address intrastate utility activities, including wholesale and retail
rate-making. State authority currently tendsto be asbroad and asvaried asthe states
arediverse. At theleast, a state public utility commission will have authority over
retail rates, and often over investment and debt. At the other end of the spectrum, the
state regulatory body will oversee many facets of utility operation.

Degspite this diversity, the essential mission of the state regulator in states that
have not restructured is the establishment of retail electric prices. This is
accomplished through an adversarial hearing process. The central issues in such
cases are the total amount of money the utility will be permitted to collect and how

115U.S.C. 79 et seq.
216 U.S.C. 791 et seq.
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the burden of the revenue requirement will be distributed among the various
customer classes (residential, commercial, and industrial).

Under the FPA, federal economic regulation addresses whol esal e transactions
and rates for electric power flowing in interstate commerce. Federal regulation
followed state regulation and is premised on the need to fill the regulatory vacuum
resulting from the constitutional inability of states to regulate interstate commerce.
In this bifurcation of regulatory jurisdiction, federal regulation is limited and
conceived to supplement state regulation. The Federa Energy Regulatory
Commission (FERC) hasthe principal functionsat thefederal level for theeconomic
regulation of the electricity utility industry, including financia transactions,
wholesale rate regulation, transactions involving transmission of unbundled retail
electricity, interconnection and wheeling of wholesale electricity, and ensuring
adequate and reliable service. In addition, to prevent a recurrence of the abusive
practices of the 1920s (e.g., cross-subsidization, self-dealing, pyramiding, etc.), the
Securities and Exchange Commission (SEC) regulates utilities’ corporate structure
and business ventures under PUHCA.

The electric utility industry has been in the process of transformation. During
the past 25 years, there has been a major change in direction concerning generation.
First, improved technol ogies have reduced the cost of generating electricity as well
asthe size of generating facilities. Prior preference for large-scale — often nuclear
or coal-fired — powerplants has been supplanted by a preference for small-scale
production facilitiesthat can be brought online more quickly and cheaply, with fewer
regulatory impediments. Second, this has lowered the entry barrier to electricity
generation and permitted non-utility entities to build profitable facilities. Recent
changes in electric utility regulation and improved technologies have alowed
additional generating capacity to be provided by independent firms rather than
utilities.

The oil embargoes of the 1970s created concerns about the security of the
nation’s electricity supply and led to enactment of the Public Utility Regulatory
PoliciesAct of 1978 (PURPA).? For thefirst time, utilitieswererequired to purchase
power from outside sources. The purchase price was set at the utilities’ “avoided
cost,” the cost they would haveincurred to generate the additional power themsel ves,
as determined by utility regulators. PURPA was established in part to augment
electric utility generation with more efficiently produced electricity and to provide
equitable rates to electric consumers.

In addition to PURPA, the Fuel Use Act of 1978 (FUA)* helped qualifying
facilities (QFs) become established. Under FUA, utilitieswere not permitted to use
natural gas to fuel new generating facilities. QFs, which by definition are not
utilities, were able to take advantage of newly abundant natural gas as well as new
generating technol ogy, such ascombined-cycleplantsthat usehot exhaust gasesfrom
combustion turbinesto make steam to generate additional power. Thesetechnologies
lowered the financial threshold for entrance into the electricity generation business

®P.L. 95617, 16 U.S.C. 2601.
*P.L. 95-620.
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aswel| as shortened the lead timefor constructing new plants. FUA wasrepealed in
1987, but by this time QFs and small power producers had gained a portion of the
total electricity supply.

Thisinflux of QF power challenged the cost-based ratesthat previously guided
wholesale transactions. Before implementation of PURPA, FERC approved
whol esal einterstate el ectricity transactionsbased onthe seller’ scoststo generateand
transmit the power. But, as non-utility generators typically do not have enough
market power to influence the rates they charge, FERC began approving certain
wholesal e transactions whose rates were a result of a competitive bidding process.
These rates are called market-based rates.

This first incremental change of traditional €electricity regulation started a
movement toward a market-oriented approach to electricity supply. Following the
enactment of PURPA, two basic issues stimulated callsfor further reform: whether
to encourage nonutility generation and whether to permit utilities to diversify into
non-regulated activities.

The Energy Policy Act of 1992 (EPACT)® removed several regulatory barriers
to entry into electricity generation to increase competition of electricity supply.
Specifically, EPACT providesfor the creation of entities, called “exempt wholesale
generators’ (EWGs), that can generate and sell electricity at wholesalewithout being
regulated as utilities under PUHCA. Under EPACT, EWGs are also provided with
a way to assure transmission of their wholesale power to a wholesale purchaser.
However, EPACT does not permit FERC to mandate that utilities transmit EWG
power to retail consumers (commonly caled “retaill wheeling” or “retail
competition”), an activity that remains under the jurisdiction of state public utility
commissions. PURPA began to shift more regulatory responsibilities to the federal
government, and EPACT continued that shift away from the states by creating new
optionsfor utilities and regul ators to meet electricity demand. EPACT allowed for
a robust wholesale market in electricity. The transmission system is now used
extensively for bulk-power transfers between utilities, even though the physical
system wasdesigned to handle primarily intra-utility transfers. Utilitiesnow depend
on acombination of self-generation, merchant generators, and other utilitiesto meet
thelr retail electricity demand.

Shortly after enactment of EPACT, states began considering whether to allow
retail choice. It was argued that retail prices would decline with additional
competition. Most state plans have not met initial expectations. Few alternative
suppliers have remained in the market, consumers are reluctant to switch suppliers,
and default servicerates set by the statesare generally equal to or lessthan wholesale
market prices plus retail margin needed to cover retail service costs.® Currently, 24
states and the Digtrict of Columbia have either enacted legidation or issued
regulatory orders to implement retail access. California had the first active retall
program. However, California suspended its restructuring program following the

°P.L. 102-486, Title VI,

¢ See Paul L. Joskow, The Difficult Transition to Competitive Electricity Markets in the
U.S, May 2003, availableat [ http://econ-www.mit.edu/faculty/download _pdf.php?id=537].
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Californiaenergy crisesin 2001 that was marked by retail and wholesal e price spikes
aswell asadecreaseinreliability. Eighteen stateshave activerestructuring programs.
Six states, Arkansas, Montana, Nevada, New M exico, Oklahoma, and West Virginia,
have delayed implementation of retail access. Since 2000, no additional states have
announced plansto introduceretail competition. Thequestion now iswhether further
federal legidlative action is desirable to encourage competition in the electric utility
sector and, if so, at what speed this change would occur.

Transmission

In addition to creating a new type of wholesale electricity generator, exempt
wholesalegenerators(EWGS), the Energy Policy Act (EPACT) providesEWGswith
asystem to assure transmission of their wholesale power to its purchaser. However,
EPACT did not solve all of the issues relating to transmission access. As aresult of
EPACT, on April 24, 1996, FERC issued Orders 888 and 889. In issuing its final
rules, FERC concluded that these orders will “remedy undue discrimination in
transmission services in interstate commerce and provide an orderly and fair
transition to competitive bulk power markets.”

Under Order 888, the Open Access Rule, transmission line owners are required
to offer both point-to-point and network transmission services under comparable
terms and conditions that they provide for themselves. The rule provides asingle
tariff providing minimum conditions for both network and point-to-point services
and the non-price terms and conditions for providing these services and ancillary
services. Thisrule also allows for full recovery of so-called stranded costs, with
those costs being paid by wholesale customers wishing to leave their current supply
arrangements. The rule encourages but does not require creation of independent
system operators (I1SOs) to coordinate intercompany transmission of electricity.

Order 889, the Open Access Same-time Information System (OASIS) rule,
establishes standards of conduct to ensure alevel playing field. The rule requires
utilities to separate their wholesale power marketing and transmission operation
functions, but doesnot require corporate unbundling or divestitureof assets. Utilities
arestill allowed to own transmission, distribution, and generation facilities but must
maintain separate books and records.

Regional Transmission Organizations

On December 20, 1999, FERC issued Order 2000, which described the
minimum characteristics and functions of regiona transmission organizations
(RTOs).? Therequired characteristics of an RTO are:

e The RTO must be independent from market participants.

" FERC Order 888, Docket No. RM-8-000; FERC Order 889, Docket No. RM95-9-000.
8 [nttp://www.ferc.gov/legal /ferc-regs/land-docsyRM 99-2A .pdf].
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e It must serve a region of sufficient size to permit the RTO to
perform effectively.

e An RTO will be responsible for operational control, and

o Itwill beresponsiblefor maintaining the short-term reliability of the
grid.

The required functions of an RTO outlined in Order 2000 are:

e It must administer its own transmission tariff.

¢ Itmust ensurethedevel opment and operation of market mechanisms
to manage congestion.

e It must address parallel flow issues both within and outside its
region.

e It will serve as supplier of last resort for all ancillary services; it
must administer an Open Access Same-time Information System.

e It must monitor markets to identify design flaws and market power
and propose appropriate remedial actions; it must provide for
interregional coordination, and

e An RTO must plan necessary transmission additions and upgrades.

Order 2000 does not require a utility to participate in an RTO, set out RTO
boundaries, or mandate the acceptable RTO structure. RTOswill beabletofilewith
FERC as an independent system operator (1SO), afor-profit transmission company
(transco), or another type of entity that has not yet been proposed. Although RTO
participationisvoluntary under Order 2000, FERC built in guidelinesand safeguards
to ensure independent operation of the transmission grid. RTOs are required to
conduct independent audits to ensure that owners do not exert undue influence over
RTO operation.

FERC Order 2000 required the existing 1SOs to submit to FERC by January 1,
2001, a plan that described whether their transmission organization met the criteria
established in the RTO rulemaking. Electric utilities that were not members of an
ISO had to file plans with FERC by October 1, 2000. The order does not mandate
RTO formation, but if an individual utility opts not to join an RTO, the utility is
required to prove why it would be harmed by joining such an entity.

On July 12, 2001, FERC issued severa orders requiring utilities to enter into
talksto form Regional Transmission Organizations. Eventhough FERC Order 2000
did not set out RTO boundaries, in effect the July 12, 2001, order does. On
September 17, 2001, FERC’ s Administrative Law Judge Mediator H. Peter Y oung
filed his report, which presented a blueprint for creating a single RTO in the
Northeast.®

FERC hasgranted RTO statusto three entities and conditional approval to four
others.

° FERC Docket No. RT01-99-000.
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e On December 20, 2001, FERC granted RTO status to the Midwest
Independent Transmission System Operator (M1S0).*°

e On September 18, 2002, FERC approved the RTO West, since
renamed Grid West, proposal. RTO West includes all, or part of,
Washington, Idaho, Montana, Oregon, Nevada, Wyoming, Utah, and
asmall part of northern California adjacent to Oregon.

e FERC granted PIM RTO status on December 19, 2002. PIM
manages the grid in parts of Ohio, West Virginia, Pennsylvania,
New Jersey, Delaware, Maryland, Virginia, and the District of
Columbia.

Other RTOs have received conditional approval from FERC.

e Mostrecently, FERC conditionally approved the New England RTO
(ISO-NE) on March 24, 2004." 1SO-NE serves customers in
Connecticut, Massachusetts, New Hampshire, Rhode Island,
Vermont, and portions of Maine.

e FERC aso granted conditional approval to the Southwest Power
Pool (SPP) on February 10, 2004."2 Arkansas-based SPP serves 4
million customersin all, or parts of, Arkansas, Kansas, Louisiana,
Mississippi, Missouri, New Mexico, Oklahoma, and Texas.

e FERC conditionally approved SeTransRTO and WestConnect RTO
on October 10, 2002." SeTrans includes utilities in Alabama,
Arkansas, Florida, Georgia, Louisiana, Mississippi, South Carolina,
and Texas. WestConnect RTO includes partsof Arizona, Colorado,
New Mexico, and Utah.

In the past, utilities and some state utility commissioners have argued against
large RTOs, stating that currently the expertise is not available to integrate alarge
geographic region with multiple control centers and power pools. On February 26,
2002, FERC released areport that assessed the potential economic costsand benefits
of RTOs.** Thestudy concluded theannual savingsfrom RTO formation could range
from$1 billionto $10billion. However, thestudy did not find significant differences
in savings between larger and smaller RTOs. Those in favor of large RTOs argue
that they would provide the most efficient operations of the transmission system. On

19 FERC Docket No. RTO1-87-000.

" FERC Docket Nos. RTO04-2-000, ER04-157-000,001, and EL 01-39-000.

2 FERC Docket Nos. RTO04-1-000 and ER04-48-000.

13 FERC Docket Nos. EL02-101-000, RTO2-1-000 and EL 02-9-000.

14 See [ http://www.ferc.gov/legal /ferc-regs/land-docs/rtostudy _final_0226.pdf].
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November 7, 2001, FERC issued an order that stated FERC' s goals and process for
creating Regional Transmission Organizations.*

On May 14, 1999, the U.S. Court of Appealsfor the Eighth Circuit ruled in a
case between FERC and Northern States Power Company. The court held that the
commission overstepped its authority when it ordered Northern States Power
Company to treat whol esal e customers the same asit treats native load customersin
making electricity curtailment decisions. This decision raised federal-state
jurisdictional questions, particularly a state’ s right to guarantee system reliability.

On October 3, 2001, the U.S. Supreme Court heard argumentsin a case (New
York et a. v. Federal Energy Regulatory Commission) that challenged FERC's
authority under Order 888 to regulate transmission for retail sales if a utility
unbundles transmission from other retail charges. In states that have opened their
generation market to competition, unbundling occurs when customers are charged
separately for generation, transmission, and distribution. Nine states, led by New
Y ork, filed suit, and argued that the Federal Power Act gives FERC jurisdiction over
wholesale sales and interstate transmission and leaves all retail issues up to the state
utility commissions. Enron argued that FERC clearly has jurisdiction over al
transmission and FERC is obligated to prevent transmission owners from
discriminating against those wishing to use the transmission lines. On March 4,
2002, the U.S. Supreme Court ruled in favor of FERC and held that FERC has
jurisdiction over transmission including unbundled retail transactions.*® At issue for
Congressiswhether to allow certain utilitiesto give preferential treatment to native
load customers (customers within their service territories.)

Reliability
Electric Reliability Organization

The blackout of August 2003 in the Northeast, Midwest, and adjoining parts of
Canadahas highlighted the need for infrastructure and operating improvements. The
North American Electric Reliability Council (NERC) hasresponsibility for reliability
of the bulk power system. NERC has established reliability guidelines, but
compliance with the guidelinesis voluntary. The Federal Power Act gives FERC
jurisdiction over unbundled transmission and was intended to regulate wholesale
rates; however, no authority was provided to regulate reliability.

As a result of the recommendations of the joint U.S.-Canada task force
investigating the August 2003 blackout, NERC is conducting reliability readiness
audits of reliability coordinators. All audits are expected to be completed by 2006.
FERC held atechnical conference on September 29, 2004, to discussthe status of the
Reliability ReadinessReviews. Morethan two-thirdsof theaudited control areasand

> FERC Docket No. RM01-12-000.

®Therulingisavailableat [http://a257.g.akamaitech.net/7/257/2422/04mar 20021030/ www.
supremecourtus.gov/opinions/01pdf/00-568.pdf].
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reliability coordinators need to make staff training improvements and add support to
their control centersin case of an emergency.'’ At the conference, NERC, FERC,
andindustry officialsagreed that absent mandatory reliability standards, thereislittle
assurance that operators of the system will comply with more rigorous guidelines.

Both NERC and FERC agree that implementation of an electric reliability
organization (ERO) would improve the reliability of the electric system. ERO
legislation has been introduced during the past several sessions of Congress, but has
failed to be enacted. The proposas would require FERC to promulgate rules to
create a FERC-certified electric reliability organization. The ERO would develop
and enforce reliability standards for the bulk-power system. All ERO standards
would be approved by FERC. Under these proposals, the ERO could impose
penalties on a user, owner, or operator of the bulk-power system that violates any
FERC-approved liability standard. In addition, FERC could order compliance with
thereliability standard and could impose apenalty if FERC findsthat a user, owner,
or operator of the bulk-power system has engaged in a violation of the reliability
standard. However, these proposals would not give an ERO or FERC authorization
to order construction of additional generation or transmission capacity.

Generaly, the ERO isnoncontroversial. Advocates of giving FERC authority
over the ERO contend that central jurisdiction would provide more accountability.
FERC would be ultimately responsible for reliability issues. If the penalties
employed by the ERO were not successful, then FERC would have the authority to
enforce penaties for entities that did not comply with reliability standards.
Establishing this new relationship between FERC and the ERO would have the
potential toimprove coordination between market functionsand reliability functions.
Those opposed to giving FERC jurisdiction over bulk power system reliability
contend that FERC has no experience inthisarea. If FERC is given this authority,
it would have to rely on NERC for much of its expertise. Placing FERC in this
position may add to the uncertainty associated with the changes in institutional
structure as FERC takes on this new role.

Infrastructure Improvements

A conflict exists between the apparent goal of increasing competition in the
generation sector and assuring adequate transmission capacity and management of
the system to move the power. Additions to generating capacity are occurring at a
more rapid pace than transmission additions. The traditional vertically integrated
utility no longer dominates theindustry structure.*® In addition, demand for electric
power continuesto increase. Unresolved regulatory issues that have emerged after
1992 have resulted in considerable uncertainty in the financial community. As a

A transcript of the Technical Conference is available at
[http://www.ferc.gov/EventCal endar/Files/20041013132249-transcript.pdf] .

18 Accordingtothe Energy Information Administration, in 1996, 10% of generating capacity
was owned by non-utility generators. By 2000, 26% of generating capacity was owned by
non-utility generators. In addition, to encourage competition, Maine and New Hampshire
haverequired utilitiesto fully divest of either generation or transmission assets, and Rhode
Island has partial divestiture requirements.
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result of all of thesefactors, investment in the transmission system has not kept pace
with demand for transmission capacity.

Siting. Onereason transmission lines have not been built in recent yearsisthe
difficulty in siting lines. Even though the transmission of electricity is considered
interstate commerce, thesiting of transmission linesistheresponsibility of the states.
Inaddition, several federal agenciesplay variousrolesinthesiting process, primarily
with regard to environmental impacts. Siting and building transmission lines have
been very difficult because of citizen opposition as well as inconsistent siting
reguirements among states. While controversial, since the blackout of 2003, FERC
commissioners are now supporting federal siting backstop authority.*® In addition,
theelectricindustry isinfavor of giving FERC siting authority.® Statesaregenerally
opposed to this proposal .#

Pricing. Some transmission-owning utilities argue that the current pricing
mechanism for transmission discourages investment. FERC regulates all
transmission, including unbundled retail transactions. Under the Federal Power Act
(FPA), FERC is required to set “just and reasonable” rates for wholesale
transactions.”? FERC has traditionally determined rates by using an embedded cost
method that includes recovery of capital costs, operating expenses, improvements,
accumulated depreciation, and arate of return. Traditionally, transmission owners
have been compensated for use of their lines based on a contract path for the
movement of electricity, generally the shortest path between the generator and its
customer. However, electricity rarely followsacontract path and instead followsthe
path based on least impedance.”? Transmission lines often carry electricity that has
been contracted to move on a different path. As more bulk power transfers are
occurring on the transmission system, transmission owners not belonging to RTOs
are not always being compensated for use of their lines because acontract path rarely
follows the actual flow. This creates a disincentive for transmission owners to
increase capacity.”

19 Statement of Nora Mead Brownell, FERC Reverses Position, Will Now Take Federal
Backstop Authority, Energywashington.com, September 2, 2003.

% Edison Electric Institute, Federal Sting Authority: Key to Expanding Electricity
Infrastructure, available at [http://www.eei.org/industry issues/energy_infrastructure/
transmission/federal siting.pdf].

2 Statement of National Governors Association, available at [http://www.nga.org/nga/
legislativeUpdate/1,1169,C_LETTER%5ED_4412,00.html].

2216 U.S.C. 824(d)(a).

% Impedance is a measure of the resistive and reactive attributes of a component in an
aternating-current circuit.

24 See National Economic Research Associates, Transmission Pricing Arrangements and
Their Influence on New Investments, World Bank Institute, July 6, 2000, available at
[ http:/mmw.worl dbank.org/whi/infrafin/pdf s/'sampl es/dc2000-weektwo/berry _trans pricing.

ppt].
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Under Order 2000,> FERC stated its interest in incentive ratemaking and, in
particular, performance-based ratemaking. Thosein favor of incentive ratemaking
argue that incentives are needed (1) to encourage participation in regional
transmission organizations (RTOs)?; (2) to compensate for perceived increasesin
financial risk because of participationinaregional transmission organization, and (3)
to facilitate efficient expansion of the transmission system.

FERC uses a “license plate’ rate for transmission: a single rate based on
customer location. AsFERC isencouraging formation of largeregional transmission
organizations, FERC may move toward a uniform access charge, sometimes called
postage stamp rates. With a postage stamp rate, users pay one charge for moving
electricity anywhere within the regional transmission organization.

Postage stamp rates eliminate so-called rate pancaking, or a series of
accumulated transmission charges as the electricity passes through adjacent
transmission systems, and increases the pool of available generation. On the other
hand, by moving to postage stamp rates, customers in low-cost transmission areas
may see arate increase, and high-cost transmission providers in the same area may
not recover embedded costs because costs are determined on aregional basis.

Regulatory Uncertainty. Transmissionownersandinvestorshaveexpressed
concern that the regulatory uncertainty for electric utilities is inhibiting new
investment in and construction of transmission facilities. For example, repeal of
PUHCA has been debated since 1996 without resolution. Without clarification on
whether PUHCA will be repealed, utilities state that they are reluctant to invest in
infrastructure. Repeal could significantly expand the ability of utilitiesto diversify
their investment options.

In addition, FERC has been moving toward requiring participation in regional
transmission organizations to create a more seamless transmission system. A fully
operational regional transmission organi zation would operatetheentiretransmission
system in a region and be able to replace multiple control centers with a single
control center.”” Thistype of control canincrease efficienciesin the operation of the
transmission system. RTO participants are required to adhere to certain rules, but
these are not currently enforceable in court.

Uncertainty over the form of an RTO, its operational characteristics, and the
transmission rates for a specific region have apparently made utilities wary of
investing in transmission. FERC has granted RTO status to severa entities and
conditionally approved others. If RTOsare ableto operate successfully and develop
atrack record, some regulatory uncertainty will diminish.

% 89 FERC 61,285.

% A regional transmission organi zationisan independent organization that doesnot own the
transmission linesbut operatesaregional transmission system onanon-discriminatory basis.

2 PJM operates with a single control center.
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Market Transparency

Some have argued that the wholesale power markets cannot be competitive
without additional market transparency for both generation and transmission. Some
proposals would require FERC to issue rules to establish an electronic information
system to provide the public, FERC, state commissions, buyers and sellers of
whol esal e el ectric energy, and users of transmission serviceswith information onthe
availability and price of wholesale electric energy and transmission services.

Regulatory Reform

PUHCA

Oneargument for additional PUHCA reform has been made by electric utilities
that want to further diversify their assets. Currently under PUHCA, a holding
company can acquire securities or utility assets only if the Securities and Exchange
Commission (SEC) findsthat such apurchase will improve the economic efficiency
and service of an integrated public utility system. It has been argued that reform to
allow diversification would improve the risk profile of electric utilitiesin much the
same way as in other businesses. The risk of any one investment is diluted by the
risk associated with all investments. Utilities have also argued that diversification
would lead to better use of underutilized resources (due to the seasona nature of
electric demand). Utility holding companies that have been exempt from SEC
regulation argue that PUHCA discourages diversification because the SEC could
repeal exempt status if exemption would be “ detrimental to the public interest.”

For a number of years there has been significant bipartisan congressional
support for repealing much of PUHCA, and giving FERC and state commissions
access to books and records. Since the 1980s, the Securities and Exchange
Commission has testified before Congress that many provisions of PUHCA are no
longer relevant and other provisions are redundant with state and other federal
regulations.® However, asaresult of Enron’ scollapse, somein Congress havetaken
a somewhat different view toward significantly amending or repealing PUHCA . %
Even though Enron had claimed exemption from PUHCA, on February 6, 2003,
Securities and Exchange Commission Chief Administrative Law Judge Brenda P.
Murray denied Enron’s PUHCA exemption applications of February 28, 2002,
amended on May 31, 2002, and April 12, 2000.* In the case of Enron, PUHCA and
many other laws did not deter or prevent fraudulent filing of information with the
SEC.

State regulators have expressed concerns that increased diversification could
lead to abuses, including cross-subsidization: aregulated company subsidizing an

2 [ http://www.sec.gov/news/testimony/021302tsich.htm].
2 [ http://www.house.gov/commerce_democrats/press/1071tr129.htm].

*nitial Decision Release No. 222 (File No. 3-10909) can be found at [ http://www.sec.gov/
litigation/aljdec/id222bpm.htm].
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unregulated affiliate. Cross-subsidizationwasamajor argument against thecreation
of EWGsand hasre-emerged as an argument against further PUHCA reform. Inthe
case of electric and gascompanies, non-utility venturesthat areundertaken asaresult
of diversification may benefit from the regulated utilities’ alowed rate of return.
M oneymaking non-utility enterpriseswould contributeto the overall financial health
of a holding company. However, unsuccessful ventures could harm the entire
holding company, including utility subsidiaries. Inthissituation, utilitieswould not
bepenalized for failurein terms of reduced accessto new capital, because they could
increase retail rates.

Severa consumer and environmental public interest groups, as well as state
legidlators, have expressed concerns about PUHCA repeal. PUHCA repeal, such
groups argue, could only exacerbate market power abuses in what they see as a
monopolisticindustry wheretrue competition does not yet exist. TheNational Rural
Electric Cooperative Association also opposes stand-alone changes to PUHCA.

PURPA

A prospective repeal of 8210 of PURPA, the mandatory purchase requirement
provisions, has been included in al recent comprehensive electric utility reform
proposals as well as some stand-alone bills. Some of these proposals would require
that certain competitive market conditions are met before a prospective repeal could
occur. Proponents of PURPA repeal — primarily investor-owned utilities (I0Us)
located in the Northeast and in California — argue that their state regulators
“misguided” implementation of PURPA in the early 1980s has forced them to pay
contractually high prices for power they do not need. They argue that, given the
current environment for cost-conscious competition, PURPA is outdated. The
PURPA Reform Group, which promotes 10U interests, strongly supports such bills
by contending that the current law’s mandatory purchase obligation was anti-
competitive and anti-consumer.

Opponents of these types of bills (industrial power customers, some segments
of thenatural gasindustry, therenewable energy industry, and environmental groups)
have many reasons to support PURPA asit stands. Mainly, their argument is that
PURPA introduced competition in the electric generating sector and, at the same
time, helped promote wider use of cleaner, aternative fuels to generate electricity.
Since the el ectric generating sector isnot yet fully competitive, they argue, repeal of
PURPA would decrease competition and impede the devel opment of the renewable
energy industry. Additionally, opponentsof PURPA repeal arguethat it would result
in less competition and greater utility monopoly control over the electric industry.
TheElectric Power Supply Association (EPSA) also wantscomprehensivelegidation
tolook at all aspectsof electricity regulation. Stateregul atorsare concerned that this
legislation would prevent them from deciding matters currently under their
jurisdiction. The National Association of Regulatory Utility Commissioners has
opposed legislation that would allow FERC to protect utilitiesfrom costs associated
with PURPA contracts.



