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United States General Accounting Office

Washington, DC 20548

June 14, 2002

The Honorable Joseph I. Lieberman
Chairman, Committee on Governmental Affairs
United States Senate

The Honorable Jean Carnahan
United States Senate

As requested, we are reporting on the Federal Energy Regulatory
Commission’s (FERC) efforts to revise its approach to regulating and
overseeing the nation’s natural gas and electric power industries in light of
these industries’ evolution from highly regulated monopolies to
competitive energy markets. This report contains recommendations to the
Chairman of FERC on developing and implementing an effective
regulatory and oversight approach for these markets. The report also
contains a matter for congressional consideration on the need to review
FERC'’s legal authorities to determine whether revisions are warranted in
view of the change to competitive energy markets.

As agreed with your offices, unless you publicly announce its contents
earlier, we plan no further distribution of this report until 30 days from the
date of this letter. We will then send copies to other appropriate
congressional committees; the Chairman, FERC; and the Director, Office
of Management and Budget. We will also make copies available to others
upon request. In addition, the report will be available at no charge on the
GAO web site at http://www.gao.gov.

If you or your staff have any questions concerning this report, please call
me at (202) 512-3841. Key contributors to this report are listed in
appendix IV.

Jim Wells

Director, Natural Resources
and Environment
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Executive Summary

Purpose

Background

Consumers in various parts of the United States have experienced
substantial fluctuations in the prices they pay for natural gas and
electricity as these industries make the transition from regulated
monopolies to competitive markets. These fluctuations—the most notable
in California during the summer of 2000—have caused some consumers
and state officials to question the wisdom of moving to competitive energy
markets. They have also raised concerns about the ability of the federal
government to adequately regulate and oversee these new markets. The
responsibility for ensuring that wholesale prices for natural gas and
electricity, sold and transported in interstate commerce, are “just and
reasonable,” generally rests with the Federal Energy Regulatory
Commission (FERC).

The Chairman of the Senate Committee on Governmental Affairs and
Senator Carnahan asked GAO to determine (1) how FERC has revised its
regulatory and oversight approach in response to the new energy markets
and (2) what management challenges FERC faces in effectively regulating
and overseeing these markets. To respond to the request, GAO reviewed
relevant legislation, regulations, studies, and documents pertaining to
FERC’s regulation and oversight of these industries. GAO also interviewed
a wide range of current and former FERC Chairmen, Commissioners, and
officials. In addition, GAO surveyed FERC staff in the Office of Markets,
Tariffs and Rates and related sections of the Office of the General Counsel
who have primary responsibility for regulating the natural gas and
electricity industries. About 71 percent, or 271, of these 384 staff
responded to GAO’s survey. Furthermore, GAO obtained information from
a wide range of FERC’s stakeholders—including state and industry
representatives—and other industry experts. For example, GAO surveyed
the chairmen of the state public utility commissions or boards. Thirty of
the 49 commissions or boards responded to GAQO’s survey. (See ch. 1 for
GAOQO’s detailed scope and methodology and app. II for a copy of the FERC
employee survey with the quantitative results.)

FERC was established in 1977 as a successor to the Federal Power
Commission. FERC is an independent federal agency of about 1,200
employees. Five Commissioners, each appointed by the President to a
5-year term, and confirmed by the Senate, lead the agency. The President
designates one of the Commissioners as the Chairman, who is responsible
for the agency’s administrative operations. In addition to regulating and
overseeing interstate transportation and wholesale sales of natural gas and
electricity, FERC regulates transmission of oil by pipelines, licenses
hydroelectric projects, and approves site choices for interstate pipelines
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and related facilities. Jurisdiction over other aspects of the natural gas and
electric industries, such as retail sales, construction of electric power
plants and transmission lines, and intrastate transportation, belongs to
state and local governments.

For nearly a century, the natural gas and electricity industries were
regulated as natural monopolies and dominated by a relatively few, large
public utilities that produced, transported, and sold natural gas and
electricity to the ultimate users.' This monopoly structure controlled the
entry, prices, and profits of industry participants. With technological,
economic, and policy developments over the past 25 years, these
industries have undergone a transition from this highly regulated
environment to one that places greater reliance on competition to
determine entry, prices, and profits. Natural gas was first to make the shift,
facilitated by passage of the Natural Gas Policy Act of 1978 and
subsequent FERC orders in 1985 and 1992 that opened pipeline
transportation to all on equal terms and required pipeline companies to
completely separate or “unbundle” their transportation, storage, and sales
services. As a result, natural gas became a commodity bought and sold
separately from its transportation.

The electricity industry has experienced similar developments, starting
about the same time but evolving more slowly than the natural gas
industry. The Public Utility Regulatory Policies Act in 1978 introduced
competition by requiring electric utilities to buy electricity produced by
nonutility, electric power generators. Then in 1992, the Congress passed
the Energy Policy Act, authorizing FERC to require utilities, on a case-by-
case basis, to allow competitors to use their transmission lines for
wholesale sales of electricity. In 1996, FERC ordered that electric
transmission systems be opened to all qualified wholesale buyers and
sellers of electric energy. FERC also required utilities to “functionally
unbundle” their generation and transmission businesses to prevent
discriminatory practices, such as not allowing competitors equal access to
transmission lines. One option FERC provided the utilities to help them
achieve unbundling was to transfer management of their transmission
lines to an independent system operator that would manage the system
without any special interests and for all users’ benefit. In 1999, FERC

! A natural monopoly is a company that becomes the only supplier of a product or service
because the nature of that product or service makes a single supplier more efficient than
competing ones.
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Results in Brief

issued an order asking all utilities to transfer control of their transmission
lines to regional transmission organizations. FERC is in the process of
establishing these organizations to cover the continental United States.

Under the traditional regulatory framework, FERC established individual
utilities’ terms, conditions, and rates for transportation and wholesale sale
of natural gas and electricity in interstate commerce. To ensure that the
rates these utilities charged were just and reasonable, FERC based the
rates on the utilities’ cost to provide the service plus a fair return on
investment, which is generally referred to as cost-of-service regulation.
With the opening of pipelines and transmission lines, other energy
producers and marketers began to compete with the traditional utilities to
the point that a complex structure of formal and informal primary and
secondary energy markets has evolved. As competition has increased,
FERC has allowed more and more producers and marketers to sell their
energy at prices determined in the marketplace.

FERC has not yet adequately revised its regulatory and oversight approach
to respond to the transition to competitive energy markets. The agency
recognizes that the change from highly regulated monopolies to
competitive markets requires it to fundamentally change how it does
business. However, it has struggled through various strategic planning and
other efforts to define the specific strategies, processes, and activities that
it will use to regulate and oversee these markets. Specifically, GAO found
the following:

An ambitious, 2-year reengineering effort begun in 1997 was intended to
position the agency to operate within the new market realities, but the
effort achieved little more than superficial changes to FERC’s
organizational structure.

To date, FERC’s initiatives to monitor competitive markets have served
more to help educate FERC’s staff about the new markets than produce
effective oversight efforts. For example, the agency’s Market Observation
Resource room makes a substantial amount of market data available to
staff in a readily usable format; however, this information has not yet been
used to initiate an enforcement action or to confirm or refute a problem
identified elsewhere in the agency.

FERC'’s difficulties with developing an effective approach for monitoring
competitive markets are compounded by the need to continue to carry out
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its traditional cost-of-service regulation as the industry makes the
transition to competitive markets.

FERC is attempting to develop an approach for competitive markets using
legal authorities that were enacted primarily when the energy industries
were regulated monopolies. For example, FERC generally does not have
the authority to levy meaningful civil penalties. While this authority may
not have been necessary for cost-of-service regulation, it is important if
FERC is to pose a credible threat and deter anticompetitive behavior or
violations of market rules by market participants.

Absent an effective regulatory and oversight approach, FERC lacks
assurance that today’s energy markets are producing interstate wholesale
natural gas and electricity prices that are just and reasonable. Although
many details remain to be decided, FERC’s current thinking is that the
regional transmission organizations will be required to establish
independent units to serve as the agency’s frontline monitors for the new
markets. However, it is likely to be several years before these units will be
fully operational. Therefore, GAO is making recommendations to the
Chairman, FERC, aimed at improving the interim regulation and oversight
of these markets until a long-term, comprehensive approach can be
established. In addition, GAO is suggesting that the Congress may want to
review and revise FERC’s authorities in the context of competitive market
structures, such as the need to levy meaningful civil monetary penalties.

Under any future scenario, FERC must overcome significant human
capital and organizational structure challenges to effectively regulate and
oversee the evolving energy marketplace. Although its staff will continue
to do some cost-of-service regulation, FERC needs more staff
knowledgeable about competitive energy markets and skilled in regulating
and overseeing them. FERC is taking steps to transform its workforce so
that it will be able to successfully regulate in a competitive market
environment. However, GAO found that FERC

has had difficulty recruiting such staff, in large part, because it has trouble
competing with private sector salaries;

faces the impending retirement of a large portion of its staff—over one-
quarter of its employees will be eligible to retire by 2005;

has used recruitment bonuses, retention allowances, tuition

reimbursement, and flexible work schedules to attract new staff and to
retain current employees, but it has not taken advantage of the full range
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Principal Findings

of personnel flexibilities and tools available to federal agencies, such as
special salary rates; and

has not developed a strategic human capital management plan to assess its
specific workforce needs and to develop strategies to address them.

Furthermore, FERC’s current organizational structure diffuses its market
oversight function, making it more difficult to provide the communication,
focus, and management attention needed to successfully implement a new
regulatory and oversight approach. FERC plans to establish an Office of
Market Oversight and Investigation reporting to the Chairman to provide
this communication, focus, and management attention, although many
details are yet to be resolved. GAO is making recommendations to the
Chairman, FERC, to help address the agency’s serious human capital
concerns.

In commenting on a draft of this report, FERC agreed with GAO’s
conclusions that the agency has not done all that it could to oversee
energy markets and with the report’s recommendations to improve market
oversight and to address the human capital challenges faced by FERC. The
agency also provided technical comments that GAO incorporated as
appropriate.

FERC Has Not Yet Defined
and Implemented an
Effective Regulatory and
Oversight Approach for
Competitive Energy
Markets

As competitive energy markets started to develop in the early 1990s, FERC
recognized that it would need a new approach to ensure just and
reasonable energy prices. Its first strategic plan, which was completed in
September 1997, confirmed the need for this new approach but did not
delineate the strategies needed to put such an approach into place. Instead
FERC, in 1997, launched a 2-year, $20-million project to reengineer itself to
operate in this competitive-market environment. One of the more
significant results of this project, which is referred to as FERC First, was
to combine the agency’s staff responsible for natural gas and electricity
regulation into a new Office of Markets, Tariffs and Rates. This new office
was to be responsible for regulating and overseeing competitive energy
markets. FERC First, however, did not bring about the fundamental
changes that were anticipated and needed to implement a new regulatory
approach. For example, 74 percent of the employees responding to GAO’s
survey believed that FERC First had improved the agency’s ability to
effectively monitor or regulate energy markets to little or no extent. The
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agency has subsequently continued to struggle to define the specific
strategies, processes, and activities that it will use to regulate and oversee
the emerging energy markets. For example, although FERC made
improvements to its strategic plan in 2000 and 2001, the plan still lacks
outcome-oriented goals and objectives and important details on how
FERC will monitor these markets. The agency has yet to decide what
market monitoring means in the context of FERC’s responsibility to
ensure that energy prices are just and reasonable.

FERC has also tried various efforts to oversee energy markets, including a
staff investigation in 2000 of the nation’s wholesale electricity markets and
the development of a Market Observation Resource room that serves as a
central source of market data that FERC staff can view electronically
using various software packages. These efforts to date, however, have
served more as educational opportunities for FERC staff than as effective
oversight tools. For example, in commenting on the staff investigation of
wholesale electricity markets, FERC management concluded that the
investigation made it clear that the agency did not have enough people
who could analyze market information. Similarly, the major products of
the Market Observation Resource room have been daily and monthly
informational newsletters prepared for FERC’s Commissioners and
managers on energy market events and conditions, such as business news,
natural gas supply levels, electricity price trends, and power plant outages.

Moreover, because FERC’s legal authorities for natural gas and electricity
are mostly derived from laws enacted when the industries comprised
highly regulated monopolies, FERC has been attempting to develop and
implement a regulatory and oversight approach for competitive markets,
with an outdated legislative framework and using authorities that may not
be adequate for today’s competitive markets. For example, the potential
for a company to engage in anticompetitive behavior and charge excessive
prices for electricity is a significant concern when rates are determined by
the marketplace instead of cost-of-service regulation, especially when the
markets are still evolving. However, FERC’s authority to levy civil
penalties if it identifies this type of behavior is limited, because its
authority is derived from laws that were enacted in a cost-of-service
environment. Without a meaningful range of penalties, FERC lacks
adequate enforcement “bite” to deter anticompetitive behavior or other
violations of market rules. Such deterrence is an important part of an
effective oversight approach, especially because FERC will likely not be
able to review all the transactions in detail to identify such behavior or
violations.
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Finally, frequent changes in FERC’s leadership have been another
contributing factor to FERC’s slow progress in developing and
implementing a new approach. FERC has had four different Chairs over
the past 5 years. As the agency’s chief administrator, the Chair sets the
agenda and priorities. Making fundamental changes in an agency’s
operations, such as implementing a new regulatory and oversight
approach, can take a sustained effort over several years. This can be
difficult to achieve with significant shifts in an agency’s agenda and
priorities caused by continuous change in its top leadership.

To address these issues, GAO recommends that the Chairman, FERC, take
the following actions:

Update the agency’s strategic plan to include outcome measures that can
be used to assess how well FERC is doing in achieving its strategic goals
and objectives for overseeing competitive energy markets. This plan
should also include specific strategies for achieving the goals and
objectives that set out explicitly how FERC will work with market
participants to provide comprehensive oversight of the markets.

FERC should examine how the bulk power studies and the data sources
currently available through the Market Observation Resource room can be
used as effective market monitoring tools in the interim, until a more
comprehensive approach for overseeing energy markets is developed.

In addition, GAO is suggesting that the Congress may wish to convene
public hearings to review FERC’s authorizing legislation and determine, in
consultation with FERC Commissioners, whether FERC’s authorities need
to be revised in light of the changing energy markets. The Congress may
also want to consider providing FERC with the appropriate range of
authorities to levy civil penalties against market participants that engage in
anticompetitive behavior and violate market rules.

FERC Faces Significant
Human Capital and
Organizational Structure
Challenges to Effectively
Regulate and Oversee
Competitive Energy
Markets

FERC does not currently have enough staff with the skills and knowledge
of competitive energy markets to effectively regulate and oversee these
industries. FERC’s employees were mostly recruited and trained for cost-
of-service regulation, and the agency has not yet conducted the training
and hiring necessary to adapt its workforce to a competitive market
environment. FERC has been providing its current staff with increased
training opportunities to enhance their knowledge of energy markets. For
example, the Office of Markets, Tariffs and Rates doubled its training
budget from 2000 to 2001. Despite these efforts, the general feeling among
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FERC staff responsible for regulating and overseeing energy markets is
that they still need additional, focused training on how energy markets
work. Over 80 percent of the staff in the Office of Markets, Tariffs and
Rates and the related sections of the Office of the General Counsel who
responded to GAQO’s survey said that they needed more training in market
functions and market structures.

Moreover, successfully recruiting staff at the mid- and upper-levels who
already have knowledge and experience with competitive markets is
critical to FERC’s efforts to quickly adapt its workforce. However, FERC
has had limited success with hiring these types of employees. According to
FERC, the salary differentials between government positions and those in
the private sector have made it difficult for the agency to attract highly
skilled and knowledgeable professionals away from the private sector. For
example, FERC has advertised an “Energy Industry Analyst—(Energy
Trader)” position at the GS-15, step 10, level—which currently pays about
$120,000—three different times with little success in finding a qualified
candidate.

In addition, over one-quarter of FERC’s employees will be eligible to retire
by 2005, creating an opportunity for FERC to refocus its workforce
competencies to those more geared toward regulating and overseeing
competitive markets. However, this large-scale retirement will also create
a dearth of institutional knowledge, because FERC will continue to
perform some traditional cost-of-service regulatory work as the industries
transition to competitive markets, and for some time it will continue to
need highly qualified and experienced staff to perform these functions.

Nonetheless, FERC has not taken full advantage of the personnel
flexibilities and tools available to federal agencies to help it address
recruitment and employee retention challenges. Although FERC has used
recruitment bonuses, retention allowances, tuition reimbursement, and
alternative work schedules, it has not yet used other available tools, such
as special pay rates, to help it address its human capital challenges.

FERC’s efforts to address its human capital issues have also been
hampered by its lack of a strategic human capital management plan. FERC
has not yet undertaken a systematic strategic human capital planning
process to identify the specific staff competencies it needs and develop
the strategies that it will use to meet these needs. For example, FERC has
not completed a detailed assessment and plan that will help the agency
address its potential loss of leadership continuity, institutional knowledge,
and expertise from the impending retirement of many of its employees.
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Agency Comments

Furthermore, FERC’s market oversight function currently is dispersed
across various parts of the agency. This organizational structure makes it
more difficult for this function to receive the priority and attention that is
needed to bring about fundamental change. FERC’s recently announced
plans to create a new Office of Market Oversight and Investigation, which
will focus on analyzing and monitoring energy markets, may address this
issue. For example, this new office is expected to report directly to the
Chairman, thereby elevating the attention of the market oversight function
within the agency. However, many details about the office and how it will
carry out its responsibilities have not yet been determined.

To address its serious human capital challenges, GAO is recommending
that the Chairman, FERC, in the short term, identify and formally assess
the personnel tools, flexibilities, and strategies available to federal
agencies to recruit and retain employees. The Chairman should also
develop an action plan to identify and target additional training and
development opportunities for current staff involved or potentially
involved in carrying out FERC’s market oversight functions.

In the longer term, GAO recommends that the Chairman, FERC, develop a
comprehensive strategic human capital management plan to guide FERC’s
efforts to recruit, develop, train, and retain staff knowledgeable in
regulating competitive markets. The plan should be linked to FERC’s
strategic and business plans.

We provided FERC with a draft of this report for review and comment.
FERC agreed with GAO’s conclusions, noting that its internal restructuring
to support its new market oversight role has not kept pace with the speed
of the energy industry’s restructuring. The agency also commented that
GAO’s recommendations are consistent with its current direction. FERC
said that its recent aggressive measures to address its key challenges are
paying off. According to FERC, it has developed preliminary plans on how
its new Office of Market Oversight and Investigation will work and the
office will be operational in August 2002. FERC also said that it has
recently made significant progress in hiring new employees and will
explore all of the hiring flexibility available to it as it focuses on the skill
sets needed for market oversight and investigation. FERC further said that
it is reviewing existing budget allocations across the agency for additional
resources and working to craft more focused training programs to build its
staff’s technical and leadership capabilities. FERC also agreed that its
ability to develop, regulate, and oversee competitive energy markets could
be enhanced with additional statutory authority, particularly for assessing
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civil penalties, and with guidance from the Congress on the agency’s
appropriate role in these markets.

FERC’s written comments are presented in appendix III. The comments
contain an attachment summarizing the agency’s current efforts to address
issues of energy market oversight and human capital, and the need for
additional legislative authority. FERC also provided a draft of the mission
and function statement and organizational design for its new Office of
Market Oversight and Investigation, and a list of the services and products
the office is to provide. In addition, FERC provided us with some technical
changes, which we incorporated into the report as appropriate.
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Chapter 1: Introduction

FERC Is the Principal
Federal Agency
Regulating and
Overseeing the
Natural Gas and
Electricity Industries

Consumers in various parts of the United States have recently experienced
large fluctuations in energy prices as the natural gas and electric power
industries undergo a major restructuring from regulated monopolies to
competitive markets. The price spikes and supply disruptions that
occurred in California and other parts of the West during 2000 and into
2001 are examples of the complications that have arisen for these
industries and government regulatory agencies during this shift from
regulated prices based on utilities’ cost of providing service to market-
based prices. The Federal Energy Regulatory Commission (FERC) has
both prompted and reacted to the fundamental changes that the energy
industries are undergoing. Established to regulate energy monopolies,
FERC first encouraged the restructuring of the natural gas industry and
today is doing the same for electricity. The price spikes in California and
elsewhere have fueled debate about the wisdom of restructuring these
industries and have drawn wider attention than ever before to FERC and
its ability to carry out its legislative responsibilities for ensuring that
natural gas and electricity prices are just and reasonable. In response to
these concerns, the Congress is currently debating comprehensive energy
legislation.

The natural gas and electricity industries perform three primary functions
in delivering energy to consumers: (1) producing the basic energy
commodity, (2) transporting the commodity through pipelines or over
power lines, and (3) distributing the commodity to the final consumer. A
range of federal, state, and local entities regulate different aspects of these
functions. While generation siting, intrastate transportation, and retail
sales are generally regulated by state or local entities, wholesale sales and
interstate transportation generally fall under federal regulation, primarily
by FERC. Under federal law, FERC is responsible for regulating the terms,
conditions, and rates for the interstate transportation and sale for resale of
natural gas and electricity. FERC is charged with ensuring that the terms,
conditions, and rates are just and reasonable.

FERC was established in 1977 as a successor to the Federal Power
Commission and is an independent regulatory agency. In addition to
regulating and overseeing the interstate transmission and interstate
wholesale sales of natural gas and electricity, FERC regulates the
interstate transmission of oil by pipeline; licenses and inspects private,
municipal, and state hydroelectric projects; and approves site choices as
well as decisions to abandon interstate pipelines and related facilities no
longer in use.
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FERC’s Resources and
Organizational Structure

FERC'’s estimated budget for fiscal year 2002 is about $192 million and
provides funding for 1,200 staff years.' For fiscal year 2003, FERC has
requested a budget of about $200 million and 1,250 staff years. While FERC
has requested an increase for fiscal year 2003, its staffing levels have
generally decreased over the last decade. For example, the 1,250 staff
years requested for next fiscal year are 238 fewer than FERC had in fiscal
year 1993 (see fig. 1). According to FERC managers, these staff reductions
have occurred while the agency’s workload has increased in both volume
and complexity. Although the Congress sets FERC’s budget, FERC
recovers the full cost of operations through annual charges and filing fees
assessed on the industries it regulates.

. ____________________________________________________________________|
Figure 1: FERC Staff Years, 1993-2003

Number of full-time employees
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Note: 1993-2001 staff years are actual figures. The 2002 and 20083 figures are estimates based on
the budget requests for those years.

Source: GAO’s analysis of FERC budget data.

Five Commissioners, each appointed to a 5-year term by the President, and
confirmed by the Senate, lead FERC. The President designates one of the
five Commissioners as the Chair, who also serves as the administrative
head of the agency and directs its staff. FERC’s staff are currently

! Staff resources are measured in this report in terms of full-time-equivalent staff years.
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organized around the agency’s two major program or responsibility
areas—energy markets and energy projects—with their supporting
administrative and management functions. About 35 percent of FERC’s
staff focus on energy markets. These staff are predominantly located in the
Office of Markets, Tariffs and Rates (OMTR) and the Office of the General
Counsel. OMTR was created in 1998 to integrate the agency’s regulation of
the electric, natural gas, and oil pipeline industries. It plays a lead role in
monitoring, promoting, and maintaining competitive natural gas and
electricity markets, while regulating and overseeing the terms and
conditions for energy transactions that continue to be regulated on the
traditional cost-of-service basis. The Office of the General Counsel
provides legal services and is responsible for the legal phases of the
Commission’s activities.

Forty percent of FERC’s staff focus on energy projects, an area that
includes the physical infrastructure of pipelines, dams, and related
facilities. These staff are primarily located in the Office of the General
Counsel and the Office of Energy Projects. The Office of Energy Projects
authorizes nonfederal hydroelectric projects and ensures that dams under
its jurisdiction are properly constructed, operated, and maintained. This
office also certifies the construction and operation of natural gas pipelines
and approves the abandonment of pipelines no longer being used. In
addition, the office reviews hydropower and natural gas projects to ensure
their compliance with environmental laws.

The remaining 25 percent of FERC’s staff are located mostly in
administrative and management support offices. These offices are
responsible for the agency’s planning, budgeting, human capital,
information technology, financial management, and related processes.
(See fig. 2.)
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Figure 2: FERC’s Organization
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Source: FERC.

FERC'’s Legislative
Authorities for Natural Gas

Regulation

Natural gas companies were initially locally franchised monopolies, many
of which manufactured natural gas locally from coal. With the discovery of
large natural gas reserves in the Southwest in the early 1900s, large
interstate pipeline companies soon became a major sector of the natural
gas industry, which nonetheless retained strong features of a natural
monopoly.” In 1938, the Congress passed the Natural Gas Act, which gave
the Federal Power Commission (and now FERC) jurisdiction over
interstate transportation and sales for resale of natural gas. The act also
gave the agency jurisdiction over new construction and abandonment of
natural gas pipelines and related facilities.

Under this regulatory scheme, producers located natural gas reserves,
drilled wells, gathered the gas, and put it in marketable condition for sale
to interstate pipeline companies. After purchasing the natural gas, pipeline
companies generally transported and sold the gas to local distribution
companies for final sale and distribution to the ultimate consumers, such
as homeowners. The interstate pipeline companies also sold some natural
gas directly to consumers. FERC regulated the pipeline companies’ terms,
conditions, and rates for interstate transportation and sale for resale of the
natural gas to ensure that they were just and reasonable. State and local

? A natural monopoly is a company that becomes the only supplier of a product or service
because the nature of that product or service makes a single supplier more efficient than
competing ones.
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authorities generally set the transportation rates that the local distribution
companies charged consumers. FERC and the state and local governments
generally set rates on the basis of the companies’ cost of providing these
services, plus a reasonable rate of return on their investment.

A 1954 Supreme Court decision interpreted the Natural Gas Act as also
requiring the Federal Power Commission to regulate the prices that
producers charged to pipeline companies in the production area
(wellhead) for the natural gas sold in interstate commerce.” However,
comprehensive regulation of natural gas wellhead prices proved a failure.
By the mid-1970s, severe gas shortages occurred as a result of artificially
low prices. During cold winters, such as 1976-77, these shortages
translated into delivery curtailments for many customers in the northern
United States. Responding to these supply problems, the Congress passed
the Natural Gas Policy Act of 1978 to begin the phased deregulation of
wellhead prices. For the phase-out period, the act established a pricing
scheme that encouraged increased natural gas production. Producer price
deregulation was completed with the Natural Gas Wellhead Decontrol Act
of 1989, which mandated that federal controls over natural gas producer
prices end by 1993, when prices would be freely set in the marketplace.

In response to the Natural Gas Policy Act of 1978, FERC reduced
regulation of natural gas supplies transported between intrastate and
interstate pipeline systems. According to FERC, this breaking down of
barriers between the intrastate and interstate markets accelerated a
fundamental change in the natural gas industry, leading to marketing
natural gas as a commodity distinct from its transportation. Additional
changes have occurred in the restructured natural gas marketplace as a
result of FERC regulatory action and other developments that are
discussed later in this chapter.

FERC’s Legislative
Authorities for Electricity
Regulation

The Public Utility Holding Company Act of 1935 (PUHCA) and the Federal
Power Act of 1935 established the basic framework for electric utility
regulation for over 40 years. PUHCA was enacted to eliminate unfair
practices by large interstate electricity and natural gas holding companies,
which evolved and dominated the industry in the 1910s and 1920s, by
requiring federal control and regulation of these companies. In 1935, the

® Phillips Petroleum v. Wisconsin, 347 U.S. 672 (1954).
* PUHCA and the Federal Power Act were enacted as part of the Public Utility Act of 1935.
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Federal Power Act created the Federal Power Commission, FERC’s
predecessor, and charged it with overseeing the rates, terms, and
conditions of wholesale sales and transmission of electric energy in
interstate commerce by public utilities.

This basic legislative framework for electricity went largely unchanged
until 1978 when, primarily in response to the oil embargoes and higher
energy prices of that time, the Congress passed laws to encourage the
development of alternative sources of power and energy efficiency. The
Public Utility Regulatory Policies Act of 1978 (PURPA) was enacted, in
part, to augment electric utility generation with more efficiently produced
electricity and conserve natural gas. The act required all utilities to buy
electricity produced by nonutility power production facilities, known as
“qualifying facilities.” To facilitate entry of these entities into the electric
generating market, the Congress exempted them from most regulation
under the Federal Power Act and PUHCA, but they had to meet specific
ownership and operating requirements.” More significantly, by opening
wholesale power markets to nonutility producers of electricity, PURPA
laid the groundwork for increased competition and a shift in the way that
wholesale electricity rates were set. Before implementation of PURPA,
wholesale interstate electricity prices were set by FERC on the basis of the
seller’s costs to generate and transmit the power—known as cost-of-
service pricing. Subsequently, under PURPA, states set rates, pursuant to
general regulations enacted by FERC, for nonutility qualifying facilities
(QF) based on the buyer’s “avoided” cost.® PURPA allowed these facilities
to sell at avoided cost rates because, unlike the utilities, these QF's did not
have a large enough market presence to be able to unduly influence prices.

Electricity regulation was significantly changed again with the passage of
the Energy Policy Act of 1992 (EPACT). EPACT created a new category of
power sellers called exempt wholesale generators (EWG) that are exempt

> Qualifying facilities fit into one of two categories: (1) cogenerator qualifying facilities, in
which electric energy and another form of energy, such as heat or steam, are produced
sequentially using the same fuel source and (2) small power producer qualifying facilities,
in which at least 75 percent of energy source inputs are from renewable resources. Both
cogenerating and small power producing qualifying facilities cannot have more than 50
percent of their equity interest held by an electric utility.

% Avoided costs are the energy and facilities costs that would have been incurred by the
purchasing utility if that utility had to provide its own generating capacity. According to
FERC, while it certifies and provides general avoided cost QF regulations, states set the QF
rates that are often above market rates.
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from FERC regulation under PUHCA. In addition, EPACT authorized
FERC to require utilities, on a case-by-case basis, to allow competitors to
use their transmission lines to sell wholesale electricity, setting the stage
for the open-access transmission that exists today. Unlike QFs, these
EWGs did not have to meet the same operating requirements, such as
having to meet cogeneration and renewable fuel limitations. In addition,
utilities are not required to purchase power from EWGs, as they are with
QFs. By making it easier for nonutility generators to enter the wholesale
market for electricity, EPACT not only expanded competition but also
facilitated the shift in how electricity prices were set, since utilities could
purchase electricity from EWGs at market-based rates, traditional cost-of-
service prices, or a combination of both.

For the electric power industry, FERC does not have legislative authority
over electricity generation, construction of transmission lines, intrastate
transmission, or retail sales, all of which fall under state or local
jurisdiction. FERC also has no direct authority over system reliability—
that is, ensuring that consumers can obtain electricity from the system
when, and in the amount, they want. This reliability has largely been the
responsibility of electric utilities, and, since its creation in 1965, of the
North American Electric Reliability Council and member organizations.
Currently, an estimated 30 voluntary utility groups are working to improve
reliability. Adherence to the standards established by these groups is
largely voluntary and therefore subject to the willingness of the utilities to
comply.

Furthermore, FERC’s jurisdiction extends primarily to investor-owned
utilities. FERC does not have jurisdiction over federally owned utilities,’
publicly owned utilities, or most cooperatively owned utilities.® These

7 Although the commission has jurisdiction under sections 211 and 212 of the Federal
Power Act to order federally owned utilities to provide transmission in certain
circumstances, this jurisdiction is limited. The commission also has limited authority to
approve the Bonneville Power Administration’s power and transmission rates and, by
delegation from the Secretary of Energy, to review the rates charged by other power
marketing administrations.

8 There are nine federal electric utilities: Tennessee Valley Authority, Bonneville Power
Administration, Western Area Power Administration, Southwestern Power Administration,
Southeastern Power Administration, U.S. Army Corps of Engineers, U.S. Bureau of
Reclamation, U.S. Bureau of Indian Affairs, and the International Water and Boundary
Commission. Publicly owned utilities include municipal authorities, state authorities,
public power districts, and irrigation districts. Cooperatively owned utilities are formed
and owned by groups of residents, often in rural areas, and provide service mostly to
members.
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The Nation’s Natural
Gas and Electricity
Industries Are
Evolving

nonjurisdictional utilities own 27 percent of the U.S. electric transmission
system (see fig. 3).

Figure 3: Transmission Ownership in the United States

6% Cooperative utilities

8% Publicly owned utilities

Federally owned utilities

Investor-owned utilities

Source: Energy Information Administration, The Changing Structure of the Electric Power Industry
2000: An Update, DOE/EIA-0562(00) (Washington, D.C.: October 2000).

For almost a century, the energy industries were regulated as natural
monopolies and the entry, prices, and profits of industry participants were
controlled. However, during the last 25 years, because of technological
and economic developments, these industries, along with other regulated
industries such as telecommunications, airlines, and banking, have come
under pressure to restructure and move toward greater reliance on
competition rather than regulation. A key expectation for restructuring
these industries from a regulated environment to competition-based
markets was that it would result in improved efficiencies that, in turn,
would lead to lower costs and ultimately lower prices for consumers.
About two decades ago, the natural gas industry began restructuring.
Currently, the focus is on the electricity industry.
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The Natural Gas Industry
Has Substantially
Restructured

The U.S. natural gas industry has evolved from a collection of regulated
monopolies to a national system of producers; pipeline, storage, and local
distribution companies; marketers; and consumers. In the past

two decades since the Congress passed the Natural Gas Policy Act of 1978
to deregulate federal controls over wellhead prices, FERC has issued
orders to encourage further competition in the industry. The result of
these orders is that the natural gas industry’s restructuring is several years
ahead of that of the electricity industry.

FERC issued a series of orders during the 1980s and early 1990s to address
what it believed was the biggest obstacle to competitive natural gas
markets: the inability of natural gas users to gain access through the
pipeline systems to competitive natural gas suppliers. These orders—the
most notable of which were Orders 436 and 636—opened pipeline
transportation to natural gas producers, suppliers, and users on equal
terms and eventually resulted in interstate pipeline companies
relinquishing their traditional merchant function. FERC issued Order 436
in 1985 to institute open-access, nondiscriminatory pipeline
transportation. As a result, natural gas users could buy directly from
natural gas merchants in the production area and ship that gas via the
interstate pipelines. The pipeline companies could still make bundled sales
of the natural gas and its transportation and storage to local distribution
companies. Order 636, which was issued in 1992, required the pipeline
companies to completely separate or “unbundle” their transportation,
storage, and sales services. As a result, natural gas as a commodity was
decoupled from gas transportation. Pipeline companies were required to
treat other parties wishing to use the pipeline to transport natural gas the
same as they would their own affiliated sales services, if they continued to
have any. Order 636 also allowed shippers to release to other shippers
unneeded pipeline transportation capacity, on either a temporary or a
permanent basis, leading to the creation of a secondary capacity market
designed to compete with the primary pipeline market.

As a result of this restructuring, producers sell natural gas to a variety of
consumers, as well as to brokers/traders and resellers of natural gas. With
the removal of federal price controls, producers’ prices are determined in
the marketplace. In addition, natural gas that is ultimately sold to
consumers moves via the pipelines under a variety of contractual
arrangements. Natural gas may be sold under contract or on the spot
market, where an owner auctions a package of natural gas at a specific
location for the price prevailing at that time and place. Buyers and sellers
arrange for pipeline capacity to transport their natural gas to market. The
purchaser pays the pipeline company for transportation and may also
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contract for ancillary services, such as storage, en route. In some
transactions, pipeline companies deliver natural gas to customers located
directly along the pipeline right-of-way or near enough to a customer-
owned pipeline. In other cases, natural gas is delivered to a local
distribution company from the pipeline drop-off point, often referred to as
the “city gate.” The local distribution company operates an intrastate
utility regulated by the state public utility commission that delivers natural
gas from the city gate to residential, commercial, and industrial users
along its route. For residential users, the local distribution company
usually purchases the natural gas for resale to them. For commercial and
industrial users, the local distribution company is usually delivering
natural gas that the users have purchased directly from producers.
However, generally speaking, commercial and industrial customers may
also choose to buy natural gas from the local distribution company.

For competitive markets, the wholesale price of natural gas sold in
interstate commerce is generally determined by the marketplace, subject
to FERC’s review to ensure that the rates are just and reasonable. For
pipelines without competition, FERC sets the rates using the traditional
cost-of-service regulatory format.

Natural gas pricing is becoming increasingly complex. One outgrowth of
FERC’s orders was the creation of new market centers to provide central
pipeline interconnections where individuals and companies could come
together to buy and sell natural gas. Today, natural gas prices are set at
dozens of distribution “hubs” and at 16 city gates. For example, spot-
market prices are set for the Henry Hub, a distribution center for natural
gas, in Louisiana. In 1990, futures contracts for natural gas delivered at the
Henry Hub were first traded on the New York Mercantile Exchange
(NYMEX).” Since then, NYMEX has created contracts for swapping natural
gas at other hubs with gas priced at the Henry Hub. Options contracts are

? A futures contract is a risk management tool used in agricultural, metal, and energy
commodities markets designed to manage the risk of price changes.
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traded on the price spread of Henry Hub gas between different delivery
dates."”

Another development is the natural gas industry’s increasing convergence
with the electricity industry. As restructuring of the electricity industry
takes place and natural gas has become a major fuel for generating
electricity, electric power producers are buying interests in natural gas
reserves and/or pipelines as a way to ensure gas supplies for electricity
generation. In addition, natural gas producers, pipeline companies, and
marketers are also buying interests in the electricity industry, such as in
electric power generating plants. The growing complexity and intertwining
of these industries further complicates the regulation and oversight of
these markets.

The Electricity Industry Is
Changing Significantly

When the Federal Power Act was enacted in 1935, the fundamental
structure of the electricity industry was based on “vertically integrated”
electric utilities, which were single entities that owned generation,
transmission, and distribution facilities and sold electricity as part of a
“pbundled” service to wholesale and retail customers within their
geographic area. Most electric utilities built their own power plants and
transmission systems, entering into interconnection arrangements with
neighboring utilities. Because the utilities operated as monopolies,
wholesale and retail electricity pricing was regulated. Rates were derived
from a utility’s costs plus a fair rate of return on the utility’s investment.

As previously described, this industry arrangement of tightly regulated,
vertically integrated monopolies and cost-of-service pricing continued
relatively unaffected until the late 1970s when the enactment of PURPA
began the transition to a more competitive format in which generators of
electricity compete for customers and prices are established by the
market. In the 1970s, rapid price increases in some parts of the country
and significant technological changes in power generation led the
Congress to pass PURPA, which requires utilities to purchase power from

10 Options contracts are unilateral contracts that give buyers and sellers the right to buy or
sell a specified quantity of a commodity at a specific price within a specified period of time,
regardless of the market price of that commodity. On publicly regulated exchanges such as
NYMEX, buyers and sellers are revealed once the transaction is complete. This is different
from sales made in nonregulated forums, such as “over-the-counter” or in Internet markets,
where the parties are known only to one another or to Internet-service subscribers and the
market’s operators. These over-the-counter prices (but not the buyers and sellers) are
aggregated and reported the next day in the energy trade press.
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qualifying facilities and to sell them backup power. As nontraditional
power producers, such as qualifying facilities, began to compete in
electricity markets, FERC encouraged these new entities by authorizing
market-based rates for their electric power sales on a case-by-case basis.

The Energy Policy Act of 1992 authorized FERC to require utilities, on a
case-by-case basis, to provide other wholesale buyers and sellers access to
their transmission lines and created exempt wholesale generators to
further compete with the utilities. FERC began to require utilities to open
access to their transmission lines as a condition of approving utility
mergers or market-based rates for their power sales. Since the late 1980s,
FERC has approved more than 850 applications to sell power
competitively in wholesale markets.

In April 1996, FERC issued Orders 888 and 889, opening the transmission
systems of public utilities to all qualified wholesale buyers and sellers of
electricity. Commonly known as the “open access rule,” Order 888
required that transmission line owners offer other transmission users
point-to-point and network transmission services under comparable terms
and conditions that they provide for themselves. The vertically integrated
nature of utilities in the past had not allowed independent power suppliers
equal access to transmission systems. By limiting the extent to which
independent power suppliers could provide service to electricity
customers, growth of competitive power generation markets had been
hindered. Order 888 also required that utilities “functionally unbundle”
their generation and transmission businesses to prevent favoritism and
discriminatory practices in providing transmission services, such as not
allowing competitors equal access to transmission lines. This was
accomplished by requiring utilities to separate their transmission service
functions from other business activities. Order 888 also encouraged
utilities to form independent system operators (ISO)," to which they could
transfer operating control (but not ownership) of their transmission
facilities. This could be one solution to the unbundling requirement

' An ISO is an entity encouraged by FERC to manage the transmission system as the
electric industry in the United States is restructured. An ISO is to control the power system
or grid without special interest, and is to own no generation, transmission or load.
Therefore, the ISO is intended to run the system fairly, for the benefit of all market
participants.
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contained in the order. Since Order 888 was issued, six ISOs have been
formed and are now operating."”

To effectively ensure nondiscriminatory access to the transmission
system, up-to-date information about transmission must be unrestricted
and public to all transmission users. To meet this need, FERC issued Order
889 requiring all investor-owned utilities to participate in the Open Access
Same-Time Information System (OASIS). OASIS is an interactive Internet-
based database containing information on available transmission capacity,
capacity reservations, and transmission prices. By providing timely access
to all qualified users regarding transmission market information, the goal
of OASIS was to facilitate the functioning of competitive electricity
markets.

In December 1999, FERC issued Order 2000, which asked all transmission-
owning utilities, including nonpublic utilities, to voluntarily place their
transmission facilities under the control of an appropriate regional
transmission organization (RTO). ISOs created under Order 888 would be
supplanted by larger RTOs covering the entire nation. FERC’s thinking
underlying RTOs is that the nation’s transmission systems should be
brought under regional control in order to eliminate the remaining
discriminatory practices in use, better meet the increasing demands placed
on the transmission system, improve management of system congestion
and reliability, and achieve fully competitive wholesale power markets.
Order 2000 does not specifically require RTO participation; however, if a
utility opts not to join an RTO, it is required to prove why doing so would
harm it.

Since issuing Order 2000, FERC has taken a more aggressive stance on
developing RTOs. For example, on July 12, 2001, FERC issued several
orders requiring utilities to enter into discussions to form four large RTOs
covering the continental United States. FERC subsequently issued an
order on November 7, 2001, that reiterated FERC’s goals and process for

"2 These ISOs are California ISO; ISO New England; Midwest ISO; New York ISO;
Pennsylvania, New Jersey, Maryland (PJM) ISO; and Electric Reliability Council of Texas
(ERCOT) ISO. FERC approved the Midwest ISO as the first regional transmission
organization in December 2001. ERCOT established an ISO in 1996 to satisfy the
requirements of the Public Utility Commission of Texas for deregulating the wholesale
electricity market in the state. The wholesale market in the ERCOT region is basically
isolated from other U.S. markets because its power grid or transmission system has only
minor connections to other U.S. transmission systems. FERC has limited jurisdiction over
the region because the ERCOT market is essentially intrastate.
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creating RTOs. FERC approved the formation of the first RTO—to include
the Midwest ISO—on December 20, 2001. This RTO will operate in some
20 states, stretching from New Mexico to the Canadian province of
Manitoba. FERC also encouraged another group, the Alliance Companies,
to explore joining the Midwest RTO, potentially expanding its scope even
further. To address state and industry concerns regarding the merits of
forming RTOs, FERC commissioned a study to examine their potential
economic costs and benefits. This study, released on February 26, 2002,
found that substantial economic benefits, from $1 billion to $10 billion per
year, could result from instituting RTOs. However, the study found only
minor differences in savings between larger and smaller RTOs.

FERC is also developing a notice of proposed rulemaking to provide a
standardized market design for all electric transmission providers. In
October 2001, FERC held workshops to discuss core issues related to RTO
development, including market monitoring, reliability standards, and
market design and structure. FERC subsequently held technical
conferences relating to market design for wholesale electric power
markets, as well as how responsibility for performing wholesale market
functions would be allocated within an RTO region.

With the restructuring that has taken place and FERC’s approval of
market-based rates for electricity sales, the industry has experienced a
significant change in the way power is sold across state lines. Four ISOs—
California; Pennsylvania, New Jersey, Maryland; New York; and New
England—are currently operating centralized power markets where
electricity suppliers submit bids to sell power in regional markets. In these
markets, the ISO evaluates the bids and selects the most economical bid to
meet energy demand in the region. Another recent development outside of
these markets is electricity trading hubs. A hub is a location on the power
grid representing a delivery point where power is sold and ownership
changes hands. Although each control area on the power grid could
become a trading hub, only a few hubs account for the bulk of power
trading. Development of electricity futures contracts at NYMEX and the
Chicago Board of Trade has contributed to the emergence of these hubs.
(See fig. 4 for these major hubs and centralized power markets.)
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Figure 4: Major Wholesale Electricity Trading Hubs and Centralized Power Markets
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® Major wholesale electricity trading hubs.

. Centralized power market. Unlike trading hubs, centralized power
markets cover an entire region, and are not restricted to one location.

Note: Power trading also occurs at locations not indicated on the map. NYMEX has established
electricity futures contracts for the Cinergy, COB, Entergy, Palo Verde, and PJM trading hubs. The
Chicago Board of Trade has established electricity futures contracts for the ComEd and TVA trading
hubs.

Source: Energy Information Administration, The Changing Structure of the Electric Power Industry
2000: An Update, DOE/EIA-0562(00) (Washington, D.C.: October 2000).

Finally, development of Internet-based trading systems, such as
EnronOnline, Dynegydirect, and Intercontinental Exchange, has further
changed the way in which electric power is sold. These systems provide a
platform for both physical energy (electricity and natural gas products)
and energy derivatives to be bought and sold."”

Table 1 describes the major events and milestones that have occurred
during the restructuring of the natural gas and electricity industries.

" Derivatives are financial instruments based on the value of one or more underlying
stocks, bonds, commodities, or other items, such as contracts for future natural gas sale or
distribution. Derivatives involve the trading of rights or obligations based on the underlying
product but do not directly transfer property.
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_________________________________________________________________________________________________________________________|
Table 1: Major Events and Milestones in Restructuring the Natural Gas and Electricity Industries

Event

Natural gas industry

Electric industry

Early steps toward competition

Some large consumers in the interstate
market started purchasing gas and pipeline
transportation separately—mid 1970s.

Utilities file FERC rates with “up to” cost
based formulas—early 1980s.

Public Utility Regulatory Policies Act
mandates purchases from qualifying
facilities—1978.

Exceptions to cost-of-services rates

Natural Gas Policy Act gradually removes
some natural gas price ceilings—1978.

PURPA exempted qualifying facilities from
cost-of-service regulation.

FERC recognizes competitive bidding for
new capacity—1988.

Transmission access proposed to dampen
anticompetitive behavior and encourage
competition

FERC encourages pipelines to provide
open-access transportation—1985.

FERC initiates transmission access
conditions for market-priced power sales—
1990.

Energy Policy Act authorizes FERC to
order transmission access to encourage
competition—1992.

Standards to mitigate monopoly control in
transmission announced

Order 636 issued in 1992:

« Comparable transmission and storage
open-access required.

« Functional unbundling of product and
transportation sales required.

« Pipeline companies allowed to make
market-priced gas sales through
affiliates.

» Firm transportation customers get
flexible receipt and delivery points.

Orders 888 and 889 issued in 1996:

» Nondiscriminatory, comparable open
access required.

» Functional unbundling generation and
transmission businesses.

« Investor-owned utilities required to
participate in OASIS.

Order 2000 issued in 1999:

« Transmission owning utilities
encouraged to place transmission
facilities under the control of RTO.

Access to information to support market
functions

Trade press publishes spot gas prices—
1989.

FERC mandates individual pipeline
electronic bulletin boards—1992.

FERC mandates standardized Internet
communication protocol—1997.

Market-based pricing includes
requirements for electronic bulletin
boards—1992.

Energy Policy Act requires public capacity
reporting—1992.

FERC orders OASIS—1996.

Market characteristics evolve

Company consolidation starts—mid 1980s.
Product markets active; prices
transparent—1987.

Gas marketing evolves as an unregulated
industry—1987.

NYMEX futures contract for Henry Hub
gas—1990.

Robust market centers/hubs for physical
trade—1993.

Futures markets mature with large
consumer access to transportation
available in most states—1994.

Internet trading of gas and transmission
rights—1 999.

Company consolidation starts—late 1980s.
Spot and forward markets still largely
restricted to utilities—1995.

Neither transportation nor product prices
are transparent yet—1995.

Development of a futures market hindered
by a lack of a standardized spot market for
benchmarking. New entrants are trying to
find/produce niches. Innovators hope to
combine gas and electric market
instruments for added value—1995.

Source: Adapted by GAO from Energy Information Administration, Restructuring Energy Industries:
Lessons from Natural Gas, Natural Gas Monthly (Washington, D.C.: May 1997).
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The Chairman of the Senate Committee on Governmental Affairs and
Senator Carnahan asked us to determine how FERC has revised its
approach to regulating and overseeing the natural gas and electricity
industries in response to the transition to more competitive markets and
identify the major management challenges that FERC faces to effectively
regulate and oversee these competitive markets.

To address both these objectives, we reviewed pertinent documents and
obtained information and views from a wide range of FERC officials and
stakeholder representatives. We obtained information and views from
FERC and stakeholder representatives through a variety of means,
including interviews and surveys. We interviewed the Chairman of FERC
and the other current Commissioners, as well as three former
Commissioners/Chairs who served at FERC within the past 5 years. In
OMTR, we interviewed all the managers at the division head level and
above, including the director and deputy director of the office. We also
interviewed the group managers of the office’s Divisions of Market
Development and Market Information. For the Office of the General
Counsel, we interviewed the general counsel, deputy general counsel, and
the lead counsels for the Market Oversight and Enforcement section and
the Markets, Tariffs, and Rates section. The two sections directed by these
lead councils advise OMTR and the Commissioners on regulation of the
natural gas and electric industries. In addition, we interviewed the team
leaders and various members of the joint OMTR and Office of the General
Counsel teams that FERC formed in 2000 to review the nation’s wholesale
electricity (bulk power) markets. Furthermore, we interviewed the deputy
director for FERC’s Office of Strategy and Organizational Management and
the agency’s director for human resources management.

In addition to our interviews, we conducted a survey of the staff in OMTR,
and staff in the Office of the General Counsel’s sections for Markets,
Tariffs, and Rates and Market Oversight and Enforcement, up to and
including those at the division or section director level. The survey was
conducted using a self-administered electronic questionnaire posted on
the World Wide Web. We sent e-mail notifications to 384 FERC staff
beginning on December 14, 2001. We then sent each employee who was
surveyed a unique password by e-mail to ensure that only members of the
target population could participate in our survey. We closed the survey on
February 8, 2002, having received a total of 271 responses, for an overall
response rate of 71 percent. A copy of this survey with the quantitative
results can be found in appendix II.
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The practical difficulties of conducting surveys may introduce errors into
the results. Although we administered our survey to all known members of
the population of employees, and thus our results are not subject to
sampling error, nonresponse to the entire survey or individual questions
can introduce a similar type of variability or bias into our results—to the
extent that those not responding differ from those who do respond in how
they would have answered our survey questions. We took steps in the
design, data collection, and analysis phases of our survey to minimize
population coverage, measurement, and data-processing errors, such as
checking our population lists against known totals of employees,
pretesting and expert review of questionnaire questions, and follow-up
with those not reachable at original addresses or otherwise not
immediately responding.

We also spoke with representatives of a wide range of FERC stakeholders,
including the National Energy Marketers Association, the National
Association of Regulatory Utility Commissioners, the Electric Power
Supply Association, and the American Public Gas Association. In addition,
we interviewed representatives, primarily from the market monitoring
units, of the New York ISO, ISO New England, the California ISO, and PJM
ISO. We did not interview representatives of the Midwest ISO because it
had just begun operations toward the end of our review. Furthermore, we
visited three major energy trading companies to discuss the information
they use in making energy trades.

We also surveyed the chairs of the state regulatory commissions or boards
from 48 states and the District of Columbia via e-mail to ask them for
comments, from their states’ perspective, on FERC’s regulation and
oversight of the natural gas and electricity industries." The initial e-mail
was sent on November 15, 2001, with a follow-up reminder sent on
December 10, 2001. The final deadline for submissions was December 21,
2001. We received responses from 30 of the 49 state commissions or
boards surveyed.

In addition, we reviewed laws and regulations pertaining to FERC'’s
responsibilities for regulating and overseeing the natural gas and
electricity industries. We reviewed pertinent FERC documents, including
annual reports; budget requests; strategic and annual performance plans;

" We did not survey Hawaii, where FERC does not have regulatory jurisdiction, nor did we
survey Nebraska, where no state regulatory body exists.
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orders; case filings; studies; reports; human capital analyses; speeches and
congressional testimony by FERC Chairmen, Commissioners, and other
officials; and staff research papers. We also reviewed appropriate
documents from outside sources, including the Department of Energy’s
Energy Information Administration, the North American Electric
Reliability Council, the Congressional Research Service, ISOs, academia,
and other natural gas and electricity industry experts. Furthermore, we
drew on our prior work in the areas of electricity, natural gas, and human
capital management.

We conducted our work from June 2001 through April 2002 in accordance
with generally accepted government auditing standards.
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FERC Recognizes
That It Needs a New
Approach for
Competitive Energy
Markets

FERC has recognized, since the early 1990s, that it needs to change its
approach for regulating and overseeing the natural gas and electricity
industries in response to their evolution from regulated monopolies to
competitive markets. However, FERC has struggled to define and
implement a comprehensive regulatory and oversight approach, and its
efforts to monitor these markets, to date, have been incomplete or of
limited effectiveness. Moreover, the agency’s outdated legislative
framework and frequent leadership changes over the last few years have
contributed to further limiting its progress in developing and implementing
an effective approach.

For nearly a decade, FERC has recognized that it needs a new approach
for regulating and overseeing the emerging competitive energy markets.
With the evolution to market-based rates for natural gas and electricity,
FERC has concluded that its approach to ensuring just and reasonable
prices needs to change: from one of reviewing individual companies’ rate
requests and supporting cost data to one of proactively monitoring energy
markets to ensure that they are working well to produce competitive
prices. From 1994 to the present, the need for this change has been a
reoccurring theme in a variety of key FERC documents, such as its annual
budget requests, strategic plans, and performance reports.

For example, we found that as early as February 1994, in its fiscal year
1995 budget request to the Congress, FERC stated that the centerpiece of
its strategy for the natural gas and electricity industries was to encourage
competitive market processes wherever appropriate. In this document
FERC noted that while competitive forces could benefit energy customers
all over the country, harnessing the benefits of competition without
allowing abuses of market power required many regulatory innovations,
including many new approaches to oversight. FERC concluded that the
electricity industry would see significant changes under the Energy Policy
Act of 1992, largely through increasing competition among electric power
producers and more open transmission access, and that these changes
would inevitably require new long-term policy development as well.

The need for a new regulatory and oversight approach has been reiterated

by FERC throughout the last several years in a variety of other key
documents, such as the following:
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In its fiscal year 1996 budget request, dated February 1995, FERC stated
that its goal was to find ways to regulate natural gas and electric utilities
effectively in order to protect consumers while working with competitive
commodity markets. FERC stated that it expected to continue the shift in
emphasis away from its traditional routine casework of reviewing
companies’ rate filings and more toward monitoring and compliance. It
stated that increasingly, its approach to regulation would be to monitor
the industries it regulates and act only when there is a clear need to do so.

In its first strategic plan for fiscal years 1997 through 2002, issued in
September 1997, FERC again stated that, at the most basic level, the
agency was moving away from a traditional command and control
approach of setting individual companies’ rates to economic regulation.'
The plan anticipated the need to respond to the evolving natural gas and
electric power industries with increased flexibility and speed. FERC
placed particular importance on the convergence of the natural gas and
electric industries and on the need to coordinate with other federal
agencies and states. The plan also noted that as t