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ASLEEP AT THE SWITCH: FERC’S OVERSIGHT
OF ENRON CORPORATION—VOL. 1

TUESDAY, NOVEMBER 12, 2002

U.S. SENATE,
COMMITTEE ON GOVERNMENTAL AFFAIRS,
Washington, DC.

The Committee met, pursuant to notice, at 10:08 a.m., in room
SD-342, Dirksen Senate Office Building, Hon. Joseph 1. Lieber-
man, Chairman of the Committee, presiding.

Present: Senators Lieberman, Levin, Thompson, and Collins.

OPENING STATEMENT OF CHAIRMAN LIEBERMAN

Chairman LIEBERMAN. Good morning and welcome. Today, we
continue a series of Senate Governmental Affairs Committee hear-
ings on what Federal and private sector watchdogs did and did not
do to expose and prevent the unethical and illegal behavior of the
Enron Corporation in the months and years leading to the com-
pany’s collapse.

Our goal from the beginning of this investigation last January
has been to determine whether Federal agencies and others respon-
sible for safeguarding our markets did all they could to prevent
this economic catastrophe so that we can now act to prevent an-
other such catastrophe from ever occurring again.

Today, we are going to focus on the role of an agency that had
direct regulatory responsibility over Enron’s energy business and
that is the Federal Energy Regulatory Commission, known as
FERC. The Majority staff of this Committee has completed an ex-
haustive investigation into FERC’s role, and in my judgment, what
they found is an embarrassing and unacceptable failure of the Fed-
eral Government to protect millions of consumers, stockholders,
and workers. Again and again, FERC failed to ask critical ques-
tions about Enron’s business practices. In the few cases when they
did ask pertinent questions, the people at FERC settled for incom-
plete or incorrect answers.

The Committee’s investigation has found the most egregious ex-
amples of lax FERC oversight in four areas: One, the company’s
treatment of certain wind farms and the special rate status for
them, which Enron obtained and preserved; two, the operation of
Enron Online, which was Enron’s electronic trading platform,
which it now appears Enron leveraged unfairly to its advantage
against customers in the marketplace; three, the handling of trans-
actions between Enron and its affiliated companies; and four,
Enron’s actions during the West Coast energy crisis last year,
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which raised electricity prices in California, Oregon, Washington,
and other States by literally billions of dollars.

In these four cases, FERC’s oversight ranged from naive, at best,
to negligent, at worst, and they lead me to offer the following five
observations.

First, the agency more often than not trusted Enron’s assertions
rather than questioning them. Indeed, in some cases, FERC failed
to pursue questions even after Enron had presented specific evi-
dence of potential abuses in documents Enron submitted directly to
the agency. For example, when Enron applied to FERC for special
permission to charge customers higher energy rates through a
number of wind farms that it had acquired, and it in its application
included many details that constituted red flags, or should have, at
FERC, the agency failed to subject that application to anything but
a superficial review.

Under the special rate arrangement, Enron itself was not per-
mitted to own wind farms, but in its application, Enron told FERC
that it was providing the financing to the new owner of the
projects, that Enron would retain a right to repurchase the
projects, and that Enron would indemnify the new owner for tax
liabilities incurred when it was repurchased. In other words, FERC
was told many things that should have made Enron’s contention
that it did not own the wind farms highly suspect.

Yet, despite seeing all this information which was included in
Enron’s application, FERC approved the ownership arrangement
and the special rate status was granted to Enron, and that meant
that Enron was able to charge customers higher energy rates than
they were allowed to otherwise under law.

Then, when Enron sought to have the special rate status ex-
tended, it submitted a self-recertification, which, like all such self-
certifications that FERC receives, was never looked at or reviewed.
The folks at FERC simply filed the application away and allowed
Enron thereby to claim the special status for an additional period
of time. Only after this Committee’s investigation raised questions
about FERC’s handlings of these transactions did FERC open an
investigation into Enron’s original claims.

Congress obviously did not create and empower and fund the
Federal Energy Regulatory Commission so that it could be a filing
cabinet. We created it to protect consumers, to ensure just and rea-
sonable energy rates, and to level the playing field for all busi-
nesses and utilities. Those purposes are, of course, more crucial
than ever in the newly deregulated energy markets.

Second, the agency failed to anticipate or prepare for changes oc-
curring in the energy markets, which are among the most volatile
and rapidly evolving sectors of our economy. Americans depend on
our regulatory agencies to keep the economy fair and efficient, to
anticipate major developments, and to stay on top of where those
markets they monitor are headed.

Despite the fact that Enron Online and other electronic trading
platforms had grown into a powerful force by the year 2000 and
were expected to dominate energy trading, FERC failed to even
complete a basic study of whether regulating those platforms was
its job or the job of another governmental agency, in this case,
probably the Commodity Futures Trading Commission. Without
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even that critical step completed, FERC and the rest of the Federal
Government could not begin to develop any long-term public policy
strategy about how to keep these emerging market tools fair and
efficient.

Third, FERC reacted belatedly to many serious offenses, letting
possible market abuses go uncorrected and unchallenged for many
months. Too often, in place of effective oversight, the agency offered
timid hindsight. For instance, in November 2000, a FERC staff in-
vestigation into the causes of the California energy crisis concluded
that power sellers had the potential to manipulate the power mar-
ket. I'm tempted to add to my prepared statement what my teen-
age daughter would say here, duh, right?

After coming to that obvious conclusion, which cried out for im-
mediate follow-up, FERC took over a year to launch an investiga-
tion into the market behavior of individual companies during the
California energy crisis, and that was only after Enron actually col-
lapsed in early December of last year. Energy consumers on the
West Coast should have had the Federal Government on their side
during the energy crisis in 2000, not 6 months or a year later.

And the companies who may have tried to manipulate the mar-
ket, or, in fact, any who may be thinking about doing it in the fu-
ture, need to understand that FERC will be a sophisticated and
sharp watchdog, not a listless and lackadaisical bystander.

Of course, this is made all the more clear and compelling by the
recent plea of guilty by the head of trading for the Western mar-
kets for Enron in regard to—and we’ll get into this in further de-
tail—in regard to manipulation of the markets that he, as a signifi-
cant employee of Enron’s, was involved in.

Remember, FERC is the regulatory agency that led the move-
ment toward widespread deregulation of the energy business. Of
course, there was plenty of support for the deregulation in the pri-
vate sector. But FERC was a supporter, and, therefore, it makes
it particularly ironic, and I would say irresponsible, that FERC ex-
hibited little or no vigilance to ensure that participants obeyed at
least minimal rules of fair play in the deregulated marketplace.

FERC often seemed to view itself not as a regulator but as a
facilitator, not as a market cop but as a market cheerleader, and
that left consumers with nothing to cheer about.

When market players are given unprecedented latitude in a pre-
viously regulated market, there must be some effective checks and
balances. No matter how passionately we believe in competition
and capitalism as the best system for economic growth and oppor-
tunity, the invisible hand cannot do it all. We have seen this over
our history, over and over again. The fact is that markets inher-
ently have no conscience. To ensure the integrity of our markets,
the invisible hand needs to be assisted by the fair hand of govern-
ment oversight in the public interest and private sector self-regula-
tion.

Fourth, FERC made no effort to address the gaps, flaws, and in-
adequacies in the regulatory structure that allowed Enron’s most
questionable business practices to go without scrutiny. For exam-
ple, Enron had applied to the SEC requesting a special exception
to the Public Utility Holding Company Act. Under FERC’s rules,
simply requesting such an exception allowed Enron to repurchase
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a number of its wind farms while retaining that special rate status
I referred to earlier, and apparently allowed it to earn tens of mil-
lions of dollars above what it would otherwise have earned from
those projects.

For more than 2% years, the SEC sat on the application without
reviewing it. Did anyone at FERC pick up the phone and ask the
SEC about the status of those applications? Did these two lead reg-
ulatory agencies, FERC and the SEC, ever talk to each other about
these applications? To the best of our staff’s ability to find an an-
swer to those questions, the answer is a disquieting one, which is
no.
It’s frustrating enough when major market abuses escape govern-
ment regulation because perpetrators are crafty enough to fly
under the government’s radar, but it is really infuriating when
clear signals are right there on the screen and the people manning
the stations do not see them or keep their eyes closed. FERC and
the SEC had the opportunity, indeed the responsibility, to close
that regulatory gap and did not.

Fifth, FERC all too often relied on shortcuts and cursory analysis
of the markets to come to overly optimistic conclusions about the
potential effects of market manipulation. An internal FERC staff
report into the Enron Online trading platform which was released
in August 2001 asked whether the possibility of financial problems
at Enron could threaten the energy markets. That was August
2001. Its answer, no, was based on what, by hindsight, certainly
looks like incomplete and unrealistic assessments.

First, FERC looked at the entire North American energy market
rather than the individual regional markets, including, of course,
most notably, the Western markets. And second, the report con-
cluded that the chance of Enron failing financially was, in any
event, remote. And though the same report recognized the competi-
tive advantage Enron Online gave to Enron’s own trading units, it
ultimately concluded that these advantages presented no cause for
concern. In fact, to their credit, FERC’s staff itself later found that
conclusion to be wrong.

So FERC’s analysis here is really stunning, because Enron was
a major player in our energy markets. By the time of its collapse,
Enron had grown to become the seventh largest company in the
Nation and the largest electricity and natural gas trading company,
and that brings me finally to the larger policy question that is
raised by the Enron scandal and by the staff investigation that will
be presented this morning.

Can deregulated markets be left alone to police themselves, or
does government need to be vigilant in monitoring behavior in
those markets? And when we use “deregulation” here, it may be a
confusing term. What happened when we so-called deregulated the
energy markets is that we went from a system where FERC, for
instance, was setting the wholesale prices of energy to a system
where we allowed the market, and presumably competition, to do
that. But isn’t there still a need for a cop on the beat to make sure
that those who are participating in the market competition are
playing fairly and that there really is competition and transparency
and honesty that will result in the best prices for consumers?
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For me, the results of this investigation answers that question.
Government must vigorously and energetically enforce the law to
protect consumers and investors from abuse, particularly when
markets, as the term is meant here, are deregulated.

Remember, it was James Madison who said that if men were an-
gels—I should update that and say, if people were angels—no gov-
ernment would be necessary. Unfortunately, we see once again in
this sad story that people are not always angels and that is why
we continue to need government to protect the integrity of our mar-
kets and our economy.

Obviously, the American economy cannot function without en-
ergy, and our Federal regulators on whom the people depend for
protection cannot protect those markets if they systematically fail
to exercise the powers that we give them.

I hope that today’s hearing helps to expose and correct the short-
comings in FERC’s administration that we see here in this case so
that American families and businesses can get the fair, trans-
parent, and efficient energy markets they need and deserve.

Senator Thompson, it is good to be back with you. I don’t know
how to say it, but I am going to miss you. Not only are you going
on to new roles in life, I will be going on to a new role in this Com-
mittee. But it is a pleasure to have you working with us today, to-
gether, as we have, whether each of us was Chair or Ranking
Member, in pursuit of the authority that this Committee has and
I look forward to your statement.

OPENING STATEMENT OF SENATOR THOMPSON

Senator THOMPSON. Thank you, Mr. Chairman. I appreciate that.
I imagine that we are both a bit nostalgic this morning, but for dif-
ferent reasons.

Chairman LIEBERMAN. Yes. [Laughter.]

Senator THOMPSON. But I appreciate your comments and I have
enjoyed very much our working together. I could not imagine, given
all of the pressures of this place, being able to work with a Ranking
Member or Chairman of the opposing party in any better fashion
than you and I have worked together.

Chairman LIEBERMAN. Thank you.

Senator THOMPSON. I will never forget the campaign finance in-
vestigation when I was Chairman, when bipartisan support was
very difficult to come by on occasion, and you always did what you
thought was right, contrary to some of the wishes of Members of
your own party. I will never forget that, and I have tried to remem-
ber that as you have been Chairman and taken some detours and
things that I personally would not have taken, but I have always
respected you. We have done a lot of good work with regard to this
particular area that we are dealing with today, too.

I cannot help but, before I get into the remarks I had intended
to give, sitting here listening to you, to think back over the last
several years and how what you were saying was relevant to what
we have been hearing for a long period of time.

When I was going out as Chairman about a year-and-a-half ago,
I submitted a report called “Government at the Brink,” and it
pointed out what we had been hearing. It was a compilation, really,
of GAO reports and IG reports and Committee hearings and all,
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and basically, the conclusion was that we have got serious prob-
lems with regard to our government, our government departments,
our government agencies, the way we do things. It is rife with
waste and abuse and things are not operating the way they should
and it is costing us a lot of money. Now, we know it is costing us
in terms of our national security.

So, unfortunately, you can pick your agency. We can talk about
the details of FERC and what its responsibilities are and how they
have performed, but it is one of any number—and it is a regulatory
agency, somewhat different from some of the others we have had—
but we have had department after department, agency after agen-
cy, appear on the high-risk list every year. We are not doing much
better than we did several years ago.

We are striving to get some accountability into the system. We
are trying to get a performance-based system, really, so that we
can have more accountability. I don’t think it will do any good until
we tie it to the budget process and there are some consequences
to poor performance, but you can single out almost any agency. I
think it has tremendous ramifications for homeland security. I
think that it points out the need for the flexibility that the admin-
istration must have in reorganizing so many departments. We are
talking about one little department here that a lot of people consid-
ered kind of a backwater until all of these problems hit.

But the idea of getting the right people in the right places and
being able to get rid of the wrong people in the wrong places and
more funding and more accountability and things of that nature
are all lessons that we need to learn, not only with regard to
FERC, but with regard to our national defense and homeland secu-
rity. So it is an important subject, but it is the very tip of a very
big iceberg.

It has been approximately a year since there were revealed fi-
nancial matters that ultimately led to the collapse of Enron, then
our country’s seventh-largest company. Much has happened in that
year, particularly following Enron’s bankruptcy, the largest at the
time until it was eclipsed by WorldCom’s.

I am proud to say that much has happened and much has been
revealed as a result of the hearings and investigations by our Com-
mittee, as well as our Permanent Subcommittee on Investigations.
A review of recent criminal charges against Enron’s CFO Andrew
Fastow, for example, reads as if it was written in large part from
the results of our investigations. Much of our investigation has also
been conducted on a very bipartisan basis, a fact of which I am also
quite proud and a testament to what can be done when we work
together.

Our Committee and the Permanent Subcommittee on Investiga-
tions have investigated the roles of various actors in the Enron
saga, the Board of Directors, auditors, securities analysts, credit
rating agencies, and financial institutions, and we discovered that
many of these actors with important roles in monitoring Enron or
its financial condition generally adopted a “see no evil” approach
that allowed Enron to present to the public a clean bill of financial
health up until the company’s collapse.

We are seeing positive movement addressing these issues raised
in our investigations: Accounting oversight and other reforms man-
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dated by Sarbanes-Oxley; tougher new SEC regulations and move-
ment toward lessening conflicts of interest in the investment bank-
ing community; and tougher listing standards at security ex-
changes. Recently, we issued a bipartisan report with respect to the
SEC, rating agencies, and security analysts that noted a number
of deficiencies and areas of needed reform. We look forward to a re-
sponse to that report, which brings us to the Federal Energy Regu-
latory Commission, FERC, and our hearings today.

Sometimes, you have to play the cards that are handed you, and
I have been given a hand today that I prefer not to have been my
last hand on this Committee. But as I look over the report that we
are considering today, I am concerned about it.

Frankly, I think FERC fits a different category than some of
these other regulatory agencies. I always thought FERC’s primary
responsibility was to try to achieve just and reasonable rates. It
doesn’t seem to me like they have the responsibility that a lot of
these other entities have, and if the SEC and the Board of Direc-
tors and people who sit on auditing committees and security ana-
lysts and all these didn’t catch a lot of these things, I am won-
dering what kind of responsibility we can really fairly place on
FERC in these areas.

And as I look over the areas of concern, the wind farm trans-
actions basically occurred between 1997 and 2000, as I understand
it. With regard to the Enron Online issue, that ceased operation in
December 2001. With regard to the affiliate transactions issue,
FERC already has rules in place there and apparently responded
pretty promptly to those issues.

With regard to California trading, obviously, that has been very
controversial and there is probably enough blame to go around
there, but everyone has to acknowledge FERC has limited author-
ity with regard to that. It shares authority with regard to that and
California would not allow long-term contracts, and everyone ac-
knowledges that the State had a poor regulatory system.

So looking at all of that, it makes me wonder what the proper
role is. Obviously, there are some shortcomings there that need to
be addressed, but it seems to me somewhat of a different category
than some of these other agencies that have more direct responsi-
bility with regard to the investigative efforts and ferreting these
things out part of things. They could stand improvement.

We can talk about improvement, and that is another irony of it.
It seems to me like this ought to be a good news hearing. From at
least one of the experts that the Majority has called, apparently,
some very good things have happened under the FERC watch of
this administration. The things that are of most concern with re-
gard to FERC happened while on the watch of appointees of the
prior administration.

I am not the one to partisanize the effort, but the fact of the mat-
ter is, up until now, when you think about FERC, most people’s
minds immediately jump to the suggestions and accusations con-
cerning one contact between Mr. Lay of Enron and a former mem-
ber, a former chairman appointed by the Bush Administration to
FERC. There was a letter by this Committee to Mr. Wood ques-
tioning the ethical standards of FERC. There was a GAO investiga-
tion with regard to that contact, a contact that, as I understand,
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Mr. Hébert made, or Mr. Lay and Mr. Hébert had with counsel,
general counsel sitting in the room with Mr. Hébert on his side of
tﬁe telephone conversation, but we had a GAO investigation about
that.

And now, when I read the staff report that we are considering
today, I see that we still have a section here, “Enron’s Effort to In-
fluence the FERC.” Unfortunately, it is only with regard to Enron’s
effort to influence the Bush appointees at FERC. It refers to docu-
ments that have been obtained and refers to a PR and lobbying ef-
fort campaign of Enron, which undoubtedly is true. It refers to a
Republican lobbying firm that had been hired. It refers to efforts
or support from Mr. Wood and Ms. Brownell, which, of course, sup-
plies some modest taint to them. And then it concludes, it is dif-
ficult to evaluate Enron’s far-reaching efforts on decisions made at
FERC and leaves that hanging out there.

But unfortunately, there is no reference to numerous contacts,
several during the height of the California contracts, between
Enron lobbyists and a current FERC commissioner who was ap-
pointed by the prior administration.

So I think to the extent that we can consider FERC, I think if
you wanted to really get to the heart of decisions that were made
that affected some of these problems, you would have more of the
prior commissioners here to talk about it, quite frankly. Then we
would be giving credit due to what is happening there. But if we
want to really consider what we can do to make FERC stronger
and better, I think that part of it is fine.

But when you consider the history of all this and the continuing
reference in the report, about five pages’ worth, of the implications
of impropriety with regard to primarily one contact, I see, then we
must put this in perspective as we go forward and try to make
progress. Selective indignation is not going to work, and unfortu-
nately, it overshadows some of the more positive aspects that we
have been able to agree on and pursue together.

Hopefully, as we go forward today, we can flesh some of these
issues out and put things in a bit of perspective. Thank you, Mr.
Chairman.

Chairman LIEBERMAN. Thanks, Senator Thompson. You have
raised some fair questions. Look, I would say, overall, the interest
of the—as I believe the staff investigation, and certainly my open-
ing comments of what I drew from it, suggest, the staff was not
given any directions to limit their inquiry to events that occurred
after the change of administrations in January 2001. In fact, they
were asked to go back and look at the whole history here and let
the truth of the investigation fall where it fell. So, clearly, a lot of
the behavior that is criticized occurred before, and by FERC, oc-
curred before January 2001.

Second, I hope and expect that Mr. Berick, who is our first wit-
ness, will be able to respond to some of the specific questions you
raised, or perhaps wait until you question him more specifically to
respond to the suggestion about the one commissioner in contact
with Enron.

So at this point, I would like to go to David Berick. David is our
first witness. He is a Senior Professional Staff Member on the Ma-
jority staff. He will summarize the findings of the Majority staff in-
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vestigation into FERC’s oversight of Enron. Because the investiga-
tion covers a number of complicated issues, I suppose this is by
way of warning, the staff testimony will be somewhat lengthy. But
the importance of the subject definitely requires that.

I will say for my part that I think the staff has done a very good
job and performed the role of oversight that is uniquely this Com-
mittee’s in a way that is not only impressive, but is productive. Of
course, that is why we have the current commissioners here, not
just to defend the past, because some of them were not there, but
to talk about what is happening now and what we can do to make
sure that the shortcomings that the staff investigation has seen are
not repeated in government oversight of our critically important
energy markets.

Mr. Berick, I am going to ask you if you would please stand and
raise your right hand. Do you solemnly swear that the testimony
you will give the Committee today is the truth, the whole truth,
and nothing but the truth, so help you, God?

Mr. BERrICK. I do.

Chairman LIEBERMAN. Thank you. Please be seated, and the
record will show that the witness has answered the question in the
affirmative. Mr. Berick, please proceed.

TESTIMONY OF DAVID M. BERICK,! PROFESSIONAL STAFF
MEMBER, COMMITTEE ON GOVERNMENTAL AFFAIRS, U.S.
SENATE

Mr. BERICK. Thank you, Mr. Chairman, Senator Thompson.
What I will describe to you this morning, as briefly as I can, are
the findings of the Majority staff inquiry into the Federal Energy
Regulatory Commission’s oversight of the Enron Corporation. The
findings I will highlight can be found in greater detail in the ac-
companying staff memo being submitted in conjunction with to-
day’s hearing, and I would ask that my written statement and the
Majority staff memo be made part of the record.2

Chairman LIEBERMAN. Without objection, so ordered.

Mr. BERICK. As you related this morning, Mr. Chairman, in Jan-
uary, you directed us to initiate a broad investigation into the role
of the Federal Government and private sector watchdogs in what
was at the time the largest corporate bankruptcy in American his-
tory. The purpose of the investigation was to determine whether,
over a period of years, of the 10 years preceding Enron’s collapse,
whether Federal regulators did their job correctly and took reason-
able steps consistent with their missions and mandates to identify
and, if possible, prevent the problems that led to Enron’s implosion.

In investigating the role of FERC, the Federal Government’s lead
energy regulator, the investigation identified four specific areas of
concern, which you've identified this morning. These are Enron’s
sale and repurchase of wind farms, activities related to Enron On-
line, the electronic trading platform run by Enron, and transactions
conducted between Enron and Enron-affiliated companies, and fi-
nally, the role of Enron in the California power crisis.

1The prepared and supplemental statements of Mr. Berick appear in the Appendix on page
74 and 93, respectively.

2The Governmental Affairs Committee Majority Staff Report appears in the Appendix on page
219.
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As you will see, the evidence in all four cases reveals a consistent
pattern, that in the face of Enron’s tireless determination to game
the system, FERC displayed a striking lack of determination to
scrutinize the company’s activities, and this was not simply FERC
becoming another victim of Enron’s misrepresentations. Rather, on
a number of occasions, FERC was provided with sufficient informa-
tion to raise suspicions of improper activities or had itself identified
potential problems, but failed to follow through.

In short, the record demonstrates a lack of vigilance on FERC’s
part and a failure to structure the agency to meet the demands of
the new market-based system that the agency itself has cham-
pioned. While we do not know with certainty whether the disclo-
sure of any of the individual activities I will highlight here today
could have prevented Enron’s collapse, it seems highly likely that
a more proactive, aggressive action by FERC would have limited
some of the abuses that appear to have occurred, would have raised
larger questions about Enron’s trading practices and other business
activities and would have exposed at least some of the cracks in
Enron’s foundation earlier. Perhaps scrutiny by a Federal agency
would have also jolted the Enron Board of Directors and Enron
itself into acting to change direction. At a minimum, we believe it
would have alerted investors, analysts, and hopefully regulators of
other regulatory agencies to look more closely at Enron.

FERC had and continues to have jurisdiction over Enron Cor-
poration’s many energy subsidiaries and activities. There were at
least 24 electric, 15 gas pipeline, and 5 oil pipeline subsidiaries or
affiliates of Enron subject to FERC regulation. Not surprisingly,
then, FERC had thousands of contacts with Enron over the 10-year
period examined by the Committee staff concerning Enron’s FERC-
regulated subsidiaries and affiliates.

In addition to these contacts with FERC, our investigation also
uncovered evidence of an aggressive public relations and lobbying
campaign that Enron undertook in 2000 and 2001 to defend its role
in the power crisis in California and to seek to influence the com-
position, policies, and practices of FERC, as well as to shape the
debate over the California crisis. After all, Enron was heavily in-
vested in the success of the deregulation of energy markets because
it represented opportunities for Enron’s energy trading and energy
services businesses, as well as new market opportunities in the
United States and overseas. It was important to Enron, therefore,
that the California crisis not be blamed on deregulation or on mar-
ket systems or on individual market players, like Enron itself.

The Majority staff has concluded that among the many Enron-
related questions that came before FERC in recent years, four
stand out as egregious and cautionary examples of regulatory fail-
ure. In each case, despite ample opportunity and available informa-
tion, FERC failed to answer, much less challenge, Enron’s behav-
ior. It is likely that this passive regulatory stance enabled Enron
to distort its financial condition, failed to protect energy consumers
and the energy industry, and failed to prevent or mitigate the ulti-
mate effects of the company’s collapse.

The first area I would like to cover are the wind farms in Cali-
fornia that the Chairman addressed earlier. In January 1997,
Enron acquired a number of wind farm projects that were consid-
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ered qualifying facilities, or QFs, under Federal law and were,
therefore, eligible for special rate treatment. Shortly after the ac-
quisition of these wind farms, in August 1997, Enron completed its
acquisition of a public utility company located in Oregon, Portland
General Electric. Under Federal law, however, projects that are
given special status as qualifying facilities cannot be owned by a
public utility or its holding company. This has been interpreted by
FERC to mean that it cannot own more than 50 percent of a quali-
fying facility.

Thus, because Enron now owned a public utility company, the
wind farm projects that it had purchased would no longer be eligi-
ble for QF status. In order to maintain the QF status of the wind
farms, Enron found it was necessary to divest itself of ownership
in a number of these projects. In at least four cases, however, it
appears that Enron did not truly divest itself of ownership, and, in
fact, effectively retained the risks and benefits of ownership.

FERC had the responsibility to certify that ownership require-
ments and other pertinent requirements of QF status were met.
Critical details of these apparently sham transactions were re-
vealed to FERC, but FERC failed to adequately scrutinize these
particular transactions and wound up agreeing with Enron that
they, in fact, met the ownership requirement.

Specifically, in 1997, Enron sold a 50 percent interest in each of
three wind farm projects to a special purpose entity named RADR,
allegedly set up by Chief Executive Officer Andrew Fastow and his
deputy, Michael Kopper. In August, as discussed in the staff memo,
Mr. Kopper pled guilty to wire fraud and conspiracy to commit
money laundering, based in part on a scheme he and others alleg-
edly devised to enrich themselves and enable Enron to maintain se-
cret control over California wind farms while appearing to main-
tain eligibility for QF status, and similar charges have now been
filed against Mr. Fastow by the Justice Department.

However, minutes of a May 1997 meeting of the Finance Com-
mittee of Enron’s Board of Directors indicate that there was formal
corporate consideration of the RADR transactions. The minutes in-
dicate that although the arrangement was expected to satisfy
FERC’s requirements for transfer of ownership, it was not “a sale
for book purposes,” and that Enron, therefore, planned to continue
to recognize revenues from the project.

In addition, the minutes describe Enron’s right to repurchase the
projects, noting that Enron would retain “a call option to repur-
chase the assets in the future and sell in non-fire sale environ-
ment,” an indication that the company saw itself as forced to divest
its interest in the wind farms quickly because of its purchase of
Portland General and was using the sales to RADR to temporarily
park the projects until it could obtain a more lucrative financial re-
turn.

The minutes also reveal that Enron provided 97 percent of
RADR’s initial capital by way of a loan from one of its subsidiaries
and that Enron intended to indemnify RADR against future tax,
environmental, and other liabilities.

The nature of these wind farm transactions is further confirmed
by a 2001 PriceWaterhouse Coopers due diligence report, prepared
in anticipation of another related Enron transaction, which notes
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that because Enron “retained all the risks and rewards associated
with the projects,” and retained an option to repurchase the shares,
the wind farm deal was not treated as a sale and the revenue from
the projects was accounted for as income from joint ventures.

Information revealed to FERC in Enron’s formal applications for
QF status should have, in our opinion, raised serious questions at
FERC as to whether or not the wind farms’ ownership arrange-
ments entitled them to this QF status. Among other things,
Enron’s application stated that the company would loan RADR the
money to purchase its interest in the wind farm projects, that an
Enron affiliate would indemnify the owners of RADR for tax liabil-
ities if the project was repurchased, that Enron would retain an op-
tion to repurchase RADR’s interest in the projects, and that land
for the facilities would be leased from an Enron affiliate and that
the same Enron affiliate would receive fees for providing operation
and maintenance service for the facilities.

However, despite Enron offering up all this information, FERC
appears either not to have understood or not to have tried to un-
derstand the actual financial arrangements described to it by
Enron and their implications, and it seems that this was not out
of the ordinary for FERC’s review of QFs.

A similar lack of scrutiny repeated itself in 2000 and 2001, when
a number of the wind farm projects, including the three RADR
projects, were reacquired by Enron and FERC once again was
given the opportunity to review the transactions. However, in each
of the repurchase agreements, Enron filed a self-recertification with
FERC, informing it of the ownership changes and asserting that
the facility, now majority or entirely owned by Enron, which was
still then a utility holding company, should maintain its eligibility
for QF status. Remember, Mr. Chairman, that the QF status is
supposed to be granted only when facilities are not controlled by
a public utility or its holding company.

Two fundamental weaknesses in the regulatory system emerge.
First of all, as a matter of policy, FERC never reviewed the RADR
self-certifications, and to this day still never reviews self-certifi-
cations for QF status no matter what the applications may say un-
less an outside party raises an objection. Instead, FERC simply
files them away as it did in the case of RADR.

I want to note that these repurchase agreements and filings for
RADR were not the only time that Enron took advantage of the
weaknesses inherent in FERC’s self-certification system. In Novem-
ber 1998, Enron self-certified a new ownership arrangement for an-
other wind farm project known as Cabazon. In this case, Enron
self-certified that it had transferred 50 percent ownership in the
project to a nonprofit organization, The Nature Conservancy, with-
in the meaning of FERC’s QF ownership requirements.

In fact, Enron did not actually transfer an ownership interest.
Rather, it only transferred a right to 50 percent of the net profits,
a condition which did not actually meet the FERC ownership test.
Indeed, The Nature Conservancy did not consider itself to have any
ownership interest in the Cabazon project. However, because this
ownership change was the subject of a self-certification, it was not
reviewed or contested by FERC.



13

Second, Enron also took advantage of a regulatory black hole be-
tween FERC and the Securities and Exchange Commission on the
RADR repurchase transactions as well as other wind farm repur-
chases. Enron told FERC in its self-recertification application that
it was now eligible to own the wind farms because it had applied
to the SEC, requesting a special exemption under the Public Utility
Holding Company Act, which would permit it to retain QF status
for the wind farms.

It did have such an exemption pending at the SEC. The applica-
tion remained pending, however, for 2% years, and, in fact, the
SEC is only now scheduling a hearing to consider the merits of the
application. Meanwhile, from the moment the application was on
file at the SEC, for FERC’s purposes, it was deemed to have been
approved. The two agencies never communicated with each other
about the substance of the application. Instead, FERC’s practice
was and still is to treat a company’s good faith application to the
SEC alone as sufficient for the company to qualify for this excep-
tion. As a result, Enron got the benefits of the QF status and re-
tains them to this day.

The second area that the staff believed was significant was
FERC’s review of Enron’s electronic trading platform, Enron On-
line. In 1999, Enron Corporation played a leading role in a funda-
mental shift in the way natural gas and electric power were traded
by creating Enron Online, an Internet-based trading platform for
natural gas and electric power. Online energy trading quickly be-
came a significant portion of the energy trading market. In 2001,
it was estimated to account for approximately 38 percent of natural
gas and 17 percent of electric power marketed in the United States.
Until Enron’s bankruptcy, Enron Online was widely acknowledged
to be the leading platform for such trading. Enron, in turn, lauded
itself for its trading capabilities and rapidly expanded the range of
commodities it traded on Enron Online, from paper to broadband
communications capacity.

The public implications of this fast emerging energy trading
method did not greatly interest FERC until May 2001. At that
point, FERC’s general counsel initiated a staff-level inquiry into
the status of electronic trading in the electric power and natural
gas markets in general, and the role played by Enron in particular.
FERC staff were asked to evaluate Enron Online’s dominant posi-
tion in electronic trading in the energy industries and to determine
whether that position might be exploited to manipulate prices and
otherwise distort the energy market.

A non-public report discussing these matters was completed on
August 16, 2001. The report found that, unlike some online trading
platforms which operate as third party many-to-many exchanges,
matching willing buyers and sellers, Enron Online operated as a
proprietary extension of Enron’s trading units, including entities
regulated by FERC. In other words, in this so-called one-to-many
exchange, an Enron trader was a party, either as a buyer or a sell-
er, to every trade on Enron Online. Therefore, only Enron would
know valuable information about the actual volumes and prices
transacted on its trading platform and, of course, how the prices
changed in any particular transaction were set, or how they com-
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pared to those charged in other similar transactions, or even
whether the transactions actually had occurred.

The financial risks of all the trades conducted on Enron Online
remained with Enron subsidiaries, and since Enron’s traders were
a party to every trade, this risk was substantial. It also meant that
the solvency of Enron as a whole was important to the viability of
Enron Online and to Enron’s trading activities.

With this observation in mind, the report asked whether finan-
cial problems at Enron would threaten the energy markets. The re-
port answered the question in two ways. First, it concluded that
Enron did not have sufficient market share to disrupt the energy
market if it failed. As we describe in our staff memorandum, this
conclusion was based on a cursory analysis of the entire North
American energy market rather than a more thorough attempt to
scrutinize individual regional markets, which would have yielded a
much more complex, and, we believe, a much more troubling, pic-
ture.

Second, the report concluded that, in any event, the chance of
Enron failing financially was remote. The report provided little
support for this conclusion and it has obviously been disproved over
the last year.

Finally, the report found that Enron Online gave a competitive
advantage to Enron’s own trading units by reducing their trans-
action costs, giving them wider access to the market, and providing
them better market intelligence. But yet it concluded that there
was no reason for concern. This conclusion also appeared the result
of wishful thinking, and there is now evidence, described in an Au-
gust 2002 FERC staff report concerning FERC’s own investigation
of Enron and other participants in the Western energy market,
that Enron, in fact, likely did exploit this advantage to manipulate
prices, particularly in the California and Western markets.

In short, though the FERC report identified a number of areas
that could have and should have raised concerns with the Federal
Government’s lead energy regulator, FERC staff concluded that
there was no reason for concern and no cause for action. Quite sim-
ply, FERC’s review was too cursory, settled for incomplete answers,
drew the wrong conclusions, and the agency ultimately failed to fol-
low up on the warning signs it did raise.

Another troubling facet of the 2001 report is that it was not dis-
tributed to any of FERC’s commissioners prior to or during Enron’s
collapse to inform their decisionmaking with regard to this event.
It is unclear at what point any of the information contained in the
report may have been provided to the Commission. Thus, a report
that might have served as a warning wound up being little more
than a footnote in the story of Enron’s collapse.

Another serious concern is that FERC did not initially even ad-
dress the question of whether or not, and the extent to which,
FERC and the Commodity Futures Trading Commission, both of
which had some regulatory responsibility for energy trading, had
jurisdiction over Enron Online and other similar electronic trading
platforms. This was despite the fact that Enron and other similar
systems were at the time expected to become the dominant way in
which both electricity and natural gas were traded.
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A FERC legal memorandum analyzing FERC’s jurisdiction over
Enron Online and other electronic trading was to have been pre-
pared in conjunction with the August 2001 report I mentioned ear-
lier. This jurisdictional memorandum was not, however, completed
until July 2002, after you, Chairman Lieberman, raised questions
about it. This failure to address the agency’s jurisdictional authori-
ties created yet another regulatory black hole, leaving any thor-
ough scrutiny of Enron Online and other electronic trading plat-
forms to languish. And as we discuss in the staff memo, there is
indication at Enron that they believed that this trading platform,
for all intents and purposes, was virtually unregulated.

One final footnote about the 2001 Enron Online inquiry is that
it also examined the issue of how pricing information from Enron
Online might distort published price indices, such as those reported
by trade publications like Natural Gas Intelligence and Gas Daily.
The FERC staff noted that such indices were comprised of anec-
dotal, unconfirmed information and that information provided from
a source such as Enron Online could be subject to manipulation.

At the time the staff was examining this very issue, the Commis-
sion was promulgating its order on refunds for the California mar-
ket, which included a methodology for determining baseline elec-
tricity generation costs tied to these published price indices. The
concerns expressed by the Enron Online inquiry staff concerning
these indices were apparently never communicated to the commis-
sioners considering the refund issue, nor was other relevant infor-
mation compiled by the Office of the Chief Accountant concerning
electricity generation costs in the California market.

The significance of these failures is highlighted by the FERC
staff’s August 2002 report in its ongoing Enron investigation, which
found that published price indices in the California market were
unreliable and may have been distorted or even manipulated by
data from Enron Online. The 2002 report recommends that, as a
result, the Commission modify its California refund——

Chairman LIEBERMAN. Mr. Berick, let me just interrupt you for
a moment. In a few cases here, you have described FERC staff re-
ports which were not communicated to or conveyed to the commis-
sioners. Did you reach a conclusion about why that happened, why
they were not transferred to the commissioners?

Mr. BERICK. Well, we didn’t reach a conclusion, Mr. Chairman.
We tried to understand as best we could what happened, why this
information was not passed on, and it just seems to have been a
variety of factors, some that it was not deemed to be a priority. In
other cases, it appears that there was a change in administration.
The general counsel, who asked for the Enron Online investigation,
and the Chairman that he worked for, Mr. Hébert, left the Com-
mission at about the time that this was being completed and the
ball was apparently simply not passed on to the incoming team.

Chairman LIEBERMAN. So you found no evidence that there was
a decision by the staff to suppress their work. They just, for various
reasons such as you have described, or perhaps just decisions that
in hindsight by the bureaucracy don’t make sense, decided not to
convey those reports to the commissioners.

Mr. BERICK. Right, but we concluded that there was important
information that was relevant to deliberations that the Commission
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had ongoing and it should have been communicated to the commis-
sioners. It was something that should not have ended up on the
shelf.

Chairman LIEBERMAN. OK. Please proceed.

Mr. BERICK. Our third area of review was Enron’s affiliated
transactions. Obviously, whenever a company conducts trans-
actions among its own affiliates, there may be cause for concern
about fair dealing. One concern is that where one affiliate has cap-
tive rate payers, a one-sided deal may impose financial burdens on
those rate payers. Another concern obviously is that one affiliate
may treat its sister affiliate with favoritism at the expense of other
companies or customers, or in ways that are detrimental to the
market as a whole.

Based on our review, we concluded that the existing regulatory
rules and tools in the hands of FERC proved inadequate to deter
Enron, as the company now appears to have engaged in a number
of inappropriate inter-affiliate transactions.

Just one example are the loans of two of Enron’s pipelines ob-
tained on behalf of the parent company, Enron, in November 2001.
As Enron struggled to avoid bankruptcy, the company announced
that J.P. Morgan Chase and Citigroup had committed to loan it a
total of $1 billion. But the loans were actually made to two of
Enron’s FERC-regulated interstate pipeline subsidiaries, Northern
Natural Gas Company and Transwestern Pipeline Company, and
were secured by assets of those pipeline companies. The vast ma-
jority of these loan proceedings were subsequently transferred to
Enron in the form of unsecured loans from the pipelines to their
parent company.

After Enron declared bankruptcy a few weeks later, the pipeline
companies, which did not file for bankruptcy, were left to pay off
the entire amount of the obligations to the banks, a matter of con-
cern because, ordinarily, such costs would be passed on to shippers
who use the pipelines and ultimately to natural gas customers.

In this case and in other cases discussed in the staff memo,
FERC is now investigating potential wrongdoing concerning
Enron’s inter-affiliate transactions and seeking to strengthen some
of the relevant accounting rules. However, it is troubling that the
agency failed to address the broader policy question earlier. As
parts of the energy markets have been deregulated under FERC’s
watch and at FERC’s urging, the issue of transactions among a
company’s affiliates have taken on increased importance.

Until Enron’s collapse, however, FERC failed to adequately iden-
tify such transactions, especially the financial transactions, and as
in the case of the—or in the case of the transactions between mar-
keting affiliates, like Portland General, traditional utilities, FERC’s
regulations proved to be inadequate. Thus, it turns out that this is
another area where the agency did not adequately anticipate prob-
lems in the market that it was instrumental in constructing.

The final area in which the Committee staff reviewed FERC’s
oversight of Enron regards the company’s role in the California en-
ergy crisis. As you will recall, severe energy shortages in California
began in the spring of 2000, about 2 years after the State’s energy
deregulation plan was put in place. The State’s investor-owned util-
ities and regulators blamed the crisis on power sellers and market-



17

ers, who they said were unfairly manipulating the system to gin up
profits. The power sellers and marketers, on the other hand,
claimed that the flaws lay in the actual structure of the new Cali-
fornia system and they, in turn, were the chief culprit for the crisis.

However, FERC as far back as 1998 had received reports from
energy experts in California raising concerns about the exercise of
market power and began a staff investigation into the causes of the
California crisis in the summer of 2000. The investigation reached
what might be considered a curious conclusion, that power sellers
had the potential to manipulate the power market, but that there
was no evidence to indicate whether an individual company en-
gaged in actual market abuse. The report concluded that identi-
fying individual cases of market abuse would require further inves-
tigation.

Despite this initial report clearly articulating the potential for
market abuse and the Commission’s own orders essentially agree-
ing with that conclusion, it would take a full 15 months, until Feb-
ruary 2002, after Enron’s collapse, for FERC to order a formal staff
investigation into the market behavior of Enron and other indi-
vidual companies.

Even as FERC was avoiding the question of what individual com-
panies were doing, Enron itself initiated an internal investigation
into its own trading practices in California in October 2000

Chairman LIEBERMAN. Excuse me again. What motivated Enron
to initiate that investigation of its own practices?

Mr. BERICK. They were concerned about the legal implications of
those practices. They had received a subpoena from the California
Public Utility Commission and there was concern about additional
regulatory actions that would be taken—might be taken against
them, and in terms of preparing for their own defense, they began
to investigate the extent and characteristics of the trading practice
that they had engaged in.

Chairman LIEBERMAN. OK.

Mr. BERICK. And that internal investigation would ultimately re-
sult in a now well publicized memorandum that was produced in
December 2000 which asked some searching questions about a
range of strategies that Enron traders use, such as the so-called
“Get Shorty,” “Death Star,” “Fat Boy,” “Ricochet” trading strate-
gies, and it also discussed the sanction provisions of the California
Independent System Operator Tariff.

Unfortunately, as we discussed, Enron appears to have been
more concerned about its own behavior than was the government’s
leading energy regulator. As stated earlier, FERC itself did not
begin to investigate these practices until more than a year later,
after Enron’s collapse.

In August 2002, that investigation—and again, I am referring to
FERC’s ongoing Enron investigation—that investigation produced
an interim report describing the manipulating trading practice that
Enron traders allegedly engaged in. Those findings have, in fact,
further prompted three formal FERC investigations into the behav-
ior of individual companies, including Enron.

More confirmation about what FERC may have found, had it
been more vigilant and diligent, was revealed last month when
Timothy Belden, who headed Enron’s Western trading desk, pled
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guilty to a charge of conspiracy to commit wire fraud based on alle-
gations that he and others at Enron engaged in trading strategies
designed to manipulate energy markets in California from 1998 to
2001.

The Committee Majority staff believes that the rules and regula-
tions of a Federal agency such as FERC cannot effectively deter
unreasonable market action if the agency fails to hold market par-
ticipants accountable. It should not have taken Enron’s collapse to
finally trigger FERC’s investigation of the role of Enron and other
individual companies in the California energy crisis.

In conclusion, Mr. Chairman, all four stories convey the same
general message. The Federal Energy Regulatory Commission was
a poor match for Enron’s efforts to subvert the spirit, if not the let-
ter, of the regulatory system. FERC’s failure cannot be attributed
simply to Enron’s aggressive public relations and lobbying cam-
paigns or to the deviousness of its methods.

In many cases, the Commission had specific and sufficient infor-
mation that should have raised suspicions about improper behavior
on Enron’s part. In other cases, FERC recognized potential prob-
lems, but through poor management or poor internal communica-
tion or sheer lack of will, never followed its suspicions through to
their logical ends. Even after Enron declared bankruptcy, FERC
dragged its feet, for example, in the case of the wind farms, and
failed to step into the breach, reinforcing a pattern of performing
too little, too late.

To be fair, FERC has taken some tentative steps to remedy this
unacceptable state of affairs, such as creating a new Office of Mar-
ket Oversight and Investigation. But simply rearranging the bu-
reaucracy is not sufficient. FERC must work in concert with other
regulatory agencies. It must request and be given sufficient re-
sources to monitor and police the marketplace. And it must be
more cognizant of what goes on under its own regulatory roof.

But most importantly, FERC must reorient itself to a changed
and increasingly complex regulatory environment, an environment
that FERC itself has fostered but failed to adapt to. Had FERC
proven more aggressive on any one of the fronts I have described
in my testimony today, it might have unearthed Enron’s abuses
sooner, perhaps mitigating the company’s collapse, protecting con-
sumers from hardships, and competitors from Enron’s alleged mar-
ket manipulations. Instead, through a striking lack of vigilance,
FERC abdicated many of its core responsibilities as a Federal regu-
lator.

Thank you, and I look forward to answering your questions and
Senator Thompson’s questions.

Chairman LIEBERMAN. Thank you very much, Mr. Berick. I
thank not only you, but all the members of the staff who worked
so hard over a long period of time to assemble the information and
reach the conclusions that you have presented to us this morning
on their behalf and yours.

I am going to go to the end and then go back to the beginning.
Let me ask you this, and this goes to the broader question I dis-
cussed in my opening statement about what is the role or necessity
of Federal oversight in a deregulated energy market environment.
As I said, I reached the conclusion that you can’t just say, OK,
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FERC is not going to set the prices after an administrative process,
wholesale prices of energy anymore, go out and let the market
reach the right conclusion, because as we see here in your testi-
mony, in your report, private parties, human nature unfortunately
being what it is, particularly in a very increasingly sophisticated
climate with Enron Online and all the rest, will seek advantage for
themselves and there will be consequences that can, as they were
in this case, be disastrous, particularly for Western American en-
ergy markets and billions of extra dollars that consumers, includ-
ing business consumers, obviously, had to pay.

In your conclusion, you talk about the importance of more ag-
gressive implementation of regulatory oversight authority that
FERC has and the need, I think, for additional staff, dedication of
FERC staff to these matters. Is there any need for additional law
here, or do you think that the law, as it exists, gives the Federal
Energy Regulatory Commission the authority it needs to protect
the energy markets in a deregulated environment, it is just that
they didn’t use the power they had?

Mr. BERICK. Well, I think they did not use the authority that
they had. That doesn’t mean that they couldn’t benefit from en-
hanced authority, and in FERC’s testimony today, they asked for
additional authority for criminal and civil penalties under their or-
ganic statutes, the Natural Gas Act, Federal Power Act, to try to
expand the range of regulatory tools that they have. This was
something that was also a recommendation in the General Ac-
counting Office report that was prepared for you, again, suggesting
that they have a significant amount of authority today, but they
could, in fact, benefit from some additional enhancements and ex-
pansions of that authority.

Chairman LIEBERMAN. I take it you would agree with that re-
quest that the Commission will make today, and I agree with it
also, but it also highlights the fact that we are asking, based on
the work that was done, the investigation and the report, that
FERC not only have oversight but enforcement authority when the
rules of the road are violated, is that correct?

Mr. BERICK. Yes. One of our basic conclusions here is that
FERC’s role is fundamentally changing, and I think FERC has ac-
knowledged this, but has not been able to deliver on the need to
change the way it approaches its role from one of being a rate set-
ter to a market overseer. I mean, it is endemic to the restructuring
of the regulatory process and FERC is now no longer in the process
of setting rates. They are now in the process of overseeing the mar-
ket and the behavior of participants in that market. And con-
sequently, they have to change their view and their institutional
structure to better deal with that challenge.

Chairman LIEBERMAN. And part of that is to have the authority
to take action—to initiate action, civil and criminal, against those
who are not playing fair, is that correct?

Mr. BERICK. Yes, but they have other authorities which they can
use, such as denying the ability of a company to have market-based
rate authority. Again, it is a fairly, maybe draconian or overly dra-
conian measure, and that is why they are requesting this addi-
tional expansion. But there are tools that they have and there is
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authority that they have to take action against companies that ma-
nipulate or abuse the market or operate unfairly in the market.

Chairman LIEBERMAN. OK. Let me go back to some questions
that were raised in earlier parts of your testimony, which covered
a number of issues—wind farms, the Western energy market crisis,
Enron Online—but a central and very troubling point from your
testimony is that FERC had direct oversight of a number of
Enron’s activities that now appear to have been at least improper,
and in some cases illegal.

The fact is that Mr. Kopper of Enron has now pleaded guilty to
criminal and civil fraud with regard to the wind farm transactions
that you have described. Mr. Belden, the head energy trader in the
Western region for Enron, has also now pleaded guilty to a Federal
criminal charge in connection with trading practices in the Cali-
fornia market, which had disastrous consequences for that market.

Am I correct that you are saying that FERC had a direct regu-
latory role in these areas which might have prevented some of the
abuses from occurring that have now been acknowledged by Mr.
Kopper and Mr. Belden?

Mr. BERICK. Precisely. That is, I think in some ways, one of the
most troubling aspects of the investigation that we did, was that
FERC looked, for example, in the wind farm issue, specifically at
the ownership issue. That was the principal purpose of the reviews
that they conducted of all three wind farm transactions, was to
look at whether or not these transactions met the ownership test,
which was that they could not be owned more than 50 percent by
Enron. They looked specifically at that issue.

Regardless of whether or not we can have expected FERC to
have caught all of the fraudulent activities that Mr. Fastow or Mr.
Kopper are alleged to have engaged in, we have, and we cite this
in the staff memo, we have the internal Finance Committee min-
utes that indicate that, in fact, this was a corporate decision to
structure these transactions this way.

So our point is that if FERC had probed, there would have been
something to find, even within the official corporate records, irre-
spective of the ultimate frauds that may have been committed.

Chairman LIEBERMAN. In the wind farms case, I referred in my
opening statement to a regulatory gap between FERC and the
SEC. Is it fair to say that you concluded and the staff concluded
that Enron skillfully took advantage of that gap?

Mr. BERICK. Precisely. They knew that FERC would consider—
well, they knew that because they were using the self-certification
process that it was something that would not receive, or was not
likely to receive actual review, and they approached the SEC in
such a way that they did not expect the SEC to actually act on the
application. So they very carefully took advantage of the sort of
regulatory black hole, the regulatory gap that existed between the
two agencies.

The fact that it was allowed to go on for 2% years just simply
speaks to how extensive and continuing that gap was, because the
two agencies never discussed this issue, not just with regard to
these particular applications, but they never discussed this issue in
a generic way to make sure that, in fact, as people, as companies
like Enron were making applications to the SEC that might have
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been relevant to proceedings underway or decisions that needed to
be made at the FERC, that they were in coordination with one an-
other. So it was not done specifically and it was not done generi-
cally.

Chairman LIEBERMAN. Let me finally in this round just deal
briefly with another regulatory vacuum that Enron seems to have
been able to exploit, which was with regard to Enron Online, the
Internet-based commodity trading system. We have the issue of
whether FERC can regulate Enron Online and should have, and
second, we have the question of whether the CFTC also had regu-
latory jurisdiction over Enron Online and what the two agencies do
or don’t do to resolve that issue, which I presume is still an issue.
I wonder if you could briefly address that question.

Mr. BERICK. Well, as I mention in my testimony, Enron consid-
ered, at least some at Enron considered Enron Online to be vir-
tually unregulated because of this sort of regulatory gap. FERC
had never asserted jurisdiction over these trading platforms, even
though they had been in place for quite a while. As I mentioned,
Enron Online was created in 1999. We don’t see FERC actually
even beginning to look at the question of its jurisdiction or the im-
plications of these trading platforms until May 2001, and then they
never actually resolved the issue of their own jurisdiction and how
it might interact with those of another agency, in particular, the
Commodity Futures Trading Commission. The memorandum was
just never completed until the question was raised by this Com-
mittee.

Chairman LIEBERMAN. And as your testimony indicated, in the
meantime, Enron not only set up the system, but was using it and
in that sense was gaining advantages. It was gaming the system
that it had created in the absence of any oversight of that system,
correct?

Mr. BERICK. That is correct, and again, what is striking is the
findings in the August 2002 FERC staff report

Chairman LIEBERMAN. Right.

Mr. BERICK [continuing]. Which concludes that, in fact, the very
nature of Enron Online, how it was structured, the one-to-many
type of structure that allowed only Enron to actually know what
was being traded on that system, was likely to have been used by
Enron to manipulate prices in the California market.

Chairman LIEBERMAN. OK. I have used up my time on the first
round. It is a very disquieting picture of a system that has
changed, gone to deregulation, and the private sector players, in-
cluding Enron, just seemed to be so far ahead of those who are sup-
posed to be protecting the rest of us that they gamed the system,
with disastrous effects for consumers, investors, and employees of
a lot of companies, and for the economy of the Western part of our
country. So there are some very striking lessons I hope we will
learn, and together go on to try to act in a way that prevents any
such gaming from occurring again.

Senator Thompson.

Senator THOMPSON. Thank you very much, Mr. Chairman.

Mr. Berick, over what period of time did the wind farm trans-
actions take place?
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Mr. BERICK. They occurred in 1997, were the initial sales to
RADR, and the repurchases were in 2000.

Senator THOMPSON. I beg your pardon?

Mr. BERICK. The repurchases occurred in 2000. The initial sales
were in 1997.

Senator THOMPSON. All right. And with regard to Enron Online,
you mentioned that it started up in 1999?

Mr. BERICK. That is correct.

Senator THOMPSON. And was first looked at by the Commission
in May 1999—I am sorry, May of’

Mr. BERICK. May 2001.

Senator THOMPSON. OK. And with regard to the California trad-
ing and marketing abuses, the California electricity supply crisis
apparently began in May 2000, and in June 2000, California suf-
fered its largest planned blackout since World War II, is that cor-
rect?

Mr. BERICK. Yes, sir.

Senator THOMPSON. All right, sir. So with regard to the situation
that Mr. Wood and others came into, you call in your report recent
initiatives by the FERC as tentative. You say the newly-created
Office of Oversight and Investigation is nothing more than rear-
ranging the bureaucracy. In contrast, Mr. Joskow, one of your ex-
pert witnesses, I might add, has said he is very pleased that this
office was created and that the office is off to a good start.

I will give you a two-part question. The other part is that no-
where in your statement do you refer to one of FERC’s most visible
recent reforms, and that is the standard market design rule-
making. Mr. Joskow, in his statement, calls this a courageous re-
form effort, intended to facilitate market competition and improve
performance.

So apparently the issue here is whether or not you are really giv-
ing appropriate credit to Mr. Wood and FERC as it is currently
constituted with regard to its overall performance, and specifically
with regard to the Office of Oversight and Investigations and the
standard market design rulemaking. Would you comment on that?

Mr. BERICK. Certainly. Obviously, it is too early to tell how well
the Office of Market Oversight is going to perform, since it is just
now being established. We did look, with the help of the Congres-
sional Research Service, at sort of the resources and staffing that
office was being given by FERC and it raised some fundamental
concerns with us.

Less than 10 percent of the agency’s FTEs are going to be in that
office.

Chairman LIEBERMAN. Why don’t you define FTEs for the record.

Mr. BERICK. Full-time equivalent. That is essentially one indi-
vidual working full time.

Less than 10 percent of FERC’s FTEs are going to be assigned
to that office, and even if we give FERC the benefit of the doubt
and concede that all 250 FTEs that are identified in its budget re-
quest as having something to do with enforcement and market
oversight are included, so we are essentially giving credit for more
than double the number of people actually in that office, that num-
ber is still significantly less. It is less than 20 percent.
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And if we compare that to other Federal agencies that engage in
similar types of activities, the Commodity Futures Trading Com-
mission, the FCC, we find that those agencies have significantly
larger resource commitments, both in terms of FTEs and in terms
of dollars. So while it seems to be a step in the right direction, it
seems to be too small a step in the right direction.

And the other thing that we would observe, and this is sort of
fundamental to the staff investigation, is that there are a range of
activities which we have discussed—the wind farms, for example—
that are not going to be fixed by the new office. They are regulatory
responsibilities that FERC has. Another example would be the
inter-affiliate transactions, the holding company transactions,
which are not going to be fixed or addressed by this new office.

So our point is twofold. The steps that they appear to be taking
seem to be too small, and that the steps that they are taking are
not broad enough to encompass the range of regulatory short-
comings that we identified in the investigation.

Senator THOMPSON. So you are concerned about the allocation of
resources, and I understand the issue. I think you may find your-
self in the minority with regard to the witnesses here today on that
issue, but we have had bigger disagreements on this Committee
than one as to whether or not there are sufficient resources alloca-
tion.

Chairman LIEBERMAN. I got kind of uneasy when you said, “you
may find yourself in the minority.” [Laughter.]

Senator THOMPSON. Some of us——

Chairman LIEBERMAN. Until I heard you conclude that question.

Senator THOMPSON. Some of us almost certainly will, yes.
[Laughter.]

But on another subject, how do you view the Commission’s deci-
sion back on December 15, 2000, FERC’s order? In an effort to rem-
edy the California dysfunctions, as a part of the order, FERC re-
jected wholesale rate caps in California. A lot of people consider
that a significant action and not enough, insufficient, all of that.
Did your analysis encompass that and what do you think about it?

Mr. BERICK. We didn’t really look at that issue. It was obviously
an issue that we covered fairly extensively last year in the Commit-
tee’s hearings on the California energy crisis. This would have been
last June, in 2001. We had two hearings on this issue and we did
not spend a significant amount of time on it in this review, other
than to acknowledge that, in fact, the Commission had made that
decision and that it did raise the question as to whether or not—
we raised the question as to whether or not that was sufficient.

Senator THOMPSON. Mr. Berick, I think, in looking at your report
here, you have done a lot of good work, thorough in many respects.
I think there is a question as to whether or not you are giving suf-
ficient credit due and whether you are placing blame where that
is due. We have spent an awful lot of time with regard to FERC,
and you heard my opening statement, including a GAO investiga-
tion about a contact that a former FERC commissioner had with
a representative of Enron. Of course, the dates speak for them-
selves. Quite clearly, a lot of these problems, or most of these prob-
lems started—all of these problems, I guess you might say, started
during the prior administration. We can argue whether or not the



24

new people who really had a majority on the Commission, accord-
ing to my notes here, only on June 14, 2001.

But more specifically than that, and it goes to the fairness of
your assessment here, is the fact that when we got to looking
through the documents here that were subpoenaed or gathered by
the Majority, it appears that there were several contacts between
Enron lobbyists and Commissioner Breathitt that were not referred
to in any way, and you spent quite a bit of time, once again, remi-
niscent of prior hearings and prior actions of this Committee, about
five pages on Enron’s efforts to influence FERC, but nowhere are
those contacts mentioned.

You do mention Enron’s lobbying campaign, and clearly they did
lobby. Clearly, they did whatever they felt like they could do and
get away with. You mentioned, of course, again, that Lay met with
various individuals. You mentioned that they met with members of
the Clinton Administration, but in the context of discussing an
open meeting, discussing the current crisis in California and what
to do about it, and I assume there were many people in that meet-
ing, but you mentioned their lobbying-public relations campaign de-
signed to indirectly influence the outcome of FERC’s decision-
making with regard to California.

So if the issue is whether or not Enron was influencing FERC’s
decisionmaking, that is very precise. I must ask whether or not you
have been fair in your assessment here. You mention Enron’s cor-
porate head of government affairs, with the assistance of a Wash-
ington, DC, lobbying firm. You mention the firm. It is a Republican
lobbying firm.

You mentioned its effort to strongly support Pat Wood as chair-
man, and also Ms. Brownell. Of course, now they have to deal with
that. Mr. Lay called Karl Rove to express support for Ms. Brownell,
talking about their nominations further. Mr. Skilling met with Sec-
retary O’Neill, Ken Lay, Linda Robertson, a 30-minute meeting
with the Vice President, Larry Lindsey apparently somewhere
along the line.

You say it is difficult to evaluate the impact of Enron’s far-reach-
ing efforts to influence decisionmaking at FERC, and unless we are
missing something here, when staff went through the records, it
appears that there were 46 contacts, most of them telephone con-
ferences, between lobbyists for FERC and Commissioner Breathitt
from August 2000. Of course, we know the California blackout was
in June 2000. From August 2000 through December 2001. Were
you aware of those contacts?

Mr. BERICK. Yes, we were, Senator Thompson. As you know, we
asked FERC for all of their contacts, all of the agency’s contacts,
staff contacts and commissioner contacts, and there were, you
know, hundreds of pages of just identification of individual con-
tacts.

What we tried to focus on in the contacts you are referring to are
contacts related to the California energy crisis. There were lots of
other issues. There were issues on deregulation of the market, and
the establishment of regional transmission organizations. There
were lots of other issues before FERC that Enron had interest in
and that, obviously, commissioners spanning many years had com-
munications with.
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Where we devoted our effort was to the specific issue of the Cali-
fornia market, because that is where there was the greatest con-
cern about whether or not Enron had manipulated that market,
and we were also struck by the scope of Enron’s efforts to shape
the debate of both FERC and the influences on FERC for resolving
that issue. There was really a very pronounced——

Senator THOMPSON. Let me make a couple of observations. How
can you tell from looking at a document whether or not California
was at issue when that conversation took place, when that con-
versation, that conference call, whatever it is, is at the height of
the California crisis, and it is between an Enron lobbyist and a
member of the Commission? Why would you assume, on the one
hand, that one commissioner’s conversation would not have to do
with California, and on the other hand, some member of the Bush
Administration’s conversation would have to do with California?

Mr. BERICK. Well, we went on the documentation that was pro-
vided. We did not interview any of the commissioners on any of
their contacts. We went on the basis of the documentation that was
provided to us, and we did go back. We did ask for documentation
from former commissioners who are no longer on the Commission.
FERC was very good about helping us go back and get additional
information from past commissioners. We went on the basis of the
information that was provided to us in the documents.

Senator THOMPSON. But the issue, according to your report here,
the fact that they had a public relations campaign designed to di-
rectly or indirectly influence the outcome of FERC’s decisionmaking
with regard to California assumed that their support of Pat Wood
only had to do with California, because it is in here. Enron’s sup-
port of Ms. Brownell was a California issue? It is in here.

Mr. BERICK. If I may, Senator, it is

Senator THOMPSON. Yes, one more point and then I will let you
respond. You have testified that your concern with Enron goes back
a number of years, and that you had concern concerning the wind
farms transaction. You had concerns concerning Enron Online
transactions. You had affiliate transactions concerns. And then you
had the California situation.

When it comes to contact with commissioners, then, why would
you only focus on the California aspect? Was it because of the fact
that some members of the current administration, or Mr. Hébert,
who was disappointed, had a one-time contact apparently with Mr.
Lay? Was that the reason that you focused in on the California as-
pect of the four areas of concern? That is the only area of pursuit
that is the subject of your report here, about five pages, when all
the time, the issue was how the Commission was being affected or
how Enron was trying to affect the Commission and there is clearly
more than one commissioner.

Mr. BERICK. The Enron documentation on California is fairly ex-
plicit about the fact that they were very concerned about the impli-
cations for energy deregulation and for the future of that part of
their business with regard to California, and the documentation is
very explicit about the fact that they viewed FERC as being central
to resolving that crisis. And they also make it clear—again, this is
Enron making it clear—that the membership of the Commission
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was a very important element to them in terms of making this
problem, this political problem, go away.

Senator THOMPSON. Well, then by that same token, when you
have got a California crisis that certainly goes from May 2000 until
the end of that year—we all remember December 15, when FERC
rejected wholesale cap rates, which some people interpreted as a
pro-Enron decision by the Commission—you have that crisis brew-
ing all this time and you have records in your file showing numer-
ous meetings between Enron lobbyists and Commissioner
Breathitt.

I think the proper way to handle this is wait until Commissioner
Breathitt has an opportunity to address these sheets. But May, Au-
gust 23 and 24; September 7, 15, 28, 29, and 30; October 18, 19,
26, 30, and 31; November 7, 16, 27, and 28; December 4, 5, and
8; all these are in your file and in your record, Mr. Berick.

I think in view of the fact that we have spent so much time, in-
cluding letters and GAO investigations of criminal activity and ev-
erything else with regard to Mr. Hébert’s telephone conversation he
had with Ken Lay and the issue of Ken Lay’s support for his chair-
manship, let us just assume for the moment you were only con-
cerned about California with regard to the Commission. I find it
difficult to understand why you wouldn’t in your report, since you
are dealing specifically with that issue, why you wouldn’t in your
report mention that fact. Were you aware?

I understand you had a lot of information and you are focusing
on specific things, and I am not necessarily saying that you were
attempting to skew the results here. I do question your fairness in
the way you treated this. In retrospect, don’t you think it would
have been better to deal with this on more of an even basis? If you
are going to mention contacts with the administration, or even
more relevant, contacts with the Commission, should these not
have been referred to in your report also, in view of the long his-
tory that we have had, this Committee has had, with FERC and
questions of undue influence and things of that nature?

Mr. BERICK. Senator, I guess I am going to repeat what I said
before, is that there were, as you know, voluminous documentation
of contacts. There were many contacts with current commissioners,
former commissioners, on a variety of subjects. There are a lot of
other areas that we could have pursued in the investigation and
which we did pursue in the investigation. But at the end of the
day, we based our analysis on the documentation that was provided
to us.

Senator THOMPSON. We also had documentation—excuse me.

Mr. BERICK. I am sorry.

Senator THOMPSON. No, go ahead and finish if you want to. I
started to say, we also have—and I am not implying that there was
anything wrong with these contacts any more than I would have
suggested there was anything wrong with Mr. Hébert’s contact. But
he had to undergo a criminal investigation because of his one con-
tact. I am just talking about what has been in the press and what
people have been subjected to for all of this time and questions of
a level playing field, and it pours over into the rest of your report,
unfortunately, and the question as to whether or not you are giving
due credit for what is happening now.
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We have records here in the file also from the law firm that rep-
resented Enron, and apparently, it is Ms. Breathitt’s father’s law
firm that represented Enron and partners in that firm, along with
Enron in-house lobbyists, with these numerous meetings and they
were paid hundreds of thousands of dollars, apparently, including
Johnny Hayes, who was with the TVA and then during most of
when this was going on was the treasurer for the Gore campaign.

I mean, it is hard—this is my last day on the Committee. This
is not what I wanted to be doing my last day. But as I say, some
days you have got to play the hand that is dealt you and we can’t
not recognize what is sitting in the living room.
f‘IWere you aware of what I just said? It is in your records, in your
iles.

Mr. BERICK. We had—yes——

Senator THOMPSON. We have no independent subpoena power or
authority. These are all Committee records——

Mr. BERICK. Yes, sir

Senator THOMPSON [continuing]. In the Majority’s possession
virlherevwe had to go to look through them. Were you aware of these
things?

Mr. BERICK. Yes. We have the documents, and I have reviewed
those documents.

Senator THOMPSON. You just didn’t consider them to be relevant
for your purposes?

Mr. BERICK. Didn’t consider them relevant to the California issue
that we were examining. There are, again, many issues, including
an issue you discussed this morning about the Hébert-Ken Lay con-
tacts. As you have observed, the Committee did ask the general—
actually, the Committee did not. At that time, it was Senator
Lieberman on his own behalf asking for that investigation. We did
not pursue that issue in this staff memorandum and in this staff
investigation.

Senator THOMPSON. Well, I appreciate

Mr. BERICK. We could have raised that issue, but we didn’t. We
focused on particular areas that we believed had important policy
relevance to the Commission and its behavior and to very signifi-
cant questions involving the energy markets and

Senator THOMPSON. Do you think the Quinn, Gillespie lobbying
firm had more impact on those policy issues than Commissioner
Breathitt did?

Mr. BERICK. What we say in the memo is where we came out on
this, which was it is clear that Enron engaged in a very extensive
campaign to influence deliberations by the Commission directly
and indirectly on the California issue.

Senator THOMPSON. Well, I think we are——

Mr. BERICK. At the end of the day, we have acknowledged that
the Commission, in adopting the price caps in June 2001, took a
Fosition contrary to what Enron stated its position was. But the
acts

Senator THOMPSON. But on December 15, 2000, it didn’t take a
position that it was totally contrary to what Enron wanted. Decem-
ber 15, rejecting wholesale rate caps.

My only point is, and I think you are making my point, Mr.
Berick, in what you just said. You say in your report it is difficult
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to evaluate the impact of Enron’s far-reaching efforts in decision-
making with FERC. I am totally at ease with the notion that
Enron did whatever it could wherever it could, and I am not sug-
gesting that there is necessarily anything improper. Unfortunately,
I come across the names of people I know here, some of these
Enron lobbyists, lawyers, friends of mine. At least they were until
today when they hear about this hearing. [Laughter.]

But it is there. It is in the records, it is in the files, and I felt
compelled to raise the issue with you. But as I say, you have made
a very extensive report, and I think for the most part, made a valu-
able contribution with most of this report.

Thank you very much, Mr. Chairman.

Chairman LIEBERMAN. Thanks, Senator Thompson.

Let me just do a few follow-ups. The first, I suppose, I should say
in defense of the Quinn, Gillespie firm, that it is not a Republican
firm but, for better or worse, a bipartisan firm. Mr. Quinn would
probably want to assert his strong Democratic lineage.

The second is that this is the first that I have heard of this ques-
tion of the law firm, which I gather Commissioner Breathitt’s fa-
ther has some part in. I was troubled when you mentioned at the
start of the hearing you were going to bring it up, that I hadn’t
heard about it.

I have heard Mr. Berick’s answers. 1 actually asked my staff
about it back here and they went out and did a—with the options
that the modern world provides—a NEXIS search and find a num-
ber of news stories at the end of October of this year, including, not
surprisingly, from some newspapers in Tennessee because of the
presence of the two people in the firm in Tennessee about this mat-
ter that they were lobbying on behalf of Enron and did have com-
munication with Commissioner Breathitt. I regret that I didnt
know about that before, but has, I gather, been a matter of public
record, and, of course, all the documents that the staff, the Major-
ity subpoenaed were shared with the Minority staff, as well.

I just want to give you the opportunity, Mr. Berick, and I think
I understand what you are saying, that the contacts with this firm,
which I gather from Senator Thompson and I communicating infor-
mally up here is a Louisville-based firm

Senator THOMPSON. I think so.

Chairman LIEBERMAN [continuing]. But has some connection to
these two folks from Tennessee.

Senator THOMPSON. They have offices in Nashville.

Chairman LIEBERMAN. This firm didn’t jump out at you and its
contacts with Commissioner Breathitt didn’t jump out at you be-
cause the information that we subpoenaed and got showed a very
significant number of, I presume, law firms and other lobbyists
having contact with all the FERC commissioners on Enron’s behalf.
Am I hearing your explanation correctly? I understand that is part
of it, and the other part of it is that you were focused on the Cali-
fornia energy transactions and didn’t see any connection between
this context and that matter.

Mr. BERICK. First of all, Mr. Chairman, there were, again, volu-
minous contacts. I hope you will forgive me for this, but Bill
Massey’s declaration of the number of contacts he had with Enron
goes on for several pages in the documentation he reported to us.
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Again, it doesn’t mean that there weren’t contacts. There were a
number of contacts that both current commissioners and former
commissioners had with Enron. We did not pursue all those be-
cause they did not appear to us to be significant issues related to
anything that went to the heart of Enron’s corporate activities and
Enron’s collapse, which was where we tried to go with this hearing.

What activities that FERC engaged in or that Enron engaged in
were related to Enron and Enron’s collapse and what we could do
to make sure that, as you said in your opening statement, we didn’t
find ourselves in a similar situation with the collapse of the largest
energy trader, seventh largest corporation in the United States?
What kinds of lessons should we learn here?

The particular matter that Senator Thompson has raised with
the law firm, as I understand the record, involved an Enron dis-
pute with Tennessee Valley Authority over some power contracts,
and at the time, again, it didn’t—at the time then, at the time now,
it wasn’t really at the heart of the kinds of policy issues that we
felt were critical to examining. We could have. We could go back
to those issues.

There were many issues that came up in this investigation which
we could have pursued, but the selection we made was based upon
those that we felt were relevant to the future of the way in which
these markets are regulated and that is how we made the decision
of which issues to pursue and which issues not to pursue.

Chairman LIEBERMAN. So your understanding, and again, we
should save most of these questions for Commissioner Breathitt to
answer, but your understanding from the documents obtained
under subpoena was that the matter that the Louisville and Nash-
ville offices of this particular firm was discussing with the FERC
had to do with the TVA, is that correct?

Mr. BERICK. Yes.

Chairman LIEBERMAN. OK. And just to clarify, and I don’t know
if you could put a number on it. I presume that in the documents
the staff went over, can you put any number on—did all of the
Enron commissioners during the period you investigated—were all
of them contacted by lobbyists, individually by lobbyists on behalf
of Enron?

Mr. BERICK. I don’t know. I would have to say many commis-
sioners reported contacts with Enron in one form or another, either
direct contacts or meetings involving industry associations or those
kinds of things, workshops, industry conferences——

Chairman LIEBERMAN. Right.

Mr. BERICK. I have no idea how many total we are talking about,
because we went back 10 years. We went back to all the commis-
sioners.

Chairman LIEBERMAN. So you would say most of them had con-
tacts with Enron lobbyists?

Mr. BERICK. Or with Enron. Not just through lobbyists

Chairman LIEBERMAN. Or with Enron directly?

Mr. BERICK [continuing]. But with Enron itself or representatives
of Enron.

Chairman LIEBERMAN. And just to understand why you didn’t
focus on Commissioner Breathitt and her contacts, but you tell me
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and we will review this internally, were her contacts more numer-
ous than other commissioners, do you recall?

Mr. BERICK. No, they weren’t.

Chairman LIEBERMAN. They were not? Her contacts with people
on behalf of Enron were not more numerous than the contacts that
other FERC commissioners had?

Mr. BERICK. No, they weren’t.

Chairman LIEBERMAN. I don’t have any further questions. I am
inclined to go on to the next panel, unless you would like to——

Senator THOMPSON. No, Mr. Chairman, I think I must follow up
a bit. Maybe we ought to ask the question more precisely. Were
there any other commissioners who had that level of contact with
Enron lobbyists through 2000 and 2001, because as you said, you
went back and asked for contacts over a 10-year period. If the point
is that there are other—during the focus of your investigation,
which I understand is 2000 and 2001, basically, there are other
commissioners with other contacts, we should be talking about
them, too. We should not be singling out one commissioner.

This is just the information that we had. We started out with the
information that the commissioners themselves provided for us,
and at least I am not aware of anywhere near this level of contact.
But the records speak for themselves. I would suggest, Mr. Chair-
man, we go back and check on that. Maybe Mr. Berick cannot re-
member that.

But I would say that you need to think through your answer to
the TVA question. Now, it is true that some of these meetings were
with Johnny Hayes, who had been commissioner of TVA. This is
on August 24. I assume that his prohibited activity, his banned ac-
tivity was past and I think he has a 2-year ban with regard to Fed-
eral agencies on things he was directly involved in, but the facts
will speak for themselves. I can only assume that he is OK as far
as that is concerned, and there are some meetings there with Mr.
Hayes.

It is also true that Mr. Hayes apparently received $200,000 di-
rectly from Enron and also another $300,000 from this law firm,
the Wyatt law firm, and that was a part of a $500,000 fee that the
Wyatt law firm had been paid by Enron. So perhaps we can find
out about the TVA aspect.

But there is a memo in the file here. We went to the law firm
of Mr. Hayes—of course, he is not a lawyer, but the Wyatt law
firm, and they supplied information that is in the Committee files
and Mr. Bone, who was a partner in that firm, who was in most
all of these meetings with Commissioner Breathitt made a memo-
randum.! I am not sure what the date of it is. I am not sure it is
dated, but it was clearly during the Presidential campaign, and Mr.
Bone, who was at that time, as I say, lobbying for Enron, said,
“very friendly meeting with Linda Breathitt.” I won’t read all of it.
We can go over it with Ms. Breathitt.

“We had a good opportunity to talk about the issues and her po-
sition as the swing vote. We visited Gore headquarters and had
lunch with Johnny Hayes. Next point, the FERC will be responding
today to the request of President Clinton and Secretary Richard-

1The Bone Memo appears in the Appendix on page 734, Vol. IV.
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son. FERC will be very responsive to the crisis with investigations
in California and possibly a hearing in California. She is very im-
pressed with Steven Keene and spoke highly of him.” Steven
Keene, of course, is with Enron, also. This has nothing to do with
TVA. This has to do with California.

I have no further questions, Mr. Chairman, unless the witness
wants to respond to that.

Chairman LIEBERMAN. Do you want to respond to that?

Mr. BERICK. No——

Chairman LIEBERMAN. Let me ask, and then I do want to move
on to FERC, but why did you make the reference to TVA? Was that
in the information that was submitted by Commissioner Breathitt
or FERC to

Mr. BERICK. No. The files that I think that Senator Thompson
is referring to were provided to us from Enron, our request from
Enron for contacts with FERC and my review of those documents
showed that, to the extent that there was an issue involving FERC,
it had to do with the TVA contact.

Chairman LIEBERMAN. Right. In fairness, we ought to give you
a chance to go back and look at it. You looked at tens of thousands
of documents to get to the priority choices you made about the four
areas you were going to investigate. These are all the pages that
were submitted to us, and every one of these pages contains, de-
pending on the size of the description, between five and ten indi-
vidual contacts between Enron employees or representatives and
commissioners or staff of FERC. There have got to be several hun-
dred contacts here, and I would——

Senator THOMPSON. Mr. Chairman, if I may, I would suggest, if
that is not public, that ought to be made a part of the public
record.! I assume what you have got there goes back over a 10-year
period and it may or may not be relevant. But I think that the
record ought to speak for itself and let people decide for themselves
what is relevant.

Chairman LIEBERMAN. That is fine with me, and I guess I want
to just state for the record, and I know you are not questioning
this, but just in case there is an implication, that there was no di-
rective from the Chairman, certainly, to the staff to——

Senator THOMPSON. I know that, Mr. Chairman.

Chairman LIEBERMAN [continuing]. To go and kind of get the Re-
publicans and protect the Democrats. This investigation and the
conclusions that Mr. Berick and I, in my opening statement,
reached fall equally, in fact, probably at least as much, maybe
some would say more, on previous FERC commissioners than the
current ones because the aim here is not partisan. The aim is to
figure out how we can protect consumers from being taken again.

Senator THOMPSON. Mr. Chairman, there is no question about
that, and you have always been fair and even-handed as we ap-
proach these things. There are a lot of people involved. You and I
both get the results of these things sometimes as we walk in, espe-
cially after having been off as long as we have. But unfortunately,
we have a history of several months with regard to this issue and

1Records from 10 year-period appears in the Appendix beginning on page 1 of Vol. IV.
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I think the record just needs to speak for itself with regard to all
the other issues.

There have been other good people. I cast no aspersion on any
commissioner or any lobbyist. I have lobbied and I have been lob-
bied. But there have been other good people who have suffered
from the subjections or implications and so forth that have been
made in the public. I just think the record ought to be complete.
And if Enron was fervently and feverishly lobbying other commis-
sioners in 2000 and 2001, we ought to know about that.

Chairman LIEBERMAN. When the hearing is concluded, Mr.
Berick, you and I can sit and talk and see what more can be done
to pursue some of these matters, if appropriate, and then, dare I
say, it will be up to Senator Collins as the next Chair to determine
whether she wishes to proceed with those investigations.

Mr. Berick, I thank you very much for an extraordinary piece of
public service. I think there is a lot for all of us to learn from the
conclusions you have reached, and particularly from the four cases
that you focused on. I hope that we will do that together with the
commissioners at FERC. Thank you very much for your work.

Mr. BERICK. Thank you, Mr. Chairman.

Chairman LIEBERMAN. Thank you.

I now call the four commissioners of FERC as the second panel,
the chairman, Hon. Patrick H. Wood, III, members Linda K.
Breathitt, Nora Brownell, and William L. Massey. Would you
please remain standing and raise your right hand. We are getting
the alignment together with the name plates.

Do you swear that the testimony you are about to give this Com-
mittee is the truth, the whole truth, and nothing but the truth, so
help you, God?

Mr. Woopb. I do.

Ms. BREATHITT. I do.

Ms. BROWNELL. I do.

Mr. MAssEY. I do.

Chairman LIEBERMAN. Please be seated. The record will show
that the four witnesses all answered the question in the affirma-
tive.

It is our understanding, Mr. Wood, that you are going to be testi-
fying on behalf of the Commission, but we are going to give each
of the other three commissioners a brief opportunity to make any
additional comments that you think necessary and appropriate
after Mr. Wood completes his testimony, and Commissioner
Breathitt, obviously, you may want to respond to the questions
Senator Thompson has raised.

We understand that either all of you or most of you have had to
rearrange your schedules to be here—this was a postponed hear-
ing—and we thank you very much for that and for your cooperation
in general.

Commissioner Wood.
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TESTIMONY OF HON. PATRICK H. WOOD, III,' CHAIRMAN,
FEDERAL ENERGY REGULATORY COMMISSION

Mr. WooD. Good morning, Senator Lieberman, and Senator
Thompson. Thank you both for the opportunity to respond today.

In the mid-1980’s, the Federal Energy Regulatory Commission
began its effort to restructure the wholesale natural gas industry
to take advantage of competition between and among producers
and sellers of natural gas to reduce prices for end use customers
and to incent the drilling and production of this important natural
resource that just 10 years before was thought to be swiftly dwin-
dling.

Congress followed up the FERC’s effort with the 1989 Wellhead
Decontrol Act, and independent calculations of customer savings of
this FERC-initiated restructuring ranged from $200 billion to $600
billion to date. I was proud to be a part of that pro-customer effort
as a staffer to a member of the Commission, and that is a big part
of why I am back today.

One of the other major industries under FERC regulation is the
electric power industry, and thanks to the 1992 Energy Policy Act
and subsequent FERC implementation of Congress’s vision through
the 1990’s, restructuring of the power industry has begun, as well.
For restructuring to be successful and yield benefits for customers,
however, there must be some basic preconditions: Sufficient energy
infr}'lastructure, balanced market rules, and vigilant market over-
sight.

Upon joining the Commission last summer, I concluded that none
of these preconditions was firmly in place in the electric industry.
After a summer of internal and external assessment with my col-
leagues here, we adopted a strategic plan which gave equal pri-
macy to all three of these goals. In the past submissions to Con-
gress by prior administrations, the oversight goal was subsumed in
other strategies, and I would call attention to the strategic plan as
the final three pages of my filed testimony.

Unlike the other agencies that were cited earlier, ours is charged
with a significant role in infrastructure and in compliance with the
Nation’s environmental and safety laws. We issue licenses for the
Nation’s non-Federal hydropower facilities. We oversee their envi-
ronmental and safety compliance. We issue certificates for con-
struction and expansion of the Nation’s extensive natural gas pipe-
line network, including the many environmental and land owner
issues and rate matters associated with such activity. We also reg-
ulate the rates and services of the similarly extensive oil and re-
fined products pipeline network.

These infrastructure responsibilities naturally dominate the
agency’s resource allocation and account for 53 percent of our pro-
gram and support employees. Fifty-seven percent of the rest of our
employees handle the market oversight function at FERC, which is
a total of 335 program and support employees, and the other 250
staff are dedicated to our second strategy, which is balanced mar-
ket rules. Employees from all nine of the agency’s offices contribute
to the achievement of our strategic plan.

1The prepared statement of Mr. Wood with attachments appears in the Appendix on page
130.
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We look forward to getting our fiscal year 2003 request in place
so that we can continue to hire the necessary expertise and talent
to achieve the oversight goals that my colleagues and I have set for
the agency. The increase of 50 staffers in my first budget request
reversed a decade-long trend of agency downsizing by over 20 per-
cent, and in my estimation, these new employees are badly needed.

As with this summer’s GAO report on FERC’s oversight perform-
ance, I welcome constructive criticism of our agency’s performance.
I also appreciate, Senator Lieberman, your personal and sincere ef-
fort to help our agency do its job better. We owe our best effort to
the Nation’s energy market customers and to the many fine compa-
nies whose investment over the years has underpinned this na-
tional economy.

To focus for just a moment on today’s topic, vigilant market over-
sight, I am pleased with the progress that we have made in the
past year. It started, quite frankly, with a mindset change at the
top, a commitment from the four of us that our ability to oversee
these industries for the benefit of customers must be second to
none. For me, this is a need borne of my past job as a State utility
regulator, which depended on FERC to do its job well so that I, as
a State regulator, could do my job well. We are today in Chicago
at a meeting of all the national State commissioners. In fact, Linda,
Nora, and I have all formerly been on our respective home State
commissions and share this commitment that we are partners with
States in doing this job well.

This commitment of mine and of ours has led to the creation of
the Commission’s Office of Market Oversight and Investigation,
which reports directly to the commissioners in our now-frequent
closed meetings. This is an idea I adapted from our sister agency,
the Commodity Futures Trading Commission. No longer are inves-
tigation issues handled at the staff level alone. Now, they are all
brought to the attention of the full Commission and senior staff
nﬁanagement from all program offices as the open meeting laws
allow.

We hired the new office head, Bill Hederman, sitting here behind
me, earlier this year after a national search. He has been very suc-
cessful in attracting talent from within and from outside the agen-
cy to do the hard, probing work necessary to be a vigilant market
policeman. Of course, OMOI is not the only part of the agency in-
volved in market oversight functions, but now there is a primary
office charged with leading this responsibility.

The oversight role is also shared with States and with regional
bodies, such as the Electric Independent System Operators and Re-
gional Transmission Organizations. Full integration of this over-
sight capability into FERC’s culture and processes is underway,
and I share none of this gentleman’s concern that it will not be suc-
cessful. In fact, I am here to make sure that it is successful.

Participants in the energy market know that we are serious now.
Reports to our confidential hotline are up significantly, as are for-
mal complaints filed with the Commission regarding issues of fair
treatment. In our more proactive posture and with better analytical
resources, the Commission has begun a number of non-public in-
vestigations of issues in all four of our industries. As the GAO re-
port points out, it is not enough to wait for someone to file a com-
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plaint at FERC. We need to use all forms of inquiry to effectively
police the industry.

Everyone, from customers to investors, benefits when there are
clear rules of the road. By and large, we have these in the gas, and
had these in the gas industry since the 1980’s and 1990’s, when a
series of FERC rulemakings set forth the contours of a restructured
wholesale natural gas marketplace.

Clear rules are not present in the power industry, however. One
of the key actions we took in my first meeting as chairman in
September of last year was to initiate a broad and open process to
develop a sensible framework for the Nation’s wholesale power
markets. This has led to publication of a formal proposal in July,
referred to as the standard market design, and this is now open for
public comment through January and February. Had this frame-
work been in place 3 years ago, combined with the more methodical
and objective oversight capability, as our next panel will discuss
further, I believe the California experience would have been largely
avoided.

But we cannot live in the past. As the current Commission seeks
to redress the past wrongs through pending enforcement trials and
investigations, which we are doing in close coordination with our
sister Federal agencies, we are focused on the future, focused on
getting sufficient energy supply and demand infrastructure in place
across the Nation, focused on establishing a sensible regulatory
framework to govern the restructured energy markets, and focused
on effective and watchful oversight of these crucial infrastructure
industries so that customers continue to benefit from an efficient
and reliable energy marketplace. Thank you.

Chairman LIEBERMAN. Thanks, Mr. Wood.

Commissioner Breathitt, do you have a statement you would like
to make?

TESTIMONY OF HON. LINDA K. BREATHITT, MEMBER,
FEDERAL ENERGY REGULATORY COMMISSION

Ms. BREATHITT. Yes. I have a brief opening statement. Mr.
Chairman, and Senator Thompson, I am here today in a supporting
role of Chairman Wood as he testifies with respect to the FERC’s
oversight of Enron Corporation and the lessons learned from its fi-
nancial collapse. I associate myself with the content of his testi-
mony.

I do want to add that I have supported the initiates taken by the
FERC after Enron’s collapse. I believe the proceedings the chair-
man detailed in his testimony should go a long way toward ensur-
ing that an Enron-type debacle does not happen again and toward
ensuring that energy consumers receive adequate supplies at rea-
sonable prices.

Beyond these initiatives, I believe Chairman Wood’s effort in
forming the Office of Market Oversight and Investigations, that we
call OMOI, should enhance the agency’s ability to review energy
market developments, identify problems in market function, and
take corrective and punitive steps, as necessary. If this office suc-
cessfully performs its mission, which I expect that it will, FERC
will have taken an important step toward restoring confidence in
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regulatory oversight of the energy industry and restoring stability
to this important component of our Nation’s economy.

Finally, I would note that as I near the end of my tenure as a
FERC commissioner, I believe I will be leaving an agency that is
well aware of the need for vigilant oversight of the entities it regu-
lates. The fallout from the collapse of Enron, as well as WorldCom,
Quest, Tyco, and others, have painfully reminded us of the dangers
of unchecked corporate behavior. The need to effectively encourage
appropriate corporate behavior by regulated entities and discipline
bad corporate behavior when necessary will continue as the Com-
mission moves to more competitive and transparent markets for
energy products. Thank you.

Chairman LIEBERMAN. Thanks, Commissioner Breathitt.

Commissioner Brownell, do you have a statement?

TESTIMONY OF HON. NORA M. BROWNELL, MEMBER, FEDERAL
ENERGY REGULATORY COMMISSION

Ms. BROWNELL. I do, just a brief statement. I certainly join the
Chairman and Linda Breathitt—in fact, I think you see before you
a FERC that is working as effectively as any agency in government
to address the tragedy that has occurred in our market, and let me
tell you, when we came to the FERC, what we found was a market
meltdown, an agency under siege, and a staff who were both over-
worked, overwhelmed, and looking for leadership.

Under Chairman Wood’s leadership, with the introduction of a
business plan, we have addressed many of the issues that the re-
port raised today. But I appreciate that report, because, frankly, we
all need to work more productively and affirmatively in antici-
pating what markets need, because, Senator, you said markets
have no conscience. Well, adolescent markets have no self-control
and markets do not develop without rules, and we are making
rules.

We are, indeed, dealing with the past as effectively and effi-
ciently as we can, but we can’t rush to judgment because we need
to get this right. We have seen a $90 billion market capital loss in
the energy sector, a loss that this country cannot afford when our
economy begins to grow again. We see growing transmission con-
straints. We see power quality disturbances which affect our indus-
tries, like the car manufacturing industries, very severely, in ways
that we are not counting. We don’t see the investment in tech-
nologies that can address many of the environmental issues that
we face and our grandchildren will face.

So I look forward to working with you, this Committee, and other
committees in addressing these issues. But I feel quite confident
that while we may have been slow out of the starting gate, we have
addressed a wide range of issues in a very short period of time.

Chairman LIEBERMAN. Thanks very much, Commissioner
Brownell. I accept the addendum to my comment. Maybe I would
only add that this may be, instead of an adolescent market, an in-
fant market, which definitely doesn’t have a capacity to self-control
and needs a little parental guidance every now and then.

Ms. BROWNELL. To be sure, a lot of parental guidance.

Chairman LIEBERMAN. Thank you. Commissioner Massey.
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TESTIMONY OF HON. WILLIAM L. MASSEY, MEMBER, FEDERAL
ENERGY REGULATORY COMMISSION

Mr. MASSEY. Mr. Chairman and Senator Thompson, I will be
brief. I agree that the Commission’s response to the Western en-
ergy crisis was generally timid and ineffective. The agency should
have imposed price controls immediately when the market sky-
rocketed in the summer of 2000. This is what I championed and
was extremely disappointed that the Commission did not impose
such price controls for almost a year, until June 2001. Such con-
trols imposed early could have stopped a lot of the economic car-
nage which turned into a disaster.

I agree that the Commission should have been more vigilant in
its market oversight. I support Chairman Wood’s new efforts in
this respect. I believe that he has a strong commitment to over-
sight and market structure and is willing to put in place sufficient
staff resources so that never again should we face the kind of trav-
esty that we faced with the Western market meltdown.

The agency needs to be very vigilant in its market monitoring
and its oversight and intervene forcefully whenever abuses are
found or whenever markets spin out of control. I believe this new
unit that Chairman Wood has created is a strong step in the right
direction. Of course, the proof will be in the pudding. If we’re back
here 2 years from now because of the failure of oversight, then I
will be wrong about that. But I don’t think we will be. I think the
agency is moving in the right direction.

I agree that the rules regarding affiliate abuses should be
strengthened. We have a couple of proposed rulemakings that are
being commented on now. One would substantially strengthen our
affiliate abuse rules across the board for natural gas pipelines, elec-
tric utilities, power sellers, and others. That is pending and I hope
that we can finalize that rulemaking soon. We also proposed a rule-
making with respect to the so-called “sweep accounts” that pipe-
lines and electric companies have with their affiliates, and we have
proposed strong new affiliate regulations.

With respect to Enron Online, perhaps the agency should take a
very close look at whether we should be regulating platforms such
as Enron Online, and I support any effort to come to reach a con-
clusion about this at the agency as soon as possible.

Thank you, Mr. Chairman. I look forward to your questions.

Chairman LIEBERMAN. Thanks, Commissioner Massey. I remem-
ber when I was at law school we used to refer to a few of the Su-
preme Court Justices as the “great dissenters,” and maybe the
record will show that going back some number of years, you de-
serve that title, which is a title of honor at the FERC. The record
of what you have tried to do is clear and I appreciate it.

Commissioner Wood, let me begin with the general question,
which in some sense, I think, you dealt with in your opening state-
ment, but am I correct that when you served on the, I forgot what
it was called, but the utility commission in Texas, that was a tradi-
tional regulatory commission which heard petitions and applica-
tions by the local utilities for rate increases and then set the rates?

Mr. Woob. Yes, sir. I should add, though, in our years, they were
rate decreases that we were going through in Texas.

Chairman LIEBERMAN. Well, that is even better. [Laughter.]
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So it was a so-called regulated environment?

Mr. Woob. It was similar to what we are doing here, quite frank-
ly. Our State statutes were changed in 1995, which was the year

Chairman LIEBERMAN. OK. So you were one of the early ones
that had it. In Connecticut, in my previous position, I was Attorney
General of Connecticut. We had an assistant AG who was over at
the Department of Public Utilities and the commission and rep-
resented ratepayers in rate proceedings and then, ultimately, the
commission determined what rate of profit, essentially, the par-
ticular utility would have and set the rate.

To make a complicated story more simple than I should, there
was a similar process going on at FERC with regard to wholesale
energy rates. We got to deregulation and, of course, we relied on
the market then. But I take it you agree that in what I have just
described as a deregulated market, where not a commission or gov-
ernment set the rates, but competition does, that there is at least
as much need for governmental oversight, is that correct?

Mr. Woob. Without question. I should add that in both the gas
industry and the electric industry, the delivery of the commodity,
so to speak, is still regulated by FERC and by States. The trans-
mission of power, the transportation of natural gas, those are set
by FERC. We have a staff and law judges that do the traditional
rate case work for gas pipelines, for electric power companies.

Chairman LIEBERMAN. Right.

Mr. Woob. It is the commodity of the power itself, much like the
commodity of gas in the 1980’s and 1990’s, that is going through
the more deregulated treatment, but not the conduit that moves
the commodity.

Chairman LIEBERMAN. But there is definitely a role for oversight,
or in another sense, normally, it would be called regulation, but it
is to make sure that the players

Mr. Woob. Play by the rules, that they play by the rules.

Chairman LIEBERMAN. That they play by the rules, that they are
playing fair, which obviously, looking back, did not happen here.

Let me give you a chance to respond to the staff conclusions
about the Office of Market Oversight and Investigations that you
created. My inference is that they feel as I do, and as your fellow
commissioners do, that this was a significant step forward, to es-
tablish the office, but that it may not have enough resources to be
effective. You know, it is the “We are from the Congress and we
are here to help you” commission, or maybe that is what we are
saying. [Laughter.]

So I want you to deal with some of that. But then the larger
question, I think, is whether the rulemaking on market rules will
actually address the larger institutional issues raised by the staff
investigation, for example, the concern that FERC didn’t look more
closely at the wind farm transactions or Enron Online or was not
adequately vigilant about transactions with holding companies be-
cause they are not, in the narrow sense, directly related to the
oversight of market behavior.

So as productive, constructive a step as setting up the Office of
Market Oversight and Investigations at FERC is, will it, in fact,
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get to some of the shortcomings that the staff investigation found,
I think convincingly, in the Enron case?

Mr. Woob. I think, and to take the four issues, the Enron Online
would actually be something that would come out of the new office.
The type of expertise—I do take some umbrage, I suppose, at it
being characterized as, I guess, a bureaucratic reshuffle, and not
having seen the report, I don’t know what the exact words were,
but we have had, in fact, some extensive hiring from the outside
of significant people with other Federal experience and a tremen-
dous amount of private sector experience for the 90 employees that
we have hired to date. It is, in fact, the farthest thing that this
agency has had from a bureaucratic reshuffle.

But again, it ties back, as I said in my opening statement, Sen-
ator Lieberman, to the mindset change. The staff on this agency
now know that the four of us, and hopefully our future people that
follow us, are intellectually thirsty about these issues that come
forth and that we need to be trained, as the staff do, the commis-
sioners need to be trained—it is a group effort—to understand the
markets and to really engage on the issues that come forth.

So, again, you could put 600 people in OMOI, but if the commit-
ment is not there at the top that not only we want this, but we
care about it and we view it as a core part of our mission, as we
move away, as your first question pointed out, Senator, from the
world of just traditional cost-of-service regulation to one that is
more market-based, we have got to make that a core part of our
mission. The staff have to know it. The staff have to know when
they are coming to work here that this is not just a Pat Wood fad,
but that this is a core part of what FERC is all about. I think peo-
ple understand that now and I expect in my term as chairman that
we will continue to deepen and expand the roots of the market
oversight function.

But there are more people than just market oversight that do the
work that we are talking about. For example, the wind farms issue
is kind of what fall in the traditional licensing and traditional reg-
ulation parts of our agency, which do involve market oversight but
are not involved in the investigations and the kind of forward-look-
ing training and the reviews of data that come in to see what has
happened in prices in competitive markets or in handling the hot-
line complaints that come in from third parties, either confiden-
tially or publicly filed with the Commission. So there are a number
of things that would go on.

To take the third item, the California investigation, we are pres-
ently doing that with existing staff because the Market Oversight
Office was not set up at the time that we began the investigation
into events in the West back in last January and February, but I
would expect that future aspects of that type of work going forward
would be centered out of this office, drawing upon resources across
the agency. Certainly, an investigation of that breadth is going to
overwhelm just one office and will necessarily require us to be a
matrixed organization, and I like that. I want that.

Chairman LIEBERMAN. Let me ask you this. Understanding that
the staff work went back over 10 years in FERC’s records, most of
which time, obviously, you were not there, do you take issue with
any of the conclusions that the staff investigation has reached re-
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garding the, let us say the timidity of FERC’s actions with regard
to the four issues that the staff chose to focus on, the Western mar-
kets—California obviously was one, the wind farms, the Enron On-
line, the holding company, and the inter-related entities trans-
actions. Do you think that, since you are in charge now and you
will be for some period of time, familiar as I believe you are with
the sgaff investigation, do you think that they reached solid conclu-
sions?

Mr. Woob. I am on the record as saying I was concerned at the
time, as a State commissioner looking in from the outside, that
FERC’s slowness to move on the wholesale market issues that were
under their domain in 2000 were of concern to me, and they still
are. I think we have got to be, if not ahead of the curve, right on
it, not well after it, and I do think that that series of events, un-
precedented, admittedly, would have probably taken anybody by
surprise.

But it is the kind of retooling that I am looking for that it would
not take us by surprise, that we would be so on top of, as I should
say, to our staff’s credit, in recent weeks, the issues that come up
in just looking at daily gas trades. We find the list, usually look
into them.

Chairman LIEBERMAN. Yes.

Mr. Woob. Those kind of things, when you nip them in the bud,
they don’t develop into catastrophes like you have out West. But
I do think that one probably, I have said publicly and I will say
again today, is along the valid track.
hThe QF issue is an interesting one because it is a statute
that

Chairman LIEBERMAN. Why don’t you spell it out for the record.

Mr. Woob. I am sorry, the wind farms, the renewable power.
Congress really wanted to make sure that we had renewable power
when they passed the PURPA back in 1978, and that began a lot
of the investment in renewables and in cogeneration and some of
these more environmentally benign resources, and in that statute
and in the late 1970’s, the implementation of that by the FERC,
there was a very strong desire to make sure that there was not a
bureaucratic obstacle to those resources getting built. They were,
in fact, as I think Mr. Berick pointed out, paid a premium over
what the general power would be, so there was basically a legisla-
tive enticement for those resources to come to the marketplace.

So the FERC set up a self-certification process that was reviewed
in Mr. Berick’s opening remarks that allowed a party to self-certify
and then get into the marketplace without waiting for a 6-, 8-, or
10-month procedure at our agency to basically approve that they go
forward. I think that there have been 9,000 of these since 1978 and
we have had about 20 of them actually—and 90 percent of the
9,000 have taken the self-certification route. About 10 percent have
taken the route that we are going to go to the Commission and
have them affirmatively rule on our case, because we need it for
financing generally, have taken that route.

And of the 90 percent, I think about 20 have been protested by
the utility that has got to pay. I mean, it was set up in the Carter
years’ FERC to, in fact, get the incentives lined up so that the util-
ity, and this was revisited back in 1995 when the Commission re-
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visited these rules, there is a person there who has got an incentive
to make sure that somebody is not lying, and that is the utility
that is paying the extra charge and the State commission that
stands behind that utility.

For that reason, FERC in 1995 said, if, Enron, you come in and
tell us that you are changing this or selling that, you have got to
tell the local utility in California and you have got to tell the Cali-
fornia PUC that you are doing that. That has been used about,
probably again, 20 times over the past two decades to trigger an
action at FERC, where we actually review and find out if, in fact,
those people qualify for the benefits or not.

I think this particular example has, of course, due to the Fastow
admissions, been triggered by us into a proceeding of FERC to re-
view the qualifications for the benefits. But quite frankly, I do
think, over time, the balance of 9,000 applications and 20 that were
asked to be looked at and one that now has actually been found
perhaps to be false—again, that is pending before our Commission.
It may well be benign. I do not want to prejudge that. But I do
think that one probably, I would say, is a little—maybe a bit of a
hard slap that we deserve——

Chairman LIEBERMAN. But otherwise, accepting that, you would
say that the staff conclusions have merit and that you will embrace
them to the best of your ability as you go forward in your chair-
manship?

Mr. WooD. Sure. Absolutely. Again, as I mentioned, I appreciate
constructive criticism. We are a public agency. We work for the
good of the customer and we want to make sure that we do that
as best we can.

Chairman LIEBERMAN. Let me ask you a final question before I
yield to Senator Thompson. Just speak for a moment, if you would,
about the changes in law that you request in your testimony and
whether there are any additional changes that you might suggest
for us in law or whether you think the remedy to the illnesses, the
ailments that the staff report shows are largely going to come from
the retooling that you are doing and perhaps from some more ade-
quate staff—or more staff. Let us assume what you have got now
is adequate to the task and more people——

Mr. Woob. Well, we have asked for more, and I believe the con-
ference report——

Chairman LIEBERMAN. Yes.

Mr. WooD [continuing]. Does indicate our increase of that. I do
think, again, as I mentioned, that a good part of this, a good part
of our ability to do this job better, again, comes from our personal
commitment to that, from an empowered staff who, despite what
you have heard today, have done a fantastic job over the last dec-
ade. Again, as it has been downsized by 20 percent from when I
worked here as a staffer back in 1991-1992, it is 20 percent small-
er than it was and has quite a bit more to do.

Chairman LIEBERMAN. Yes, it is a problem. Look, the big picture
that I come away with is that the rules of the game changed. We
went to a deregulated environment. Some, very aggressive, sophis-
ticated, find the angles, be as clever as they can to make the most
money they can. Players, including Enron, got into it and the
FERC just did not keep up with them. The world had changed.
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This is a regulatory agency that was now operating in a deregu-
lated environment and the consumer paid the price and it was an
enormous price.

But let me not go on further with that, and ask you to describe
in a little more detail the legislative changes that you recommend
in your report.

Mr. Woob. Thank you. We had asked and was included in the,
I guess now-retired energy bill, for an increase in civil penalty au-
thority to be administered by the Commission in the Federal Power
Act. We subsequently recognized that we did not have that in the
Natural Gas Act, either, and have asked for that, but that was not
in the electricity title because it is a gas issue.

Chairman LIEBERMAN. OK.

Mr. WoobD. So the civil penalty side would be as enhancing our
authority at FERC to use those tools. We have also joined in the,
I think, broad support for enhanced criminal authority, which
would be administered, as it is today, by the Department of Justice
for violations of the Power Act and of the Gas Act.

Chairman LIEBERMAN. OK. So part of reaching to the whole
Enron saga and scandal is to beef up the enforcement authority of
FERC and FERC working with the Department of Justice?

Mr. Woob. Yes, sir.

Chairman LIEBERMAN. Thanks, Commissioner Wood. Senator
Thompson.

Senator THOMPSON. Thank you very much, Mr. Chairman.

Ms. Breathitt, would you like the opportunity to respond to some
of the things that have been said here this morning, specifically,
the 46 gr so contacts that you had with Enron lobbyists over 2000
to 20017

Ms. BREATHITT. Yes, sir. I don’t have the same information that
you have. I don’t know what the 46 are, and

Senator THOMPSON. We are going to be giving you copies of the
listing of the Wyatt law firm.1!

Ms. BREATHITT. OK.

Senator THOMPSON. We got these from the Wyatt law firm. And
basically, as you can see there, telephone conferences with Mr.
Bone, Mr. Hayes, and others.

Chairman LIEBERMAN. Commissioner Breathitt, if I might, with
your permission, Senator Thompson, this information was obtained
by the Committee staff as a result of requests and subpoenas in
some cases, both to FERC and to Enron, which I presume gathered
some of it from its attorneys.

Senator THOMPSON. Yes, and the attorneys, in some cases, the
attorneys themselves who represented Enron.

Chairman LIEBERMAN. Right.

Senator THOMPSON. Including the Wyatt firm that Mr. Bone was
affiliated with at that time.

Ms. BREATHITT. With respect to my wonderful father, he has
been associated with the Wyatt firm for a number of years, as
counsel on a fixed-priced salary, and a rather low one at that. He
wanted to be able to come and go as he pleased in his retirement

1Listing of contacts between Commissioner Breathitt and Charles Bone appear in the Appen-
dix on page 699, Vol. IV.
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years and did not share in any of the profits of the firm. He has
since retired and has no financial arrangement with the firm and
has not had for a year.

With respect to the California energy crisis and whether or not
there was a relationship with Enron lobbyists, I don’t know how
Mr. Bone and/or Mr. Hayes accounted for the contacts, but the trip
that I made to Nashville in August was a vacation day that I recall
I went to visit my aunt and uncle, had lunch with my nephew, and
I did visit the Gore campaign that day and saw Charles and John-
ny, who gave me the tour of the Gore campaign. But that was a
day that I went to Nashville to visit my aunt and uncle and have
lunch with my nephew, as well. I grew up 70 miles north of Nash-
ville and it was a town that I frequented a lot.

Senator THOMPSON. I might say, Mr. Bone’s memo,! which we
will make a part of the record, also says that you wanted to make
sure you emphasized that you were in Nashville visiting family.

Ms. BREATHITT. I don’t know what he said, but I do have family
there and have had for 50 years.

Senator THOMPSON. That is consistent with what you said. That
is my point.

Ms. BREATHITT. Yes. The Enron contacts that I have disclosed
were ones that I had records of. We don’t keep telephone logs in
my office, and to the best of my recollection, I disclosed to the Com-
mittee everything that we had records of and that I could remem-
ber. Enron and Enron’s lobbyists, the times spent that I talked to
them were very disappointed that I had not been a proponent of
mandatory RTOs.

Chairman LIEBERMAN. Just define RTO for the record.

Ms. BREATHITT. Regional Transmission Organizations. They were
very interested in having mandatory RTOs having unfettered, open
access through the transmission lines. They were very interested in
having a single transmission tariff. They were a big proponent of
unbundled retail sales, and I have probably been the most reticent
member of the Commission on those issues.

With respect to California, on the December 15, 2000, order that
you referenced, Senator Thompson, we began and continued in suc-
cessive orders putting in price controls, each one going further than
the one before, and that particular order also eliminated the tariff
for the power exchange, which, in some regards, one of the Enron
trading strategies called “Fat Boy,” which was a strategy to sell
power when the IOUs under-scheduled their load, that was im-
pacted when the Commission instituted an under-scheduling pen-
alty back in December 2000 when we eliminated the California
power exchange and put in that under-scheduling penalty. We also
allowed resources owned by the IOUs to directly serve their own
load rather than selling them through an exchange.

In all of the ensuing orders, we continued to go further with our
price controls, and in April 2001, we adopted a “must offer” provi-
sion, which has been considered the regulatory response by the
three-member Commission at the time, that had the most positive
effect in controlling the California energy collapse and the high
prices, and that was the April 2001 order.

1The Bone memo, dated February 6, 2002, appears in the Appendix on page 734, Vol. IV.
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It was around that time that we began to consider capping the
whole Western market and it was, I believe, my idea for all of us
to go to Boise and talk to Western members about whether we
should extend our price plans and price caps West-wide. We came
back and we did so in June, and when my new colleagues joined
me and Commissioner Massey at the time, it was the June order
that was in the process of being written when they came that
furthered the price controls.

So I would like an opportunity to, Senator Thompson, to look at
this document and be able to respond to it. It is difficult for me to
do so today when it has just first been handed me, but

Senator THOMPSON. I might say, Ms. Breathitt, and you will have
all the time that you want, that it is true that we asked you for
these contacts and asked you in a supplement and you responded.
We have many more here than what you responded to, but it is un-
derstandable that the firm would have better records and more
complete records than a commissioner would. I understand that.

I am trying to establish some basic points here without casting
aspersion on you, certainly not your father or your father’s firm. He
is a distinguished public servant. But this is relevant information,
and if I can do it in a short fashion, I will try to do so.

What seems to be the case is that Enron, and I am looking again
at one particular memo that I hopefully will make a part of the
record, from the firm and Mr. Bone,! that apparently Enron went
to Mr. Hayes and Mr. Hayes went to the firm and they wound up
representing Enron. The firm did some work for Enron with regard
to TVA and Mr. Hayes and Mr. Bone in the firm did some work
with regard to FERC.

So let me see if we can establish it by the numbers here. It is
accurate, anyway, Mr. Bone was a partner in the Wyatt law firm,
is that correct?

Ms. BREATHITT. Yes, and he was at the time, and Mr. Bone has
been a friend of mine for a number of years, and I don’t know how
he recorded our phone conversations, but during that time, I have
to assume that a lot of them were more than likely political in na-
ture.

Senator THOMPSON. Well, there are several—I can understand
that. Mr. Bone has been a friend of mine for a number of years.
If you look here, there are a number of phone conversations, very
few of them are with Mr. Bone alone. They are Mr. Bone and Mr.
Hayes; Mr. Bone and Mr. Hayes and Mr. Shapiro, who is with
Enron; Mr. Bone, Mr. Hayes, and Mr. Delaney, who is with Enron;
Mr. Bone, Mr. Hayes——

Ms. BREATHITT. I don’t know a Mr. Delaney, and I

Senator THOMPSON. Telephone conference with Commissioner
Breathitt with Charles Bone, Johnny Hayes, and Mr. Delaney, Oc-
tober 19

Ms. BREATHITT. I don’t know who that is.

Senator THOMPSON. OK.

Ms. BREATHITT. And I don’t recall conference calls.

Senator THOMPSON. What about Stan Horton with Enron?

1The Bone memo, dated February 6, 2002, appears in the Appendix on page 734, Vol. IV.
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Ms. BREATHITT. Stan has been in my office to see me as head of
the pipelines

Senator THOMPSON. As he has other commissioners, I am sure.

Ms. BREATHITT. We have numerous courtesy visits. But I—I don’t
know how—I have talked to Stan on the phone. He has also been
in my office numerous times.

Senator THOMPSON. Steve Kean.

Ms. BREATHITT. I have known Steve since I was a State commis-
sioner in 1993. He was very prominent at NARUC meetings and
did State regulatory work.

Senator THOMPSON. Linda Robertson.

Ms. BREATHITT. Linda Robertson ran their Washington office and
has come to see me in my office. I don’t recall ever talking to her
on the phone

Senator THOMPSON. Kathleen Magruder.

Ms. BREATHITT. I don’t know who Kathleen Magruder is.

Senator THOMPSON. She is with Enron, also, but you can’t testify
to what you don’t know, but Mr. Bone’s, the firm’s records indicate
that all of these conversations—most all these telephone con-
ferences, is the way they describe them anyway, had to do with,
often with Mr. Hayes, often with one or more of these other Enron
people, which gets down to the point, is it fair to assume that these
Enron—and you know during this period of time, August 2000
through 2001, Mr. Bone was representing Enron and the firm was
representing Enron, were they not?

Ms. BREATHITT. I don’t know when Mr. Bone started rep-
resenting Enron, because

Senator THOMPSON. Well, you know it is some——

Ms. BREATHITT [continuing]. I just don’t—yes, he did disclose
that to me.

Senator THOMPSON. And you know Mr. Hayes was, although he
is not a lawyer, he was representing Enron?

Ms. BREATHITT. I don’t know about Mr. Hayes representing——

Senator THOMPSON. Well, he was talking to you on behalf of
Enron, was he not?

Ms. BREATHITT. He was with Mr. Bone twice when we had din-
ner, but I don’t know what his relationship was with Enron.

Senator THOMPSON. Well, according to their records here, over
that period of time, there are either nine telephone conversations
or meetings that involved Mr. Hayes. During that time, do you re-
call the subject of Enron ever coming up?

Ms. BREATHITT. Yes.

Senator THOMPSON. And, of course, it came up with regard to Mr.
Bone and, I assume, these other Enron lobbyists? That is all I am
trying to establish.

Ms. BREATHITT. Yes. I have——

Senator THOMPSON. Everybody has got their pitch to make and
they were making theirs and this was before a lot of the problems
that we now know Enron had were surfaced.

Ms. BREATHITT. Yes, and I don’t think I was one of Enron’s most
popular commissioners.

Senator THOMPSON. Well, that

Ms. BREATHITT. I didn’t share a lot of their points of view and
philosophies.
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Senator THOMPSON. I am making no assertions about that. Were
you aware of the fact that—well, you were aware of the fact, I as-
sume, that the Wyatt law firm was being compensated for their
work. Were you aware of how much they were being paid?

Ms. BREATHITT. No, not at—I was not.

Senator THOMPSON. Were you aware that Mr. Hayes was being
paid by the law firm——

Ms. BREATHITT. No.

Senator THOMPSON [continuing]. For the work that he was doing?

Ms. BREATHITT. No.

Senator THOMPSON. Let me hand you a copy of a fax and a copy
of, I don’t know if the staff can give that to Commissioner
Breathitt, a fax apparently from you to Charles Bone in August
2000.1 Now, the accompanying letter where Governor Patton is rec-
ommending you for Chairman of FERC——

Ms. BREATHITT. Yes.

Senator THOMPSON [continuing]. Is dated August 23, 2000. Do
you recall when you faxed—apparently, you faxed a copy of that
letter to Charles Bone. Do you recall when that was, because the
date is not reflected on the fax.

Ms. BREATHITT. No, I don’t.

Senator THOMPSON. Do you——

Ms. BREATHITT. In August—no, I don’t. August of—let me see
what this is.

Senator THOMPSON. This letter, I might state while you are look-
ing at that, this letter is a recommendation from Governor Patton
to President Clinton. It says, “I am writing you about a matter con-
cerning a citizen of the Commonwealth, Linda Breathitt, having
been appointed by you on October 24, 1997, and confirmed by the
Senate. She is a sitting Commissioner,” and then he says, should
the chairman leave the Commission before his nomination is con-
firmed, “I would urge you to appoint Linda Breathitt to be the next
FERC Chairman,” native Kentuckian, excellent choice for a num-
ber of reasons, goes ahead and gives your experience there as
chairman of the Kentucky Public Service Commission, outstanding
service on FERC and what not.

So the governor was recommending you for the chairmanship
and you sent a copy of that, apparently, to Mr. Bone. What was the
purpose of your doing that?

Ms. BREATHITT. I don’t—I am not arguing that I sent it, because
here is the fax cover sheet, but I don’t recall why I would have sent
it to Mr. Bone.

Senator THOMPSON. Well, you said a lot of your conversations
were political, and we know, of course, that before the election, dur-
ing this period of time, Mr. Hayes was the treasurer of the Gore
campaign and Mr. Bone was actively involved in it. If you look on
his website, he, of course, points out that he has been very active
with Mr. Gore for a long time. I can only assume that you were
trying to get Mr. Bone to assist you with this nomination to be
chairman, would that be a fair assessment?

1Communication from Commissioner Breathitt to Charles Bone, dated August 23, 2000, ap-
pears in the Appendix on page 781, Vol. IV.
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Ms. BREATHITT. I don’t remember sending this, but I am sure I
did because there is a fax cover sheet that is in my handwriting.
But it is known to many people that Mr. Bone and Mr. Hayes, as
being from the same city as Mr. Gore, were well known to him.

Senator THOMPSON. When did you become aware that Mr. Bone
and the Wyatt firm was representing or was going to represent
Enron?

Ms. BREATHITT. Sometime in the latter part of the year 2000.

Senator THOMPSON. Well, Ms. Breathitt, you had 21 conversa-
tions or meetings with Mr. Bone from August 2000 to December 8.
The files indicate that

Ms. BREATHITT. But I don’t—see, there is an entry here that I—
I have no idea who a Mr. Delaney is. What if these were about me?

Senator THOMPSON. Well, is there anybody else on either of those
two pages who you do not recognize, other than Mr. Delaney?

Ms. BREATHITT. But what if—I am not—I don’t know if I had
conversations on all these days. What if they could have been about
me?

Senator THOMPSON. Well, no. These are records that the law firm
has submitted to this Committee——

Ms. BREATHITT. Oh, but there

Senator THOMPSON [continuing]. Which indicate law firm con-
tacts with you. That is what they purport to be. One of the records
that they sent was an August 1, 2000, letter confirming recent con-
versations with Enron, that the firm had about representation of
Enron with regard to TVA. Then there is another letter of August
22 concerning representation of the Wyatt firm for Enron with re-
gard to development of policies at the DOE and the Federal Energy
Regulatory Commission.

Ms. BREATHITT. We don’t regulate the Tennessee Valley Author-
ity.

Senator THOMPSON. I understand that. That is why I didn’t un-
derstand our previous witness’s testimony that he thought all these
contacts with you had to do with TVA. That wouldn’t make much
sense, would it? It certainly, and again, I am not casting aspersion
because of this. Enron was very active and they had contacts with
everybody that they could have contacts with. Here, they chose to
go a particular route that had to do very close to you in terms of
the law firm affiliation and all, long-term friends and your father’s
affiliation with the firm.

But I would think that we could agree that they were, from Au-
gust 2000 through at least the end of 2001, that representatives of
the firm and Enron were talking to you from time to time about
Enron matters. Isn’t that the clear import of this?

Ms. BREATHITT. Yes.

Senator THOMPSON. All right.

Ms. BREATHITT. And as I mentioned, I have been the most reti-
cent, least philosophically attuned to where Enron was going, in
my opinion

Senator THOMPSON. I can appreciate that, because there are a lot
of people with regard to the administration who try to point out
time and time again that they did exactly the opposite of what
some of these people wanted them to do, but that does not keep
them from having to do investigations for several months.
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Ms. BREATHITT. That is right. And I certainly am not faulting
your being critical of this inquiry and line of questioning because
I think it is appropriate to get any lingering questions or concerns
addressed that the initial questionnaire, as we were calling it at
FERC, that we received in March, be discussed.

But there were numerous contacts by Enron over the 5 years
that I was there, and I am certain that colleagues of mine, former
and present, have had Enron contacts, as well, because they came
to see us frequently. They were an aggressive company and they
were not shy about advocating what they wanted with respect to
what was legal to talk about, and pending matters are not permis-
sible to discuss.

Senator THOMPSON. Well, Mr. Bone says in his memo of your
meeting in Nashville that the FERC will be responding today to
the request of President Clinton and Secretary Richardson. FERC
will be very responsive to the crisis with investigations in Cali-
fornia and possibly hearings in California. Linda did not want to
address the issue specifically today, but indicated she would be
pleased to meet with us in Washington at an early date. She is
very impressed with Steven Kean and spoke highly of him.

Ms. BREATHITT. Yes, I have known, as I mentioned

Senator THOMPSON. I might add this. She acknowledged that this
is not a partisan issue in any way and is very conscientious about
trying to solve the crisis. Is this a fair

Ms. BREATHITT. Yes.

Senator THOMPSON [continuing]. Recounting of the meeting, do
you think? All right.

Ms. BREATHITT. It was not a lengthy meeting. I was taking a
vacation day to go see relatives, have lunch with my nephew. I
wanted to see the Gore campaign. I had never seen a Presidential
campaign in operation, and they were both friends of mine, and I
considered it an informal trip to Nashville with multiple reasons.

Senator THOMPSON. Well, I think any time you have an oppor-
tunity to go to Nashville, you ought to take it, would be my feeling.
[Laughter.]

Mr. Chairman, I have no further questions. I would think it
would be appropriate for all of our sakes to make a part of the
record these documents that we have been referring to that came
from the Wyatt law firm. I hate to get into the details of any one’s
records or firm’s records, but I believe that they all have to do with
the issues that we have been dealing with here today. Perhaps, if
you would prefer, staff could get together and agree upon a submis-
sion to make sure that no privacy is unnecessarily violated. But I
do think the basic documents would be well served to make a part
of the record and let them speak for themselves.

Chairman LIEBERMAN. Senator Thompson, I have no objection to
that and I think I would like to take you up on your offer that our
staffs get together, and I think in fairness to Commissioner
Breathitt, we ought to have similar responses to the question-
naires, including, by Mr. Berick’s recollection, Commissioner
Brownell, Commissioner Massey, both of whom had contacts with
representatives of Enron, as well. I think, Commissioner Wood, you
indicated that you had not after you came onto the Commission,
but in any case——
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Mr. Woob. I did, a few.

Chairman LIEBERMAN. You have? OK. Then in fairness, we ought
to agree on some system for reflecting——

Senator THOMPSON. I agree with that.

Chairman LIEBERMAN. Thank you.

Senator Levin, I suppose it is appropriate to begin by congratu-
lating you on your reelection.

Senator LEVIN. Thank you so much, Mr. Chairman.

Chairman LIEBERMAN. Though you return with me in the Minor-
ity, nonetheless, maybe that makes it even a happier turn of events
that you did come back, so we get ever closer to that magic num-
becll". Anyway, welcome. Thank you for taking the time to be here
today.

OPENING STATEMENT OF SENATOR LEVIN

Senator LEVIN. Thank you. I am delighted to be back here with
Senator Collins, if I may take the liberty of saying so.

Chairman LIEBERMAN. Yes, indeed.

Senator THOMPSON. Already buttering her up. [Laughter.]

Senator LEVIN. Mr. Chairman, I have an opening statement
which I would ask to be included in the record.

Chairman LIEBERMAN. Without objection.

PREPARED STATEMENT OF SENATOR LEVIN

The Enron scandal continues to teach us painful lessons about corporate mis-
conduct and the need for government action to police our markets, protect con-
sumers and investors, and punish corporate wrongdoing.

The Enron scandal began by exposing dishonest accounting at a number of major
U.S. companies that, unbeknownst to most, had begun to eat away at the reliability
of their financial statements. It has since exposed the conflicts of interest that have
made investors distrust investment reports issued by leading U.S. financial firms.
It has exposed how those firms have become willing participants in shell companies,
phony trade deals, and complex financial transactions used to inflate earnings, hide
debt, and increase stock prices. And Enron has exposed how, all too often, corporate
executives have walked away from corporate disasters with millions in their pock-
ets, often from exercising stock options, while pension funds, investors, employees,
and creditors have lost everything.

Today’s hearing provides another painful lesson in corporate abuse. The spotlight
today is on U.S. energy markets and how lax government oversight failed to protect
U.S. consumers and markets from false data and price manipulation by corporate
wrongdoers.

Energy companies today are reeling from media reports of deliberate market ma-
nipulation, round-trip trading, and bogus derivatives that are really bank loans.
These allegations are not confined to Enron, but have spread to other energy compa-
nies as well. Prominent energy firms have seen their credit ratings slashed, their
profits collapse, and their stocks nosedive. Employees are being laid off by the tens
of thousands. Public trust in energy deregulation has suffered a serious blow.

While most of this market turmoil is attributable to corporate misdeeds, a portion
of the blame also falls on the shoulders of regulators who failed to police the energy
markets. Those markets have undergone sweeping change over the last decade,
moving from a system of highly regulated monopolies to one that is supposed to
incorporate market-based competition. But market-based systems are not auto-
matically fair, efficient or honest, because there are always those who engage in de-
ceptive and unfair practices. That’s why it is the job of government to police the
markets, determine what is happening, and put a stop to those unfair or deceptive
practices.

We will hear today that the Federal Energy Regulatory Commission, FERC, has
not kept pace with the changes in the energy marketplace and has failed to ensure
just and reasonable rates as it is required to do.

While part of FERC’s inaction can be attributed to statutory limitations on what
it can regulate, another part comes from a hands-off approach to market-based pric-



50

ing that resulted in FERC’s failing to detect significant market manipulation and
other corporate misconduct. And Enron is apparently not the only wrongdoer that
has evaded FERC oversight. News reports of possible misconduct by other major
U.S. energy companies have become commonplace. They include reports of company
traders’ giving false price data to reporting firms, companies engaging in billions of
dollars in phony roundtrip trades, and deliberate strategies to manipulate California
energy prices.

If we are to restore confidence in these circumstances, we need a re-invigorated
FERC that is explicitly dedicated to promoting transparent and fair energy markets,
safeguarding investors and consumers, and stopping corporate misconduct. FERC
has recently taken steps to rectify its shortcomings and strengthen its market over-
sight. Congress also has a role to play in clarifying and strengthening FERC’s over-
sight and enforcement authority. I congratulate our Chairman, Senator Lieberman,
for his efforts to shed light on these problems and to get us all to learn from the
lessons taught by the Enron scandal.

Chairman LEVIN. First, let me compliment the Committee and
its staff on a very detailed and objective report which really
deepens our understanding of what went wrong and how FERC
oversight needs to be strengthened in order to restore investor and
consumer confidence. Commissioner Brownell spoke of a $90 billion
loss of capitalization in the U.S. energy markets. That is a loss to
all of us.

To restore these investments and the confidence of investors in
the energy industry, we need a market that people are confident
is not rife with deceptive and unfair practices, and that means we
need a lot stronger market oversight by FERC, and I believe this
report and this hearing will contribute to that goal.

I want to start with Chairman Wood with the wind farm issue.
As you have indicated, Congress adopted a number of laws which
were aimed at encouraging alternative energy sources, such as
solar and wind power. One of those laws allows alternative energy
generators that are independently owned—not owned by a regu-
lated public utility or a utility holding company—it allows them to
charge higher rates for electricity and to sell all the power that
they want to public utilities, which must buy it at the higher rates.

Now, those benefits, higher rates and guaranteed electricity
sales, as you know, are supposed to go only to the qualified facili-
ties that meet the law’s requirements, the “QFs.” And those bene-
fits mean that every alternative power generator wants to be a
qualified facility, a QF, eligible to charge the higher rates.

We have heard the story of how Enron had three wind farms
that were in danger of losing QF status because Enron was buying
a public utility and then would become a utility holding company,
in turn, which meant that the wind farms would no longer meet
the law’s requirements to be independent of a public utility. We
heard how Enron, in order to help the wind farms keep their QF
status, supposedly sold them to a shell company called, I think it
is called RADR, that was allegedly independent of Enron.

That was 5 years ago. We now have found out that RADR was
not independent of Enron. It was secretly controlled by Enron offi-
cials, and both the Justice Department and the Securities and Ex-
change Commission have filed legal action against those Enron offi-
cials, Fastow and Kopper, for their actions regarding RADR.

The indictment of Kopper states that Mr. Kopper and other
Enron officials had “devised a scheme to enrich themselves and en-
able Enron to retain secret control over the California wind farms



51

while appearing to maintain eligibility for QF status.” That is the
background.

Now, the hypothetical question. What if numerous public utilities
that owned alternative energy generators, like a solar or wind
power generator, sold their facility to a special purpose entity that
was owned or controlled by one of the utility’s senior officers? The
individuals who owned the facilities would not themselves be util-
ity owners. They would just be officers of the utilities. Would that
arrangement comply with the FERC regulations that require the
qualified facilities to be independently owned?

Mr. Woob. I don’t have an answer to that because I haven’t
thought about it, quite frankly, and looked at those regulations in
that light. I will be glad to do that and respond to you, Senator.

Senator LEVIN. Would you do that and get back to us? I think
you ?indicated there were about 9,000 qualified facilities, is that cor-
rect?

Mr. Woob. Nine thousand filings at FERC to certify or self-cer-
tify, yes, sir.

Senator LEVIN. And how many of those QFs are 50 percent
owned by public utilities?

Mr. Woob. Of the—I would think it should be none, if they are
not—

Senator LEVIN. None?

Mr. Woob. If they are not qualified, then they should not be eli-
gible for the benefits.

Senator LEVIN. Well, but you can be 50 percent owned by a pub-
lic

Mr. Woob. I am sorry. Can you ask that again, Senator?

Senator LEVIN. Sure.

Mr. Woob. I think I missed it.

Senator LEVIN. Apparently, you can retain your qualification to
be a QF provided you are no more than 50 percent owned by a pub-
lic utility.

Mr. Woob. That is how I read PURPA, yes, sir.

Senator LEVIN. So now my question is, how many of those QF's
are 50 percent owned by——

Mr. WooD. Or less.

Senator LEVIN [continuing]. Not more, 50 percent or less?

Mr. Woob. I will get back to you on that, too, sir.

Senator LEVIN. Well, about how many?

Mr. Woob. I would have no idea to even say if it is 10 percent
or 90 percent. I have no——

Senator LEVIN. Well, but shouldn’t you know?

Mr. Woob. I don’t know.

Senator LEVIN. I mean, given the experience we have had with
those wind farms, shouldn’t FERC know?

Mr. Woob. Well, if they are eligible, sir, I think that is not the
problem. But I don’t

Senator LEVIN. Well, it is a problem——

Mr. Woob. If they are 49 percent

Senator LEVIN [continuing]. Because we have SEC and we have
the Justice Department saying that can just be a sham ownership.

Mr. Woob. Right. That would be——

Senator LEVIN. So if we have——
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Mr. Woob. If you pierce the sham, it is clearly more than 50 per-
cent.

Senator LEVIN. But if you see a pattern that public utilities are
owning 50 percent of these QF's, isn’t it important, then, to see
whether or not, in fact, there is an independent QF or not?

Mr. WooD. Sure. Yes, sir.

Senator LEVIN. Shouldn’t you then be piercing some of the veils
here?

Mr. Woobp. I think so, but as I mentioned in my address to, or
in response to a question from Senator Lieberman, we have kind
of a front line for this effort, as well, that is, the company actually
paying the payment to the QF, and that would be a large utility
or a co-op or mostly large utilities, and the State commission stand-
ing behind that. So we do have other people that are helping us
in this effort and we have, in fact, used that trigger line up to now,
certainly, as really the first check for when we ought to look deep-
er, and we have in the past looked deeper at some of these that
were a little harder to understand.

Senator LEVIN. Yes, but that first check didn’t work.

Mr. Woob. It didn’t work here.

Senator LEVIN. And may not be working other places. So isn’t
there an obligation and responsibility to take some initiative to, at
least on a random basis, look at these QFs that may be 50 percent
owned, and then isn’t there some obligation on the part of you as
a regulator to see if that other 50 percent might not be some spe-
cial purpose entity that was created by that public utility?

Mr. Woob. I think that is a reasonable request, sir. Yes, sir.

Senator LEVIN. As of this moment, until you said that was a rea-
sonable request, there was no

Mr. Woobp. We have not done any further investigation of that
since we initiated the—we have the particular transaction that
came up with regard to these series of renewable facilities that
came forth, set for an enforcement trial as we speak, and I think
we will learn a lot from that effort as to how these transactions
were structured and that should certainly inform if we want to do
any further investigation of related transactions.

Senator LEVIN. I would hope that FERC would undertake a sys-
tematic review of these QFs, particularly the ones where there is
a significant percentage of the ownership which is in the hands of
a utility.

Mr. Woob. Of a utility, yes, sir.

Senator LEVIN. The whole self-certification troubles me, as well.
How many of these challenges have come—I think you said there
is a total of 16?

Mr. Woob. Twenty, or 16?

Senator LEVIN. Twenty?

Mr. Woob. I will take 16, if that is something we have got.

Senator LEVIN. Twenty. What you hope the market would auto-
matically produce would be people who have an interest in keeping
the prices lower would file the protest or the request for investiga-
tion. You have had 20 of the 9,000. Now, how many of those have
come from competitors and how many of those 20 have come from
consumer groups?
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Mr. Woob. I would—I do not know, the 16 or the 20, how those
break down, but I think primarily they are coming from the utility
who is paying the payment

Senator LEVIN. I didn’t mean the competitors, I mean the utili-
ties that are paying.

Mr. Woob. Right. That would be a competitor, I suppose, yes, sir.

Senator LEVIN. They have to file, don’t they, a filing fee there of
$16,000?

Mr. Woob. For a declaratory order for those, is that what—yes,
sir, that would be correct.

Senator LEVIN. And then, if they prevail, do they get that
$16,000 back?

Mr. Woob. I hadn’t thought about that. I don’t know. I could look
into that. I don’t know that we have got that.

Senator LEVIN. Take the consumer group out there

Mr. Woob. The State PUC certainly can file, as well.

Senator LEVIN. Right, but just take a consumer organization, a

ublic interest group or a consumer’s group. They may not have
g16,000, right? So for them, that is an impediment. What I am say-
ing here is I would hope FERC would be a lot more aggressive in
doing policing. Sometimes, the market will do the policing for you,
but sometimes it won’t. It seems to me you have got to be a lot
more aggressive, because you have a responsibility here to make
sure that there are just and reasonable prices that are charged by
utilities. That is the requirement of law, is that correct?

Mr. Woob. That is correct.

Senator LEVIN. It seems to me we already know the market does
not do that automatically. For a number of reasons, it does not do
it. First, you may have entities in there that are willing to, as the
Chairman said, go beyond what is legal, that are pushing the enve-
lope here, that are cutting corners. Second, you may have people
that are simply defrauding others. And then you have this financial
barrier also, the $16,000, which may not be a lot to a public utility
but could be to a consumer organization that wants to challenge it.

So it seems to me that you have that responsibility and you ac-
knowledge, I think in response to the Chairman’s questions, that
the staff report relative to those recommendations is a constructive
report and that you intend to carry it out. I would look forward to
this random sampling, as well, of these QFs in order to see wheth-
er or not there is a pattern here—that this is not a unique situa-
tion where there was a phony, a sham ownership of 50 percent that
was set up——

Mr. Woob. Right.

Senator LEVIN [continuing]. In order to make sure that the intent
of the statute is carried out.

I see the red light is on, so my time is up.

Chairman LIEBERMAN. Senator Levin, because of the small num-
ber of Senators that have been here today, we have been quite gen-
erous with time, so if you have a few more questions you want to
ask on this round, you are welcome to.

Senator LEVIN. I do, but I think I see Senator Collins looking at
me like she has another commitment to go to.

Senator COLLINS. I do, actually.
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Senator LEVIN. If that is all right with the Chair, let me yield
at this time and perhaps come back.

Senator COLLINS. Thank you, Senator Levin.

Chairman LIEBERMAN. Thanks.

Senator COLLINS. You read that correctly. [Laughter.]

Chairman LIEBERMAN. Senator Collins, congratulations to you,
both on your reelection and what I presume will be your, dare I
say, ascension to the Chairmanship. This is a wonderful Com-
mittee, which you have been just a superb member of, and you are
very prepared in every way, ability and honor, to be an excellent
Chair of the Committee and I look forward in my new capacity and
yours to working together with you to fulfill the mandate of the
Committee.

OPENING STATEMENT OF SENATOR COLLINS

Senator COLLINS. Thank you, Mr. Chairman. I look forward to
continuing to work with both you and Senator Levin. We have been
partners on a number of investigations over the years and I am
sure I will enjoy working with you in my new capacity, as well.

Chairman Wood, I know that you would agree that consumers
are entitled not only to a well-designed market, but also one that
is carefully monitored for market power abuses, and I believe that
under your leadership, there are many encouraging signs that
FERC now understands that dual mission.

However, the potential profits from gaming a market in a neces-
sity for which there is often no short-term substitute would seem
to be so enormous that I can envision a scenario where the gamers
continually come up with new schemes and the regulators are con-
stantly scrambling to catch up with the latest innovative scam.

Why should consumers feel confident that we now have the abil-
ity to police the markets in a way that will prevent the kind of
gaming that has occurred, particularly when, although you have re-
quested additional authority and additional resources, you have got
to receive what you have asked for?

Mr. Woob. I think as to the last point, Senator Collins, I think
we can certainly, within the context of what we have got today,
move forward assertively on the market oversight, the monitoring.
We have the ability under current law today, if there is a violation
of a rule, some gaming incident that was in violation of a rule, that
any profits from that transaction could be remitted back to the cus-
tomer who paid them. Certainly in New England and New York,
in the Mid-Atlantic here, there are more sophisticated efforts that
have been underway in those more open markets for the last 5
years or so that do monitor these transactions on a transaction-by-
transaction basis and look at patterns and look at specifics and do
the spot audits that Senator Levin was talking about in a different
context.

So I do think, quite frankly, in the parts of the country where
we have moved to a more open market on at least the wholesale
level, where there are predictable rules of the road, where there
are independent institutions that oversee those regional market-
places, that there has been—not perfectly, to be sure, but there
have been, in large measure, a very responsible market, even in
times of relative scarcity because of the stress.
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It is important, however, to—I mean, there are two preconditions
in addition to oversight that we have got to have, which are infra-
structure, both the power plants, the power lines, the gas lines to
get it there, the abilities of customers to reduce their demand at
times of peak because they get a price signal, which I think we vis-
ited last summer. I was reviewing our transcript from you.

And then also balanced market rules, a good institution set up
to look at the rules. As a full Commission, about 4 or 5 months ago,
we put forth our vision in response to a lot of these issues, that
we do need a standardized approach toward markets that has a
lessons learned aspect to it, from what has worked well in markets
and what has not worked well.

But that is not a fixed-in-time process. I think we learn from
what has worked well in New England, in PJM, in Texas, Aus-
tralia, England, and other places. We learn what doesn’t work well
in those places and in California to craft a vision for the future
that, while it is getting a lot of vetting right now, I think it is abso-
lutely critical to make sure that we address your core issue, which
was how can we convince customers that they will be better off?
We have to actually do the full bore of the infrastructure rules and
oversight to make sure that works.

I do appreciate the attention of the Committee today toward the
oversight issues, but the infrastructure and the balanced market
rules are just as critical to making sure we have an effective mar-
ketplace for customers.

Senator COLLINS. Let me follow up with two questions, one on in-
frastructure and one on the consumer side. Let me do the consumer
side first.

One of our expert witnesses on the next panel tells us that much
more attention needs to be paid to the development of an active de-
mand side in electric markets so that consumers will be able to re-
spond to short-term swings in market prices. But I must say, cre-
ating a demand side in many ways seems to me to be equivalent
to talking about the weather. Everybody talks about it, but nobody
seems to be able to do anything about it.

Are there really, truly concrete, practical programs that can be
currently implemented to create a meaningful opportunity for con-
sumers to respond to price changes, and if so, what are they? The
average consumer has no idea when prices are going up and down.

Mr. Woob. Right.

Senator COLLINS. We have talked about having special meters
that perhaps large industrial users could use. I would like to get
your thoughts on that issue.

Mr. WooD. A great question. In fact, I will tip my hat to Tom
Welch from your State and Bill Nugent and then the other commis-
sioners in New England for—and Nora has been kind of our lead
on this, so if she wants to pipe in, feel free.

But we have engaged in basically a laboratory with FERC as the
wholesale regulator and the six New England States as the retail
counterparts to put together a demand side or demand response
initiative, to try to see how can we integrate this resource that we
need so bad. We need it like we need a new power plant in certain
regions of the country. It is that effective to basically check market
power on a scarce day or to avoid building a new power plant.
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Sometimes, you do not need new power plants if people have an in-
centive to reduce their demand at the summer peak, for example.

So the test case, the pilot project in New England, we have ap-
proved—oprior to this summer, we approved the first one in the
PJM, which is here in the Mid-Atlantic, demand response initiative
as a FERC-regulated item, as well, and we have got an item on
next week’s agenda dealing with that still. But the response to that
was mixed. I think it is certainly better than not having done it
at all, but I think of all the things in our kind of vision of the fu-
ture that are so critical to make work well so that this really does
deliver consistent benefits for consumers, the demand side is the
one with the fewest data points underpinning it. Even looking at
foreign countries, we don’t have a real clear market-driven demand
response.

You can certainly regulate them, where you are cutting checks,
as we are having in the PJM. You are basically paying people a
fixed amount—it is not very precise, but you are paying them a
fixed amount of dollars to shut off at peak.

Senator COLLINS. Commissioner Brownell, do you have anything?

Ms. BROWNELL. Yes. In fact, I met with some of the people work-
ing on the NEDRI project in New England, which is a wonderful
laboratory, by the way, lots of cohesive vision among the State com-
missions there, and they have come up with a number of sugges-
tions that I think will be implemented in the not-too-distant future.

But I think the important message that we took away from our
discussions during RTO and SMD development was there is agree-
ment that everyone needs demand side management, but no one
knows how to price it, no one is as familiar as they need to be with
the technologies, the real-time pricing technologies that will enable
customers, even the smallest customers, to manage these loads
more effectively.

And we treated them like programs. They are temporary. They
are pilots. They get enacted late. That was one of the problems in
PJM, that when we approved it in May, because it came in so late,
it was difficult for customers to really participate.

So we need to institutionalize them. We need to recognize there
is a real value. This is not something that you just throw subsidies
at. This is an important part of balancing the market and allowing
customers to speak. And you have probably heard me say before,
I think we have been very condescending about the ability of cus-
tomers to make buying choices, including to manage their electric
load. I think they are fully capable, and, in fact, in some of the ex-
periments we have seen, they are willing to do so.

So I think that the secret is, get the technology right, get the
pricing right, empower people, and make these an institutional
part of the market. There are lots of competing forces, of course,
for whom that is a very difficult concept to grasp. But I think we
are getting there and we will have some measurable results in New
England in the not-too-distant future.

Senator COLLINS. Thank you. Chairman Wood, I want you to pre-
tend that the Chairman of this Committee is not here for this next
question. There is a clear need for additional transmission, but I
am very concerned about the question of who pays for it.
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For example, last week, the system operator in New England an-
nounced that because Southwest Connecticut does not have suffi-
cient power to meet its demand, it needs a transmission upgrade
slated to cost at least $600 million. Now, some people have argued
that the cost should be borne not only by those who live in South-
west Connecticut, but by consumers throughout New England, and
I question the fairness of that approach, especially since Con-
necticut has the highest residential electricity consumption of any
New England State. Indeed, the average monthly household con-
sumption in profligate Connecticut is 711 kilowatt hours, compared
to just 479 kilowatt hours in thrifty Maine. [Laughter.]

Now, under these circumstances, is it fair to impose on the rest
of New England the cost of this upgrade, and similarly, a related
question would be, is it consistent with relying on market forces to
spur people to respond to higher prices? In other words, if people
in Connecticut are using an inordinate amount of electricity that
produces this need for a transmission upgrade, why should con-
sumers in Maine, who have limited their electricity use, have to
pay for part of that upgrade, and doesn’t that send us in exactly
the wrong direction as far as using market forces to control de-
mand?

Chairman LIEBERMAN. Forget all those nice things I said about
Senator Collins. [Laughter.]

Mr. Woob. This is actually in our standard market design rule-
making one of the most, I don’t want to say contentious, because
as you are, people are civil about this, but it is a gut issue about
cost allocation and cost responsibility following the people who
cause the cost to be incurred.

We had a full-day conference that we all sat in on with a lot of
what we call the very smart guys and gals from around the country
last Wednesday, in fact, on this issue of funding for transmission
expansions, and there was a curious alignment of people in the
deep South with New England about this approach, which is called
participant funding, which is more directly defined as “the bene-
ficiary pays.”

I think the take-away from that was, in a market environment
where you have price signals, which you have got certainly coming
in New England with the implementation of some new market
rules later this year, with proper rights being vested in trans-
mission rights, which we have in New England, New York, and
PJM, and an independent administrator, which you have certainly
got in New England, that it is a lot easier to allocate the cost and
identify the beneficiaries and allocate them.

So in your case, I think of all the places in the country, New
England, New York, and PJM are probably closest to being able to
discretely identify who the beneficiary is and then make sure that
that party pays for it.

The current policy, however, with ISO New England and with
the six States up there is kind of a split one, which was explained
to us pretty eruditely by Chairman Dworkin from the State of
Vermont, who was very kind to point out that they are always 5
percent of the total amount of load, and I don’t know if he is
thriftier than Maine or not, but he was definitely of a mindset that
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we ought to move to the more beneficiary pays approach on trans-
mission, but they are not there yet.

There is a two-part work. There are very big transmission facili-
ties there, spread over the region, because they are viewed as bene-
fitting the entire reliability of the region. If there are more local-
ized facilities, lower voltage, for example, that can pretty much
keep the power located in the neighborhood, then those are billed
directly too.

So I am not sure what the actual transmission needed in Con-
necticut would be, but I think under the current rules in New Eng-
land, some of that could, in fact, be spread across the entire region,
but some of it would also be direct billed to the people that take
service in that particular area.

So it is in transition in New England, from the world of just
dump it in the bucket and spread it over everybody, the peanut
butter method, to the more, I guess, precise method of allocating.
But it is not all the way there yet. For instance, Mr. Dworkin
pointed out from Vermont, we have “rolled in.” We, Vermont, have
paid for some of these upgrades in the Boston area, in central Mas-
sachusetts and in the Rhode Island area, but we haven’t built any-
thing in Vermont yet to get our fair share.

So I think when you are halfway through a policy of peanut but-
ter going to direct bill, you have got to make sure everybody got
their fair share of peanut butter the first time, and then you can
call an end and then move to the new system. So I think that is
going to be kind of hairy to work through, but I think we can get
there in New England, to that “beneficiary pays” system. But rec-
ognize that they are partly down the other road than the one your
question advocates and I think it is going to take some careful
unknitting of that garment to get it back.

So I think we will work with them and we will work with you
on that, and I think we certainly want to, at the core, get the need-
ed infrastructure in place. If we don’t have that infrastructure in
place on both the gas side and the electric side, even good old stur-
dy New England, which has an overbuild of 20 to 30 percent extra
generation, if they can’t get to where the customers are, it just as
soon not ever be built anywhere. So you have got gas coming in
from Nova Scotia, from Western Canada, from the South. I think
New England is set off beautifully as far as an energy future. We
just have to make sure the infrastructure is in place to bring it all
the way to the end-use customer.

So we will work on the cost allocations, and it is, admittedly, a
hairy issue right now, but it is something we can certainly work
through. But the core issue we want to really address through our
rulemakings is that the incentive be given to build in the first
place, because we do need it.

Senator COLLINS. Thank you, Mr. Chairman.

Chairman LIEBERMAN. Thanks, Senator Collins. I must tell you
that the proposal for paying for the new transmission to the South-
west part of my State was made by the ISO. But thus far, the ques-
tion of how this is going to be paid for has received very little at-
tention in Connecticut because there is a tremendous controversy,
as the Commission may know, about the siting, in other words,
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about whether additional transmission capacity should be built and
a lot of residents of various areas don’t want it to be built.

But it did sound to me like Commissioner Wood was suggesting
just the kind of independent, centrist, moderate solution that you
would typically [Laughter.]

Chairman LIEBERMAN [continuing]. Be sympathetic to. Anyway,
thank you.

I just have a last question of you, Commissioner Wood, and obvi-
ously, I appreciate Senator Collins’ questions—before that last
one—— [Laughter.]

Because they obviously say, not surprisingly, that she shares the
interest that I and other Members of both parties on the Com-
mittee have that FERC learn, as you have tried to do now, from
the Enron scandal and that we feel that you are being as aggres-
sive and sophisticated as the players out in the deregulated energy
market and that we have an obligation sometimes to push and
other times to support you, including with resources as best we
can.

My last question is that I gather that you have said somewhere
that you hope to complete FERC’s investigation into the California
and Western markets by next February. I always like deadlines
and I understand that there may be a degree to which the Commis-
sion is under some pressure, explicit or implicit, to reach a judg-
ment so that you can restore confidence in the markets, in some
of the companies involved, but I would just give this precautionary
word, which is that though we have concluded that Enron behaved
very badly here, and on the basis of that, we cannot conclude that
all the other participants in the energy markets in the West or
elsewhere behaved badly. We also don’t know that they didn’t.

I mean, at a certain point, obviously, you have got to decide that
it is over, but I want to urge you not to feel the pressure to reach
a conclusion before you really have the basis for reaching a conclu-
sion that the other significant players in the Western energy mar-
ket did not also act badly, because the worst thing, I think, from
FERC’s institutional point of view would be to have someone or
some entity afterward make a compelling case that some of the
other players out there gamed the system as much as we now know
Enron did.

Mr. Woob. Thank you for that. I think the main reason, Senator,
we embarked last January and February on setting up the inves-
tigation is there have been and continue to be lingering doubts
about what exactly happened in California, and we wanted to, I
think as I mentioned to your colleagues on the Energy Committee,
we want to really get as far down that food chain as we possibly
can to understand what happened. If there are bad actors, take
them out to the woodshed. As your question pointed out, there are
some good actors who the world doesn’t think are good that are liv-
ing under this cloud right now, and we are cognizant of the need
to lift that cloud.

It is a time line, quite frankly. I asked the lead of the investiga-
tion to tell me realistically how much time he needed to get
through all this effort and he said that the first anniversary of its
public starting would be sufficient time for them, and all the array
of consultants that we have from the outside working with them,
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to analyze terabytes worth of data to complete that effort and bring
it to the public so that they know what we know.

I appreciate that concern and welcome it, and we are not here
to make short shrift of a very serious topic, but to do a thoughtful
effort that you will be proud of, that we will be proud of, and that
t}ll)? customers of energy users in this country will think is respect-
able.

Chairman LIEBERMAN. I appreciate that. Thank you all very
much for your testimony, for your work.

We will call the third panel. I thank them for their patience.
Commissioner Massey, is your term ending soon, Commissioner
Massey?

Mr. MASSEY. My term ends in June 2003.

Chairman LIEBERMAN. Oh, you have some time. Commissioner
Breathitt, I thank you both for your service and we look forward
to continuing to work with you, Commissioner Wood and Commis-
sioner Brownell.

On this last panel, I want to welcome back and again thank you,
Dr. Paul Joskow and Dr. Frank Wolak. Both Dr. Joskow and Dr.
Wolak testified before our hearing last year on June 13, and that
was on the California energy crisis. We have asked them to come
back today to share with us their thoughts about the events that
have transpired since June 2001 and the lessons that we and
FERC should learn, particularly, of course, from the Enron debacle,
which happened, which collapsed officially or visibly after your tes-
timony here in June 2001. We greatly benefited from your testi-
mony on that occasion and we look forward to it now.

I thank you for your patience, and obviously, your full testimony
will be included in the record.

Dr. Joskow, please proceed.

TESTIMONY OF PAUL L. JOSKOW, PH.D.,! DIRECTOR, CENTER
FOR ENERGY AND ENVIRONMENTAL POLICY RESEARCH,
MASSACHUSETTS INSTITUTE OF TECHNOLOGY (MIT)

Mr. Joskow. Thank you, Senator Lieberman. It is a pleasure to
be here again. As you indicated, I last testified before the Com-
mittee in June 2001, and I thought it would be most useful for me
to update the comments and observations I made at that time in
light of 18 months of additional experience.

A lot has happened in 18 short months and my written testimony
contains a long list of lessons learned. I do hope it will be included
in the record.

Chairman LIEBERMAN. It will.

Mr. Joskow. I would like to highlight a few of what I think are
the most important lessons and then to offer a few comments about
how FERC is doing.

Creating well-functioning, competitive wholesale and retail elec-
tricity markets is a significant technical and institutional chal-
lenge. It is easy to do it badly and it is hard to do it well. Careful
attention to the details of electricity market design and supporting
institutions, drawing both on U.S. and international experience and
active involvement by and cooperation between Federal and State

1The prepared statement of Mr. Joskow appears in the Appendix on page 146.
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regulators in defining and implementing these details is very im-
portant.

Electricity’s unusual attributes also create unusual opportunities
to exercise market power and to engage in a wide range of behavior
to drive prices up to supra-competitive levels. If you doubted this
18 months ago, I hope that you are convinced now.

Good market designs and appropriate supporting contractual and
institutional arrangements can help to reduce the incentives and
ability of suppliers to drive up prices. However, that is not enough.
An effective, credible, and professional market monitoring and en-
forcement system must be in place to measure and evaluate market
performance, to identify actions necessary to improve market per-
formance where it is poor, to enforce market rules, and to punish
those who violate them.

At the same time, it is important to guard against counter-pro-
ductive regulatory initiatives that undermine the behavior and per-
formance of well-functioning competitive markets. Hard competi-
tion is to be encouraged, while unfair competition, unreasonable
levels of market power, and misleading or fraudulent presentations
of financial and market information must be mitigated by effective
oversight and appropriate sanctions when abuses are found. Find-
ing the right balance between regulating too little and regulating
too much continues to be an important challenge.

More broadly, I think, as we look out into the future of the elec-
tric power industry, it is going to be important to adopt policies to
support an evolution to an industry structure where merchant gen-
erators make most of their money by building and operating power
plants cheaply and reliably and selling most of their output under
longer-term contracts to financial intermediaries, to load-serving
entities, and directly to large consumers. That is, we want to de-
sign markets so that firms earn their money by being the lowest-
cost suppliers, rather than being good at engaging in behavior to
increase price spikes and to game market rules.

In response to the events and revelations of the last 18 months,
public and investor confidence in competitive electricity markets
has been shaken and several States that planned to introduce re-
structuring, wholesale and retail competition initiatives have de-
layed or suspended their programs. Unless the credibility of the
markets, the market participants, and those who regulate them is
restored, it is unlikely that there will be support from additional
States to extend electricity restructuring and competition initia-
tives or that capital will be forthcoming at a reasonable cost to pay
for needed investments in generating capacity and vitally needed
transmission infrastructure. A credible commitment by FERC to
protect consumers from poor wholesale market performance is a
necessary condition to restore public confidence.

In my June 2001 testimony, I was extremely critical of FERC’s
responses to the California electricity crisis, and I have reproduced
some of those criticisms in my written testimony here. While there
is plenty of blame to go around for those events, it is quite clear
that FERC did too little and acted too late to avert the crisis. The
question is, has anything changed, and I think the answer is yes.

I think that FERC has made a lot of progress in the last 18
months under Chairman Pat Wood’s leadership and has responded
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positively to the criticisms that I made in mid-2001. I am generally
pleased with the tone that has now been set at the top, the institu-
tions that are being created to monitor electricity and gas markets,
and with the electricity market reform initiatives that have been
undertaken.

The Chairman and the other FERC commissioners have repeat-
edly made it clear to market participants that they are committed
to creating well-functioning, competitive wholesale markets and
that they will not tolerate efforts to manipulate prices, violate mar-
ket rules, engage in fraud and other market abuses, and they have
taken some actions to show that they are serious about these com-
mitments.

However, as Commissioner Massey said a little while ago, the
proof is in the pudding. Several important investigations and
rulemakings are in progress and their outcomes and consequences,
necessarily, remain uncertain. Institutional cultures also can take
a long time to change. Only time will tell whether this view at the
top has been fully institutionalized within the agency and whether
FERC delivers on its renewed commitment to mitigate market
power, punish those who violate market rules, and ultimately to
adopt sound policies that improve electricity market performance.

Let me just end, if I could have 10 more seconds——

Chairman LIEBERMAN. You can take a little more time, if you
want.

Mr. Joskow. I have been working on electric power regulation
and industry restructuring and competition for 30 years, and I
really want these reforms to work. It is especially important for us
in New England. We have gone very far down this path. Clearly,
this was a much more difficult initiative than many had antici-
pated, but I do feel, finally, that we have leadership at FERC that
is taking these challenges very seriously. While I don’t agree with
all of their proposals, I do very much hope that we will all encour-
age them to continue the efforts that they have begun in the last
12 or 18 months. Thank you.

Chairman LIEBERMAN. Thanks, Dr. Joskow.

Dr. Wolak, welcome back and thank you for being here.

TESTIMONY OF FRANK A. WOLAK, PH.D.,'! DEPARTMENT OF
ECONOMICS, STANFORD UNIVERSITY

Mr. WoOLAK. Senator Lieberman, thank you very much for the op-
portunity to appear before you. Although my oral comments focus
on the lessons learned from the California crisis, my testimony also
provides a diagnosis of the crisis and the interventions that led to
its solutions.

At the start, I would like to emphasize that the California crisis
was not a market failure but a regulatory failure, and con-
sequently, the key to preventing future California crises or even
Enron bankruptcies is for the Federal Energy Regulatory Commis-
sion to focus on regulating rather than simply monitoring whole-
sale energy markets.

Under the former vertically integrated regime, aggressive whole-
sale market regulation was largely unnecessary because State reg-

1The prepared statement of Mr. Wolak appears in the Appendix on page 159.
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ulators were the primary line of defense for consumers. They set
the retail prices that the utility could charge for all its customers,
and this effectively set the maximum wholesale price at which a
utility could produce or purchase power. And in addition, the inte-
grated resource planning process between State regulators and
utility insured that the utility had sufficient energy capacity in
generating facilities or long-term contracts to meet its load obliga-
tions.

But as the events in California from May 2000 to June 2001 visi-
bly demonstrate, if all electricity is purchased from a wholesale
market, State regulators have little, if any, ability to control whole-
sale prices. The wholesale market regulator is the primary line of
defense for consumers, and under this market structure, light-
handed wholesale market regulation can lead to enormous con-
sumer harm.

As discussed in detail in my written testimony, there was no
shortage of effective market monitoring in the California market
from the time it started in April 1998 to the present. Both the Cali-
fornia Power Exchange and the ISO had their own internal market
monitoring units, and the PX and ISO each had independent mar-
ket monitoring committees overseeing the performance of the mar-
kets, and all of these entities, as David Berick discussed, had pre-
sented reports starting in the summer of 1998 on the performance
of the California market, documenting the exercise of market
power.

What allowed the California crisis to occur was the fact that
none of these entities had the authority to implement market rule
changes or penalty mechanisms to limit the incentive suppliers had
to exercise unilateral market power or violate California market
rules. Consequently, the California crisis occurred not because of a
shortage of observers with radar guns recording the speed of cars
on the highway, it occurred because of a lack of traffic cops writing
tickets and imposing fines on cars that exceeded the legal speed
limit.

Only FERC has the authority to implement market rule changes
and make the regulatory interventions necessary to improve mar-
ket performance. Consequently, it should concentrate on designing
proactive protocols for rapid regulatory intervention to correct mar-
ket design flaws as quickly as possible and order refunds as soon
as unjust and unreasonable prices are found. In this regard, I have
four recommendations I will briefly outline.

First, FERC must provide a transparent definition of what con-
stitutes unjust and unreasonable prices in the wholesale market.
These markets have been in existence in the United States for
more than 4 years and FERC has still yet to provide such a defini-
tion. This makes the job of market monitor much like that of a
snipe hunter at summer camp. The camper is given a burlap bag
and a flashlight and sent out into the night to look for a snipe, but
no one has ever told him what a snipe looks like. For the exact
same reason that no camper has ever caught a snipe, it’s impos-
sible for the market monitor to ever find the evidence of unjust and
unreasonable prices to bring to FERC’s attention because it has
never been told by FERC what those are.
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This FERC policy creates unnecessary regulatory uncertainty
and increases the likelihood of a California crisis in another part
of the United States. Setting a transparent ex ante standard for
what constitutes unjust and unreasonable prices is substantially
less difficult than doing what FERC is currently attempting to do
in its refund proceedings.

Moreover, several parties have made detailed submissions to
FERC outlining suggested methodologies for such a standard, and
given its statutory mandate to protect consumers and the growing
evidence that all suppliers possess significant market power under
certain conditions, what FERC really must address is whether—es-
sentially, the concept of harm, specifically, what wholesale prices
reflect sufficient market power for a long enough period of time
over a long enough geographic area to justify being called unjust
and unreasonable and, therefore, worthy of regulatory intervention.

My second recommendation is that FERC should also specify in
advance what regulatory intervention will occur if this standard is
violated with as much clarity as possible. If all market participants
are able to construct the index used to determine prices are unjust
and unreasonable, then the market will become self-regulating be-
cause participants can take unilateral actions to avoid this regu-
latory intervention, and in this way, there will once again be less
regulatory undertaint and less likelihood of a California crisis.

My third recommendation concerns FERC’s current methodology
for determining whether prices are unjust and reasonable and re-
funds are due. Specifically, in both public statements and many of
the statements made today, the commissioners have stated that it
must find the bad actors and punish them for causing unjust and
unreasonable prices. While I think it is important to find market
participants that violated market rules and take back their ill-got-
ten gains, as well as penalize them for their violation of market
rules, I think it is important, as emphasized in my testimony, that,
essentially, the legal actions of privately-owned firms to serve the
interest of their shareholders can result in the exercise of enormous
market power.

In short, there is no need for malicious or manipulative behavior
by any market participant for wholesale markets to produce unjust
and unreasonable prices, and moreover, the Federal Power Act
does not specify that prices must be the result of malicious behav-
ior by market participants in order for them to be deemed unjust
and unreasonable. It only requires that prices be unjust and unrea-
?ongble as determined by FERC and, hence, they must order re-
unds.

The final recommendation that I would like to make concerns the
necessity of comprehensive and accurate data on the physical char-
acteristics of plants, input, prices, and a variety of other character-
istics of the wholesale market. This is necessary for effective regu-
lation. And in particular, it is effective for demonstrating essen-
tially the first—it is very necessary for the process of determining
what are unjust and unreasonable and wholesale prices, and fi-
nally, I think, more important, it is necessary to provide tangible
evidence of how well FERC is doing in delivering the economic ben-
efits to consumers that they would not have received under the
former vertically integrated utility regime.
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So, consequently, particularly during this initial period, FERC
should substantially increase and not reduce the amount of data it
collects from market participants if it would like to be an effective
and credible market monitor.

In conclusion, I would just like to emphasize that I think FERC
has made enormous progress over the last year addressing many
of these issues, but I also believe that a number of significant chal-
lenges remain, as I have discussed above, but I am confident that
with Chairman Wood at the helm, FERC will overcome these.
Thank you.

Chairman LIEBERMAN. Thanks, Dr. Wolak.

It is significant that both of you have been encouraged by the
last year under Chairman Wood’s leadership. I have to say that we
have been, too, although we think that a lot more has to be done,
and I guess you would agree with that, as well.

I was interested, Dr. Wolak, that you view the California crisis
not as a market failure but as a regulatory failure, and I do think
you are right. It strikes me that what we are all saying here, in-
cluding the commissioners, is that deregulated markets still re-
quire regulation. Perhaps we have to find a new terminology. In
other words, when we go from rate setting by a public authority
to rate setting by the market, there is still a need for the traffic
cop on the beat or on the highway. Do you both agree?

Mr. Joskow. Yes, Senator. I think maybe it is a different kind
of regulation. It is a function of establishing market rules, market
oversight, and identifying problems in the markets and finding
remedies for them that is quite different from the process of gath-
ering costs together and setting traditional public utility rates.

And I don’t think that is just true of electricity markets. There
is no such thing in a market economy like ours as completely un-
regulated markets. The New York Stock Exchange has market
rules. We have a regulator, the CFTC. There are a variety of rules
that govern many markets, and especially in the electric power in-
dustry, because of its unique characteristics and because it is in a
transition from an old system to what we hope is a new system,
but very much in transition. It is very important that regulators
play a role in monitoring and regulating the essential activities
they have to do to ensure that these markets perform well and
progress in the directions that we hope they will.

Chairman LIEBERMAN. Dr. Wolak, did you want to add anything?

Mr. WoLAK. Yes. I really think that you hit the nail right on the
head and that the way I like to characterize it is that the regu-
latory process evolved from something that is very lawyer- and ac-
countant-intensive to something that is very, I guess the best way
to say it is economist intensive, in the sense that what you are de-
signing is no longer just and reasonable prices through a regu-
latory mechanism and setting them. You are interested in setting
just and reasonable rules, in other words, setting up incentive
structures where the privately profit maximizing actions of the
market participants result in outcomes that you, as the regulator,
perceive as just and reasonable.

And in that sense, it really does require a tremendous shift in
how you think about doing your business as a regulator, and I
think many of the comments that were presented earlier today, em-
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phasize that fact, that it really requires a tremendous change in
how FERC thinks about its business.

Chairman LIEBERMAN. I thank you. Let me go back just a bit to
the history here, and Dr. Wolak, you were involved as a partici-
pant. Your market monitoring committee was providing reports to
FERC, raising concerns about the exercise of market power by
players in the Western markets going back, I believe, to 1998.
There were other participants, including the California Inde-
pendent System Operator, which, of course, operates the electric
grid in California, and the investor-owned utilities like Southern
California Edison that also were raising concerns.

But FERC did not seem to respond. When the prices began to
spike in 2000, they seemed genuinely to be surprised and they con-
ducted the investigation that I described long ago in my opening
statement today and talked about the danger of excess market
power being exercised, but didn’t find any particular players in the
market who were doing so.

As we now know, Mr. Belden, the Enron trader, now has ac-
knowledged participating in fraudulent trading schemes occurring
as far back as 1998. The California ISO in 2001 did an analysis of
15 companies, including Enron, showing that they exercised mar-
ket power excessively during the crisis. But throughout this, FERC
never initiated an investigation of the behavior of individual com-
panies and, in fact, didn’t start, as Commissioner Wood said, until
February of this year.

This just seems to underlie what you were trying to do earlier
in your role with the market monitoring committee. I wonder if you
can respond to that story, that series of facts that I have described,
indicate perhaps some of the information that you gave, the market
monitoring committee gave, to FERC during that period and indi-
cate whether you think that in the current reality under Commis-
sioner Wood, that having had the experience we have had, that
FERC’s reaction would be different.

Mr. WoLAK. Yes. This gets back to my major, what I would argue
is my single recommendation, is that you have to define what is
unjust and unreasonable prices in order to ever find it. So, effec-
tively, what the market surveillance committee that I chaired did
is we said, well, we haven’t been given any guidance what the
snipe looks like. So what we are going to do is essentially use eco-
nomic theory and standard economic methods to define what we
think it should be and then we are going to tell you that we think
that it—and then we are going to go look for it, and then that was
effectively what each of the reports did, was said this is what we
think the exercise of market power is, this is the extent to which
we think it is occurring, and then we presented that information
to FERC.

But, as I said, the difficulty was—there was no definition from
FERC given as to what would constitute the unjust and unreason-
able rates. It was much more of a “we will know it when we see
it,” and it took a long time to see it.

Chairman LIEBERMAN. Is that an area that Congress should
tread into, or is that really something we should push FERC to do,
that definition that you have just talked about?
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Mr. WoLAK. I think it is definitely the second one, of certainly
pushing them to do. I think they certainly have the capability to
do it and I, as I said in my testimony, have been provided with a
lot of input. I will freely admit, it is a difficult process, just in the
same sense of determining what are prudently incurred costs in a
regulatory hearing is a very difficult process.

The same sort of thing is true here, but that is why we have reg-
ulators. They make the tough decisions, and I think that is what
we need FERC to really do and that will, I think, provide this cer-
tainty to market participants to know, look, if things get this out
of hand, intervention is coming as sure as the sun will come up,
and in that sense, we will have a strong interest to working to
solve the problems, rather than what happened in California was
it was almost no end to the largess that was available to be taken
by essentially market participants, particularly once the State
started buying, because the State has the power to tax.

Chairman LIEBERMAN. So that definition has not really been
forthcoming yet?

Mr. WoLAK. No, unfortunately.

Chairman LIEBERMAN. And notwithstanding your encourage-
ment, and with the way Commissioner Wood and the Commission
has been going, you would say that remains the most significant
piece of unfinished business for them?

Mr. WoLAK. Yes. With that sort of metric in place, I think that
it becomes—then what you have given is teeth to the just and rea-
sonable rate standard in a wholesale market regime and you have
given clarity to it, so that I think it then enables the regulatory
process to function in a transparent manner around that.

Mr. Joskow. Senator, if I could just add to that, I think it is not
that complicated. Frank, I, and others have advocated basically de-
veloping a set of market performance indices that the FERC staff
would look at on a continuing basis to signal when markets seem
to be performing in ways that appear to be inconsistent with com-
petition. That doesn’t mean that there is necessarily a problem. It
does not mean there are necessarily bad actors. But it becomes a
signal for further investigation.

I think, quite frankly, the current effort to run around and try
to find evil doers is not the right way to do it. First of all, it is very
time consuming. It waits for complaints. I would rather see them
focus first on evaluating the performance of the markets in dif-
ferent parts of the country, and when they see what appears to be
a performance failure, to then trigger a more detailed investigation
of what is going on.

I will just give you an example with natural gas. In the fall and
early winter of 2000, natural gas prices delivered to California rose
to enormously high levels, levels no one had ever seen before. I
have no idea why it happened. I haven’t studied it. But I can tell
you, if I had been at FERC at that time, we would have done a
study, we would have done an investigation then, not now, but
then just to understand that was going on and not just to assume
that it must be the result of the interplay of supply and demand.
It might have been completely innocent, but an indicator like that,
when gas prices are ten times normal, should trigger the idea that
it requires further exploration.
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So I think it requires a change in mindset of a regulatory agency
that was used to respond to complaints and used to setting rates
based on accounting costs to one that really has to have an ongoing
feeling for what is going on in these markets and engaging in an
ongoing assessment of how these markets are performing. My hope
is that the new Office of Market Oversight and Investigations will,
in fact, develop this kind of capability in much the same way as
the self-regulating exchanges, like the New York Stock Exchange
and the CFTC, have protocols to look for unusual trading behavior,
and when they see unusual trading behavior, they will go and they
will investigate it. We need that kind of a mindset here.

Chairman LIEBERMAN. Let me just pick up on your last point and
ask you if you want to say any more about the Office of Market
Oversight and Investigations. As you heard, Mr. Berick said it was
a good step and didn’t think it was adequately staffed yet, but was
concerned also about whether—or let me put it another way—that
the creation of the office was not sufficient indication yet to show
that FERC understood that effective regulation is not just better
rules, but more active enforcement.

Mr. Joskow. I have been urging FERC to set up an office like
this since 1996, and the models I had were the Antitrust Division
of the Justice Department, the Federal Trade Commission, the
CFTC. So I am very pleased that they have taken the steps they
have to create an office with the kind of staff and the kind of goals
they have.

Obviously, as I said, the proof is in the pudding. We haven’t seen
yet what they are going to do and how they are going to perform,
so I think we need to continue to observe how this new office oper-
ates and performs. However, and I haven’t seen your report, when
I heard there were 250 people, my reaction was, that is an awful
lot of staff, not the opposite. I think the Antitrust Division, the
Economic Policy Office has about 40 professionals and the Federal
Trade Commission has about 40, as well. But I think we will just
have to evaluate over time whether FERC’s market monitoring of-
fice has the resources to make this happen.

I am more concerned about institutionalizing this perspective in
the agency. I don’t think it should be something that just depends
on Pat Wood. I mean, President Bush could appoint Pat Wood to
some other job, and I think we wouldn’t want this new perspective
and this new focus to be dependent on one individual. I think we
should be looking at whether Pat Wood and the other commis-
sioners are successful in bringing in senior managers and staff who
have this new view of what their jobs should be.

Chairman LIEBERMAN. Dr. Wolak.

Mr. WoLAK. Thank you. I just wanted to respond to the issue of
resources and the role of the new part of FERC, and that is that
I think one of the other lessons from the California crisis was that
these markets require day-to-day, on-the-ground monitoring, and I
think it is extremely difficult for the Office of Market Oversight
and Investigations to really get involved in that.

So what I guess I would say is I am not sure that they really
need more resources, but I just think that they need to delegate the
responsibilities for undertaking the duties that they are charged
with to the ISO market monitoring units and the like. In par-
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ticular, there are lots of—it is just many of the FERC orders, par-
ticularly during the 2000 period, reflected a misunderstanding of
many of the California market rules. This is clearly, I think, ex-
plainable by the fact that all these markets are very complex and
there is also 3,000 miles between Washington and California.

So that really, I think, the proper way to do it is to allow much
more discretion to the monitor at the ISO, and if you are worried
about independence, then you can certainly put restrictions on
that. But then have the Office of Market Oversight and Investiga-
tions handle the big problems and really set the policy for the other
monitors, because I think trying to get in, as Commissioner Wood
said, there are literally terabytes of data. You have to look through
it carefully, and if you don’t understand the real details of things,
you can really make a mess of it.

So in that sense, I think that the better way to go is the
hierarchial structure, where you are essentially delegating most of
the responsibility for the, if you like, dirty stuff to the ISO, where-
as FERC is setting the policy agenda and really listening to ap-
peals from the ISO.

Chairman LIEBERMAN. Thank you. Interesting.

Mr. Joskow. The standard market design rule that has been pro-
posed includes a requirement that each region have an inde-
pendent market monitor, and I agree with Frank. I think one of
the keys here is to find a way for the market monitoring and over-
sight people at FERC to interact closely with the market monitors
in the regions to give the market monitors in the regions substan-
tial discretion on a day-to-day basis and to have a very close work-
ing relationship with them.

Frank is probably too modest to say this, but his market surveil-
lance committee, as well as the market surveillance committee of
the California Power Exchange, wrote numerous reports identifying
problems in the markets long before 2000 and wrote numerous re-
ports and made numerous suggestions during 2000 and 2001 which
were largely ignored by FERC. And that is a problem, I think, that
really needs to be fixed. If we are going to have these market moni-
toring units, as I think we should, they have to be able to work in
a close, collaborative fashion with the staff at FERC, as well.

Chairman LIEBERMAN. I appreciate your pointing that out, and
I took that to be one of the conclusions of our staff report, as well,
and thank Dr. Wolak for what he did in that regard.

If T continue this hearing much longer, I will be accused of not
wanting to yield the Chairmanship, ever, by just keeping the hear-
ing going, so I will ask this final question. But your testimony has
been very substantive. As always, I wish we got you on earlier. But
it has affected us and we will circulate the record.

Coming out of the Enron scandal and particularly the crisis in
the Western energy markets, California, Oregon, Washington, etc.,
there has been a lot of second looking at energy market deregula-
tion generally. There are some States that had been on the way to
doing deregulation and have now pulled back. We talked about this
a bit just a few moments ago, but what is your counsel here? Am
I correct that neither of you would say that energy deregulation
was a bad idea, but that other kinds of regulation have to stay in
effect for it to work? You just can’t say, OK, no more rate setting
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and walk away. You have got to have the State trooper on the
highway, making sure people don’t go way over the speed limit.

Mr. Joskow. I think the changes that have been initiated to pro-
mote wholesale and retail competition in the long run can accrue
to the benefit of consumers, but it has to be done right. It requires
appropriate industry structures and restructuring. It requires ap-
propriate market rules, and it requires appropriate ongoing regu-
latory oversight and actions by FERC and the market monitors in
the regions.

I think, in a way, the Northeast is going to be a laboratory for
this. We are very far along down the path. We share a vision with
FERC for what wholesale and retail markets should look like. I
don’t think it would be unreasonable, if I were the governor of a
State like North Carolina or South Carolina or Georgia, to say, be-
fore we change our system, which seems to work pretty well, we
have low prices, reliable supplies of electricity, why don’t you guys
show us if you can make it work?

So I think the challenge I feel, both as an academic and as a cit-
izen of New England, is to work with public policy makers and the
market participants to demonstrate that these reforms can work to
the benefit of consumers, as it has in a number of other countries.

Chairman LIEBERMAN. Thank you. Well said. Dr. Wolak.

Mr. WoLAK. Yes. I would like to say it as we should have de-
mand pull restructuring rather than supply push restructuring, in
the sense of rather than FERC going out and saying, you must re-
structure your market and sort of forcing States kicking and
screaming into joining RTOs and the like, I think a better way to
go is exactly the way Paul Joskow suggested, is make sure you get
the markets that you currently have restructured working very
well so that then people look over and they say, I want some of
that. That is a market that works. That is delivering low prices to
consumers. I would like to join that RTO. I would like to get the
benefits that people who are located in that State are getting, rath-
er than the other way, where you are pushing States into it.

Another lesson I think we can learn from California is that if the
State infrastructure isn’t in place to support a competitive market
at the wholesale level, and by that I mean the retail market infra-
structure, then disastrous results can occur for the wholesale mar-
ket, which can impose significant consumer harm. So in that sense,
unless you have the States really working to cooperate, it really
makes FERC’s job much more difficult. So, therefore, certainly
given the point that we are at, a far superior, I think, strategy is
to make the ones that we have got work very well so that then peo-
ple in the other States will say, I will make the necessary changes
to make it work well in my market, as well.

Chairman LIEBERMAN. Well said. Once again, both of you have
contributed very significantly and substantively to the work of the
Committee. I thank you very much for your time and for your testi-
mony.

I am going to, without objection, make documents referenced in
the staff memo, such as have been designated by staff, part of the
public record, as was discussed earlier.

I do want to thank David Berick and the staff for the enormous
contribution they made in the report today. I know some of the
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questioning took them off the four major cases that they had been
on, but I think the substance and constructiveness of the work
speaks for itself and I certainly heard Commissioner Wood and the
other commissioners welcome the work that was done here, even
accept some constructive criticism, and I am very hopeful that it
will be part of an ongoing effort by all of us to make our energy
markets deregulated as they are now, in that sense, nonetheless
function with some remaining oversight and monitoring to the ben-
efit of all concerned, particularly the consumers.

I will leave the record of the hearing open for a couple of weeks,
if any Members have additional questions to submit, and if so, we
will submit them to the witnesses.

With that, I thank you all and the hearing is adjourned.

[Whereupon, at 2:21 p.m., the Committee was adjourned.]






APPENDIX

PREPARED STATEMENT OF SENATOR BUNNING

Thank you, Mr. Chairman.

The Governmental Affairs Committee started off the year holding hearings on
Enron’s collapse, so I suppose it is fitting that we end the year on the same note.

Today, we look at whether FERC could have done more to detect the corruption
and mismanagement at Enron.

Unfortunately, when you look at the Enron scandal, it appears that many people
both in the public and private sectors needed to be asking harder questions.

What is so shocking about Enron is that so many of the safeguards we have in
place all failed at the same time—both within the government and in the private
sector.

In June of this year, GAO issued a report on changes FERC needs to make to
be more effective in its oversight of competitive energy markets.

Among other things, the report mentions that FERC needs to make some signifi-
cant internal structural changes.

It also recommends that FERC hire more employees knowledgeable about these
markets as well as improving training of existing employees.

Finally, the report also mentions that FERC needs more legal authority to go
after those who engage in anti-competitive or illegal activities.

In his testimony, Chairman Wood listed the actions FERC is taking to address
some of these problems. Including working closer with other Federal agencies and
creating the new Office of Market Oversight and Investigations.

Similar to the GAO report, Mr. Wood also mentioned that FERC needs Congress
to increase its civil and criminal penalty authority.

If you can find a silver lining in Enron’s collapse, I suppose it would be that we
now have the opportunity to fix and strengthen our system of oversight.

We need to make the necessary changes to ensure there isn’t another Enron fi-
asco.

I would like to thank all of our witnesses who are here today to testify, and I
am looking forward to hearing from them.

I especially would like to say “hello” to a fellow Kentuckian, Linda Breathitt.

Thank you.

(73)
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EMBARGOED FOR PUBLIC RELEASE UNTIL TUESDAY, NOVEMBER 12, 2002

David Berick
Professional Staff Member, Governmental Affairs Committee
Testimony: “Asleep at the Switch: FERC’s Oversight of Enron Corporation”
Tuesday, November 12, 2002

Introduction

Thank you, Mr. Chairman. What I will describe to you this morning, as briefly as
I can, are findings from the Senate Governmental Affairs Committee’s majority staff
inquiry into the Federal Energy Regulatory Commission’s oversight, or lack thereof, of
the Enron Corporation. The findings I will highlight can be found in greater detail in the

accompanying staff memo being submitted in conjunction with today’s hearing.

At yéur direction, Mr. Chairman, in January 2002, the Committee initiated a
broad investigation into the role of the federal government and private sector watchdogs
in what was at the time the largest corporate bankruptcy in American history. The
purpose of the investigation was to determine whether, over a period of ten years prior to
Enron’s collapse, federal regulators did their job correctly and took reasonable steps,
consistent with their missions and mandates, to identify and if possible prevent the

problems that led to Enron’s implosion.
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In investigating the role of FERC, the federal government’s lead energy regulator,
the investigation identified four specific areas of concern: Enron’s sale and repurchase of
certain wind farms; the activities of Enron Online, the electronic trading platform run by
the company; transactions conducted between Enron and certain Enron-affiliated

companies; and the well-documented California power crisis of 2000.

As you will see, the evidence in all four cases reveals a consistent pattern. In the
face of Enron’s tireless determination to game the system, FERC displayed a striking lack
of determination to scrutinize the company’s activities. And this was not simply FERC
becoming another victim of Enron’s misrepresentations; rather, on a number of
occasions, FERC was provided with sufficient and specific information to raise
suspicions of improper activities - or had itself identified potentiai problems - but failed

to follow through.

In short, the record demonstrates an extraordinary lack of vigilance on FERC’s
part and a failure to structure the agency to meet the demands of the new, market-based
system that the agency itself has championed. While we do not know with certainty
whether the disclosure of any of the individual activities I will highlight here today would
have prevented Enron’s collapse, it seems highly likely that more proactive, aggressive
action by FERC would have limited some of the abuses that appear to have occurred,
raised larger questions about Enron’s trading practices and other business activities, and
exposed at least some of the cracks in Enron’s foundation earlier. Perhaps scrutiny by a

federal agency would have also jolted the Enron Board of Directors and Enron itself into
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acting to change direction. At a minimum, we believe it would have alerted investors,

analysts, and hopefully other regulators to look more closely at Enron.

Enron’s Lobbying Efferts and FERC’s Four Failures

FERC is an independent federal regulatory agency responsible for overseeing
America’s energy markets. As such, FERC had -- and continues to have -- jurisdiction
over Enron Corporation’s many energy subsidiaries and activities. There were at least 24
electric, 15 gas pipeline, and 5 oil pipeline subsidiaries or affiliates of Enron subject to
FERC regulation. Not surprisingly, then, FERC had thousands of contacts with Enron
over the ten-year period examined by Committee staff concerning Enron’s FERC-

regulated subsidiaries and affiliates.

In addition to these contacts with FERC, our investigation also uncovered
evidence of an aggressive public relations and lobbying campaign that Enron undertook
in 2000 and 2001 to defend its role in the California power crisis and to seek to influence
the composition, policies, and practices of FERC. Through public advertising and private
comrmunications with key decision makers in Washington, Enron’s campaign sought to
change the debate over the California crisis. After all, Enron was heavily invested in the
success of the deregulation of energy markets because it represented opportunities for
Enron’s energy trading and energy services businesses, as well as new market

opportunities in the United States and overseas. It was important to Enron, therefore, that
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the California crisis not be blamed on deregulation or market systems, in general, or on

the market players in a deregulated environment specifically.

Based on a review of the evidence, majority Committee staff has concluded that,
among the many Enron-related questions that came before FERC in recent years, four
stand out as egregious and cautionary examples of regulatory failure. In each case,
despite ample opportunity and available information, FERC failed to question, much less
challenge, Enron’s behavior. It is likely that this passive and reactive regulatory stance
enabled Enron to distort its financial condition, failed to protect energy consumers and
the energy industry, and failed to prevent or mitigate the ultimate effects of the

company’s collapse.

First, wind farms. In January 1997, Enron acquired a number of wind farm
projects that were considered “qualifying facilities,” or “QF”s, under federal law, and
were therefore eligible for special rate treatment -- meaning, they were allowed to charge

higher rates than those otherwise generally permitted.

Shortly after the acquisition of these wind farms, in August 1997, Enron
completed its acquisition of a public utility company located in Oregon -- Portland
General Electric (PGE). Under federal law, however, projects that are given special
status as qualifying facilities cannot be owned by a public utility or its holding company -
- meaning, more than 50 percent owned. Thus, because Enron now owned a public utility

company, the wind farm projects it had purchased would no longer be eligible for QF



78

status. In order to maintain the QF status of the wind farms, Enron found it necessary to
divest itself of ownership interests in a number of these projects. In at least four cages,
however, it appears that Enron did not truly divest itself of ownership, and in fact

effectively retained the risks and benefits of ownership.

FERC has the responsibility to certify that ownership requirements and other
pertinent requirements for QF status are met. Critical details of these apparently sham
transactions were revealed to FERC. Rather than combing through the financial facts,
however, FERC failed to apply adequate scrutiny and wound up approving these

transactions.

I will take the events chronologically. In 1997, Enron sold a 50 percent interest in
each of three wind farm projects to a special purpose entity named RADR, allegedly set
up by Enron Chief Executive Officer Andrew Fastow and his deputy, Michael Kopper.

In Augusi, Mr. Kopper pled guilty to wire fraud and conspiracy to commit money
laundering based in part on a scheme he and others allegedly devised to enrich
themselves and enable Enron to maintain secret control over California wind farms while

appearing to maintain eligibility for QF status.

Minutes of a May 1997 meeting of the Finance Committee of Enron’s Board of
Directors indicate that, although the arrangement was expected to satisfy FERC’s
requirements for transfer of ownership, it was “not a sale for book purposes™ and that

Enron therefore planned to continue to recognize revenues from the projects. In addition,
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the minutes describe Enron’s right to repurchase the projects, noting that Enron would
retain a “call option to repurchase the assets in future and sell in ‘non-firesale’
environment” -- an indication that the company, forced to divest its interests in the wind
farms quickly because of its purchase of Portland General, was using the sales to RADR
to temporarily “park” the projects until it could obtain what it hoped would be more
lucrative financial returns. Financially, the minutes reveal that Enron provided 97
percent of RADR’s initial capital by way of a loan from one of its subsidiaries and that
Enron intended to indemnify RADR against future tax, environmental, and other

liabilities.

The nature of these wind farm transactions is further confirmed by a 2001
PriceWaterhouseCoopers “due diligence” report on another, related Enron transaction,
which notes that, because Enron “retained all the risks and rewards associated with the
projects” and retained an option to repurchase the shares, the wind farm deal was not
treated as a sale and revenue from the projects were accounted for as income from joint

ventures.

Information revealed to FERC in Enron’s formal applications for QF status
should have raised serious questions at FERC as to whether the wind farms’ ownership
arrangement entitled them to the special rate status. Among other things, Enron’s
applications stated that the company would loan RADR all the money to purchase its
interest in the wind farm projects; that an Enron affiliate would indemnify the owners of

RADR for certain tax liabilities; that Enron would retain an option to repurchase RADR’s
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interest in the projects; that the land for the facilities would be leased from an Enron
affiliate; and that the same Enron affiliate would receive fees for providing operation and

maintenance service to the facilities.

However, despite Enron offering up all of this information, FERC appears either
not to have understood or not to have tried to understand the financial arrangements
described to it by Enron, and it seems that this was not out of the ordinary for FERC’s
review of QFs. According to the agency’s staff, QF applications are generally reviewed
at the staff level by engineers or others with technical expertise to determine the facility’s
compliance with technical requirements, but not necessarily by anyone with financial

expertise.

A similar lack of meaningful scrutiny repeated itself in 2000 and 2001, when a
number of wind farm projects, including the three RADR projects, were re-acquired by
Enron, and FERC was once again given the opportunity to provide more than rubber
stamp approval. However, in each case, Enron filed a “self-recertification” with FERC
informing it of the change in ownership and asserting that the facility - now majority or
entirely owned by a utility holding company -- should maintain its eligibility for QF
status. Reﬁember, Mr. Chairman, the special QF rate status is supposed to be granted

only when facilities are not controlled by a public utility or its holding company.
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Two problems emerged at this point. First of all, as a matter of policy
FERC never reviewed, the RADR self-certifications, and to this day still never reviews
self-certifications, for QF status -- no matter what the applications may say unless an
outside party raises an objection. Instead, FERC simply files the form away, as it did in
the case of RADR. Another case where Enron took advantage of the weaknesses
inherent in this self-certification system occurred in November 1998 when Enron self-
certified a new ownership arrangement for another wind farm project known as Cabazon.
In this case, Enron self-certified that it had transferred 50% ownership in the project to a
non-profit organization, The Nature Conservancy, within the meaning of FERC’s QF
ownership requirements. In fact, Enron did not actually transfer an ownership interest,
only a right to 50% of the net profits -- a condition which did not meet actually meet the
FERC ownership test. Indeed, The Nature Conservancy did not consider itself to have
any ownership interest in the Cabazon project. However, because this ownership change

was the subject of a self-certification, it was not reviewed or contested by FERC.

Second, Enron took advantage of a regulatory black hole between FERC and the
Securities and Exchange Commission. Enron told FERC in its sélf—recertification
" application that it was eligible to own the wind farms because it had applied to the SEC
requesting é special exemption under the Public Utility Holding Company Act, which
would permit it to retain QF status for the wind farms. And it did have such an
exemption request pending at the SEC. That application remained pending, however, for

two and a half years. In fact, the SEC is only now considering its merits.
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Meanwhile, from the moment the application was on file at the SEC, for FERC’s
purposes it was deemed to have been approved. The two agencies never communicated
with each other about the substance of the application. Instead, FERC’s practice was --
and still is -- to treat a company’s “good faith” application to the SEC alone as sufficient
for the company to qualify for this exception. Enron got the benefits of the QF status and

retains them to this day.

Mr. Chairman, imagine two outfielders, each hoping the other will claim a pop
ball, only to let it drop right between them. This is the net result of the regulatory black

hole between FERC and the SEC.

The second area in which FERC failed to adequately scrutinize Enron’s

activities was Enron Online.

In 1999, Enron Corporation played a lead role in a fundamental shift in the way
natural gas and electric power were traded in America, by creating Enron Online, an
Internet-based trading platform for natural gas and electric power. Online energy trading
became a significant portion of the energy trading market: in 2001, it was estimated to
account forrapproximately 38 percent of natural gas and 17 percent of electric power
marketed in the U.S. Until Enron’s bankruptcy, Enron Online was widely acknowledged’
to be the leading platform for such trading. Enron, in turn, lauded itself for its trading
capabilities and rapidly expanded the range of commodities it traded — from paper to

broadband communications capacity.
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The public policy implications of this fast-emerging energy trading method
interested FERC -- at least up to a point. In May 2001, FERC’s General Counsel initiated
a staff-level inquiry into the status of electronic trading in the electric power and natural
gas markets, in general, and the role played by Enron Online, in particular. FERC staff
were asked to evaluate Enron Online’s dominant position in electronic trading in the
energy industries and to determine whether that position might be exploited to manipulate
prices and otherwise contort the energy market. A report discussing these matters was

completed on August 16, 2001.

The report found that, unlike some online trading platforms which operate as
third-party, “many-to-many” exchanges matching willing buyers and sellers, Enron
Online appears to have operated as a proprietary extension of Enron’s trading units,
including entities regulated by FERC. In other words, in this so-called “one-to-many”
exchange, an Enron trader was a party, either as a buyer or seller, to every trade on Enron

}Online. Thefefore, only Enron would know valuable information about the actual
volumes and prices transacted on its trading platform -- and, of course, how the prices
charged in any particular transaction were set or how they compared to those charged in

other, similar transactions.
The report also observed that Enron Online simply served as a trading platform

for other Enron subsidiaries, shouldering no financial risk on its own. In other words, the

financial risk of all the trades conducted through Enron Online remained with these other

10
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subsidiaries and, since Enron’s traders were a party to every trade, this risk was
substantial. This also meant the solvency of Enron as 2 whole was important to the

viability of Enron Online and to Enron’s trading activity.

With that observation in mind, the report asked whether financial problems at
Enron would threaten the energy markets. The report answered the question in two ways.
First, it concluded that Enron did not have sufficient market share to disrupt the energy
market if it failed. As we describe in our memorandum, this conclusion was based on a
cursory analysis of the entire North American energy market rather than a more thorough
attempt to scrutinize individual regional markets -- which would have yielded 2 much
more complex and much more troubling picture. Second, the report concluded that, in
any event, the chance of Enron failing financially was remote. The report provided little

support for this conclusion, and has obviously been disproved over the last year.

Finally, the report found that Enron Online gave a competitive advantage to
Enron’s own trading units by reducing their transaction costs, giving them wider access
to the market, and providing them better market intelligence, but concluded that there
was no reasoﬁ for concern. This conclusion also appeared the result of wishful thinking;
there is nov{/ evidence, described in a recent FERC staff report, that Enron in fact likely
exploited this advantage to manipulate prices, particularly in California and the Western

markets.

1t
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In short, though the FERC report identified a number of areas that could have and
should have raised concerns with federal government’s lead energy regulator, it found no
reason for concern and no cause for action. Quite simply, FERC’s review was too
cursory, settled for incomplete answers, drew the wrong conclusions, and the agency
ultimately failed to follow up on the warning signs it did raise. These were critical

mistakes.

Another very troubling facet of the August 2001 report is that it was not
distributed to any of FERC’s commissioners prior to, or during, Enron’s collapse to
inform their decision-making with regard to this event, and it is unclear at what point any
of the information contained in the report may have been provided to the Commission.
Thus, a report that might have served as a warning wound up being little more than a

footnote in the story of Enron’s collapse.

Finally, FERC initially did not even bother to address a critical but unresolved
question -- namely, to what extent FERC and the Commodit'y Futures Trading
Commission, both of which have some regulatory responsibility for energy trading, had
jurisdiction over such electronic trading platforms. This was despite the fact that Enron
Online and éinﬁ]ar systems were at the time expected to become the dominant way in
which both electricity and natural gas were traded. A FERC legal memorandum
analyzing FERC’s jurisdiction over online trading, including Enron Online, was to have
been prepared in August 2001, That memorandum was not completed until July 2002 -

after Chairman Lieberman raised questions about it -- creating another regulatory black

12
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hole, and leaving any thorough scrutiny of Enron Online and other electronic trading

platforms to languish.

One final footnote about the 2001 Enron Online inquiry is that it also examined
the issue of how pricing information from Enron Online might distort published market
price indices, such as those reported by trade publications like Natural Gas Intelligence
and Gas Daily. The FERC staff report noted that such indices were comprised of
anecdotal, unconfirmed information and that information provided from a source such as
Enron Online could be subject to manipulation. At the time the staff was examining this
issue, the Commission was promulgating its order on refunds for the California market,
which included a methodology for determining baseline electricity generation costs tied
to these published prices indices. The concerns expressed by the Enron Online inquiry
staff concerning these indices were never communicated to the Camnissioners
considering the refund issue, nor was other relevant information compiled by the Office
of the Chief Accountant concerning electric generation costs in the California market.
The significance of these failures is highlighted by the FERC staff’s August 2002 report
on its ongoing Enron investigation which found that published price indices in the
California market were unreliable and may have been distorted or even manipulated by
data from Eﬁron Online. The 2002 report recommends that, as a result, the Commission

modify its California refund methodology.

13
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Mr. Chairman, our third area of review was Enron’s affiliated transactions.

Whenever a company conducts transactions among its own affiliates there may be cause
for concern about fair dealing. One concern is that where one affiliate has captive
ratepayers, a one-sided deal may impose financial burdens on those ratepayers. Another
concern is that one affiliate will treat another with favoritism at the expense of other

companies or in ways detrimental to the market as a whole.

Based on our review of the evidence, we have concluded that existing regulatory
rules and tools, in the hands of a passive FERC, proved inadequate to deter Enron, as the
company now appears to have engaged in a number of inappropriate interaffiliate

transactions.

Just one example are the loans two of Enron’s natural gas pipeline subsidiaries
obtained for their parent company in November 2001. As Enron struggled to avoid
bankruptcy, the company announced that JP Morgan Chase & Co. and Citigroup, Inc. had
committed to loan it a total of $1 billion. But the loans were actually made to two of
Enron’s FERC-regulated, interstate pipeline subsidiaries -- Northern Natural Gas
Company and Transwestern Pipeline Company -- and were secured by the assets of those
pipeline companies. The vast majority of these loan proceeds were subsequently
transferred to Enron in the form of unsecured loans from the pipelines to their parent
company. After Enron declared bankruptcy a few weeks later, it made no payments on
these loans, and the pipeline companies, which did not file for bankruptcy, were left to

pay off the entire amount of the obligations to the banks — a matter of concern because

14
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ordinarily such costs would be passed on to shippers who use the pipelines, and

ultimately to natural gas customers.

In this case and others, FERC is now investigating potential wrongdoing
concerning Enron’s interaffiliate transactions and seeking the strengthen some of the
relevant accounting rules. However, it is troubling that the agency failed to address the
broader policy question earlier. As key parts of the energy markets have been
deregulated under FERC’s watch and at FERC's urging, the issue of transactions among
a company'’s affiliates have taken on increased importance. Until Enron’s collapse,
however, FERC failed to adequately identify such transactions as significant problems
that warranted Commission action -- or where it did, as in the case of transactions
between marketing affiliates and traditional utilities, FERC’s regulations proved
inadequate. Thus, this turns out to be another area in which FERC did too little, too late.
The agency did not adequately anticipate problems in the market it was instrumental in

constructing.

The final area in which Committee staff reviewed FERC’s oversight of

Enron Corporation regards the company’s role in the California energy crisis,

As you will recall, severe energy shortages in California began in the spring of 2000,
about two years after the state’s energy deregulation plan was put into place. The state’s
investor-owned utilities blamed the crisis on power sellers and marketers who, they said,

were unfairly manipulating the system to gin up profits. The power marketers, on the

15
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other hand, claimed that flaws in the actual structure of the new California system were

the chief culprit for the crisis.

FERC, which as far back as 1998 had received reports from energy experts in
California raising concerns about the exercise of market power, began a staff
investigation into the causes of the California crisis in the summer of 2000. The
investigation reached what might be considered a curious conclusion: that power sellers
had the potential to manipulate the power market, but that there was no evidence to
indicate whether an individual company engaged in actual market abuse. The report
concluded that identifying individual cases of market abuse would require further

investigation.

Despite this initial report clearly articulating the potential for market abuse, it
would take a full 15 months -- until February 2002, after Enron had collapsed -- for
FERC to order a formal staff investigation into the market behavior of individual
companies. Even as FERC was avoiding the question of what individual companies were
doing, Enron itself initiated an internal investigation into its own trading practices in
California, in October 2000. That investigation would ultimately result in memoranda
asking some searching questions about a range of strategies that Enron traders used --
such as the so-called “Get Shorty,” “Death Star,” “Fat Boy,” and “Ricochet” trading
strategies -- and discussing the “sanction provisions of the California Independent System
Operator (‘ISO’) tariff.” Unfortunately, the company appears to have been more

concerned about its own behavior than the government’s lead regulator.

16
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As stated earlier, FERC itself would not begin to investigate these practices until
more than a year later, after Enron’s collapse. In August of 2002, that investigation
produced an interim report describing the manipulative trading practices that Enron’s
traders had allegedly engaged in. Those findings have further prompted three formal
FERC investigations into the behavior of individual companies, including Enron, in the

crisis.

More details about what FERC may have found had it been more vigilant were
revealed last month, when Timothy Belden -- who headed Enron’s Western trading desk -
- pled guilty to a charge of conspiracy to commit wire fraud, based on allegations that he
and others at Enron engaged in trading strategies designed to manipulate energy prices in

the California market from 1998 to 2001.

Of course, accountability is important. However, the majority Committee staff
believes that the tules and regulations of a federal agency such as FERC cannot
effectively deter unreasonable market action if the agency fails to hold market
participants accountable in the near term. It should not have taken Enron’s collapse to
finally trigger FERC’s investigation of the role of individual companies in the California

energy crisis.

17
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Conclusion

In conclusion, Mr. Chairman, all four stories convey the same message: The
Federal Energy Regulatory Commission was a poor match for Enron’s tireless efforts to
subvert the spirit - if not the letter - of the regulatory system. FERC’s failure cannot be
attributed simply to Enron’s aggressive public relations and lobbying campaigns or the
deviousness of its methods. In many cases, the Commission had specific and sufficient
information that should have raised suspicions about improper behavior on Enron’s part.
In other cases, FERC recognized potential problems, but through poor management,
internal communications disconnects, or sheer lack of will, never followed its suspicions

through to their logical ends.

Even after Enron declared bankruptcy, FERC dragged its feet and failed to step

into the breech, reinforcing a pattern of performing too little too late.

To be fair, FERC has taken some tentative steps to remedy an unacceptable state
of affairs such as creating a new office of market oversight and investigation. But simply
rearranging its bureaucracy is not the answer. FERC must work in concert with other
regulatory agencies; it must request and be given sufficient resources to monitor the
marketplace; and it must be cognizant of what goes on under its own roof. But most
importantly, FERC must completely reorient itself to a changed and increasingly complex
regulatory environment - an environment that FERC itself has fostered, but failed to

adapt to.
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Had FERC proven more aggressive on any one of the fronts I have described in
my testimony today, it might have unearthed Enron’s abuses sooner, perhaps mitigating
the company’s collapse, protecting consumers from untold hardships, and competitors
from Enron’s alleged market manipulations. Instead, through a striking lack of vigilance,
1 think it’s fair to say that FERC abdicated its core responsibilities as a federal regulator

of the energy markets.

I hope that the information I have presented today will inspire a higher standard

in the future.

Thank you. Ilook forward to your questions.
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SUPPLEMENTAL STATEMENT OF DAVID M. BERICK
December 19, 2002

At the hearing, Chairman Lieberman suggested that I re-examine documents referred to
by Senator Thompson concerning activities by the law firm of Wyatt, Tarrant & Combs on behalf
of Enron. .

In response to a question from Chairman Licberman and based on my then recollection of
the Wyatt firm’s documents that were submitted to the Committee by Enron, 1 said that the
contacts between the law firm and FERC referenced in the documents related to a contractual
dispute between Enron and the Tennessee Valley Authority (TVA). Senator Thompson
suggested the documents might suggest otherwise.

My subsequent re-examination of the documents indicates that, in addition to hiring it to
help resolve a dispute with the TVA, Enron also retained the Wyatt firm to provide “advice with
respect to the development of policy at the Department-of Energy (‘'DOE’) and the Federal
Energy Regulatory Commission (‘FERC’).” The bulk of the Wyatt firm material produced by
Enron involves issues related to TVA, which accounts for the answer I gave at the hearing.
There are also some materials that related to other matters, including material that refers to at
least two communications between Commissioner Breathitt and Wyatt lawyers in which the
California energy crisis appears to have been raised. As to the apparent communications
between the firm’s lawyers and FERC that are reflected in the Wyatt firm’s billing records
(including entries for meetings and phone calls between the firm’s lawyers and Commissioner
Breathitt that were charged to Enron), these records do not indicate the nature or substance of the
matters discussed. Consequently, it is not possible to tell from these records the subject to which
the communications related.

I also wish to clarify one additional point. Others at the hearing observed that FERC did
not regulate TVA and questioned whether there could be any reason for the law firm to
communicate with FERC or any FERC Commissioner about a TVA matter. While FERC does
not have jurisdiction over TVA itself, FERC does have jurisdiction over interstate wholesale
power marketing by Enron, including transactions Enron may have entered into with TVA !

! Indeed, Enron’s power marketing subsidiavry,’EPI\eﬂ, reported contracts that it had
entered into with TVA in the quarterly reports it regularly filed with FERC listing its various
power marketing contracts. One example of such a filing is attached.
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ENRON 208>

LOWIA ENERGY SOUITIONS

April 30, 1996

The Honorable Lois M, Cashelt
Secretary

Federal Energy Regulatory Commission
825 N. Capito} Street, Northwest
Washington, D.C. 20426

Dear Ms. Casheli:

Pursuant to the Commission’s letter-order issued December 2, 1993 in Docket No. ER94-24-080,

J

please find below a summary of activity for Enron Power Marketing, Inc. (EPMIY for the--

quarter ending March 31, 1996,

The following agreements were signed:

Consolidated Water Power Company 01/03/96 Evergreen
Oglethorpe Power Corporation 01/03/96 Evergreen
Wisconsin Public Service Corporation Q1/09/96 Evergreen
Utility Board of the City of Key West 01/10/96 Evergreen
North Carolina Electric Membership Corporation  01/24/96 Evergreen
Consumers Power Company and 01/25/96 Evergreen
The Detroit Edison Company

Lassen Municipat Utility District 02/01/96 Evergreen
Allegheny Power System 02/02/96 Evergreen
Hastings Utifities, City of Hastings 02/07/96 Evergreen
New York State Electric & Gas Cotporation 02/07/96 Evergreen
Long Island Lighting Company 02/08/96 Evergreen

The Cleveland Electric lHluminating Company 0213/96 Evergreen
Interstate Power Company Q2/16/96 Evergreen

B ville Power Administration 02/21/96 04/01/96-09/30/96
Colorado Springs Utilities 02/22/96 Evergreen

{City of Colorado Springs)
Cinergy Services, Inc, 03/01/96 Evergreen
Michigan South Central Power Agency 03/26/96 01/01/97
vuages,
g M T 5

605060350

1400 Smith Streat Houston TX 770027361 » PO Box 4428 Houston TX 77210-4428 « 713 853 7500
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The Honorable Lois M. Cashell
Page 2

Y07
The following contracts were received after the December 31, 1995 filing was suﬁnmégl'

SN
American Municipal Power-Ohio, Inc. 02/01/95 Evergreen T
The Consolidated Edison Company of 02/21/95 Evergreen

New York, Inc.
Dugquesne Light Company 02/22/95 Evergreen
Northeast utilities Service Company 03/10/95 Evergreen
Dairyland Power Cooperative 04/24/95 Evergreen
United Power Association ST TTOS/MTSS 05/01/96-10/31/2000
Catex Vitol Electric, LL.C. 06/20/95 Evergreen
Central Illinois Light Company 07/01/95 Evergreen
Kentucky Utilities Company 09/29/95 Evergreen
Pennsylvania Power & Light Company 10/09/95 Evergreen
San Diego Gas & Electric 10/16/95 Evergreen
American Electric Power Service Corporation 12/01/95 Evergreen
Tennessee Valley Authority 12/06/95 12/97-06/2006
Vermont Public Power Supply Authority 12/06/95 11/01/98

-10/31/2003

New York Power Pool 12/15/95 Evergreen
Bonneville Power Administration 12/18/95 04/01/96-09/30/98
BYNG Public Works Authority 12/18/95 Evergreen
Kaiser Aluminum & Chemical Corporation 12/22/95 04/01/96-03/31/98
Southern Illinois Power Co-Operative 12/28/95 Evergreen

These agreements set forth the terms and conditions that will govern transactions for wheeling,
exchanges, capacity or energy which parties may agree to enter into. At the time of entering into
such transactions the parties will establish price, quantity, delivery point(s), term, and the nature
of delivery and receipt obligations (e.g., firm or nonfirm). Exchanges are receipts of power or
deliveries of power with the agreement to return the power at some point in the future. The
effective date represents the date the contract is valid between EPMI and the counterparties.

In Morgan Stanley and other subsequent marketer cases, the Commission authorized power
marketers selling at market-based rates to report changes in status every three years in lieu of
filing changes on an ongoing basis. (Morgan Stanley Capital Group, Inc., 69 FERC 161, 175
(1994)). EPMI hereby notifies the Commission that it has elected the three-year reporting option
relating to changes in status. At the end of the reporting period, EPMI will inform the
Commission of any changes in status involving EPML
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The Honorable Lois M. Cashell
Page 3

The attached addenda shows the transactions entered into by EPMI during the quarter ended
March 31, 1996, If you have any questions or require any additional information feel free to
contact me (713} 853-7673 or Steve Kean (713) 853-1586.

Very truly yours,

s ]

Tathes D. Steffes
Manager, Regulatory Affairs

Attachment
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Testimony of
Pat Wood, I11
Chairman, Federal Energy Regulatory Commission
Before the Committee on Governmental Affairs
United States Senate
November 12, 2002

1. Introduction and Summary
Mr. Chairman and Members of the Committee:

Thank you for the opportunity to testify about the oversight of Enron
Corporation by the Federal Energy Regulatory Commission (FERC or the
Commission) and the lessons learned from Enron's financial collapse. Ibecame
Chairman of the FERC just over a year ago, in September 2001. Since that time, the
Commission has moved aggressively to respond to the lessons learned from both the
California crisis and the Enron crisis.

The Commission is pursuing a number of regulatory initiatives to establish the
market rules and regulatory framework necessary to ensure adequate incentives for
much-needed infrastructure, to support the most efficient wholesale competitive
marketplace, and to provide adequate market monitoring and market power mitigation
to protect customers. In addition, we recently have made organizational changes to
address the challenges ahead of us and we are currently in the process of overhauling
our regulatory approaches where necessary to assure a competitive marketplace that
protects customers against harm of market manipulation and other deceptive practices.
We are still learning lessons from the collapse of Enron and we will know more when
our ongoing investigations are completed. However, I can assure you that our
institutional commitment to remedy and prevent market abuses is now and will
continue to be an ongoing one, and that we intend to work with other federal agencies
to ensure that we regulate energy industries in a coordinated and effective manner so
that customers and investors are fully protected.

My testimony today will first briefly summarize the Commission's regulatory
authority and the Enron subsidiaries subject to our authority. [ will then describe the
significant issues involving Enron actions regulated by the Commission. Finally, I
will describe recent initiatives, both generic and in individual cases, that respond to
the lessons learned from both the California and Enron crises.
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II. FERC’s Regulation of Enron’s Subsidiaries
A,  Overview of FERC Jurisdiction

Under the Federal Power Act (FPA), the Commission has jurisdiction over
sales for resale of electric energy and transmission service provided by public utilities
in interstate commerce. The Commission has interpreted the FPA’s definition of
public utilities to include energy marketers as well as traditional vertically-integrated
electric utilities. The Commission must ensure that the rates, terms and conditions for
wholesale sales of energy and transmission services are just, reasonable and not
unduly discriminatory or preferential. FERC is also responsible for reviewing
proposed mergers, acquisitions and dispositions of jurisdictional facilities by public
utilities, and must approve such transactions if they are consistent with the public
interest. The Commission also has jurisdiction under the FPA over licensing of
hydroelectric projects and ongoing compliance with Commission licenses.

The FPA does not give the Commission direct jurisdiction over purely financial
transactions. The Commission has asserted jurisdiction over such transactions only
when they result in physical delivery of the energy which is the subject of the
financial contract, or when such transactions or contracts affect or relate to
jurisdictional services or rates (e.g., financial contracts affecting firm rights to
interstate transmission capacity or the pricing of such capacity).

Under the Public Utility Regulatory Policies Act (PURPA), the Commission
determines eligibility for the benefits provided under PURPA to Qualifying Facilities
(QFs). The general eligibility requirements for QFs, which are contained in the FPA,
include technical and operational criteria as well as ownership criteria.

The Commission also has jurisdiction over transportation and sales for resale of
natural gas. However, FERC jurisdiction over sales for resale is limited to domestic
gas sold by pipelines, local distribution companies, and their affiliates (including
energy marketers). Consistent with Congressional intent, the Commission does not
prescribe prices for these commodity sales.

Under these statutory authorizations, FERC'’s regulatory jurisdiction extends to
a number of Enron subsidiaries. However, the Commission does not regulate the
parent corporation, Enron Corporation, as it does not engage in activities which are
under FERC jurisdiction. Our authority with respect to Enron’s subsidiaries is
described below.
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B.  Energy Marketers
1. Enron’s Power Marketing Subsidiaries

A power marketer generally is an entity that takes title to electric energy and
engages in sales of electric energy, but that does not own or control physical
generating facilities. To sell wholesale electric energy at market-based rates, public
utilities, including power marketers, must file an application with the Commission.
The Commission grants the application if the power marketer adequately
demonstrates that it and its affiliates lack or have mitigated market power in the
relevant markets. FERC requires power marketers to submit quarterly reports of their
sales activities and to comply with certain restrictions for the protection of captive
customers against affiliate abuse.

The Commission generally waives certain regulations for power marketers with
market-based rate authorization. For example, these marketers do not need to submit
cost-of-service filings because the rates they charge are market-based. The
Commission also exempts power marketers from its accounting requirements, because
those requirements are designed to collect the information used in setting cost-based
rates. However, as announced last month in the Commission’s Final Rule on
Accounting and Reporting of Financial Instruments, Comprehensive Income,
Derivatives and Hedging Activities, the Commission is considering whether power
marketers should continue to receive these waivers.

The Enron-affiliated power marketers regulated by the Commission include:
Enron Power Marketing Inc., Enron Sandhill Limited Partnership, Milford Power
Limited Partnership, Enron Energy Services, Inc., and Enron Marketing Energy
Corporation. It is now clear that at least some of Enron’s power marketing activities
were inappropriate, and the Commission’s ongoing investigation of these activities is
discussed below.

2. Enron OnLine

Enron's Internet-based trading system, Enron OnLine, was the dominant
Internet-based platform for trading both physical energy (electricity and natural gas
products) and energy derivatives. Traditional exchanges, like the New York Stock
Exchange and NYMEX, determine price by matching the buy and sell orders of many
traders in a many-to-many trading format. In contrast, Enron OnLine used a one-to-
many trading format, where an Enron affiliate was always on one side of each energy
transaction, either as a seller or a buyer. In May 2001, the Commission staff initiated
an informal review into Enron OnLine and electronic trading in natural gas and

3
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electric energy markets. The Commission staff’s report was completed in August
2001, but never formally presented to the Commissioners. The report recommended
that FERC continuc to monitor Enron OnLine and clectronic trading of natural gas
and electric power, but determined that there was no reason for concern about Enron
OnLine at that time. At approximately the same time, the Commission staff
informally began to analyze whether the Commission could assert jurisdiction over
Enron OnLine. While the Commission had asserted jurisdiction over the physical
trades made through Enron OnLine, it had not determined whether it could assert
jurisdiction over non-physical trades and the trading platform itself. Enron OnLine
ceased operations around December 2, 2001, before the Commission staff completed
the legal analysis and the full Commission could consider the issue.

C.  Portland General Electric

In 1997, the Commission approved Enron’s acquisition of Portland General
Electric Co. (Portland General), a vertically-integrated utility involved in the
generation, purchase, transmission, distribution and sale of electricity, and the
operation of licensed hydroelectric projects in Oregon. Portland General’s retail rates
and practices are under the jurisdiction of the Oregon Public Utility Commission.
Portland General also sells energy to wholesale customers in the western United
States. The Commission subsequently approved Enron’s application to sell Portland
General. However, Enron has not yet sold Portland General.

D.  Gas Pipeline Subsidiaries

Enron owns or owned all or 50 percent of three major operating gas pipelines:
Transwestern Pipeline Company (Transwestern), Northern Natural Gas Company
(Northern Natural), and Florida Gas Transmission Company (Florida Gas).
Transwestern’s system can flow gas from the San Juan, Permian and Anadarko Basins
west to the California border and east to Texas intrastate pipeline markets. Northern
Natural’s system stretches from the Permian Basin to the Great Lakes in the Midwest.
Florida Gas delivers natural gas from Texas to Florida. .

These pipelines used Enron OnLine to receive bids for use of pipeline
capacity. While “advertised” by Enron OnLine, the capacity was sold solely by the
pipeline. The pipeline was the buyer’s counter-party on these sales. Since the
aperator of Enron OnLine was not selling pipeline capacity, it was not required to
seek prior Commission approval, nor was there any violation of Commission
regulations, as long as information requirements regarding capacity availability and
confidential shipper (buyer) data were followed. The “sharing” of information
between a pipeline and a marketing affiliate (here, potentially through Enron OnLine)
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is prohibited under FERC regulations. At this time, the Commission has no evidence
that confidential shipper information was improperly shared with Enron marketing
affiliates.

In November 2001, the Commission’s staff became concerned that unregulated
parent companies might be misusing the cash assets of their FERC-regulated energy
subsidiaries. FERC staff initiated audits of several regulated companies. On March 1,
2002, the Commission instituted a formal non-public investigation on these issues.
During the investigation, staff discovered that Enron had requested that two of its
pipeline affiliates at the time, Northern Natural and Transwestern, take out loans
totaling $1 billion. Enron (the parent corporation) took the $1 billion to hold offa
declaration of bankruptcy, but the pipelines remained liable for payment on the loans.
Subsequently, in August 2002, the Commission directed Northern Natural and
Transwestern to demonstrate why the costs and indebtedness associated with these
loans were not imprudently incurred and therefore unrecoverable from ratepayers. In
response, Northern Natural and Transwestern executed separate consent agreements,
which the Commission approved, whereby they would not include the costs associated
with the loan in any future rate proceedings before the Commission.

Also on August 1, 2002, the Commission issued proposed rules for
participation by FERC-regulated companies in similar arrangements for pooling cash
assets within a corporation, or “cash management programs.” The proposed rules
include specific documentation requirements and conditions precedent for
participation in cash management arrangements. The proposed rules are designed to
make such arrangements more transparent and to prevent the abuse of cash
management or money pool arrangements that could affect the financial health of
regulated entities. The Commission recently held a technical conference on the
proposed rules and comments are under consideration.

This past summer, FERC determined that Transwestern had used the
Commission's negotiated rate program to improperly charge excessive transportation
rates to deliver natural gas into California. On July 17, 2002, FERC ordered
Transwestern to return all revenues above its maximum tariff rates collected as part of
the affected transactions, plus interest, to all firm shippers on Transwestern’s system
at the time of the transactions, Further, the Commission prohibited Transwestern for
one year from entering into negotiated rate agreements based on index-to-index
differentials in natural gas spot market prices. On the same day, the Commission
initiated a notice of inquiry to examine whether its negotiated rate program
successfully safeguards against the abuse of market power by pipelines. The
Commission has received comments on this matter and the comments are under
consideration.
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E.  Enron’s Qualifying Facilities (QFs)

In 1997, Enron, through its subsidiaries, acquired several windfarms located in
California. These facilities had been certified by prior owners as qualifying facilities
(QFs) in 1987, 1990 and 1991. QFs are eligible for certain financial benefits and
regulatory exemptions under the Public Utility Regulatory Policies Act (PURPA), as
implemented by the Commission’s regulations, as long as they are no more than 50
percent owned by an electric utility or an electric utility holding company. Such
benefits inctude a mandatory obligation on the part of an electric utility to purchase
QF power at the electric utility’s avoided cost and exemption of the QF from certain
requirements of the FPA, the Public Utility Holding Company Act (PUHCA), and
state laws. The other owners of these QF's included electric utilities or electric utility
holding companies.

In 1997, Enron proposed to merge with Portland General Electric. This could
have caused the QFs to be owned more than 50 percent by electric utilities or electric
utility holding companies and, thus, resulted in the loss of QF status for the
windfarms. To avoid this result, Enron “sold” and transferred its interest in the QFs to
partncrships collectively known as RADR. In the 1997 applications submitted to
FERC for recertification of QF status, the RADR applicants represented that the QFs
would no longer be owned by Enron and thus still met the QF ownership
requirements. Based on the applicants’ representations, Commission staff determined
that the facts as presented met the criteria for QF status set forth in the Commission
regulations, and granted recertification of the windfarms as QFs.

In 2000, Enron filed an application with the SEC for an exemption under
certain sections of PUHCA so that it could qualify for unrestricted QF ownership.
Enron’s QFs then filed notices of self-certification with FERC asserting that Enron
had filed an application for PUHCA exemption with the SEC, and thus would again
qualify for QF ownership. Under PUHCA, Enron’s filing of this application entitled
it to the exemption until the SEC determines otherwise, so long as the filing was made
in “good faith.” Under FERC’s rules, this exemption meant that Enron was no longer
an electric utility holding company and could own part of these QFs without causing
them to lose QF status and the related benefits. Relying on the notices of self-
certification it had filed with the Commission, which in turn relicd on the application
for exemption from PUHCA filed with the SEC, an Enron affiliate “repurchased” the
facilities that had been previously “sold” to the RADR partnerships.

Recently, DOJ and SEC filed complaints against two Enron executives,
Andrew Fastow and Michael Kopper. The complaints allege, in part, that they
devised a scheme to allow Enron to maintain secret control over the QF windfarms
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while preserving QF benefits for the windfarms. The alleged Enron control of RADR
was far more extensive than had been represented to FERC. Last month, the SEC
ordered a hearing on Enron’s year-2000 application for exemption under PUHCA.

On October 24, 2002, the Commission issued an order initiating an investigation of
the QF status of the Enron-affiliated QFs for the period following Enron’s 1997 “sale”
of those QFs.

To put these facts in perspective, there have been nearly 9,000 filings (either
notices of self-certification or applications for Commission certification) from
facilities claiming QF status. Most of these filings were self-certifications, Only a
small percentage of the filings were contested applications for Commission
certification. Specifically, there have been fewer than 20 cases of a utility-purchaser
alleging that an existing facility no longer was satisfying the criteria for QF status.
Moreover, the Enron-affiliated QFs represent the first time there have been allegations
that QF filings were fraudulent.

HI. Price Manipulation by Enron or Others

In January 2002, in response to allegations that Enron may have used its market
position to distort electric and natural gas markets in the West, the Commission
initiated a fact-finding investigation into whether any entity, including any affiliate or
subsidiary of Enron Corp., had manipulated electric energy or natural gas prices in the
West since January 1, 2000. The investigation was formally announced on February
13, 2002. In conducting this investigation, FERC staff has coordinated closely with
staff from DOJ, SEC, the Commodities Futures Trading Commission (CFTC), and the
Department of Labor.

On August 13, 2002, Commission staff released an initial report of its
investigation. The report concludes that published indices of electricity and natural
gas prices in or near California during the recent crisis may not be sufficiently reliable
to be used in setting refunds for wholesale power buyers in California. Based on this
staff finding, the Commission requested comments on whether it should change the
method for determining the cost of natural gas in calculating the refunds for power
sales in California from October 2000 to June 2001, and if so, what method should be
used. The Commission recently received comments on this issue and the comments
are currently under consideration.

Also based on the staff report, the Commission initiated formal enforcement
proceedings under section 206 of the FPA regarding possible misconduct by three
corporate affiliates of Enron (Enron Power Marketing, Inc., Enron Capital and Trade
Resources Corporation, and Portland General), and two investor-owned utilities that
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did business with Enron (Avista Corporation and El Paso Electric Company). If these
investigations conclude that Commission orders or regulations were violated, possible
sanctions include loss of market-based rate sales anthority.

The Commission staff’s investigation continues. Staff, with the assistance of
its outside consultants, is conducting a comprehensive investigation of a variety of
factors and behaviors that may have influenced electric and natural gas prices in the
West during 2000-2001. The Commission staff’s final report will include:

. an explanation of Enron OnLine (EOL) operations and the role EOL
played in the energy markets;

. an analysis of sales data collected from information requests. Staff will
explain the results of the statistical analysis of such data, including
findings of how, and to what extent, forward prices directly correlate
with spot energy prices;

. an analysis of wash trades in electricity and natural gas markets in the
West;

. a discussion of staff's findings on allegations that Williams Co. had
attempted to manipulate natural gas markets in the West;

. an analysis of the relationship between physical and financial natural gas
and electric products;

. recommended standards and protocols for how to identify and deal with
possible physical withholding; and

. further analysis of the extent to which Enron’s trading strategies had an
effect on other products, such as long-term physical and financial
contracts.

The targeted date for completion of the Commission staff’s investigation is
January/February 2003. As soon as the investigation is complete, a thorough and
timely report will be submitted to Congress.
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IV. Lessons Learned

There are two equally important categories of actions the Commission has
taken, or is currently taking, to ensure that we avoid the type of crisis that occurred in
California and the West, and that resulted from the collapse of Enron. The first
category includes generic actions to ensure the right rules are in place to encourage
strong competition. The second category includes efforts to monitor markets more
vigilantly.

A. FERC Generic Initiatives

Since I became Chairman a year ago, the Commission has begun or continued
work on numerous efforts to improve the design, transparency and oversight of energy
markets. These efforts, aimed at ensuring that energy customers receive adequate
supplies of energy at reasonable prices, include the following:

e Notice of Proposed Rulemaking (NOPR) on Standard Market Design - On July
31, 2002, the Commission issued proposed rules on market design, including a
comprehensive plan for mitigating market power and market manipulation.
The proposed rules are intended to provide certainty to all market participants,
encourage new infrastructure investment, promote fair competition and prevent
a repeat of the mistakes made previously in California.

e Final Rule on Accounting - In October 2002, the Commission issued a final
rule directing public utilities, licensees, natural gas companies and oil pipelines
to report changes in the fair value of certain investment securities, derivatives
and hedging activities. The new rules will enhance the transparency of
financial information and facilitate a better understanding of the nature and
extent to which derivatives and hedging activities are used by regulated
comparies and the impact these transactions may have on the companies’
financial condition.

e Order No. 2001 — Improving market transparency requires detailed reporting
on transactions within the electric energy and natural gas markets.
Accordingly, in April 2002, the Commission revised its reporting requirements
to enhance public access to information filed by public utilities on their services
and sales. The new rules will allow more comprehensive and rigorous
monitoring of these activities by the Commission and the public.
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» NOPR on Standards of Conduct — In September 2001, the Commission
proposed to revise its restrictions on the relationships between regulated
transmission providers (such as Portland Gencral) and their encrgy affiliates.
The Commission proposed, for example, to broaden the definition of an
affiliate to include newer types of affiliates, including those operating trading
platforms (e.g., Enron OnLine).

¢ NOPR on Regulation of Cash Management Practices — In August 2002, the
Commission proposed requirements for participation in cash management
programs in order to prevent the abuse of such programs. Such abuse could
occur where cash from Commission-regulated subsidiaries is transferred o an
unregulated parent company and essentially no longer belongs to the regulated
subsidiary.

e Comprehensive review of information — In September 2001, Commission staff
began a comprehensive review of the information the Commission needs to
carry out its statutory obligation in the current and evolving electric energy and
natural gas markets.

* Notice of Inquiry on Negotiated Rates for Natural Gas Pipelines - On July 17,
2002, the Commission issued a notice of inquiry seeking comments on its
negotiated rate policy. This policy allows a pipeline to negotiate rates above
cost-based limits with its customers, so long as the pipeline continues to offer a
cost-based recourse rate as a safeguard against any exercise of market power.
The Commission has received comments, and the comments are under
consideration.

B. FERC Institutional Initiatives

The Commission’s strategic plan, adopted by the full Commission when I became
Chairman, encompasses three major areas of activity in overseeing the energy
industry, as described below. A copy of the Commission’s strategic plan for FY
2002-2007 is attached.

* Infrastructure — working with others to anticipate the need for new generation
and transmission facilities, determining the rules for cost recovery of new
energy infrastructure, encouraging the construction of new infrastructure, and
licensing or certificating hydroelectric facilities and natural gas pipelines;
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o Market rules — ensuring clear, fair market rules to govern wholesale
competition that benefits all participants, and assuring non-discriminatory
transmission access in the electric and natural gas industries;

» Market oversight and investigations — understanding markets and remedying
market rule violations and abuse of market power.

This third strategic goal reflects the Commission’s commitment to ensuring that
markets continue to work for customers. To meet this third goal, the Commission
created a new Office of Market Oversight and Investigations (OMOI).

1. Office of Market Oversight and Investigations

Following a nation-wide search, in April 2002, my colleagues and I appointed a
director to OMOIL. He began working to develop the new office’s mission and
functions, to identify needed workforce skills and experience, and to recruit and hire
appropriate talent for the new department. On August 12, 2002, OMO] became a
formal, functioning office within the Commission, reporting directly fo the
Commissioners.

OMOI encompasses two units that function independently but work closely
together. The Market Oversight and Assessment unit reviews developments in the
market on a real-time and longer-term basis, and spots irregularities. As problems
arise and are identified, OMOI’s Investigations and Enforcement unit brings swift,
decisive and effective enforcement. OMOI serves as an early warning system to alert
the Commission when market problems develop, such as the California energy crisis
or the collapse of Enron, and allows the Commission to intervene and correct the
problems more quickly.

OMOI has begun an aggressive program of outreach to a wide variety of
entities including: other federal, state and provincial regulatory agencies, state
consumer advocates, industry participants, academic institutions and think tanks,
financial institutions (such as ratings agencies), and Market Monitoring Units
{MMUs) at Regional Transmission Organizations and Independent System Operators.
The purpose of the outreach is to let these entities know that the Commission is
developing a clear market oversight capability and to obtain their input for how best to
develop that capability. Market monitors presented their evaluations of the ISO
regional electricity markets at a Commission Open Meeting in June 2002, and
participated in a Commission market monitoring technical conference on October 2,
2002.

11
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In June 2002, the General Accounting Office (GAO) issued a report entitled
“Energy Markets: Concerted Actions Needed by FERC to Confront Challenges That
Impede Effective Oversight.” The report found that the Commission faced key
challenges in overseeing energy markets with respect to: (1) changing the
Commission’s organizational structure to improve the effectiveness of the
Commission’s oversight program; (2) defining and implementing an effective
approach to overseeing competitive encrgy markets; and (3) addressing human capital
needs. In addition, the report found that new statutory authority and guidance from
Congress would enhance our ability to develop, regulate and oversee competitive
energy markets.

I generally agree with the GAO’s conclusions and believe the Commission is
moving aggressively to address the challenges. Importantly, we have given the
market oversight function the organizational structure, mission and resources it
needs. With the establishment of OMOI, the Commission is already implementing a
new approach to market oversight. At the heart of the Commission’s efforts to
analyze and assess energy markets lies a series of periodic reports to the Comrmission,
including a biweekly Surveillance Report and a semi-annual Seasonal Outlook. In
addition, OMOI is receiving appropriate human capital resources. We have budgeted
for 110 FTEs in FY 2003 and 120 FTEs in FY 2004. We have also budgeted
$500,000, and $1 million, respectively in coniract dollars to obtain additional
expertise.

2. Improved Coordination with Market Monitoring Units

The Commission has instituted measures to ensure market mitigation in the
future in all RTO markets. The Commission’s OMOI interfaces with the RTOs’ and
1SOs’ market monitoring units (MMUSs) and monitors markets to ensure that the
market rules are working. The Commission formalized a plan for interaction with the
MMUs during a public Commission meeting on June 26, 2002, when market monitors
from ISO New England, New York ISO, PIM Interconnection, the California ISO,
and the American Electric Power System presented their annual reports on the state of
the markets. We have arranged for quarterly meetings of OMOI and the MMU s to
discuss market performance and analytical issues. The MMUs will continue to report
directly to the Commission, as they did at the June 26, 2002 meeting. Additionally,
FERC now has staff stationed on-site at the California ISO, and is organizing regular
staff visits to the other ISO and RTO offices.

12
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3. Improved Coordination with Other Agencies

The Commission has worked extensively to improve its coordination with other
agencies, building on the relationships established over several years of quarterly
meetings between staff of the FERC, Department of Justice and Federal Trade
Commission. For example, on the same day that the Commission initiated its
investigation into potential market manipulation in the West, Commission staff met
with staff from the CFTC to establish the groundwork for cooperation, coordination,
and information-sharing. FERC and CFTC staff have jointly deposed or interviewed
over 100 individuals in the Western market investigation. The two agencies have also
jointly developed and shared discovery responses each has gathered from its
respective regulated entities. The Commission has entered into information-sharing
agreements with DOJ, SEC and CFTC with respect to the investigation, and these
agencies are also coordinated under the Deputy Attorney General for the broader
investigatory efforts of the President’s Corporate Fraud Task Force. And FERC legal
staff has coordinated with the CFTC regarding each agency’s respective jurisdiction
over energy market activities.

V.  Congress Should Expand FERC’s Penalty Authority

Congress could create stronger deterrents to anti-competitive behavior, market
manipulation, and other violations of the FPA and Natural Gas Act (NGA), by adding
or increasing civil and criminal penalty authority under those statutes. Currently, FPA
section 316A provides for civil penalties of up to $10,000 per day for violations of
limited sections of the FPA (Sections 211, 212, 213 and 214). These penalties could
be broadened to all sections of the FPA and increased significantly. The NGA
contains no provision to allow the Commission to impose civil penalties. The NGA
should be modified to give FERC this authority. As to criminal penalties, I support
increasing the penalty authority under the FPA and the NGA from the current $5,000
level to $1 million and increasing the potential prison term from two to five years.
For a criminal violation of the Commission's rules or orders under the FPA or NGA, 1
support increasing the penalty from $500 per day to $25,000 per day.

VI Conclusion

Since I became Chairman just over one year ago, the Commission has launched
bold new initiatives that incorporate the lessons learned from the California energy
crisis and the collapse of Enron. These initiatives will help to promote efficient
competitive markets, while protecting customers and investors from a recurrence of
the California and Enron crises. As always, I will be happy to provide further
information or answer any questions you may have.

13
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Attachment

Strategic Plan FY 2002 - 2007
Vision
Dependable, affordable energy through sustained competitive markets
Mission

The Federal Energy Regulatory Commission regulates and oversees energy industries in the
economic and environmental interest of the American public.

Goals and Objectives

Goal 1: Promote a Secure, High-Quality, Environmentally Responsible
Infrastructure through Consistent Policies.

Objective 1.1: Expedite Appropriate Infrastructure Development to Ensure
Sufficient Energy Supplies.

« Identify transmission and pipeline projects with high public interest benefits and
facilitate their speedy completion.

s Standardize interconnection of power generation plants of ail sizes and technologies.
Strengthen inter-agency coordination of hydropower licenses and gas pipeline
certificates to expedite processing, consistent with due process.

Objective 1.2: Provide Clarity of Cost Recovery to Infrastructure Investors.

« Establish a timely process to include prudently incurred expansion costs in
transmission and pipeline rates.

» Ensure that revenue levels and rate design for regulated company services suppart
long-term competitive markets.

» Welcome balanced innovative rate of return proposals that incent pro-competitive
behavior and publicly beneficial projects.

Objective 1.3: Address Landowner and Environmental Concerns,

« Encourage collaboration among affected parties and address stakeholder concerns
before the licensing/certification process.

» Incorporate reasonable environmental conditions into permits, licenses and
certificates and ensure compliance with conditions.

Objective 1.4: Promote Measures to Improve the Security and Safety of the Energy
Infrastructure.

» Work with other agencies and parties to identify and address security issues and
needs.
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s Support industry efforts to improve infrastructure security.

» Ensure strictest adherence to prudent dam safety practices.

+ Facilitate prompt recovery of prudently incurred security and safety expenses in
jurisdictional rates.

Goal 2: Foster Nationwide Competitive Energy Markets as a Substitute for
Traditional Regulation.

Objective 2,1: Advance Competitive Market Institutions Across the Entire Country.

« Complete firm establishment of regional transmission organizations with clear
responsibilities, independence and scope.

« Develop appropriate coordination with states to efficiently oversee regional power
markets.

¢ Encourage balanced, industry-led organizations to develop reliability and business
practice standards.

» Firmly establish transmission planning function on a regional basis, with a variety of
technology solutions to meet reliability, security and market needs.

« Provide regulatory certainty through clear market rules and case-specific decisions.

Objective 2.2: Establish Balanced, Self-Enforcing Market Rules,

« Link market-based rate authority to continued presence of balanced market
conditions. .

» Rely on international best practices to develop comprehensive market
protocols/rules.

« Establish robust programs for customer demand-side participation in energy
markets.

e« Encourage standardized business rules and practices to maximize market efficiency,
ease market entry and reduce transactions costs.

Goal 3: Protect Customers and Market Participants through Vigilant and Fair
Oversight of the Transitioning Energy Markets.

Objective 3.1: Promote Understanding of Energy Market Operations and
Technologies.

e Develop and maintain an expert market-operation oversight and investigation
capability.

» Keep abreast of industry and market trends and technological innovations to inform
and guide market oversight.

* Enhance the Commission's deliberations and public discussion by developing market
information and disseminating findings.

Objective 3.2: Assure Pro-Competitive Market Structure and Operations.
+ Assess market conditions and infrastructure adequacy using objective benchmarks.

» Integrate the Commission's market oversight and the work of market monitoring
units.
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« Identify and remedy problems with market structure and operations, and periodically
review market rules for consistency with long-term market development.
« Ensure that mergers and consolidations are consistent with pro-competitive goals.

Objective 3.3: Remedy Individual Market Participant Behavior as Needed to Ensure
Just and Reasonable Market Outcomes.

« Investigate market dysfunctions, exercises of market power and rule violations, and
remedy problems through Commission authority.

¢ Use expedited dispute resolution to accelerate processes and minimize customer
expense.

« Act swiftly on third-party complaints, using litigation before Administrative Law
Judges as needed to determine factual issues.

Goal 4: Strategically Manage Agency Resources.
Objective 4.1: Manage Human Capital to Fulfill the Strategic Plan.

o Apply workforce planning to help meet the challenges of new Commission
roles and changing workforce demographics.

o Get the job done flexibly and efficiently with the right mix of internal
workforce and contracted services from the private sector.

Objective 4.2: Manage Information Technology to Best Serve the Public and
Streamline Work Processes.

o Expedite interactions with customers through secure and efficient e-
government initiatives.

o Build effective electronic workload/time-management and case-processing
systems to enable getting the work done right and on time.

Objective 4.3: Clearly Communicate and Build Strong Partnerships with all
Stakeholders.

o Proactively reach out to groups affected by agency actions for advance input.
o Build strong partnerships with all stakeholders, especially with states.

Objective 4.4: Strategically Manage Financial and Logistical Resources.

o Integrate budget, business plan, and performance measurement to improve
performance and accountability.

o Generate accurate and timely financial information to support operating,
budget, and policy decisions,
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STATEMENT OF PROFESSOR PAUL L. JOSKOW!
BEFORE THE COMMITTEE ON GOVERNMENTAL AFFAIRS
UNITED STATES SENATE

Nevember 12, 2002

Mr. Chairman and Members of the Committee:

Thank you for giving me the opportunity to appear here today to discuss issues
associated with the restructuring of U.S. electricity industry and FERC’s role in guiding
tﬁe development of efficient competitive wholesale electricity markets. 1 last appeared
before this Committee on June 13, 2001 as a participant in a hearing that focused on
California’s electricity erisis, FERC’s responses to it, and more generally on the state of
restructuring and competition in the electric power industry.? T thought that it would be
most useful for me to update the comments and observations I made at that time in light
of 18 months of additional experience.

A lot has happened in 18 short months. The extraordinarily high wholesale
electricity market prices and power supply emergencies that plagued California and the
rest of the West during the second half of 2000 and the first several months of 2001
subsided by the summer of 2001 and these extraordinary conditions have not reappeared
since then. These changes in market performance followed several actions by federal and

state officials that constrained wholesale prices, increased supplies of and reduced the

! Elizabeth and James Killian Professor of Economics at the Massachusetts Institute of Technology (MIT)
and Director of the MIT Center for Energy and Environmental Policy Research. The views expressed here
are my own and do not necessarily reflect the views of MIT or any other organizations with which I am
affiliated. A CV with my educational background, affiliations and a list of my publications can be obtained
at http://fecon-www.mit.edu/faculty/pjoskow/index htm.

* Statement of Paul L. Joskow Before the Committee on Government Affairs of the United States Senate,
Tune 13, 2001 available at http://econ-www.mit.edu/faculty/pigskow/files/TOSKOWSENATEFINAL PDF.
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demand for electricity, along with favorable weather conditions and a significant
softening in natural gas prices. However, the impacts of the crisis continue to be felt.
Retail electricity prices have increased dramatically (on average) in California to cover
the costs of power supplies purchased during the crisis, while its two major utilities have
vet to regain investment grade credit ratings and one remains in bankruptcy. The future
structure and performance of California’s electricity industry remains uncertain.

In October 2001, Enron amnounced that it had to restate its earnings due to
accounting irregularities and within a few short months it was bankrupt. Earnings
restatements, additional accounting itregularities, sham round-trip energy transactions,
abusive self-dealing arrangements and evidence of efforts to manipulate market prices
during the California electricity crisis were subsequently revealed at Enron and other
energy trading and merchant generating companies. The financial rating agencies
downgraded the credit ratings of many energy firms to “junk” levels in response to new
information about the quality of reported earnings, falling profits and profit forecasts, and
a new understanding of the true risks associated with energy trading and investments in
merchant generating capacity. The share prices for many energy trading and merchant
generating companies tumbled and capital markets have largely closed to them. A
growing number of companies have withdrawn from energy trading or scaled back their
activities, wholesale market liquidity has declined and an enormous amount of new
generating capacity that was under construction, development or planned to come on line
over the next few years has been cancelled or indefinitely delayed. Investment in
transmission infrastructure has continued to stagnate and congestion problems continue to

grow,
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In response to these events, public and investor confidence in competitive
electricity markets has been shaken, and several states that had planned to introduce
restructuring, wholesale and retail competition initiatives have delayed or suspended
these programs. Numerous investigations by federal and state agencies have been
initiated, indictments and criminal convictions are growing.

The developments in electricity markets and regulation over the last 18 months
have inevitably become intertwined with revelations of broader corporate accounting,
financial reporting, and related abuses by several large companies, their senior
executives, their auditors, and their bankers both within and outside the electricity and
gas industries--- Enron, Worldcom, Tyco, etc. These revelations should remind us that
certain types of regulatory rules and effective regulatory oversight, as well as clear and
accurate disclosure of relevant accounting and financial information, are necessary for
market economies to work effectively for consumers and investors. Clearly, the system
of checks and balances that we have relied upon to police and mitigate such abuses failed
to work effectively in these cases. However, it has been my experience that the vast
majority of energy companies play by the rules, file accurate financial reports, have
diligent internal and external auditors, have Boards that provide effective oversight, care
about their customers and their communities, and run their businesses with high ethical
standards. As we learn from recent experience,' tighten regulatory rules and oversight,
and seek to restore the confidence of the general public and investors it is important to

keep this in mind.
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What have we learned over the past 18 months about the initiatives to create

competitive wholesale and retail electricity market in the United States? My list of

important lessons learned is as follows:

Creating well functioning competitive wholesale and retail electricity markets is a
significant technical and institutional challenge. It is easy to do it badly! We still
have much to learn about how to make these markets work well and we must
expect that there will be a process of (hopefully) continuing improvement.
Careful attention to the details of electricity market design, drawing on both U.S.
and international experience, and active involvement by federal and state
regulators in defining and implementing these details is very important.

Electricity’s unusual aftributes also create unusual opportunities to exercise
market power and to engage in behavior to raise market prices to supra-
competitive levels either unilaterally or through tacit coordination.

The creation of sound electricity market structures and good market rules can
reduce firms’ incentives and ability to exercise market power, withhold output,
violate market rules, and drive up market prices. It is important that the
restructuring process continue to create the necessary market structures and rules
to support effective competition and reduce incentives to engage in behavior that
harms consumers.

A well designed market and associated market rules, however, is not enough to
ensure that there will be no serious market abuses. An effective, credible and
professional market monitoring system must be in place to measure and evaluate
market performance, to identify actions necessary to improve market performance
where it is poor, to enforce the market rules, and to punish those who violate
them. These monitoring and enforcement systems should be insulated as much as
is reasonably possible from interest group politics. More public transparency and
more public disclosure of market and financial information are necessary in a
competitive electricity industry than a regulated electricity industry, just the
opposite of the trend that emerged during the recent past. The public, their
elected representatives, and investors have lost confidence in the credibility of
competitive electricity markets over the last 18 months. Unless the credibility of
the markets and market participants is restored, and efforts made to disclose more
information and analysis to the marketplace to facilitate the restoration of their
credibility, it is unlikely that there will be support for extending electricity
restructuring and competition initiatives to additional states.

At the same time, it is important to guard against unnecessary and ineffective
regulatory initiatives that undermine the behavior and performance of well
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functioning competitive markets. Hard competition is to be encouraged while
unfair competition, unreasonable levels of market power, and misleading or
fraudulent presentations of financial and market information are mitigated by
effective monitoring and appropriate sanctions. Finding the right balance
continues to be an important challenge. I believe that the best approach is (a) to
put good market designs and associated market rules in place at the outset, (b) to
monitor and enforce compliance with these market rules, (c) to monitor and
measure market performance on a continuing basis, (d) to identify sources of poor
market performance where it has been found, and (e) to implement mitigation
measures in response to poor market performance. Going forward, I would like to
see more emphasis on ongoing measurement of market performance and
responding quickly to serious performance failures before they do serious damage
and less emphasis on micromanagement of individual firm behavior and delayed
ex_post investigations of behavior after it has run its course and harmed
consumers.

Much more attention needs to be paid to the development of an active demand
side in wholesale and retail electricity markets that enables and encourages
consumers who can respond to short term swings in market prices to do so. In
most markets for goods and services consumers can and do protect themselves
from unreasonable prices by buying less. While demand response opportunities
for electricity may be less than for many other products, there is some underlying
demand elasticity, and allowing it to be revealed in wholesale markets will help to
improve market performance.

The retail competition programs in those states that have adopted them are not
working well for residential and small commercial customers. The deficiencies in
retail competition programs will have adverse effects on the performance of
wholesale markets as well. States need to bite the bullet on retail competition for
residential and small commercial customers. They should either do what is
necessary to make retail competition work well or abandon the effort and turn to a
wholesale competition model in which distribution companies take on the
obligation to serve smaller customers with appropriate compensation and
incentive regulatory mechanisms in place. A retail procurement/competition
framework that is characterized by both short-term contracts and little spot
demand response will enhance market power problems and may undermine timely
and efficient investment.

Electricity policy needs to pay more attention to longer-term investment issues.
About 100,000 Mw of new generating capacity has been completed in the U.S. in
the last two and one-half years, most of it merchant generating capacity. This
represents the primary success of the wholesale electric competition initiative to
date. Indeed, many regions now find themselves with excess generating capacity
and consumers are benefiting from lower wholesale prices that accompany it.
However, a large quantity of generating capacity under construction and
development has been cancelled or indefinitely delayed in the last 18 months.
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The pipeline of generating capacity under construction will soon be empty and it
will take years to refill it once projects begin to be planned and built once again.
Many of the cancellations and deferrals reflect a natural and healthy response to
changing supply and demand conditions. But some of them also reflect the
turmoil in the merchant generating sector and uncertainties about future federal
and state policies regarding market structure, market rules, market monitoring and
mitigation, supply obligations and compensation rules. We must anticipate that
significant additional investment in merchant generating capacity will not take
place until credit is restored to the sector (on both the supply and purchasing
sides), until uncertainties about market structure and market rules are resolved,
and until a sound stable framework for encouraging investment is established.
This framework must recognize that future investments in generating capacity
will involve higher financing costs and more risk management requirements than
was the case during the most recent building boom.

More broadly, we must adopt policies to support the future evolution to an
industry structure where merchant generators make most of their money by
building and operating power plants cheaply and reliably and selling most of their
output under longer term contracts to financial intermediaries and load serving
entities. We want to design the markets so that firms eam profits by being the
least cost suppliers, rather than by being good at engaging in behavior to increase
price spikes in the spot market.

Well functioning competitive power markets require a more robust transmission
systems than we had under with vertically integrated regulated monopolies. Yet
transmission investment continues to stagnate as congestion problems increase.
In some parts of the country, reliability problems are growing, not because there
is inadequate generating capacity in the region, but because there is inadequate
transmission capacity to deliver it where it is needed. More transmission
congestion increases local market power problems which in turn triggers the need
for more regulatory interventions which may simultaneously undermine
investment incentives. If we are not successful in adopting policies that stimulate
more investment in transmission capacity to support competitive electricity
markets we will face very serious electricity reliability and local market power
problems in many parts of the U.S. within a few years.

The absence of a coherent national policy governing electricity sector
restructuring, wholesale and retail competition, and effective market monitoring
and enforcement, supported by compatible federal legislation, is a serious
impediment to achieving good performance for the sector. Wholesale electricity
markets naturally span large regions of the country that encompass many states.
Decisions made in one state affect electricity prices, supplies, and reliability in
other states in the region. The conflicts between policies and perspectives about
the costs and benefits of electricity sector restructuring and competition among
the states substantially increases the difficulties FERC faces in enforcing its
responsibilities under the Federal Power Act. The lack of clear national policy
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mandates no doubt reflects the lack of consensus about the merits of industry
restructuring and competition and how best to get from here to there. However, at
the very least, FERC and the states must have a constructive cooperative working
relationship that reflects a common set of performance goals. Moreover, at least
in the Northeast, there is a broad commitment to wholesale and retail competition
and a reasonable amount of agreement about how to move forward with it. It is
important that controversies elsewhere in the country not slow down the efforts by
the states, market participants, and [SOs in the Northeast to continue to make
constructive reforms.

Let me now turn to a brief assessment of how FERC has responded to the lessons
learned over the last 18 months. In my June 13, 2001 testimony I was critical of FERC’s
responses to the California electricity crisis:

“It should not have taken FERC so long to evaluate the performance of
California’s markets when they exploded during summer 2000...”

“I was especially disappointed by FERC’s response to abundant evidence that
market power problems were exacerbating an already bad situation caused by
rising natural gas prices, reduced imports of power, higher demand and rising
prices for NOx emissions permits.”

“There is a very basic problem here. FERC does not appear to have a clear
definition of market power, has not identified the empirical indicia it will use to
measure the presence and extent of market power, does not routinely collect or
analyze the data necessary to draw conclusions about market power, has not
defined how much market power is too much market power to satisfy its
obligations to ensure that wholesale electricity prices are just and reasonable, and
it does not appear to have a well developed set of mitigation measures that it can
choose from if it indeed finds that there is a significant market power problem.
This is not a prescription for success in the identification of and effective response
to serious market power problems.”

“By delaying its analysis of the problem, by failing to specify a clear definition of
market power, by failing to specify or apply clear numerical criteria for evaluating
market performance generally, and by ignoring constructive comprehensive
proposals for mitigation, FERC did not in my opinion properly fulfill its
responsibilities to respond to the California’s market meltdown adequately or ina
timely fashion.”

31 also indicated that “It is not my intention to place all of the blame on FERC for prolonging or
exacerbating the crisis. There is plenty of blame to go around and policy makers have spent too much time
looking for parties to blame and too little time fixing the problems. The CPUC’s slow reaction to the
problems, its failure to increase retail prices, the ensuing utility credit problems, and the legitimate
reluctance of suppliers to supply without some assurance of getting paid certainly worsened the underlying
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“If FERC is successfully to perform on its obligations it will have to change as
well. FERC needs to become an agency with the human resources, organizational
structure, administrative procedures and leadership that allows it to play an active
constructive role in guiding resolution of wholesale market design issues, to be
actively involved in ongoing monitoring of market performance, to develop and
effectively apply objective market performance indicia, and to act quickly and
cooperatively with the relevant state agencies, Independent System Operators,

Regional Transmission Organizations, and market participants to fix serious

market performance problems quickly once they have been diagnosed. FERC

must also play a more active role in creating new organizational structures and
regulatory institutions to govern the nation’s currently balkanized transmission
system.” ‘

1 believe that FERC has made a lot of progress in the last 18 months under
Chairman Patrick Wood’s leadership and has responded positively to the criticisms that [
made in mid-2001. While T do not necessarily agree with everything FERC has done or
proposes to do, [ am generally pleased with the tone that has now been set at the top, the
institutions that have been created to monitor electricity and gas markets, and with the
electricity market reform initiatives that have been undertaken. The Chairman and the
other FERC Commissioners have repeatedly made it clear to market participants that they
are committed to creating well functioning competitive wholesale markets and that they
will not tolerate efforts to manipulate market prices, violate market rules, engage in fraud,
and other market abuses. The FERC Commissioners now appear to recognize that
market power, price manipulation and fraud are real potential problems in electricity and
gas markets, that serious market aberrations require serious investigation, that if a careful

and professional investigation results in evidence of abuse, penalties will be assessed

where appropriate, and that FERC must play a central role in responsibly monitoring

wholesale market problems. The failure of FERC and the CPUC to find 2 way to work together
constructively to find practical solutions in the early Fall of 2000 made the crisis much worse than
necessary.”
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markets and responding quickly to serious problems in order to restore credibility to
wholesale electricity markets and to improve their performance.

In April, 2002 FERC‘ created a new Office of Market Oversight and
Investigations. The new Office is to “ ... help the Commission improve its understanding
of energy market operations and ensure vigilant and fair oversight of those areas under
Commission jurisdiction. The Office of Market Oversight and Investigations will
oversee and assess the operations of the nation's gas, oil pipeline, and electricity markets.
Its functions will include understanding energy markets and risk management, measuring
market performance, investigating compliance violations, and analyzing market data.
The office will be made up of a multi-disciplinary team of economists, engineers,
attorneys, auditors, data management specialists, financial analysts, regulatory policy
analysts, energy analysts, and support staff.”*

I have been arguing for some time that there was the need for an office of this
type to be created within FERC. Iam very pleased that an office with a professional staff
dedicated to measuring market performance, market monitoring and investigation has
now been created. There is still much work to be done in defining how market
performance will be measured, what criteria will be used for monitoring market behavior,
and what mitigation measures will be proposed and how they will be received by the
Commission. However, the Office seems to be off to a good start, is reaching out to

others with experience with these issues for suggestions for how it can best do its work, >

4 http://www.ferc.fed us/about/offices/offices/omoi/omoi.htm

* I participated in the Technical Conference on market monitoring issues held by FERC Staff on October 2,
2002. http://www.ferc.fed.us/Electric/RTO/Mrkt-Stret-comments/nopr/RMO1-120moi-09-20-02.pdf. The
Staff received a range of views regarding methods and metrics for measuring market structure, performance
and participant behavior.




155

10

and improving coordination with market monitoring units in the three ISOs in the
Northeast and the California ISO.

The Commission has also launched a number of investigations growing out of the
California electricity crisis. In February, 2002 FERC initiated an investigation of gas and
electricity markets in the West prior to and during the explosion in electricity and natural
gas prices that accompanied the California electricity crisis, largely stimulated by
revelations about Enron’s behavior.® The investigation has been broad, aggressive and
has sought help by outside experts to assist with it.” It is being coordinated with other
agencies, including the Department of Justice, the SEC and the CFTC. An interim Staff
report was issued in August 2002 which found evidence of violations by Enron and
possibly other market participants of the letter or the spirit of market rules, resulting in
higher electricity prices, along with actions aimed at inflating prices and trading volumes
for natural gas and electricity reported to and by trade publications® (The efforts to
inflate prices reported to trade publications would only have made sense if this behavior
in turn led to higher actual prices in spot or forward markets, though the FERC Staff has
made no finding yet on these effects.) Indeed, perhaps for the first time, the Staff
concluded that certain behavior represented the exercise of market power and not just the
result of flawed or inconsistent market rules.” A number of other investigations and

litigated cases are ongoing, including the California refund cases, the El Paso Pipeline

¢ http://www.ferc.fed. us/electric/bulkpower/pa02-2/02-13-02 pdf .

7 http:/fwww. ferc. fod us/electric/bulkpower/pa02-2/pa02-2 him .

? Staff Report, ibid. at page 94; “This behavior (raising prices and the last minute where buyers are unable
or incapable of saying no) was not legitimate arbitrage, but was an exercise of market power.”
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investigation,'® abusive self-dealing transactions between Enron’s regulated and
unregulated affiliates.

Ultimately, FERC’s effectiveness and credibility as both a market facilitator and a
complementary market monitor will depend on its ability to establish rules that increase
market and regulatory transparency, to complete ongoing investigations in a way that
demonstrates that it will carefully, completely and professionally evaluate the evidence,
assess penalties if serious abuses are found, exonerate market participants under
investigation if they are not, and complete the investigations as quickly as is reasonably
possible.

In Order No. 2001 (April, 2002), FERC established rules that require detailed
reporting on transactions within the electric energy and natural gas markets. These new
rules should increase market transparency and facilitate more effective monitoring of
these markets by FERC and the public.

Finally, on July 31, 2002, FERC issued its Notice of Proposed Rulemaking on
Standard Market Design and Structure (SMD)."' This is a sweeping rulemaking that
attempts to deal with many of the problems with wholesale markets that have been
identified, including effects to respond to many of the “lessons learned” discussed earlier
in my testimony. I recognize that many of the proposals in the SMD are controversial.
And while I agree with many of them, I also believe that there are several aspects of the

SMD NOPR that need significant improvement and revision. Nevertheless, this is a

' hitp://www.fere fed.us/electric/butkpower/RP00-241-006-09-23-02.pdf .

" hitp.//www.ferc fed.us/Electric/RTO/Mrkt-Stret-comments/discussion_paper.hitm .



157

12

serious, even courageous effort by FERC to facilitate wholesale market competition and
improve market performance. Market monitoring and mitigation proposals are fully
integrated into the SMD and the potential for exercising market power and the need to
mitigate it has influenced important aspects of the proposals.

FERC has wisely extended the time period for filing comments on the SMD
NOPR and has initiated various outreach efforts to better explain certain aspects of the
SMD proposals and to receive advice from interested parties about problems with the
SMD and potential improvements to its proposals.”> Because there are wide variations
among states and regions in how deeply they have embraced FERC’s vision of wholesale
and. retail electricity competition, and how far they have moved down the restructuring
path, it is likely that the SMD’s basic principles for wholesale market structure will have
to be adapted to better match these regional differences. The alternative appears to be
political gridlock and substantial delays. As I have already noted, it would be
unfortunate, for example, if the controversies over the SMD, slowed down reforms taking
place in the Northeast where most of the states have embraced FERC’s vision for
wholesale and retail electricity competition and where the better features of the SMD are
already being implemented.

Overall, I believe that FERC is doing a much better job today as both a market
facilitator and a market monitor than it was doing at the height of the California
electricity crisis. The Commission’s efforts to facilitate fair competition in wholesale
power markets, to improve market performance and to identify and mitigate market

abuses deserve your support. One does not have to agree with all of FERC’s decisions

12 hitp://www.ferc. fed. us/Electric/RTO/Mrkt-Stret-comments/discussion paper.htm. As of October 20,
2002.
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and policy proposals to recognize that this is an agency whose leadership now recognizes
that a credible market monitoring and enforcement program is an important part of its job
and that it is necessary for facilitating the development of competitive electricity markets
" that work well. However, institutional cultures can take 4 long time to change, and only
time will tell whether this view at the top has been fully institutionalized within the

agency.
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Chairman Leiberman and Members of the Committee, T am pleased to subrmit this written
statement on the lessons that should be learned about regulating energy markets from the California
electricity crisis and the Enron bankruptcy and how these lessons should change way the Federal
Energy Regulatory Commission (FERC) carries out its statutory mandate to set just and reasonable
wholesale prices for electricity.! This issueis particularly timely given the current state of electricity
re-structuring in the United States, and the recent Notice of Proposed Rulemaking (NOPR) issued
by FERC outlining a standard market design (SMD). It is essential that the right lessons be learned
from these two regulatory failures before FERC issues it final order on standard market design.
Otherwise, it is very likely that these standard market rules will introduce market design flaws that
can enhance the ability of market participants to exercise significant unilateral market power, and
therefore increase the likelihood of future regulatory failures like the California electricity crisis and
the Enron bankruptcy.

My testimony proceeds as follows. First, I will provide a diagnosis of the causes of the
California electricity crisis. This is followed by a discussion of the actions taken at the state and
federal level to end this crisis and their impact on the performance of the California electricity
market. I then will describe the state and federal actions that ultimately ended the crisis. This is
followed by a discussion of what I believe are the major lessons for electricity market design to be
learned from the California crisis and the Enron bankruptcy. My testimony concludes with a
recommendations for how FERC should change the way it carries out it statutory mandate to set just

and reasonable wholesale prices as a result of these lessons learned. In this discussion, I describe

' am a Professor of Economics at Stanford University, Since April 1, 1998, I have been the Chairman of the
Market Surveillance Committee (MSC) for the Independent System Operator (ISO) of California electricity industry.
The MSC is an independent committee that monitors the performance of the California market and the California 1SO for
the Federal Energy Regulatory C« ission. A di ion of my academic research and the role of the MSC in the
California eleciricity market is given the end of my testimony. This is followed by a listing of the reports prepared by the
MSC that have been submitted to the Federal Energy Regulatory Commission since the start of the California market.
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a worst-case scenario for how another California electricity crisis could occur if these

recommendations are not followed.

Diagnosing the California Electricity Crisis

At the outset, T would like to emphasize that the California electricity crisis was not a market
failure, a but a regulatory failure. As has been shown in recent research that [ have carried out with
Severin Borenstein and James Bushnell of the University of California, the relationship between the
underlying market fundamentals and the level market power exercised in the California electricity
market was not appréciably different between the summer of 2000 and the surnmers of 1998 and
1999.% Asis becoming increasingly clear as more information becomes publicly available about the
behavior of market participants in the California market during the period May 2000 to June 2001,
there was never a shortage of generation capacity to serve consumers in California and the rest of
the West. Instead, the observed scarcity electricity of during the crisis period was caused by market
participants creating an artificial shortage of electricity that would enable them to sell the electricity
they did provide at substantially higher prices. A number of independent studies by the California
1S0’s Department of Market Analysis, the California Public Utilities Commissions and several
academic studies using publicly available data have documented this withholding behavior by
generation unit owners during the crisis period.> This artificial scarcity during the crisis period also
allowed suppliers to charge substantially higher prices for any electricity delivered under any
forward financial contract with a delivery date in the future less than the time necessary bring a
substantial amount of new generating capacity on-line to serve California. Operationally, thismeant
that any forward financial contract signed during the period January 2001 and May 2001 that
delivers any electricity during the period June 2001 to December 2003 would reflect the level of

2Borenstcin, Severin, Bushnell, James, and Wolak, Frank. (2002) “Measuring Market Inefficiencies in
California’s Restructured Wholesale Electricity Market,” available from hitp:/fwww.stanford.edu/~wolak.

3Joskow, Paul and Kahn, Ed, (2002) “A Quantitative Analysis of Pricing Behavior in California’s Wholesale
Electricity Market During the Summer of 2000: The Final Word,” available at http://econ-www.mit.edu/faculty/pjoskow,
is the most widely cited study using publicly available data. The ISO’s Department of Market Analysis produced a
number of reports using confidential data quantifying the extent of withholding behavior among the large California
market participants. The California Public Utilities Commission recently released a study of withholding behavior during
the period January 2001 to May 2001 by the large California market participants available at http://www.cpuc.ca.gov
/published/Graphics/19417 PDF.



161

market power that suppliers expected {at the time they signed the contract) to exist in the spot
electricity market at the delivery date.

Market participants did not need to coordinate their behavior to create this artificial shortage
of electricity that allowed them to set extremely high electricity prices during the period May 2000
to June 2001. Because of water availability for hydroelectric production in the Pacific Northwest
during the summer of 2000, market participants found this behavior unilaterally profit-maximizing
given the actions of other suppliers in the West. Evidence of this significant decline in import
availability is that the average hourly quantity of imports into California during the latter part of the
summer of 2000 was roughly half the average hourly value of imports during the same time period
in 1999, despite average electricity prices in during the latter part of the summer of 2000 more than
5 times higher than average prices during the latter part of the summer of 1999. To understand the
importance of import availability to performance of the California market, it is important to recall
that, historically, California has obtained roughly one-quarter of its electricity needs from imporis.

Owners of fossil-fuel generation facilities serving the California market recognized that
higher profits were possible by pursuing a strategy of withholding capacity from the market either
by refusing to offer their units to the market, declaring their units unavailable to operate, or by
bidding prices vastly in excess of the average variable cost of supplying electricity from their
generation units. This withholding behavior by fossil-fuel generation owners during the period May
2000 to June 2001 is documented in the studies referred to earlier in my testimony. Further evidence
consistent with this withholding behavior is the unprecedented quantity of generation capacity
unavailable to serve California during the period June 2000 to June 2001. For example, during the
seven-month period November 1, 2000 to May 31, 2001, the average daily quantity of generation
capacity forced or scheduled off-line in California was in excess of 10,000 megawatts (MW).* This
figure is slightly less than one-quarter of the total amount of generating capacity in California.

The combination of low import availability and extraordinary high levels of generation
capacity off-line in California allowed in-state suppliers to bid the capacity they did make available
at extremely high prices and still have their bids accepted. Because the vast majority of imports

from the Pacific Northwest are from hydroelectric facilities, the quantity of imports of available to

“The California Energy Comnission compiles summary statistics on the average daily amount of capacity off-
1ine on a monthly basis at htip://www.energy.ca.gov/electricity/monthly_oft line.html.
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California was not likely to change until water conditions in Pacific Northwest improved. Water
levels in Pacific Northwest during the last quarter of 2000 and first quarter of 2001 were extremely
low and forecast to be as low or lower during the spring and summer of 2001. Consequently, it was
reasonable for suppliers to expect that their withholding strategy would be extremely profitable
through, at least, the autumn of 2001, because of forecast low water levels (and import availability)
in the Pacific Northwest during this time period.

Further evidence that the California electricity crisis was due to an artificial scarcity of
electricity is that all of the blackouts of firm electricity customers ocenrred during the months of
January, March and May of 2001, when the daily peak demand for electricity was no greater than
34,000 MW. However, I would like to stress that the California ISO was able serve demand peaks
above 43,000 MW during the summer of 2000 and demand peaks above 41,000 MW during the
summer of 2001 without curtailing firm electricity customers. Rolling blackouts during these
months, the high-consumption period of the annual demand cycle in California, would be consistent
with a true shortage of generating capacity. In contrast, rolling blackouts during January and March,
the low-consumption period of the annual demand cycle, and early May, a time of comparatively
low demand, casts considerable doubt on the existence of a true scarcity of generating capacity to
serve California.

While the above description of events in the California market might give the impression
that suppliers engaged in illegal behavior to raise electricity prices during crisis period, I would like
to emphasize that explicit coordination among suppliers was not necessary. Clearly, coordinated
behavior among California participants would have made it easier to create this artificial scarcity,
but, the technology of producing and distributing electricity and how it is priced to final consumers,
combined with certain market conditions can result in the unilateral profit-maximizing responses
of suppliers to these system conditions setting prices vastly in excess of competitive levels.
Specifically, the availability imports to California during the crisis period and the very small
quantity of forward contract coverage between California suppliers and the three large load-serving
entities (LSEs) in California~Pacific Gas and Electric (PG&E), Southern California Edison (SCE)
and San Diego Gas and Electric (SDG&E)-combined with the unilateral profit-maximizing actions
of these suppliers to raise average energy prices over the period May 2000 to June 2001 to more than
five times average prices over the period April 1, 1998 (the start of the California wholesale market)
until April 30, 2000.
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Fundamental Enabler of Supplier Market Power in California

I will now describe the primary factor that allowed suppliers serving the California market
to raise prices vastly in excess of competitive levels during the period May 2000 to June 2001.
Different from any other wholesale electricity market operating in the US or any other country in
the world, when California sold off approximately 18,000 MW of fossil-fuel generation capacity
owned by PG&E, SCE, and SDG&E to Duke, Dynegy, Reliant, AES, and Mirant, the five new
entrants to the California market, it was done without an accompanying provision that the new
owners agree to sell back to these three firms at fixed-price a large fraction of the expected annual
output from these units in long-term contract with a duration of at least 5 years. These mandatory
buy-back forward contracts sold along with the generation units are typically called “vesting
contracts.” A vesting contract on a 500 MW unit might require the new owner to sell an average
of 400 MWh each hour back to the load-serving entity that sold the generation asset at a price set
by the regulator (before the asset is sold) for a period of at least 5 years. There are number
modifications to this basic vesting contract structure, but the crucial feature of these forward
contracts is that they obligates the new owner to sell fixed quantity of energy each year at a fixed
price to the (LSE) affiliate of the former owner.

This forward contract sets up an extremely powerful incentive for the new owner to produce
at least the contract quantity from its unit each hour of the day. The new owner must purchase any
energy necessary to meet its forward contract obligations that it does not supply from its own units
at the spot market price and sell it at the previously agreed upon fixed price. Consequently, the
supplier only has an incentive to bid to raise the market price if it is assured that it will produce at
least its forward contract obligations from its own units. However, this supplier cannot be assured
of producing its forward contract obligation unless its bids for this quantity of energy are low
enough to be accepted by the ISO. Ifeach supplier knows that other suppliers have vesting contracts
and are eager to supply at least their forward contract obligations from their own units, then all
suppliers will have strong incentives to bid very close to their marginal cost of production for their
forward contract obligation. This aggressive bidding brought about by the desire of suppliers to
cover their forward contract positions will set market prices very close to competitive levels in all
but the highest demand periods when at least one supplier is confident that it will be needed by the
ISO to produce more energy than its forward contract quantity regardless of how high it bids.
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In contrast, if suppliers have little or no forward contract obligations, their incentive to bid
substantially in excess of the marginal cost supplying electricity from their units can be much
greater. That is because they will earn the market-clearing price on all of electricity they produce.
Because these suppliers have no forward contract obligations to meet, they are net suppliers of
electricity with the first MWh of electricity they produce. To understand this dramatic change in
the incentive to raise prices caused by having no forward contract obligations, consider the 500 MW
unit described earlier. Suppose this supplier actually produces 450 MWh of energy. Inaworld with
vesting contracts, if it manages to raise market prices by $1/MWh, this will increase its revenues by
the difference of 450 MWh (the amount energy it actually produces) and 400 MWh (the amount of
its forward contract obligation), times $1/MWh or $50. In contrast, in a world with no forward
contract obligation, if this firm manages to increase the market price by $1/MWh is earns an
additional $450 in revenues, because it is paid this price for all of its sales. In this simple example,
the lack of any forward contract obligation for the suppliers has resulted in a 9 times greater
incentive to raise market prices by $1/MWHh, than would be case if the firm had the forward contract
obligation to supply 400 MWh. Extending this example to the case of suppliers that own a portfolio
of generation units, one can immediately see the tremendous increase in the incentive bid in excess
of marginal costs during certain system conditions caused by the lack of vesting contracts. The five
new entrants to the California market had very limited forward contract commitments to the three
large load serving entities in California.” Consequently, any increase in the market price could be
earned on virtually all of the energy produced by these suppliers.

This same incentive for suppliers to raise spot prices in the eastern ISO is limited to extreme
demand conditions, because all of the large load-serving entities in these markets either own
sufficient generation capacity to meet virtually all of their final demand obligations or have vesting
contracts with the new owners of their units for substantial fraction of the expected output of these
units. Consequently, the exercise of significant market power only occurs during very high demand

conditions.® Although it is difficult to get precise estimates of extend that final demand is covered

5The California Power Exchange ran a “block forwards™ long-term finaneial contract market, and some of the
California LSEs had purchased a limited amount of long-term financial contract coverage from this market.

“James Bushnell and Celeste Saravia. "An Empirical Assessment of the Competitiveness of the New England

Electricity Market" (May 2002, available from http://www.ucei.betkeley.eduw/ucel/PDF/csemwp101.pdf ) shows that
significant market power exists during high demand conditions in the New England and PJM electricity markets.
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by forward coniracts, estimates for the PIM, New York and New England Markets suggest thatmore
than 90 percent of annual demand is covered by forward financial obligations either in the form of
generation ownership or forward financial contracts . In California during the period May 2000 to
June 2001, this figure was close to 40%, which is the approximate average percentage of the total
demand of the three large investor-owned utilities that could be met from their own generation units.
As noted above, the five new entrants—Duke, Dynegy, Reliant, AES and Mirant-had very limited
forward contract obligations to supply to these three large LSEs.

The very limited forward contract obligations to the three LSEs by the five new fossil-fuel
capacity entrants combined with low import availability during the second half of 2000 created an
environment where the unilateral profit-maximizing bidding behavior of these suppliers resulted in
prices vastly in excess of competitive levels. If California had forward contract coverage for final
demand at the same levels relative to annual demand as is the case in the eastern ISOs, I do not
believe that California suppliers would have found it unilaterally profit-maximizing to withheld
capacity to create the artificial scarcity that allowed them to raise market prices dramaticafly.
Moreover, even if they had been able to raise market prices, California consumers would have only
had to pay these extremely high prices for less than 10 percent of their consumption rather than for
close to 60 percent of their consumption.

The lack of forward contract obligations to final load in California created an additional harm
to California relative to other states in the west that used the spot market for less than 5% percent
of their electricity needs. The substantially larger spot market share in California meant that the
same $/MWh electricity price increase resulted in wholesale energy payments increases in California
that were more than10 to 12 times higher than the wholesale energy payments increases in the rest

of the western US.
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Regulatory Dispute that Led to California Crisis

The California electricity crisis was the direct result of the conflict between the Federal
Energy Regulatory Commission and the state of California over the appropriate regulatory response
to the extremely high wholesale electricity prices in California during the summer and autumn of
2000. The state of California argued that wholesale electricity prices during the summer and autumn
of 2000 were unjust and unreasonable and it was therefore illegal under the Federal Power Act of
1935 for California consumers to pay these wholesale prices. However, not until it issued a
preliminary order on November 1, 2000 did FERC first state that wholesale prices in California were
unjust and unreasonable and reflected the exercise of significant market power by suppliers to the
Californiamarket. Although FERC reached this conclusion almost four months after California, the
ultimate conflict between the FERC and state of California does not appear to be over whether
wholesale prices in California during the summer and autumn of 2000 were illegal under the Federal
Power Act. Instead, the ultimate regulatory conflict that led to the California crisis appears to be
over the appropriate remedy for these unjust and unreasonable prices.

To understand the statutory mandate that FERC operates under that allows this regulatory
failure to occur, it is useful to review the provisions of the Federal Power Act that require FERC to
set “just and reasonable” wholesale electricity prices and to describe how FERC has managed to
introduce wholesale electricity markets in spite of its statutory mandate to set just and reasonable
wholesale prices. The accepted legal standard for just and reasonable wholesale prices are those that
recover production costs, including a “fair” rate of return on the capital invested by the firm.
Moreover, if the FERC finds that wholesale electricity prices are unjust and unreasonable, the
Federal Power Act gives it considerable authority to take the actions necessary to set just and
reasonable prices. Finally, the Federal Power Act requires that FERC order refunds for any
payments by consumers for prices in excess just and reasonable levels.

Approximately ten years ago FERC embarked on an explicit policy to promote wholesale
electricity markets throughout the US. The price a generation unit owner receives from selling into
a wholesale electricity market is would be determined by the willingness of all generation unit
owners to supply electricity, rather than an administrative process that uses the firm’s production
costs and a rate of return on capital invested to determine the price it is paid. The just and
reasonable price standard for wholesale electricity prices required by the Federal Power Act

presented a significant legal and regulatory challenge for FERC because markets can set prices

8
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substantially in excess of the production costs for sustained periods of time. This occurs because
one or more firms operating in the market have market power—the ability to raise market prices
through their unilateral action and profit from this price increase.

Because of the very large potential harm from the exercise of unilateral market power by
firms in a competitive electricity market, FERC has determined that unless a firm can prove that it
does not possess market power it is not eligible to receive market-based prices. An implication of
FERC’s logic for granting market-based rate authority is that only if all firms participating in a
market possess no market power will the price set by the market satisfy the just and reasonable
standard of the Federal Power Act. Specifically, before it allows any market participant to receive
a market price rather than a cost-based regulated price, FERC requires each participant to
demonstrate that it does not have market power. My previous testimony submitted to this committee
on June 13, 2001 describes FERC’s process for determining whether a firm is can sell at market-
based prices.’

As should be clear from the events in California from June 2600 to June 2001, the process
FERC uses to determine whether a firm is eligible to receive market-based prices is fatally flawed.
First, the dichotomy implicit in the FERC process that a firm either possesses market power or does
not possess market power is factually false. Depending on conditions in the transmission in network
and the operating decisions of all market participants, almost any firm can possess substantial market
power in the sense of being able to impact significantly the market price through its unilateral
actions. Second, it also extremely difficult, if not impossible, to determine on a prospective basis
the frequency that a firm possesses substantial market power given the tremendous uncertainty about
system conditions and the incentives they create for the behavior of other firms in the market.
Finally, the methodology used by the FERC to make a determination of whether a firm has the
ability to exercise market power uses analytical techniques that have long been acknowledged by
the economics profession as grossly inadequate. My June 13, 2001 testimony describes these
shortcomings in detail.

Because FERC granted market-based price authority to all sellers in the California market

using a flawed and outdated methodology without any accompanying regulatory safeguards, itis not

7Wolak, F.A. “Written Testimony On Role of Federal Energy Regulatory Commission in Functioning of
California Electricity Market,” June 13, 2001 (available from http:/www stanford .edw/~wolak).
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surprising that a sustained period of the exercise of significant market power and unjust and
unreasonable wholesale prices occurred because of the substantial dependence of California’s three
large LSEs on the spot market. However, FERC’s remedies implemented in its December 15, 2000
order are more difficult to understand. Despite filings by a large number of parties arguing that
these remedies (also proposed in the November 15, 2000 preliminary order) would be ineffective
at best and most likely harmful to market, FERC still implemented their proposed remedies largely
without modification. For example, the Market Surveillance Committee of the California ISO that
I chair wrote in its December 1, 2000 comments, “The MSC concludes in its analysis that the
Proposed Order’s remedies are likely to be ineffective to constrain market power and, in fact, could
exacerbate California’s supply shortfalls, and thereby, increase wholesale energy prices.”
Unfortunately, this is precisely what happened following the implementation of these remedies in
January of 2001. The California Power Exchange went bankrupt, PG&E declared bankruptey, SCE
came close to declaring bankruptcy, and rolling blackouts of firm load occurred in January, March
and May of 2001.

Asnoted in the Decemaber 1, 2000 MSC report, FERC’s soft price cap policy contained in
its December 15, 2000 final order amounted to no price cap on wholesale electricity prices, because
all suppliers bad to do was to cost-justify their bids in excess of the $150/MWh soft price cap,
something they found increasingly easy to do over time because FERC only did a very limited
review of the prudency of these cost justifications. Rather than remedying the unjust and
unreasonable prices of the sumnmer and autumn of 2000, the December 15, 2000 remedies produced
wholesale prices from January 1, 2001 to the end of June 2001 that were substantially higher than
average wholesale prices during any preceding or following six-month period, along with the rolling

blackouts and bankruptcies and near-bankruptcies described above.

EWolak, Frank A., Nordhaus, Robert, and Shapiro, Carl, “Analysis of ‘Order Proposing Remedies for California
Wholesale Electric Markets {Issued November 1, 2000},” December 1, 2000 (available from
hitp/iwww stanford.eduw/~wolak).
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Solution to Califernia Electricity Crisis

I now address the question of the solution to California electricity crisis. As described
above, the lack of vesting contracts between California suppliers and the three large LSEs created
strong incentives for suppliers to withhold capacity from the market in order to increase spot prices.
By this logic, if enough California suppliers had a substantial amount of their capacity committed
in long-term contracts to California LSEs, the incentive California suppliers had to withhold
capacity from the market would be substantially reduced and the accompanying very high average
spot prices created by this artificial scarcity would be largely eliminated. For this reason, the
December 1, 2000 report of the Market Surveillance Committee proposed a joint/federal state
regulatory mechanism to implement what amounted to ex-post vesting contracts between
California’s LSEs and suppliers to the California market at fixed prices set by the FERC. However,
this regulated forward contract remedy was rejected by FERC in its December 15, 2000 order.
Consequently, if the state of California wished purchase the quantity and mix of forward contracts
necessary to commit suppliers to the California market during the summer 2001 and following two
years, it would have to pay prices that reflected the market power that suppliers expected to exist
in the spot market in California over the coming two years. Suppliers would not voluntarily sell
their output in a forward contracts that covered this time period at prices below what they expected
to receive in the spot market.

Thus, the only way for California to lower the price it had to pay for a forward contract was
to increase the duration of the contract or the fraction of energy purchased in the later years of
contract. By committing to purchase more power from existing suppliers at prices above the level
of spot prices likely to exist in California more than two years into the future, California could
obtain a lower overall forward contract price. However, this was simply a case of paying for the
market power that was likely to exist in the California spot market during the period June 2001 to
May 2003 on the installment plan rather only during this two-year time period.

During the late winter and early spring of 2001, the state of California implemented this
solution, by signing approximately $45 billion in forward contracts with durations averaging
approximately ten years. These forward contracts committed a significant amount electricity to the
California market during the summer of 2001 and even more in the summer of 2002 and beyond.
‘While a few of the forward contracts signed during the winter of 2001 began making deliveries in

late March and the beginning April and May of 2001, a substantial fraction these contracts began
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delivering power to California during June 1, 2001. The vast majority of the remaining contracts
delivering power during summer of 2001, began July 1, 2001 and August 1, 2001.

FERC Price mitigation plan described in its June 19, 2001 order was implemented June 20,
2001. This plan established a west-wide pricé cap and required power marketers to bid as price
takers in the California market. However, all sellers other than power marketers were still allowed
the opportunity to cost-justify and be paid as-bid for their electricity at prices above this west-wide
price cap.

To assess the relative impact on spot market outcomes of this price mitigation plan relative
to the forward contracts purchased by the state of California, it is important to bear in mind the
following facts. First, the FERC price mitigation plan only applied to sales in the California ISO
real-time market. During this time period less than 5% of the energy consumed in California was
paid the ISO real-time price. The vast majority of sales during the summer of 2001 were made
through the long-term forward confracts signed during the winter of 2001 and medium-term
commitments to supply power negotiated by the California Department of Water Resources.
Second, according to the California ISO’s Department of Market Analysis, average prices for
incremental energy were slightly below $70/MWh during July of 2001 and less than $50/MWh for
the remaining months of 2001. Throughout this entire time period the west-wide price cap was
slightly above $91/MWh. Third, according to the July 25, 2001 Market Analysis Report of the
ISO’s Department of Market Analysis, the extent to which real-time prices exceeded the competitive
benchmark price during the period June 1, 2001 to June 19, 2001 was substantially smaller than it
was any previous month during 2001°. The result is consistent with the forward contracts beginning
delivery on June 1, 2001 providing incentives for more competitive spot market behavior. Finally,
it is important to note that demand during each month of 2001 was approximately 5% percent less
than demand during the same month of 2000, because of significant conservation efforts by
California consumers. All of these facts suggest that the June 19, 2001 price mitigation plan was
not a binding constraint on real-time prices during the vast majority of hours of the second half of

2001.

Sheffrin, Anjali, “Market Analysis Report,” July 25, 2001 (available from
‘htip://www.caiso.com/docs/2001/07/26/200107260820387855.pdf)
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Monthly average real-time incremental energy prices from January 1, 2002 to September 30,
2002, the end of price mitigation period, averaged between $50/MWH and $60/MWh, which
provides evidence that this price mitigation plan was not the binding constraint on prices for the vast
majority of hours of the first nine months of 2002 as well. Average prices for near-term energy
during the period July 1, 2001 to September 30, 2002 were significantly lower than average
incremental real-time energy prices over this same time period. This result provides evidence that
the long-term contracts signed during the winter of 2001 caused suppliers to exhibit more
competitive behavior in the near-term energy market during this time period. More recent analyses
of market outcomes by the Department of Analysis of the California ISO that accounts for the
impact of the forward contract obligations of the large suppliers finds additional evidence consistent
with the view that these forward contract obligation increased the competitiveness of the near-term
and real-time electricity markets during the period July 2001 to September 2002.

Although I believe that the FERC July 19, 2001 price mitigation order, at most, had a very
limited impact on the competitiveness of the medium-term and real-time spot markets for electricity
in California relative to the impact of forward contracts signed by the state of California during the
winter of’ 2001, the greater willingness of FERC to support the actions of the California ISO
operators following the June 19, 2001 order significantly benefitted the reliability of the California
ISO transmission network, Following the implementation of the June 19, 2001 order, FERC was
much more willing to take tangible actions in support of the ISO’s efforts to make suppliers comply
with FERC’s must offer requirement as well as a number of other provisions of the ISO tariff. I
believe that these actions convinced California market participants that FERC was now taking are
far more active role in regulating the California market and that this more active presence in

California benefitted system reliability and market performance.

Lessons Learned from the California Electricity Crisis
Several lessons from the California electricity crisis follow directly from the diagnosis of the
causes and solution to the California electricity crisis given in the previous section of this testimony.
The most important lesson is that any re-structuring process should begin with a large fraction of
final demand covered by long-term forward contracts. Only a very small fraction of total demand
should be purchased from the medium-term and real-time markets, particularly given the way that

retail electricity is priced to final consumers throughout the US. To the extent that the wholesale
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market in a geographic region is highly dependent on imports and highly dependent on hydroelectric
power, the fraction of total demand that should be left to the medium-term and real-time market is
even smaller. For this reason, the forward contract coverage of final load at the start of the market
in California should have been even greater than what exists in any of the markets in the eastern US
because none of them are as dependent on imports and hydroelectric energy as California.

The second lesson is that state and federal regulators must coordinate theirregulatory efforts
to protect consumers. Because FERC disregarded much of the input from California regulators and
policymakers and other independent monitoring entities intimately acquainted with the performance
of the California market during autumn of 2000 in formulating its December 15, 2000 order
implementing remedies for the California market, this order had many unintended consequences that
only made matters worse, rather than remedying the extreme market power exercised in the spot
electricity market in California. This outcome underscores an important component of this lesson
this is particularly relevant for states that have not yet re-structured. State regulators cannot protect
consumers from market power in the wholesale market without the cooperation of the FERC because
it is the only regulatory body charged with setting just and reasonable wholesale electricity prices.
To provide the necessary assurance to states that another regulatory crisis between FERC and state
regulators will not oceur at some future date, it may be necessary for FERC to implement a formal
mechanism that guarantees that it will fulfill its statutory mandate to set just and reasonable
wholesale prices in the most timely manner possible should market outcomes that reflect significant
market power arise in any wholesale electricity market that it regulates. I am extremely skeptical
that the national political process will allow further re-structuring of the electricity supply industry
unless FERC is able to provide a greater degree of assurance to state regulators that it will provide
the same or a superior level protection to consumers relative to what they received in the former
vertically integrated utility regime. The tremendous resistance to FERC’s standard market design
NOPR expressed by politicians and policymakers in the majority of US states appears to be due in
large part to the perception that FERC cannot or will not provide this level of protection to
electricity consumers.

Animportant corollary to the necessity of coordinating federal and state regulatory policies,
is that a successful wholesale market design must take into account the existing retail market design.
Federal wholesale market polices must be coordinated with state-level retail market policies. The

details of state-level retail market policies can have potentially enormous unintended consequences
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for wholesale market performance. For example, designing a wholesale market assuming the
existence of active participation in the wholesale market by final consumers, when virtually all retail
markets in the US does not support such participation, will not create a workably competitive
wholesale market. Consequently, a national policy for a standard wholesale market design should
at least recognize that certain conditions in the retail market are necessary to support a workably
competitive wholesale market. For example, one retail market pre-condition for FERC approval of
awholesale market design would be that all customers above some peak demand level, say 200 KW,
have hourly meters at their facility and face a default price equal to the hourly spot price of
electricity at their location. FERC may also wish to consider pre-conditions on the retail infra-
structure to support participation by small business and residential customers in wholesale market,
but some pre-conditions on the retail infra-structure for large, sophisticated electricity consumers
is essential. i

A third lesson from the California crisis is that FERC cannot set ex ante criteria for a supplier
meet in order it to be allowed to receive market-based prices without an ex post criteria for assessing
whether the subsequent market prices are just and reasonable. As discussed above, it is impossible
determine with certainty on an ex aute basis whether a supplier owning a portfolio of generation
units has the ability to exercise significant market power. Consequently, I see no way for FERC to
avoid devising a transparent methodology for determining what constitutes a just and reasonable
price in a wholesale market regime. Despite over four years experience with wholesale markets in
the US, FERC is still unwilling to define what constitutes unjust and unreasonable prices. This
FERC policy creates unnecessary regulatory uncertainty and increases the likelihood of another
California electricity crisis, where there is a disagreement between FERC and state regulators over
the extent to which wholesale prices are unjust and unreasonable and the appropriate regulatory
remedies for these prices.

If one is willing to acknowledge that suppliers attempt to exploit all of the unilateral market
power that they possess and that conditions in the transmission network and the production and
consumption decisions of other market participants determine whether a firm possess substantial
market power, then it follows that a supplier cannot be immunized against the ability to exercise
market power on an ex ante basis. By this logic, the issue is no longer whether any supplier
possesses market power, but whether the unilateral actions of all market participants exercising all

available market power results in prices that impose significant harm to consumers. In other words,
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do wholesale prices reflect the exercise of a substantial amount of market power for a sustained
enough period of time to impose sufficient harm to consumers to justify regulatory intervention?
This is the fundamental question that FERC must answer in order to provide a transparent definition
of what constitutes unjust and unreasonable prices in a wholesale market regime. Specifically,
FERC should be required to define the extent of market power exercised, the geographic market
over which it is exercised and the time interval over which it exercised that results in unjust and
unreasonable wholesale prices worthy of regulatory intervention. A transparent definition of unjust
and unreasonable prices in a wholesale market regime that can be applied to any wholesale market
considerably simplifies the process of regulating wholesale markets. If this transparent standard
(that can be computed by all market participants) for prices is exceeded then regulatory intervention
should automatically occur.

This perspective on just and reasonable wholesale market prices suggests a potential logical
inconsistency in FERC’s current approach to enforcing the just and reasonable price provision of
the Federal Power Act. Specifically, in both public statements and its orders, FERC has stated that
it is important to find the bad actors and punish them for causing unjust and unreasonable prices.
While it is important to find market participants that violated market rules and take back their ill-
gotten gains as well as penalize them for any market rule violations or illegal behavior, these
statements by FERC seem to suggest that bad behavior on the part of a market participant is
necessary for unjust and unreasonable prices worthy of refunds to ocour. However, as emphasized
in the above discussion and my June 13, 2001 testimony, the unilateral actions of all privately-
owned market participants to serve their fiduciary responsibility to their shareholders and the
unilateral actions of all publicly-owned market participants to serve the ipferests of their captive
customers can result market cutcomes that reflect the exercise of enormous market power. In short,
there is no need for any malicious behavior by any market participant for a wholesale electricity
market to produce unjust and unreasonable prices. Moreover, the Federal Power Act does not
specify that prices must be the result of malicious behavior by a market participant in order for them
to deemed unjust and unreasonable. The Federal Power Act only requires that if FERC determines
that prices are unjust and unreasonable, regardless of the cause, then it must take actions to set just
and reasonable prices and it must order refunds for any payments in excess of just and reasonable

levels.
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The Federal Power Act does not say that these refunds must be paid only by firms that
violated market rules or engaged in illegal behavior. This is the fundamental logical inconsistency
that FERC faces in attempting to introduce wholesale markets without an explicit statutory mandate
to do so. Firms can be required to refund wholesale market revenues despite the fact that no market
participant engaged in any illegal behavior or violated any market rule, because their unilateral
profit-maximizing actions jointly resulted in unjust and unreasonable market prices. This means that
the legal actions of market participants in compliance with the market rules can result in market
prices that are illegal and worthy of refunds. I believe the best way for FERC to deal with this
problem is once again to set a transparent standard for what constitutes unjust and unreasonable
prices in a wholesale market regime and set a pre-specified regulatory intervention that will occur
if this standard is violated. This will minimize the potential for future FERC versus state regulatory

conflict that can create another California electricity crisis.

Recommended Changes in FERC’s Regulatory Oversight of Wholesale Market

A final lesson from California crisis is that FERC must regulate, rather than simply monitor
wholesale electricity markets. As should be clear from the previous sections and the description of
the earning warning signs of the exercise of market power in the California market discussed in my
June 13, 2001 testimony, there was no shortage of effective market monitoring in California from
the start of the market in April 1, 1998 to the present time. The Department of Market Analysis of
the California ISO, the Market Monitoring Committee of the California Power Exchange, the Market
Surveillance Committee of the California ISO, as well as a number of state agencies all documented
the exercise of market power in California. However, none of these entities had the authority to
implement any market rule changes or penalty mechanisms to limit the incentives firms had to
exercise market power or violate California ISO market rules. Only FERC has the authority to
implement market rules changes and make regulatory interventions to improve market performance.
Rather than focusing its attention of monitoring market performance, FERC should instead
concentrate on designing pro-active protocols for rapid regulatory intervention to correct market
design flaws as quickly as possible and order refunds as soon as unjust and unreasonable prices are

found.
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What allowed the California crisis to exist was not a shortage observers with radar guns
recording the speed of cars on the highway. It was the lack of traffic cops writing tickets and
imposing fines on cars that exceeded the posted speed limit.

On the topic of the necessity of FERC regulating rather than simply monitoring wholesale
market, I would like to use FERC’s soft price cap policy during the period January 2001 through
June 2001 to illustrate this point. As discussed above, the soft cap policy stated that if a generator
could cost-justify a bid in excess of the $150/MWh soft price cap, then it could be paid as bid for
itsenergy if it was needed to meet demand. However, regulation that simply says a firm must justify
their costs in order to be reimbursed, can amount to no regulation at all. The recent revelations that
energy traders in California misreported transactions prices during the crisis period suggests that it
would be easy for an electricity supplier to obtain an invoice for its natural gas input fuel purchase
at prices in excess of the actual cost to its energy trading affiliate. Consequently, without a rigorous
prudency review of how input costs are actually incurred and disallowances for imprudently incurred
costs, there is little limit on the prices that firms might be able to cost-justify. In fact, during the
period January1, 2001 to June 30, 2001, electricity suppliers often cost-justified and where paid as-
bid prices substantially in excess of $300/MWh under the guise of the FERC soft-cap policy. For
this reason, anytime FERC caps the bids that a firm might submit based on its costs of production,
it must perform a prudency review of these costs and be prepared to disallow any cost that cannot
be adequately justified.

A final point related to the importance of FERC regulating rather than simply monitoring is
the necessity of very accurate data on physical characteristics of plants, input fuel prices, other input
prices and many other aspects of the operation of the wholesale market to carry out this task. For
example, in order to perform a satisfactory review of the prudercy of costs a firm would like to
recover, FERC must have the best available data on these variables. Moreover, in order to compute
the best possible estimate of what constitutes a just and reasonable wholesale market price FERC
will need, at aminimum, the best available information on the operating characteristics of generation
units, input fuel prices, the physical state of the transmission network. Finally, in order to provide
tangible evidence on how well it is doing in delivering economic benefits (in the form of lower
prices) to consumers that they would not have received in the former vertically integrated utility
regime, FERC will need to be able to determine what prices would been under the former vertically
integrated utility regime. This will require the same information. Consequently, particularly during
the initial transition to a wholesale market regime, FERC should substantially increase, and certainly
not reduce, the amount of data that it collects from market participants if it would like to be an

effective and credible regulator.
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FEDERAL ENERGY REGULATORY COMMISSION
WASHINGTON, DC 20426

OFFICE OF THE CHAIRMAN December 20, 2002

The Honorable Joseph I. Lieberman
Chairman

Committee on Governmental Affairs
United States Senate

Washington, D.C. 20510-6260

Dear Mr. Chairman:

1 appreciate the opportunity to testify before your Committee at its November 12,
2002 hearing about the oversight of the Enron Corporation by the Federal Energy
Regulatory Commission (FERC or the Coramission) and the lessons learned from Enron's
financial collapse.

Thank you for your letter of November 26, 2002, enclosing questions from you
and Senators Fred Thompson and Carl Levin, for the record of your Committee's
November 12 hearing. My answers to those questions are enclosed.

Please note that the Commission requests CONFIDENTIAL TREATMENT
for the response to Senator Levin's Question No. 8, That response is attached in the
Confidential Non-Public Appendix to this letter. If you need additional information,
please do not hesitate to let me know.

regards,

PadWood, 11
Chairman

Enclosure
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CHAIRMAN WOOD’S RESPONSES TO QUESTIONS
SUBMITTED BY SENATORS

Senator Lieberman

Question 1: In our February 15, 2002 letter to you, the Committee requested, among
other things, a list of all communications between Enron and the
Commission {(including all Commissioners, officers or employees of FERC)
from January 1, 1992 to December 2, 2001. You responded to this request
on March 4, 2002 and supplemented this response on March 20, 2002.
Since then, questions have been raised about the completeness of these

responses.

a. Please indicate whether the information provided in FERC’s submission of
March 4, 2002 and March 20, 2002 is a complete and accurate record of
your corumunications with Enron and its representatives during that time
period. If not, please list any communications (as that term is defined in the
Committee’s February 15, 2002 letter) that you had with Enron orits
representatives from January 1, 1992 through December 2, 2001 that were
not included in the Commission’s earlier submissions to the Committee,

Answer: To the best of our knowledge, the information provided in FERC's
submissions of March 4, 2002, as supplemented on March 21, April 24, and May 8, 2002,
contains a complete and accurate record of communications between FERC employees
and Enron and its representatives during that time period. To the best of our knowledge,
those submissions plus the supplement submitted by Chairman Pat Wood to Special
Counsel Gary Brown on October 18, 2002 contain a complete and accurate record of
communications between the three current members of the Commission (Chairman
Wood, Commissioner William L. Massey, and Commissioner Nora Mead Brownell) and
Enron and its representatives. A copy of the October 18, 2002 response is attached to
this answer. (As Question No. 1{c) recognizes, former Commissioner Breathitt
supplemented her responses directly to Mr. Brown. Accordingly, we have sent her a copy
of the November 26, 2002, letter, so that she may have the opportunity to respond to the
Committee directly.)

b. Is there anything to which you testified at the hearing with respect to your

communications with Enron and its representatives that you wish to

supplement?
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Answer: Chairman Wood, Commissioner Massey, and Commissioner Brownell (the
three current members of the Commission) believe that their testimony as given at the
November 12, 2002 hearing is complete; for that reason, they do not wish to supplement
it.

Cc. On October 11, 2002, Minority Committee counsel wrote to FERC asking
that the Commissioners review their answers to the Committee's February
15, 2002 request for all communications between FERC and Enron and its
representatives and amend or supplement them as necessary. (Neither the
Chairman nor Committee Counsel received a copy of this letter.) You
responded to this request by letter to Minority Committee counsel dated
October 18, 2002. In your letter, you amended your answer about your
communications with Enron and reported that Commissioner Breathitt
would forward an amended answer under separate cover. Commissioner
Breathitt did so, supplementing her original answer by letter to Minority
Committee counsel dated October 30, 2002. You did not copy your
response and that of Commissioner Breathitt to Minority counsel's October
11, 2002 letter to the Comunittee, nor was the information therein otherwise
provided as a supplemental response to the Committee's February 15, 2002
request. Given that these letters contained information responsive to the
Committee's February 15, 2002 request and indicated that FERC's March 4
and March 20 responses to the Comumittee were incomplete, why did you
not supplement those responses to the Committee?

Answer: We did not send a separate copy of the October 18, 2002 response to the
Committee as a whole because we did not anticipate that the response might not be added
by Committee staff to the record shared by the entire Committee. (Former Commissioner
Breathitt was apparently under the same impression.) On many past occasions, we
responded to inquiries from Mr. David Berick, Professional Staff Member, Governmental
Affairs Committee, by sending materials directly to him, without sending additional
copies to other Committee members. Hearing nothing to the contrary, we believed that
this was a sufficient means of conveying information to the full Committee, and believed
that the same would be the case with respect to the response to Mr. Brown. We apologize
for any inconvenience this may have caused the Committee.

Question 2: On September 17, 2001, Senator Feinstein and Senator Lieberman wrote to
Chairman Wood in conjunction with a General Accounting Office review of
communications between former FERC Chairman Curt Hébert and Enron
Chairman Kenneth Lay asking ". . . that the Commission review its ethics
and record-keeping regulations and procedures, including maintenance of
telephone logs and other measures, to ensure that communications between
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Commissioners and the regulated community are conducted in a manner
that leaves no question in the public's mind about the objectivity and
independence of the Commission.” In a letter dated Qctober 11, 2001, you
responded to the September 17, 2001 letter and stated that "(w)e have
reviewed our procedures in this regard and based on that review, I conclude
that no changes to FERC's existing rules or relevant statutes are necessary
at this time."”

As GAO discovered in its investigation of the Hébert/Lay communications,
Chairman Hébert did not keep a phone log of his conversations, thus
making it difficult to ascertain information. In her October 30, 2002
response to minority counsel, as well as in her testimony before the
Committee, Commissioner Breathitt also noted that neither she nor her
office keep telephone logs, and consequently her ability to respond to the
minority request was limited. More generally, in response to the
Committee's Febroary 15, 2002 request for all communications between
FERC and Enron and its representatives, FERC indicated that official
records of such conumunications, including communications involving
Commissioners, are not maintained by FERC; furthermore, some former
FERC Comumissioners, in their individual responses, indicated that they did
not maintain phone logs or similar records of meetings and other
communications and/or that they no longer possessed such records. The net
result is that FERC apparently has been unable to provide the Committee
with a complete picture of contacts Enron had with the Commissioners.

Do you continue to believe that no changes are needed in FERC's existing
rules or relevant statutes with regard to "the maintenance of telephone logs
and other measures?”

Answer: Yes. Maintaining telephone logs would impose an unwarranted
recordkeeping burden and would be a wasteful use of employees’ time and government
resources.

In this regard, FERC's existing rules and practices concerning the creation and
maintenance of agency records are consistent with the letter and spirit of the relevant
rules and guidelines in curent law. Thus, for example, neither the General Records
Schedule (GRS) issued by the Archivist of the United States and applicable to FERC and
most other Federal agencies, nor the National Archives and Records Administration
guide, “Documenting Your Public Service,” contemplates the creation or maintenance of
telephone logs. In fact, GRS 23.5(b) provides that telephone logs as records documenting
routine activities containing no substantive information may be destroyed or deleted when
no longer needed for convenience of reference.

-
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In addition, the integrity of the Commission's decisionmaking process is in large
part protected by its ex parte rule, which applies to communications, including telephone
conversations, between Commissioners (as well as other FERC employees) and members
of the public. In a contested on-the-record proceeding, that rule found at 18 C.F.R.

§ 385.2201 prohibits any off-the-record communication relevant to the merits of the
proceeding between Commission decisional employees and any person outside the
Commission. In the event that such a prohibited communication occurs, the Commission
employee who makes or receives such a communication is obligated to place the
communication {or, if oral, a summary of its substance) in the public file associated with,
but not part of, the decisional record of the proceeding. Public notices of ex parte
communications are issued by the Commission and published regularly in the Federal
Register. The Commission employee is also obligated to warmn the outside person that
knowingly making an ex parte communication may lead to sanctions under 18 C.F.R.

§ 385.2201(1), including dismissal of the person's claim in the affected proceeding, or
suspension of the person's privilege to appear before the Commission. Accordingly,
while Commissioners may or may not maintain telephone or meeting logs, the public
interest in the integrity of Commission decisions is protected by the ex parre rule.

Question 3: In light of the weaknesses (including a lack of searching, or in some cases
any, scrutiny) inherent in both FERC’s review of applications for qualifying
facility (QF) status and its self-certification process for QF’s, what steps
does FERC intend to take to ensure that facilities claiming eligibility for QF
status do, in fact, meet the requirements of Public Utility Regulatory Policy
Act (PURPA) for QF eligibility such as facility ownership?

Answer: The Commission staff intends to conduct periodic, random andits of the
veracity of representations made concerning the ownership and control of QFs in filings
that claim eligibility of QF status. These andits would include not only filings that have
expressly requested Commission determinations of QF eligibility, but also QF self-
certification filings. Among other things, such audits will examine whether
representations made in QF filings concerning transfers of ownership have in fact
occurred, and if so, whether the level of utility ownership and control over the QF after
the transfers is as claimed in the most recent QF filing and is also in accordance with
Commission regulations and enabling statutes.

Additionally, Commission staff intends to meet with staff of the Securities and
Exchange Commission (SEC) to discuss what constitutes a "good faith” filing before the
SEC concerning whether an entity is entitled to certain QF exemptions that are claimed
under sections 3(a)(3) or 3(a}(5) of PUHCA. Enron QF affiliates had represented that
they had made such "good faith" filings with the SEC in order to obtain Commission
determinations of QF status. There is a pending proceeding at the Commission, Docket
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No. EL03-19-000, in which the Commission will have an opportunity to consider its
reliance upon "good faith™ filings at the SEC.

Finally, the rates paid to QFs are not set by this Commission and, instead,
generally are set by state regulatory authorities. As directed by Congress, the
Commission’s regulations require electric utilities to purchase electricity from and sell
electricity to QFs. QFs are eligible for certain financial benefits and regulatory
exemptions under PURPA, as implemented by the Commission's regulations. These
benefits include 2 mandatory obligation on the part of the electric utility to purchase QF
power at the electric utility's avoided cost. 18 CF.R. §§ 292.301-292.308. These
"avoided cost” rates are set by the state regulatory authority for all utilities except those
which are "non-regulated.”

Question 4: As discussed in the November 12 hearing, as well as in Cormmittee staff’s
accompanying memorandum, less than 10% of FERC’s employees
measured in terms of full ime equivalents - FTE’s ~ (the equivalent of one
person working full time) are allocated to the new Office of Market
Oversight and Investigation (OMOI). According to FERC’s 2003 budget
250 FTE’s, including OMOI, are engaged in monitoring and enforcement
activities, even broadly-defined; these activities thus account for less than
20% of FERC’s total personnel and less than 15% of its budget.

Please explain why you believe this level of commitment to market
oversight and enforcement is adequate, particularly in light of 1) the fact
that there are currently a number of investigations relevant to the energy
industry ongoing not only at FERC (including the investigation of the
California and Western markets) but also at other federal agencies (for
example, the CFTC and SEC) and at the state level (for instance, the
California Attorney General’s investigation of energy company activities
during the 2000-2001 energy crisis) which may well uncover information
that requires additional or expanded FERC investigations; and 2) the need
for an effective enforcement program to ensure compliance with market
rules when markets are deregulated.

Answer:  While the numbers you cite may be lower than the percentages for other
federal agencies, please remember that a significant part of this Commission’s resources
is committed to regulatory efforts unrelated to markets. Specifically, this Commission
also is responsible for licensing and, in some respects, continuing operational oversight of
hydroelectric dams and narural gas pipelines in interstate commerce. As | testified orally,
these infrastructure responsibilities dominate the agency's resource allocation and account
for 53 percent of our program and support employees. The substantial resources needed
for this non-market oversight make simple ratios of FTEs an inappropriate basis for
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comparing the market oversight efforts of this Commission and other federal agencies.

Fifty-seven percent of the rest of our employees handle the market oversight
function at FERC, which is a total of 335 program and support employees. As described
below, the current level of effort the Commission is expending on market oversight and
enforcement is appropriate. It demonstrates our commitment to market oversight and
leverages our resources effectively. If experience indicates that we should commit
additional resources to market oversight, I will take all steps within my control to do so.

The Commission has made an unprecedented commitment to market oversight and
enforcement. In the Strategic Plan that we issued in the fall of 2001, we made market
monitoring one of three central goals for the Commission going forward, coequal in
importance with our traditional work on infrastructure and tariffs and rates. In 2002, we
established a new office — the Office of Market Oversight and Investigations — devoted
solely to overseeing markets, investigating problems and enforcing market rules. As you
note, this Office will be operating with 120 staff by summer 2003, which reflects the
significant commitment we are making to oversight. In addition, we are working to make
all of the Commission’s technical offices more attuned to market oversight and
investigation issues. Thus, we expect that staff will examine all tariff filings, for
example, from a perspective of what effects they have on energy markets and on ongoing
market monitoring efforts. Most importantly, we have demonstrated a sustained
commitment from the Commissioners themselves that this function must work and work
well. This is evident in the ongoing attention that both my colleagues and I are giving to
the key issues involved. And it is this commitment that ultimately matters most.

The Commission is leveraging its market monitoring resources. Each developed
electric market around the country has a market monitoring unit (MMU) that has direct
access to everything that happens within the ISO or RTO. In aggregate, these MMUSs
cover the Northeast, Midwest and California, and employ about 65 people today. These
numbers will increase as existing MMU increase staffing and new MMUSs come on line.
We are forging a partnership with these MMUs so that together they and we will form a
single, seamless market monitoring presence around the country. On December 3 and 4,
2002, we held a workshop with the MMUs to lay the foundation of that partnership. We
are pleased that representatives of many regions not currently in fully-fledged ISOs or
RTOs joined our workshop.
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Senator Fred Thompson

Question 1: Do you consider FERC to have been the lead agency with respect to
overseeing the kinds of activities that led to Enron's collapse? Was FERC's
oversight responsibility over Enron activities such that your agency really
could have prevented Enron's collapse?

Answer: 1 do not consider FERC to have been the lead agency with respect to
oversight of Enron or the activities that led to its collapse. Many of the Enron activities
which have been investigated fall under the specific jurisdiction of the CFTC, the SEC,
and the DOJ, and not under the jurisdiction of the FERC. At the same time, FERC has
been vigilant in acting swiftly in those limited areas that do fall under our jurisdiction,
such as the recent investigations into (and subsequent settlements concerning) loans made
by Enron-affiliated interstate natural gas pipelines with Enron. In working closely and
cooperatively with our sister agencies, any information we have found that may relate to
others' ongoing investigations has been turned over promptly. In recent months, FERC
has also taken steps to improve transparency in energy markets through better reporting
requirements, and has devoted considerable resources to the new office of Market
Oversight and Investigation, which should help to prevent such occurrences in the future,
Finally, while FERC's statutory mandate requires it to balance responsibility between
ensuring just and reasonable rates with a financially healthy energy industry, our primary
duty is to our nation's energy customers, and not to individual companies.

Question 2: As to the issues surrounding the so called "wind farm transactions,” please
explain how the Commission addressed these issues in an order initiating an
investigation of the qualifying facility (QF) status of the Enron-affiliated
QFs for the period following Enron's 1997 "sale" of those QFs?

Answer: On October 24, 2002, the Commission instituted a proceeding in Docket
No. EL03-17-000 into the QF status of the three Enron-affiliated facilities which were

recertified in 1997. Investigation of Certain Enron-Affiliated QFs, 101 FERC ¥ 61, 076

{2002). The Commission noted:

It has come to the attention of the Commission that in criminal and civil
proceedings in the United States District Court for the Southern District of
Texas, the United States of America through its Department of Justice, and
the United States Securities and Exchange Commission (SEC), have alleged
that in 1997 Enron improperly retained QF benefits for these facilities by
fraudulently transferring its ownership in the QFs to partnerships indirectly
controlled by Enron. [101 FERC {61,076 P 1.]

The Commission set for hearing:
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whether Zond Windsystems, Victory Garden, and Sky River have failed to
conform with the representations presented in their 1997 applications for re-
certification, i.e., whether the Enron affiliates actually transferred their
ownership interests in the facilities, and thus whether those certifications
can be relied on. We are also setting for hearing the issue of whether each
facility actually satisfied the Commission's ownership requirements for QF
status following Enron's merger with Portland General. [101 FERC

161,076 P 16.]

The Commission’s order sets for hearing the issue of the facilities’ QF status.
However, other issues concerning the windfarms, e.g., issues concerning possible
criminal conduct by Enron's chief financial officer, are being addressed in criminal
proceedings brought by the Department of Justice and by the Securities and Exchange
Commission in Federal court in Texas.

In addition, the Commission issued an order on December 19, 2002, addressing a
request by Southern California Edison Company (SoCal Edison) that the Commission
‘issue a declaratory order revoking the QF status of five Enron-affiliated generating
facilities for failing to comply with the Commission's ownership criteria for QF status.
Southern California Edison Company v. Enron Generating Facilities, et al., 101 FERC §
61, 313 (2002). The Commission set for hearing SoCal Edison's allegations that the five
facilities did not in fact satisfy the statutory and regulatory requirements for QF status
from 1997 onward. In addition, the Commission consolidated this proceeding with the
on-going hearing instituted in Docket No. EL03-17-000.

Question 3: You said in your testimony that there have been about 9000 applications for
QF status. What safeguards are in place to ensure that the applicants
qualify for this status?

Answer: A facility which seeks QF status by self certification must serve a copy of
the self-certification on both the state regulatory authority where the facility is located
and the utility with which it expects to interconnect, transmit or sell energy to or purchase
energy from. Applications for Commission certification must contain the name of the
utility or utilities to which the facility expects to interconnect, transmit or sell electric
energy, or from which the facility expects to purchase power. Applications for
Commission certification are noticed in the Federal Register. An electric utility is not
required to purchase from a facility of 500 kW or more until 90 days after the facility
notifies the utility that it is a QF or 90 days after the facility has applied for Commission
certification. This 90-day period gives utilities the opportunity to contest the QF status of
a facility. The Commission relies largely on the monetary self-interest of utilities that are
obligated by law to purchase from QFs to monitor the QF status of the facilities. The
Commission's experience has been that utilities generally do not want to pay avoided cost
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rates for power from a facility which is not entitled to QF status and that utilities, at times
in conjunction with state regulatory authorities, have set up programs to require data from
QFs and monitor the QF status of the facilities from which they purchase power.

Utilities, state regulatory authorities or others may oppose a facility’s QF status by
challenging an application for Commission certification or filing a petition for declaratory
order. Governmental entities, including state commissions, do not have to pay a fee to
file a petition for declaratory order. Further, for good cause shown, other groups may
seek a waiver of the filing fee.

Out of the nearly 9,000 filings with the Commission from facilities claiming QF
status (either notices of self-certification or applications for Commission certification),
only a small percentage of the filings were contested applications for Commission
certification. There have been fewer than 20 cases of a utility-purchaser alleging that an
existing facility no longer was satisfying the criteria for QF status. Moreover, the Enron-
affiliated QFs represent the first time there have been allegations that QF filings were
fraudulent.

Question 4: Looking at the Enron/RADR trasnactions, what administrative, staffing or
other oversight requirements would have been in order for FERC to have
been able to pierce the fraudulent applications they submitted?

Answer: The 1997 Enron applications were uncontested applications, i.e., neither
Southern California Edison (the utility which purchased from these facilities) nor any
other party intervened in opposition to the 1997 requests for recertification. Because the
applications were uncontested, the Commission accepted the representations made in the
applications as true. A procedure to investigate every unchallenged allegation made in an
application to the Commission would require many times the resources currently
employed by the Commission and would not appear to be an appropriate use of
government resources, since others such as electric utilities have a monetary incentive to
monitor such filings. However, in this case, it is far from clear that closer scrutiny would
have uncovered Enron's financial manipulations. Even Enron's own financial auditors
reviewed materials relating to the Enron/RADR transactions, and did not find fanlt with
the transactions at the time they were undertaken.

Question 5: Were there any energy crises issues — any close calls — last summer?

Answer: The closest call last summer occurred in Connecticut. On April 26, 2002,
ISO-New England announced that southwestern Connecticut was expected to experience
critical power supply reliability problems during summer peaks due to inadequate
transmission facilities in the area, especially if there were a loss of any significant
transmission or generation resources. (There is currently a state-imposed moratorium on
new energy infrastructure construction). Six days later, on May 2, 2002, Devon Power
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LLC (a subsidiary of NRG Energy, Inc.) made a filing with ISO-New England to
deactivate three of its plants (total of 230MW) in southwestern Connecticut on August 1,
2002. Devon Power (NRG) indicated that it would not have to deactivate its units if it
could enter into an RMR (reliability nmust run) contract with ISO-NE that would provide
adequate and fair compensation for reliability.

The Commission directed its Enforcement staff to inquire into this situation. The
Commission sought to make sure that NRG was not exercising market power to increase
its revenues in this transmission-constrained area. After numerous meetings of NRG,
ISO-NE and staff, under the auspices of a FERC staff mediator, the parties reached an
agreement on an RMR contract for the three Devon units. ISO-NE then filed the RMR
contract with the Commission on August 16, 2002 (effective Aug. 1), and agreed to begin
negotiations on RMR contracts for other units owned by NRG in Connecticut. Thus,
outages in southwest Connecticut were averted through the 2002 summer cooling season.

However, reliability in that area is still at risk for summer 2003 unless
infrastructure and/or demand responsiveness is increased in the area. Reliability risks
remain for southwest Connecticut, especially if NRG, which is considering a bankruptcy
filing, is unable to secure contracts to provide for maintenance and operation of nine other
generators in NRG's Connecticut fleets. Staff mediators from OMOI are currently
meeting with the participants, including load-serving entities of Connecticut, to negotiate
RMR contracts for NRG's units. Absent some success in these efforts, there is a risk of
electrical shortages in southwest Connecticut in the summer of 2003.

Question 6: The Majority Staff Memo criticizes FERC for not acting sooner to address
trading and marketing abuses in the California and Western energy markets.
That was then and this is now. It seems that the Commission is moving
pro-actively and aggressively to investigate the allegations of abuses. Are
you convinced that the Commission will uncover any significant
wrongdoing that occwrred in these markets?

Answer: Yes. The Staff investigation in Docket No. PA02-2-000 is devoted to
investigating price manipulation in Western energy markets for the years 2000-2001.
That investigation, formalized on February 13, 2001, has already issued one report, in
August 2002, and a second report will be issued February/March 2003. Among other
things, in the August 2002 report, Staff recommended to the Commission that several
hearings be held to investigate preliminary evidence that several companies, including
several Enron affiliates, had engaged in improper conduct, including affiliate abuse.
Those proceedings are currently in litigation.

The Staff in Docket No. PA02-2-000 is continuing its investigation of possible
manipulation of price indices published by the trade press, including deliberate
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misreporting of transactional data by traders; wash trading; and strategic outages
(physical withholding to reduce available capacity). We anticipate that, among other
things, the Staff report will suggest means by which the Commission could regulate the
reporting of transactional data by power marketers subject to the Commission's
Jjurisdiction; prevent strategic outages; regulate wash trades; and prevent other means by
which prices can be manipulated.

In addition, even before the Commission initiated the investigation in Docket No.
PA02-2-000, the Commission's November 15, 2000, report on California bulk power
markets laid a solid foundation for addressing such systemic problems in Western
markets as over-reliance on spot markets.

Finally, on December 5, 2002, El Paso Electric Company (El Paso) announced that
it had reached a settlement with FERC trial staff, in Docket No. EL02-113-000, in which
it was charged with helping Enron Corp. manipulate Western electricity markets during
2000-2001. Under the settlement, El Paso agreed to refund $14 million and give up its
right to sell power at market-based rates for the next two years. El Paso has not admitted
any wrongdoing.

Question 7: Does the fact that you are having to operate at FY 2002 funding levels six
weeks into the new fiscal year (and perhaps into next year) hamper your
efforts to make progress in marketing and investigation efforts?

Answer: Operating at FY 2002 funding levels going into FY 2003 has affected our
progress in marketing and investigation efforts as follows:

. Delayed our ability to augment market oversight and investigation
resources by 50 FTEs

. Delayed approximately $1M in information technology and
contractor support to enhance market oversight and investigation
functions

We hope that these funding issues will be resolved soon.
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Senator Carl Levin

Question 1: Current law provides special rates and other benefits to qualifying small
power production facilities under 16 U.8.C. 796 (17)(c) (hereinafter “QF

facilities™).
a Approximately how many QF facilities now exist?

Answer: Since 1980, over 7000 facilities have filed with the FERC claiming to meet
the regulations for QF status that are set out in PURPA. Of the 7000 facilities which
claim QF status, many were never built while others have gone out of business or have
converted to some other type of facility which may or may not meet the requirements of
PURPA.

b, Approximately how many QF facilities have equity interests held by
multiple parties?

Answer: The Commission does not keep records of this information.

c. Approximately how many QF facilities are owned in part, either directly or
indirectly, by any electric utility company, electric utility holding company,
or an affiliate of an electric utility holding company (hereinafter “electric
utility™)? :

Answer: For the period from 1980-1995, approximately four percent of QFs were
owned iu part, either directly or indirectly, by an electric utility. The Commission does
not have statistics on this since 1995.

d, Approximately how many QF facilities are owned in part by a special
purpose entity (SPE) that was established by an electric utility.

Answer: The Commission does not keep records of this information. The reason for
this is twofold. First, in enacting PURPA, Congress sought to remove the substantial
burdens of pervasive federal and state regulation from entities that received QF status.
One of these burdens was the obligation to keep detailed records. See FERC v,
Mississippi, 456 U.S. 742, 750-51 (1982) (citing legislative history of PURPA). Second,
the Commission's interest in reviewing ownership issues associated with QF applications
is to determine the overall utility ownership of the QF, and not the specific organization
of ownership. If an SPE is utility-owned, then the ownership interest of the SPE is
considered to be utility ownership. Section 292.206 of the Commission's regulations
provides that, except under limited circumstances:

-12-



190

If a wholly or partially owned subsidiary of an electric utility or electric
utility holding company has an ownership interest of a facility, the
subsidiary's ownership interest shall be considered as ownership by an
electric utility or electric utility holding company.

The limited exceptions to this requirement are being addressed in two pending
proceedings at the Commission (Docket Nos. EL03-17-000 and EL03-19-000), the
former of which was initiated by the Commission. Utilities are required to disclose in
their QF applications the extent to which they are owned, directly or indirectly, by an
electric utility. The SPE form of ownership would be covered under this reporting
requirement. Commission certification that an entity is a QF is only valid to the extent
that the facility is owned in the manner described in the QF application.

€.

Answer:

Answer:

Approximately how many QF facilities are owned in part by an SPE whose
equity ownership interest in the facility was largely provided, financed, or
guaranteed by an electric utility?

Please see response to Question No. 1d. above.
Approximately how many QF facilities are owned in part, either directly or

indirectly, by a director, officer or employee of an electric utility or by a
family member closely related to such director, officer or employee?

- Please describe the characteristics and nature of existing QF facility owners,

including whether any particular companies dominate ownership of these
facilities, the most common types of owners, and the relative percentage of
owners that are electric utilities, corporations, partnerships, trusts, or
individuals.

The Commission does not keep records of any of the information sought in

parts (f) and (g). Neither PURPA, the FPA, nor the Commission’s implementing
regulations require that such information be provided by QF applicants, or collected by
the Commission.

Question 2: If FERC determined that a company which had owned a QF facility sold

Answer:

100 percent of the equity interest in that facility to an SPE that was
established and financed primarily by an electric utility, would the facility
likely continue to qualify for QF status under FERC regulations? What if
the SPE was owned or controlled by a senior officer or employee of an
electric utility?

The issues raised in this question are being addressed in a pending

-
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proceeding. On October 24, 2002, the Commission instituted a proceeding in Docket
No. EL03-17-000 into the QF status of the three Enron/RADR facilities which were
recertified in 1997. Investigation of Certain Enron-Affiliated QFs, 101 FERC §61,076
{2002). I cannot prejudge the issues in this pending proceeding. However, below, I have
outlined the applicable Commission law and precedent on this issue.

In Subpart B of the Commission's PURPA regulations, implementing the sections
of PURPA that modified the Federal Power Act (FPA), the Commission set forth criteria
and procedures for becoming a QF. 18 C.F.R. §§ 292.201-292.211 (2002). One of the
criteria for being a QF relates to ownership of the QF. Sections 3(17)(C) and (18)(B) of
the FPA, 16 U.S.C. §§ 796(17)(C)(ii) and (18)(B)(ii)(1994), provide that a QF must be:

owned by a person not primarily engaged in the generation or sale of
electric power (other than electric power solely from cogeneration facilities
or small power production facilities).

The Commission’s regulation implementing this statutory requiremnent states that:

{2) General Rule. A cogeneration facility or small power production
facility may not be owned by a person primarily engaged in the generation
or sale of electric power (other than electric power solely from cogeneration
facilities or small power production facilities).

{b) Ownership test. For purposes of this section, a cogeneration or small
power production facility shall be considered to be owned by a person
primarily engaged in the generation or sale of electric power, if more than
50 percent of the equity interest in the facility is held by an electric utility or
utilities, or by an electric utility holding company, or companies, or any
combination thereof. If a wholly or partially owned subsidiary of an
electric utility or electric utility holding company has an ownership interest
of a facility, the subsidiary's ownership interest shall be considered as
ownership by an electric utility or electric utility holding company.

18 C.F.R. § 292.206(a) and (b) (2002).

The Commission has summarized its ownership requirements for QF status as
follows: '

The Commission's regulation thus equates "ownership interest” with "equity
interest," but does not define the term "equity interest.” This definitional
issue has been most problematic in cases involving partnerships as opposed
to corporations. This is because the stated percentage of partnership
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interests in partuership agreements does not always correspond with
specific provisions in the partnership agreements concerning control of
and/or division of benefits from the partnership assets. The Commission
has therefore looked to the entitlement to profits, losses, and surplus after
return of initial capital contribution, as well as the share of control of the
venture, to help it in determining whether the division of equity interests in
a partnership complies with the statutory and regulatory ownership
requirements for QF status.

Indeck North American Power Fund. L.P., 85 FERC {61,239 at 62,001-02

(1998)(footnote omitted), order noting withdrawal of reh'g and denying motion to vacate,
86 FERC {61,123 (1999). See also Vineland Cogeneration Limited Partnership, 99
FERC 61,304 (2002) (approving QF recertification of a facility following a merger),
Coso Energy Developers, et al., 85 FERC § 61,355 (1998) (denying QF recertification

following a merger); Coso Energy Developers, et al., 86 FERC 461,209 (1999)
(approving QF recertification following merger).

In the late 1980s, the Commission considered revising its QF regulations in a
rulemaking in Docket No. RM88-17-000. At that time, some electric utilities (including,
¢€.g., Southern California Edison Company) argued that electric utility subsidiaries should
be allowed to own 100 percent of a QF. However, as noted in the preceding paragraphs,
the Commission's general policy has been to allow no more than 50 percent electric utility
ownership of QFs.

Question 3: At the hearing, Chairman Wood indicated that FERC would undertake a
review of existing filings to determine whether any QF facilities are
operating under the same or similar ownership arrangements used by Enron
with respect to its wind farms. Please describe how FERC plans to conduct
this review, approximately how many QF facilities will be examined, and
projected key dates for completion of the review. Given the evidence that
has emerged over the last year regarding how Enron and other companies
have abused SPEs by concealing their control over or financial
contributions to the relevant SPE, please describe how FERC plans to
identify and evaluate the nature and extent of any links that may exist
among the QF facility, an SPE with an equity ownership interest in that
facility and any electric utility.

Answer: As indicated in our response to Question 3 to Senator Lieberman,
Commission staff will conduct periodic, random audits of the veracity of representations
made concerning the ownership and control of QFs in filings that claim eligibility of QF
status. This may be accomplished through a combination of periodic searches of publicly
available information sources (g.g., the internet, SEC filings), data requests that are issued
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to QF applicants at the time QF authorization is being sought, and the periodic issuance of
letters compelling the provision of ownership information from QFs and/or their owners.
However, with regard to the latter method of auditing, please note that no more than ten
such letters may be issued at one time without the Commission first having obtained
clearance from the Office of Management and Budget. Through these three means, the
Commission would expect to randomly survey approximately 50 QFs over the next year.
These examinations of ownership would attempt to determine ownership and control over
the surveyed QFs, including ownership by Special Purpose Entities.

Question 4: [Omitted)]

Question 5: At the hearing, FERC indicated that it currently relies to a large extent on
third parties to file complaints about QF facilities that may be in violation
of FERC's QF ownership rules. Are there any plans for FERC to publish
Federal Register notices to alert consumer advocates to facilities claiming
QF status or to changes in the ownership of these facilities: Are there any
plans to eliminate the $16,000 fee for complaints against QF facilities?

Answer: There are no plans to do so yet. While the Enron problems have raised
questions about certain aspects of government oversight of corporations, there is no
indication that a change in FERC’s notice procedures or fees for QF matters would have
made any difference in detecting or preventing the type of behavior engaged in by
Enron’s QFs. If future developments indicate to me that a change in these procedures
would be useful in preventing abuse of QF rights, I will certainly work in support of such
changes.

As background information, I would note that there are two procedural ways a
facility may be certified as a QF. A facility may self-certify or a facility may seek
Commission certification. Facilities filing notices of self-certification are required to
serve a copy of the notice on each electric utility with which it expects to interconnect,
transmit or sell electric energy to or purchase power from and on the state regulatory
authority in each state where each affected utility is located. 18 CF.R.

§ 292.207(a)(1)(ii). Notices of applications for Commission certification are published in
the Federal Register. 18 C.F.R. § 292.207(b)(4).

The applicable fee for a proceeding seeking revocation of the QF status of a
facility is the fee for a declaratory order. See Hydro Investors, Inc. v. Trafalgar Power,
Inc., 94 FERC 61,207 (2001), reh’g denied, 95 FERC q 61,120 (2001). Waiver of the
fee is available to petitioners suffering severe economic hardship. 18 C.F.R. § 381.106.
In addition, states municipalities and anyone who is engaged in the official business of
the Federal Government are exempt from the filing fees. 18 C.F.R. § 381.108.
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Question 6: FERC's staff conducted two examinations of the electronic trading
operation known as Enron Online (EOL). The first staff report was issued
in August 2001, and the second a year later in August 2002. The first report
concluded "there is no reason for concern about EOL at this time.” The
second report found significant evidence of price manipulation and
deceptive practices by Enron. How do you explain the differences between
the two staff reports?

Answer: The first staff report (August 2001) relied almost exclusively on
Commission staff's direct observation of trading floor activities by Enron traders,
presentations by Enron management, and informal conversations with non-Enron traders.
In retrospect, it is clear that Enron failed to present Staff with a complete and accurate
picture of how EOL operated.

With the commencement of the investigation in Docket No. PA02-2-000, the
Commission empowered Staff to conduct extensive discovery of Enron. Staff acted
aggressively to seize control of Enron's databases, including those applications Enron
used on EOL and the databases where records of EOL transactions were kept. With the
assistance of its outside forensic database experts, Staff now has an accurate picture of
how EOL operated and how Enron used EOL’s particular operating characteristics to
assist it in wrongdoing, which was discussed in the August 2001 report. Enron's earlier
misrepresentations to Staff have now been detected and examined in detail.

Question 7: The August 2002 FERC staff report includes a detailed analysis of the
natural gas trades made on Enron Online for next-day delivery into
California over the course of a single day, January 31, 2001. The report
found that out of a total of 227 trades on that day, 174 — or more than two-
thirds of the trades — involved Enron and a single counter party. Most of
these trades took place during the last hour of trading, with the two parties
buying huge amounts of natural gas from each other in numerous
transactions. The report determined that the trades took place at "higher
prices” than other trades that day and resulted in a steep price increase over
the last hour of trading. The report described this trading as "difficult to
rationalize as a normal or standard business practice” and noted that "only
Enron and possibly the counter party could have known that so much of the
trading was going on between themselves, because parties looking at EOL's
screens could only see the bid and ask prices; they could not know who the
counter party was on any particular trade." The report also indicates that
Enron Online's price data was routinely used to prepare published reports
on natural gas prices, which meant that the EOL price data was not just
affecting Enron trades, but also contributing to higher natural gas prices
industrywide. The FERC staff report concluded that Enron had "significant
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ability and incentive to manipulate the price data published by the reporting
firms."

a. What is the identity of the counter party in the 174 trades analyzed in the
2002 report?

Answer: The identity of this firm has been kept confidential by the Commission to
avoid compromising its on-going investigation of the firm's possible misconduct. The
activities of this firm, including but not limited to the trades discussed in the initial report,
are under active investigation and will be discussed in Staff's final report in Docket No.
PA02-2-000. To avoid compromising the ongoing investigation, we request that the
disclosure of the identity of the firm in question be deferred at least until issuance of the
final report in Docket No. PA02-2-000.

b. (i)  Isit FERC's position that it currently has jurisdiction to monitor and
investigate electronic trading systems like Enron Online which affect
U.S. energy markets?

Answer: Electronic trading systems may involve trading of electric energy and/or
natural gas products. We believe the Commission generally has jurisdiction to monitor
and investigate electronic trading systems which may affect matters under our
jurisdiction. However, that is a separate question from whether the Commission has
Jjurisdiction to regulate electronic trading systems. The latter question will turn on a
case-specific inquiry into whether the owner or operator of the trading system is a "public
utility” under the Federal Power Act or a "natural gas company" under the Natural Gas
Act.

b. (ii)  Does FERC's jurisdiction arise in part from its statutory obligation to
ensure just and reasonable rates?

Answer: The Commission’s basic jurisdiction under Part II of the FPA is determined
by FPA section 201, as discussed in the preceding answer, and not by its duty to ensure
just and reasonable rates under sections 205 and 206 of the FPA.

c. Would you agree that the 2002 FERC staff analysis of Enron Online has
established beyond dispute that electronic trading can affect U.S. energy
prices and utility rates?

Answer: The investigation in Docket No. PA02-2000 has produced evidence that

electronic trading platforms are important trading mediums which can affect energy

prices and utility rates. However, price manipulation does not take place solely on

electronic trading platforms; it can potentially occur through such means as telephones
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and non-electronic organized trading exchanges. The Comunission's Standard Market
Design rulemaking would help to prevent abusive trading practices by standardizing
trading in some respects; such standardization also would facilitate Commission
oversight.

d. Given the importance of electronic trading in U.S. energy markets today, is
it fair to say that FERC cannot ensure just and reasonable rates without
monitoring and overseeing the key electronic trading systems that affect
U.S. energy markets?

Answer: The Commission is still evaluating the role of electronic trading systems
and the appropriate regulatory response to such systems. As we obtain additional
information, we will continue to evaluate the need for further regulatory monitoring and
oversight, within the statutory framework devised by Congress for FERC and other
Federal agencies.

Question 8: Please list the key electronic systems that currently affect U.S. energy
markets. Has FERC initiated a detailed examination of any of these
electronic trading systems since Enron's collapse in December 20017 If so,
please identify them. In addition, please indicate whether FERC has
conducted or plans to undertake a detailed examination of
UBSWenergy.com or the Intercontinental Exchange.

Answer: [Please see Confidential Non-Public Appendix].

Question 9: FERC uses certain information, like large trader reports, to monitor
designated exchanges such as NYMEX. Does FERC have any plans to require electronic
trading systerns like UBSWenergy.com or ICE to begin filing similar information with
FERC, so that FERC can monitor their trading? If not, how will FERC monitor existing
electronic platform trading in the energy markets to detect and prevent roundtrip and
other suspect transactions that may be improperly increasing energy prices or utility
rates?

Answer: FERC does not monitor NYMEX directly. NYMEX is regulated by CFTC,
and NYMEX is a self-regulated organization (SRO) where its members filed trading
reports, etc., with the SRO having the primary responsibility to catch any violations or
manipulations. CFTC has oversight and audit authority over the SRO, along with
enforcement of laws over wrongdoing. CFTC also has access to confidential individual
transaction data, which it monitors and analyzes for aberrant behavior. CFTC publishes
on its website aggregate reports such as the commitment of trader reports which include
concentration ratio and other useful monitoring metrics at the aggregate level. CFTC
compiles the large trader reports mentioned in the question, but these reports are not
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publicly available as they contain sensitive competitive information.

At this time, ICE has qualified as an exempt commercial market under the
Commodity Futures Modernization Act (CFMA) of 2000, and therefore has less data
filing requirements than NYMEX. Therefore, there is limited available data on which
useful metrics can be developed to identify aberrant market behavior other than price
which is published and sold by ICE as a separate service. Reliance on ICE's self-
reporting and self-regulation is the only option except when there are reported allegations
of wrongdoing and an investigation is opened by FERC or CFTC. As ICE begins to
"clear” physical transactions and its clearing members take title before netting and
delivery to the matched party, there may be cause to deem these clearing members as
FERC jurisdictional marketers and subject to FERC requirements for reporting, etc.
Concurrently, FERC is exploring cooperation with CFTC to define and obtain market
data for more effective monitoring. As FERC moves towards completion of its
comprehensive data requirements project in 2003, it will have a comprehensive list of
data it can have ready access to, its planned metrics, and how it proposes to use these
metrics for oversight and monitoring. FERC will also have defined data gaps, and
options for obtaining these data to betier monitor the markets, including revised rules,
clarifying reporting requirements, or even new legislation requiring more disclosure and
transparency to match the greater market freedom.

Question 10: Electronic trading is not confined to offers and bids on short term contracts
for next-day deliveries of energy, but also energy derivatives, forward
contracts and futures.

a. Does FERC need to examine all aspects of this trading activity to fully understand
energy markets and evaluate whether particular prices are just and reasonable?

Answer: A comprehensive overview of these activities would be useful to fully
understand energy markets but may not be needed to ensure that particular prices are just
and reasonable.

b. Is FERC’s existing statutory authority sufficient to permit it to monitor and
investigate the whole range of energy trading activity that takes place on
electronic trading systems, or is it FERC’s position that it is precluded from
examining certain types of trading? If it is FERC’s position that it is
precluded from examining certain types of electronic trading, please
identify those categories of trading and explain why FERC is unable to
examine them.

Answer: As discussed in the response to Question 7b., the Commission generally has
authority to monitor and investigate activities affecting jurisdictional sales. However,

-20 -



198

this is a separate question from whether we have authority to regulate such activities.
With respect to the latter, the Commission, as a general matter, must make a case-specific

mquiry.

Question 11: Please provide any recommendations you may have for clarifying or
strengthening FERC’s statutory authority to ensure that FERC has clear
jurisdiction to monitor, obtain routine information regarding, and
investigate all aspects of electronic trading systems, including all types of
trading activity, that may bear on energy prices and utility rates.

Answer: I do not have any recommendations for statutory changes at this time. As
the Commission continues to learn about the activities of electronic trading systems such
as Enron Online and other newer entities, through its investigation in Docket No. PA02-
2-000 and other means, I will certainly seek any additional authority that I believe the
Commission may need to ensure adequate oversight of energy markets.
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ATTACHMENT TO ANSWER NO. 1
OF SENATOR LIEBERMAN'S
FOLLOW-UP QUESTIONS
TO THE NOVEMBER 12, 2002
COMMITTEE HEARING



200

'07) 1004
MIN 0D
.100yd soprifiuig % s3.d aeyn
pue saptaoid 2014198 usajyiey pue ‘yeyoo] ay Heyo) i
oN 10024216 A81oua {12391 Surory sanss] uaYpuEg BIYIUAT) susdng | ssA | Joaouo U1 JO APO B ‘POOM
ugay 24015
—S‘me\v:a H3ASL] Bl
10/92/6 U0 L0A2IY FIeN UOMOH | UOSI3AfEH ay ey 1
Wo L) PAATE0R 9J0u NOA Juey] ON 1002/02/6 Anmoag suladig | umis ‘uosssajey Auap Auag | sax | josouio 34 J0 900 1ed ‘POOM
wopfnry
‘uopfur ALIaf JOUOISSIILIOD) augg 1 JAUOISSRIWN.)
01 1081ADY {2807 $8 g o agrg R HRUD i
1 paRofUd ‘£6/6/7 01 76/174 woid 9N £661/8771 ‘DU woip smundap AN QUON | AeDuoNE | SPA | J0HIO oy | ied ‘poom
10110310234 213102d8 ou Inq
2661 W 33ko(dwis uoLug Jayiour Jo
1eg S Uitm Jaw | e 9jqrssod
S0 INQ §PI0DDI 7661 UILIEW vopduey
LUOP | UOPUET] ALID[ JHUOISSIUNLO) ueys (T
01 JosIApY (#8277 58 g e Juuso aakofduwigy vosug | Ieyeg Aen aup MRy i
pako[dwd ‘€6/5/7 01 186/1/1 WOs auoN 2661 | Butjy-aud 1o nstA Asauno) soyjoue Aqissod | udjd SN | SOA | 309010 apjosoyo | 1ed ‘poos
Buyasan
0) 3suodsas
ug wwo) Bupsauw
3y 4q ’ Bupsom EL
uAYE} UOIIE ajues ep Y Bupysawt 91 jo (s)aepewm 2 3¢ 3uassad parenuy
SIRMMOTY YO "JA AU STAR CA 318 'Al A5 Al yrafqns apy sem ey I | M ey R ISl oum 1| (e woIsiAlg DO AN

uosdwoy ], pur UBLISQIIT SI0JRUAS WOL,]
101277 7007 ‘ST Aretuqga ur ¢ "oN uouseny) 03 asuodssy




201

SIIAIG UOLIOH Bl Heysy i
N 007/%1/p arepdn ssouIsng jRioUDD jeqoiny ucaug ueis | $3A | jo 00 Y JO IO 14 poos
“OUIZU0D
oY) popusne
[002/p/Q1 UO 90UIAJUD sjdoad yo wnusads ey
a1y 12 uotimuosaid e apew pue ¢/01 1007y % SPROISSOI]) | prolq y '9ousIajuo)) ay Biilie) 11
uo sauup saxeads © 1e pajedioneg ON | €19q0100) ayy v Kotjog AS1eug SN Aoljog uosug Aequsy | sox | joooyo 34} JO INPO 1ed poom
- £SoukQg
i sadsow pasodosd ey
CHRTRLEY 30 2UI ULIOJUI OF 5 Ay a1 neyD It
10U pip 9y ing ow pavoyd Ku] SA ON 1002/8/11 © usq aAry 0) steadde 37 PO 1od WIULLY | s34 | JO 3OO 3 Jo 93I0 md'poom
Buneow
o0} asuodsaa
LTREHTeY Supsoum -
ay Aq Bunoawr ET
UINT] VOLIE adues ”ep 3y Bupaaw 3 Jo (s)Iaew aq) 3¢ Juasaad payepug
SIMIUWOY) 1BYIG "TA Aue seps A 338 ‘Al AT AL 199fn3 9D SEM FEUAL “TIT | 9I9M I IR ISVT I oym 1 | (8) { wopAIg NPO JwgN




202

LINDA K. BREATHITT

December 27, 2002

Honorable Joseph L. Lieberman, Chairman
United States Senate

Comuittee on Governmental Aifairs

340 Dirksen Senate Office Building
Washington, D.C. 20510

Via Fax (202.228.3792) and  Federal Express
Dear Senator Licherman:

Thank you for your letter of November 26, 2002 regarding additional questions
related to my testimony before the Committee on November 12, 2002. My response to
your questions is attached to this letter. With regard to the additional questions submitted
for the record by Senator Carl Levin, I have no additional comments to submit, and I
would adopt the responses submitted by Chairman Pat Wood.

Sincerely,

“K%W

Linda K. Breathitt

Enclosures:

a} Response to Questions;

b) October 30, 2002 Letter to Minority Counsel;
¢) New York Times Article, Nov. 13, 2002.

5310 CONNECTICUT AVENUE, N.W. » NUMBER 7 « WASHINGTON, D.C. 20015
PHONE 202.237.2314 » Fax 202.237.7488 + Emann lindabreathitt@aol.com
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QUESTIONS SUBMITTED FOR THE RECORD
FROM CHAIRMAN JOSEPH I. LIEBERMAN
TO THE HONORABLE LINDA K. BREATHITT, FORMER COMMISSIONER
FEDERAL ENERGY REGULATORY COMMISSION
November 12, 2002

1. In our February 15, 2002 letter to Chairman Wood, the Committee requested, among
other things, a list of all communications between Enron and the Commission (including
all Commissioners, officers or employees of FERC) from January 1, 1992 to December 2,
2001. You responded to this request on March 4, 2002 and supplemented this response
on March 20, 2002. Since then, questions have been raised about the completeness of
these responses.

a. Please indicated whether the information provided in FERC's submission of
March 4, 2002 and March 20, 2002 is a complete and accurate description of your
communications with Enron and its representatives during that time period. If
not, please list any communications (as that term is defined in the Committee's
February 15, 2002 letter) that you had with Enron or its representatives from
January 1, 1992 through December 2, 2001 that were not included in the
Commission's earlier submissions to the Committee.

RESPONSE: To the best of my knowledge, FERC's prior submissions to the
Committee, along with my letter of October 30, 2002 to the Committee's Minority
Counsel Gary M. Brown (copy attached), contain a complete and accurate record of my
communications with Enron and its representatives during the relevant time period.
Please see the additional comments set forth below in further explanation.

b. Is there anything to which you testified at the hearing with respect to your
communications with Enron and its representatives that you wish to supplement?

RESPONSE:

At the hearing on November 12, I was provided by Senator Fred Thompson (for
the first time) with a copy of a two page document that purported to show a total of 46
instances of communication (between May, 2000 and December, 2001) between me and
Enron or its representatives. From Senator Thompson's questions at the hearing, it
appears that this document was reconstructed primarily from the law firm billing records
of Charles Bone, an attorney with the firm of Wyatt, Tarrant & Combs who represented
Enron. (Breathitt Testimony, 11/12/02, p. 107).

As T stated in my letter of October 30, 2002 to the Committee's Minority
Counsel, I attended numerous conferences, seminars and speaking engagements in which
I had incidental contact with Enron, as well as other regulated entities. I also stated that I
cannot provide specific information on telephone calls, since no logs were kept by me
personally or by my office.
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LINDA K. BREATHITT

RESPONSE TO QUESTIONS FROM SEN. LIEBERMAN
DECEMBER 27, 2002

PAGE 2

Of the 46 contacts set forth in the Thompson document, 26 are telephone calls
involving Mr. Bone.  The others are listed as "courtesy meetings", two luncheon
meetings, four dinner meetings, one breakfast meeting, an approved attendance at an
inaugural brunch, a speaking engagement at an INGAA Board meeting in Houston;
attendance at a political event for U.S. Rep. Ford, and a public speaking engagement at a
Conference hosted by Enron. Some of these "contacts” were most likely routine phone
calls involving logistics or scheduling of the meetings that I previously disclosed. Others
most likely involved purely social or political matters that were unrelated to anything
involving Enron. Mr. Bone had no prior energy background, and therefore the technical
and highly arcane issues within FERC's jurisdiction were foreign to him.

T have known Mr. Bone for a number of years, prior to my appointment to FERC,
and prior to his engagement as a lawyer for Enron. My acquaintance with him has been
social and political, and has never influenced any action I have taken in my official
capacity. After Mr. Bone was hired by Enron, he was persistent in his efforts to set up
meetings with Enron officials reflected in my prior disclosures. I treated these requests
by Mr. Bone in the same manner as I did similar requests from anyone else.

The Thompson document appears to rely on Mr. Bone's billing records with
regard to his contacts with me. This reliance leads to subjective judgments about how to
characterize those contacts. For example, Sen, Thompson's document purports to show
breakfast and lunch meetings with me on December 4, 2000. On that date, I attended and
was a luncheon speaker al a financial conference in New York that was attended by over
200 people (a few of whom, including Mr. Bone, represented Enron). Likewise, the
Thompson document purports to show that I participated in a number of conference calls,
two of which were with individuals I do not know (Mr. Delainey and Harold Ford Sr.).
The balance of the 46 entries reflect the contacts I previously disclosed, along with the
incidental contacts at public or social functions and phone calls {several of which were
totally unrelated to Enron) that were referred to in my October 30, 2001 letter to the
Committee’s Minority Counsel, and the one personal trip I made to Nashville (Breathitt
Testimony, p. 108).

In a news article following my November 12, 2002 testimony, it was reported that
"Mr. Thompson also emphasized that he was not asserting that Ms. Breathitt had done
anything improper, only that he was trying to show how easy it was to draw negative
inferences in such situations." ("Senator Releases Document's on Gore Aide's Enron
Ties", The New York Times, Nov. 13, 2002, copy attached). While it may be "easy to
draw negative inferences", 1 believe any fair reading of the record establishes that such
negative inferences are unwarranted.
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LINDA K. BREATHITT

RESPONSE TO QUESTIONS FROM SEN. LIEBERMAN
DECEMBER 27, 2002

PAGE 3

As 1 testified, Enron was aggressive in promoting its views on energy policy.
{Breathitt Testimony, 11/12/02, p. 119). I was one of the Commissioners who was least
receptive to Enron's philosophy of deregulation. (Id. p. 114). It is not surprising that
Enron would engage a social and political friend of mine in an effort to gain
introductions and opportunities to meet with a Commissioner who was viewed as being
unreceptive to their point of view. Enron, throughout my tenure at FERC, had
advocated establishing an open access regime that included mandatory regional
transmission organizations (RTO's), FERC authority over bundled sales in interstate
commerce, and new mandatory interconnection and pricing rules. I did not support these
positions advocated by Enron. I listened, however, to their point of view with the same
fairness and respect that I accorded any member of the public or regulated entity that
sought to share their views with me.

With respect to the California energy crisis, my testimony (at pages 109-110)
addresses some of FERC's numerous responses to this pressing issue. Beginning with
the December 15, 2000 Order, FERC issued several important Orders addressing this
crisis.  These Orders imposed mandatory price controls, imposed a "must offer”
provision addressing supply, closed down the Power Exchange, imposed penalties for
underscheduling, allowed the incumbent utilities to self supply, extended price caps in the
entire West, and prohibited megawatt laundering. I wholeheartedly supported all of
these important measures adopted by FERC to address the crisis, as well as other
technical measures to mitigate the high prices and address the dysfunctional market in
California.

Finally, I would like to address Sen. Thompson's remarks, commenting on the
fact that my Father was associated with Wyatt, Tarrant & Combs, the same law firm as
Mr. Bone. In 1992, after his retirement, my Father joined the law firm's Lexington,
Kentucky office, as "counsel”, on a fixed salary that was totally unrelated to Mr. Bone
in the firm's Nashville office, or Enron. My Father has had a long career of public
service. He has had absolutely no involvement in my activities at FERC or the activities
of Mr. Bone, or the firm, on behalf of Enron. As Senator Thompson conceded, "He is a
distinguished public servant." (Id, p. 111).

I would like the public record to reflect that throughout my tenure at FERC, I
endeavored to serve the public by fairly and impartially discharging the duties that were
entrusted to me. I was privileged to serve at an agency that is staffed by dedicated public
servants, and to serve with other Commissioners who, despite philosophical
disagreements, always did their best to administer a complex regulatory system in the
public interest.  The Committee's task in examining the ways that the regulatory process
worked, or failed to work, is extremely important. T hope my responses here will help
the Commiittee to stay focused on that important task.
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FEDERAL ENERGY REGULATORY COMMISSION
WASHINGTON, D.C. 20426

OFFICE OF THE COMMISSIONER
October 30, 2002

Mr. Gary M. Brown, Special Counsel
U.S. Senate Commiittee on Governmental Affairs
Washington, DC 20510-6250

Dear Mr. Brown:

This responds to your invitation to supplement my responses to the February 15,
2002 letter from Senators Licberman and Thompson set forth in your letter of October 11,
2002 to Don Chamblee.

After conducting another review of my calendar, I have found one additional
meeting that involved Enron or an Enron affiliate during the relevant time period. The
meeting occurred on June 7, 2000. It was attended by representatives of Puget Sound
Energy, Avista, Portland General Electric (an Enron affiliate) Siersa Pacific Resources
and MT Power. The subject matter most Iikely involved the development of RTO West.

As to other communications, I have had opportunities for incidental contact with
representatives of numerous entities regulated by the FERC, including Enron and its
affiliates, in contexts such as conferences, seminars and speaking engagements. Further,
during the relevant time period I had telephone communications with representatives of
Enron and its affiliates. However, because neither my office or I keep telephone logs, I
cannot provide specific information such as dates and the number of additional contacts.
They likely involved the same kinds of discussions reflected in my prior responses, i.e.,
transmission access, RTO development and tariff reform for a single transmission tariff.

My prior responses to Senators Lieberman and Thompson, as supplemented by this
letter, reflect my best recollection of contacts I have had with employees of Enron and its
affiliates. If 1 can further assist the committee in this matter, please do not hesitate to
contact me.

Sincerely,

wdlow K- Brco Tt
‘Linda K. Breathitt
Commissioner
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Senator Releases Documents on Gore Aide's
Enron Ties

By RICHARD A, OPPEL Jr.

% B ¥ ASHINGTON, Nov. 12 — In a parting shot at Democrats today,
Senator Fred D. Thompson released documents detailing how
one of Al Gore's top presidential campaign officials, Johnny

Hayes, was paid to do consulting work for Enron during the 2000
campaign. Mr. Hayes was hired to help the company resolve a costly
dispute with a federal agency and also to lobby federal energy
regulators. :

Mr. Hayes, who was Mr. Gore's national finance chairman in the 2000

. campaign, was paid $100,000 by a prominent law firm, Wyatt, Tarrant

& Combs, that had been hired to resolve a dispute between Enron and
the Tennessee Valley Authority, according to the managing partner at
the firm. The dispute was settled late in 2000 after Enron agreed to pay
more than $200 million.

The firn had also been hired by Enron to obtain "better comumunication”
with a commissioner at the Federal Energy Regulatory Commission,
Linda Breathitt, whose father was a lawyer at the firm, according to
documents written by a former partner at the firm that were also released
by Mr. Thompson, a Tennessee Republican who is retiring this year.

Enron had close relations with President Bush and other top
Republicans, and the documents illustrate how the company strove
during the 2000 elections to play both sides of the fence by fostering
close links to senior Democratic party officials. Enron had long been a
major financial backer of Mr. Bush, a relationship Democrats have used
to try to damage the Bush administration.

But Enron, apparently concemed two years ago that Mr. Gore might win
the election, set out on an aggressive tack to also cultivate people close
to him and other Democratic officials. Mr. Haves, who did notretwrn a
phone call seeking comment today, also worked for Enron after Mr.
Gore was defeated.

& Mr. Thompson released the documents during a Senate Governmental
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Affairs Committee hearing today in part because he said he was
concerned that Democrats on the panel were trying to paint Republican
appointees to the energy commission in an unfair light.
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"Selective indignation is not going to work,"” Mr. Thompson said. The
panel's chairman, until next year, is Senator Joseph I. Licberman,
Democrat of Connecticut, who is seen as a possible presidential
candidate in 2004. Mr. Liecberman denied any effort to "get Republicans
and protect the Democrats.”

Chattancoga Times Free Press.

In an interview this afternoon, the managing partner at Wyatt, Tarrant &
Comibs, Kevin Hable, confirmed that the firm paid Mr. Hayes $100,000

in March 2001 for work Mr. Hayes performed the year before on behalf
of Enron. :

Mr. Hable said that lawyers on the executive comumittee of the law firm
were not told that Mr. Hayes had been retained to do the work until
January 2001. The only person at the firm who knew about the deal with
Mr. Hayes before that date, he said, was Charles W. Bone, who he said
had sought to arrange a $325,000 payment to Mr. Hayes. The executive
committee, Mr. Hable added, also did not know Mr. Bone was lobbying
the energy commission until 2001. Mrx. Bone, who left the law firm late
last year, did not return a phone call seeking comment.

At the hearing today, Mr. Thompson noted that Ms. Breathitt's father,
Edward T. Breathitt, the former governor of Kentucky, had been a
lawyer at the Wyatt law firm at the same time that Mr. Bone and Mr.
Hayes were in contact with Ms. Breathitt.

Under questioning by Mr. Thompson at the hearing, Ms. Breathitt, a
Democrat appointed to the energy commission by President Bill Clinton
in 1997, testified that her contacts with Enron officials were proper. Her
father, she said, was paid by the Wyatt firm only a fixed salary that did
not increase based on new business. Mr. Breathitt has since retired from
the firm.

Ms. Breathitt added that many of the positions she had taken at the
commission were adverse to Enron. "I have been the most reticent, least
philosophically attuned to where Enron was going, in my opinion,” Ms.
Breathitt said.

The energy commission chairman, Patrick Wood III, who was appointed
by Mr. Bush last year, said after the hearing that he believed that the
harsh questioning of Ms. Breathitt had been unfair.

For his part, Mr. Thompson also emphasized that he was not asserting
that Ms. Breathitt had done anything improper, only that he was trying
to show how easy it was to draw negative inferences in such situations.

SEARCH RESULTE FROM THE ARCHIVE
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FEDERAL ENERGY REGULATORY COMMISSION
WASHINGTON, D.C. 20426

OFFICE OF THE COMMISSIONER

December 20, 2002

The Honorable Joseph I. Lieberman
Chairman

Committee on Governmental Affairs
United States Senate

‘Washington, D.C. 20510-6260

Dear Mr. Chairman:

Thank you for your letter of November 26, 2002, enclosing questions from you
and Senator Carl Levin. 1 am providing my answers, set out below, for the record of your
Commitiee's November 12 hearing.

Senator Joseph Lieberman’

Question 1: In our February 15, 2002 letter to Chairman Wood, the Committee
requested, among other things, a list of all communications between Enron
and the Commission (including all Commissioners, officers or employees of
FERC) from January 1, 1992 to December 2, 2001. You responded to this
request on March 4, 2002 and supplemented this response on March 20,
2002. Since then, questions have been raised about the completeness of

these responses.

a. Please indicate whether the information provided in FERC's submissions of
March 4, 2002 and March 20, 2002 is a complete and accurate record of
your communications with Enron and its representatives during that time
period. If not, please list any communications (as that term is defined in the
Comumittee's February 15, 2002 letter) that you had with Enron or its
representatives from January 1, 1992 through December 2, 2001 that were
not included in the Commission’s earlier submissions to the Committee.

b. Is there anything to which you testified at the hearing with respect to your
communications with Enron and its representatives that you which to

supplement?
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Answer: Thank you for the opportunity to supplement my responses to your previous
inquiries. To the best of my knowledge, the information provided in FERC's submissions
of March 4, 2002 and March 20, 2002 accurately reflects my communications with Enron
and its representatives during that time period.

Question 2: As discussed at the November 12 hearing, as well as in Committee staff's
accompanying memorandum, less than 10% of FERC's employees
measured in terms of full equivalents - FTE's - (the equivalent of one person
working full time) are allocated to the new Office of Market Oversight and
Investigation (OMOI). According to FERC's FY2003 budget 250 FTE',
including OMOI, are engaged in monitoring and enforcement activities,
even broadly-defined; these activities thus account for less than 20% of
FERC's total personnel and less then 15% of its budget. Do you believe this
level of commitment to market oversight and enforcement is adequate in
light of: 1) the fact that there are currently a number of investigations
relevant to the energy industry ongoing not only at FERC (including the
investigation of the California and Western markets) but also at other
federal agencies (for example, the CFTC and SEC) and at the state Jevel
(for instance, the California Attorney General's investigation of energy
company activities during the 2000-01 energy crisis) which may well
uncover information that requires additional or expanded FERC
investigations; and 2) the need for an effective enforcement program to
ensure compliance with market rules when markets are deregulated?

Answers I believe that the Commission has made the necessary level of commitment
to market oversight and enforcement, but that commitment is not measured solely by the
FTEs allocated to OMOI. Let me explain why I am satisfied that the Commission has
allocated sufficient resources to these critical efforts. It starts at the top. For the first
time, the Commission has made market oversight one of its three central goals, along with
the traditional work on infrastructure and teriffs and rates, which is reflected in our
Strategic Plan that we issued in the fall of 2001, The inclusion of market oversightas a
central goal in the Strategic Plan represents a new way of doing business and, in fact, a
huge cultural change at the Commission.

We have taken a number of steps to accomplish this goal. First, we established a
fead organization whose lone pricrity is market oversight and enforcement, the Office of
Market Oversight and Investigations (OMOI). OMOI became operational in 2002 and
will be fully staffed with 120 FTEs by summer 2003. Second, we also began
transforming our existing processes and resources. The organizations whose primary
mission is traditional infrastructure and tariffs and rates are becoming more attuned to
market oversight and investigation issues. Third, our resource allocation is not static. We
are using FTEs from a number of organizations (Office of Litigation, Office of General



211

Counsel, Office of Markets, Tariffs and Rates and Office and the Office of the Executive
Director) in major investigations. Furthermore, we are conducting a Closed Door session
after each Commission meeting to, among other things, focus our monitoring and
investigative efforts and resources and ensure full involvement of the Commissioners.
Fourth, to the extent our expertise needs to be supplemented by special skill sets, we have
not hesitated to contract with outside consultants, as we have done in the West Wide
investigation. Fifth, we have increased our cooperative efforts with the other federal
agencies such as the CFTC, SEC and DOJ. Finally, we are leveraging our market
oversight resources. Each developed electric market around the country has a market
monitoring unit (MMU) that has direct access to markets within the ISO or RTO. We are
forging a fundamental partnership with these MMUs so that together we will form a
single, seamless market monitoring presence around the country.

I believe the Commission has made an unprecedented commitment to market
oversight and enforcement and the current level of effort the Commission is expending on
market oversight and enforcement is appropriate. It demonstrates our commitment to
market oversight and leverages our resources effectively. If experience indicates that we
should commit additional resources to market oversight, I will not hesitate to reallocate
resources where we can or seek additional resources from Congress if we must. It is, of
course, critically important that we get the market structures and the rules in place as we
are doing in the RTO dockets in SMD proposal rulemaking.

Senator Carl Levin

Senator Levin propounded a number of questions to the Commissioners generally
seeking data regarding QF's and raising a number of legal issues. I have read the
respanses of Chairman Wood on behalf of the Commission. Iagree with the responses
and, therefore, adopt those responses as my own. So as not to unnecessarily burden the
record, I have not replicated those response here. I would be more than happy to respond
to any specific inquiry that Senator Levin would have for me.

Sincerely,
/[”JL' 7 (put Dol
Nora Mead Brownell

Commissioner
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FEDERAL ENERGY REGULATORY COMMISSION
WASHINGTON, D.C. 20428

OFFICE OF THE COMMISSIONER

December 20, 2002

The Honorable Joseph I. Lieberman
Chairman
Committee on Governmental Affairs
United States Senate
Washington, DC 20510-6260
Dear Mr. Chairman:
Thank you for your letter of November 26, 2002, enclosing questions from you
and Senators Fred Thompson and Carl Levin, for the record of your Committee's

November 12 hearing. My answers to those questions are enclosed.

Sincerely,

/ . 1 5
//wﬂzﬁ///,///;m |

William L. Massey /Q

Commissioner / .

Enclosure
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COMMISSIONER MASSEY'S RESPONSES TO QUESTIONS

SUBMITTED BY SENATORS

Senator Lieberman

Question 1:

Answer:

In our February 15, 2002 letter to you, the Committee requested, among
other things, a list of all communications between Enron and the
Commission (including all Commissioners, officers or employees of FERC)
from January 1, 1992 to December 2, 2001. You responded to this request
on March 4, 2002 and supplemented this response on March 20, 2002.
Since then, questions have been raised about the completeness of these
responses.

Please indicate whether the information provided in FERC’s submission of
March 4, 2002 and March 20, 2002 is a complete and accurate record of
your communications with Enron and its representatives during that time
period. Ifnot, please list any communications (as that term is defined in the
Committee’s February 15, 2002 letter) that you had with Enron or its
representatives from January 1, 1992 through December 2, 2001 that were
not included in the Commission’s earlier submissions to the Committee.

To the best of my knowledge and recollection, the information provided is a

complete and accurate record of communications between me and Enron and its
representatives during that time period.

b.

Answer:

Question 2:

Is there anything to which you testified at the hearing with respect to your
communications with Enron and its representatives that you wish to

supplement?
1 do not wish to supplement my testimony.

As discussed in the November 12 hearing, as well as in Committee staff’s
accompanying memorandum, less than 10% of FERC’s employees
measured in terms of full time equivalents — FTE’s — (the equivalent of one
person working full time) are allocated to the new Office of Market
Oversight and Investigation (OMOI). According to FERC’s 2003 budget
250 FTE’s, including OMOI, are engaged in monitoring and enforcement
activities, even broadly-defined; these activities thus account for less than
20% of FERC’s total personnel and less than 15% of its budget. Do you
believe this level of commitment to market oversight and enforcement is
adequate in light of 1) the fact that there are currently a number of
investigations relevant to the energy industry ongoing not only at FERC
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(including the investigation of the California and Western markets) but also
at other federal agencies (for example, the CFTC and SEC) and at the state
level (for instance, the California Attorney General’s investigation of
energy company activities during the 2000-2001 energy crisis) which may
well uncover information that requires additional or expanded FERC
investigations; and 2) the need for an effective enforcement program to
ensure compliance with market rules when markets are deregulated?

Answer: 1 hereby incorporate by reference, and adopt as my own, Chairman Wood's
answer to question No. 4 submitted by Senator Lieberman. I will continue to urge that
the Commission's resources are appropriately focused on vigorous investigations and
oversight. Under Chairman Wood's leadership, the Commission’s commitment to market
oversight and enforcement has increased rather dramatically. I have reached no
conclusion about whether additional resources will be necessary. It is my hope that
standardization of market structures and rules, vigorous market monitoring units within
each RTO and the more effective ex ante mitigation tools we have proposed in our
Standard Market Design rulemaking will allow a more efficient utilization of the
Commission's oversight and enforcement resources.

Senator Carl Levin

Question 1: Current law provides special rates and other benefits to qualifying small
power production facilities under 16 U.S.C. 796 (17)(c) (hereinafter “QF

facilities”).
a. Approximately how many QF facilities now exist?

Answer: 1 hereby incorporate by reference, and adopt as my own, Chairman Wood's
answer to this question.

b. Approximately how many QF facilities have equity interests held by
multiple parties?

Answer: I hereby incorporate by reference, and adopt as my own, Chairman Wood's
answer to this question.

c. Approximately how many QF facilities are owned in part, either directly or
indirectly, by any electric utility company, electric utility holding company,
or an affiliate of an electric utility holding company (hereinafter “electric
utility”)?
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Answer: I hereby incorporate by reference, and adopt as my own, Chairman Wood's
answer to this question.

d. Approximately how many QF facilities are owned in part by a special
purpose entity (SPE) that was established by an electric utility.

Answer: I hereby incorporate by reference, and adopt as my own, Chairman Wood's
answer to this question.

e. Approximately how many QF facilities are owned in part by an SPE whose
equity ownership interest in the facility was largely provided, financed, or
guaranteed by an electric utility?

Answer: I hereby incorporate by reference, and adopt as my own, Chairman Wood's
answer to this question.

f. Approximately how many QF facilities are owned in part, either directly or
indirectly, by a director, officer or employee of an electric utility or by a
family member closely related to such director, officer or employee?

g Please describe the characteristics and nature of existing QF facility owners,
including whether any particular companies dominate ownership of these
facilities, the most common types of owners, and the relative percentage of
owners that are electric utilities, corporations, partnerships, trusts, or
individuals.

Answer: 1 hereby incorporate by reference, and adopt as my own, Chairman Wood's
answer to this question.

Question 2: If FERC determined that a company which had owned a QF facility sold
100 percent of the equity interest in that facility to an SPE that was
established and financed primarily by an electric utility, would the facility
likely continue to qualify for QF status under FERC regulations? What if
the SPE was owned or controlled by a senior officer or employee of an
electric utility?

Answer: I hereby incorporate by reference, and adopt as my own, Chairman Wood's
answer to this question.

Question 3: At the hearing, Chairman Wood indicated that FERC would undertake a

[V%)
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review of existing filings to determine whether any QF facilities are
operating under the same or similar ownership arrangements used by Enron
with respect to its wind farms. Please describe how FERC plans to conduct
this review, approximately how many QF facilities will be examined, and
projected key dates for completion of the review. Given the evidence that
has emerged over the last year regarding how Enron and other companies
have abused SPEs by concealing their control over or financial
contributions to the relevant SPE, please describe how FERC pians to
identify and evaluate the nature and extent of any links that may exist
among the QF facility, an SPE with an equity ownership interest in that
facility and any electric utility.

I hereby incorporate by reference, and adopt as my own, Chairman Wood's

answer to this question.

Question 4: [Omitted]

Question 5: At the hearing, FERC indicated that it currently relies to a large extent on

Answer:

third parties to file complaints about QF facilities that may be in violation
of FERC's QF ownership rules. Are there any plans for FERC to publish

Federal Register notices to alert consumer advocates to facilities claiming
QF status or to changes in the ownership of these facilities: Are there any
plans to eliminate the $16,000 fee for complaints against QF facilities?

I hereby incorporate by reference, and adopt as my own, Chairman Wood's

answer to this question.

Question 6: FERC's staff conducted two examinations of the electronic trading

Answer:

operation known as Enron Online (EOL). The first staff report was issued
in August 2001, and the second a year later in August 2002. The first-report
concluded "there is no reason for concern about EOL at this time." The
second report found significant evidence of price manipulation and
deceptive practices by Enron. How do you explain the differences between
the two staff reports?

1 hereby incorporate by reference, and adopt as my own, Chairman Wood's

answer to this question.

Question 7: The August 2002 FERC staff report includes a detailed analysis of the

natural gas trades made on Enron Online for next-day delivery into
California over the course of a single day, January 31, 2001. The report
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found that out of a total of 227 trades on that day, 174 — or more than two-
thirds of the trades — involved Enron and a single counter party. Most of
these trades took place during the last hour of trading, with the two parties
buying huge amounts of natural gas from each other in numerous
transactions. The report determined that the trades took place at "higher
prices" than other trades that day and resulted in a steep price increase over
the last hour of trading. The report described this trading as "difficult to
rationalize as a normal or standard business practice” and noted that "only
Enron and possibly the counter party could have known that so much of the
trading was going on between themselves, because parties looking at EOL's
screens could only see the bid and ask prices; they could not know who the
counter party was on any particular trade.” The report also indicates that
Enron Online's price data was routinely used to prepare published reports
on natural gas prices, which meant that the EOL price data was not just
affecting Enron trades, but also contributing to higher natural gas prices
industrywide. The FERC staff report concluded that Enron had "significant
ability and incentive to manipulate the price data published by the reporting
firms."

a. What is the identity of the counter party in the 174 trades analyzed in the
2002 report?

Answer: I hereby incorporate by reference, and adopt as my own, Chairman Wood's
answer to this question.

b. (i) Is it FERC's position that it currently has jurisdiction to monitor and
investigate electronic trading systems like Enron Online which affect
U.S. energy markets?

Answer: [ hereby incorporate by reference, and adopt as my own, Chairman Wood's
answer to this question.

b. (i)  Does FERC's jurisdiction arise in part from its statutory obligation to
ensure just and reasonable rates?

Answer: 1 hereby incorporate by reference, and adopt as my own, Chairman Wood's
answer to the question.

e, Would you agree that the 2002 FERC staff analysis of Enron Online has
established beyond dispute that electronic trading can affect U.S. energy
prices and utility rates?
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Answer: 1 hereby incorporate by reference, and adopt as my own, Chairman Wood's
answer to this question.

d. Given the importance of electronic trading in U.S. energy markets today, is
it fair to say that FERC cannot ensure just and reasonable rates without
monitoring and overseeing the key electronic trading systems that affect
U.S. energy markets?

Answer: I hereby incorporate by reference, and adopt as my own, Chairman Wood's
answer to this question. I believe that FERC cannot ensure just and reasonable rates
without monitoring and overseeing by some appropriate federal agency, whether FERC or
the CFTC, of key electronic trading systems that affect U.S. energy markets.

Question 8: Please list the key electronic systems that currently affect U.S. energy
markets. Has FERC initiated a detailed examination of any of these
electronic trading systems since Enron's collapse in December 20017 If so,
please identify them. In addition, please indicate whether FERC has
conducted or plans to undertake a detailed examination of
UBSWenergy.com or the Intercontinental Exchange.

Answer: [Please see Confidential Non-Public Appendix to Chairman Wood's
responses. |

Question 9: FERC uses certain information, like large trader reports, to monitor
designated exchanges such as NYMEX. Does FERC have any plans to require electronic
trading systems like UBSWenergy.com or ICE to begin filing similar information with
FERC, so that FERC can monitor their trading? If not, how will FERC monitor existing
electronic platform trading in the energy markets to detect and prevent roundtrip and
other suspect transactions that may be improperly increasing energy prices or utility
rates?

Answer: 1 hereby incorporate by reference, and adopt as my own, Chairman Wood's
answer to this question.

Question 10: Electronic trading is not confined to offers and bids on short term contracts
for next-day deliveries of energy, but also energy derivatives, forward

contracts and futures.

a. Does FERC need to examine all aspects of this trading activity to fully
understand energy markets and evaluate whether particular prices are just
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b.

Answer;
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and reasonable?
Yes.

Is FERC’s existing statutory authority sufficient to permit it to monitor and
investigate the whole range of energy trading activity that takes place on
electronic trading systems, or is it FERC’s position that it is precluded from
examining certain types of trading? Ifit is FERC’s position that it is
precluded from examining certain types of electronic trading, please
identify those categories of trading and explain why FERC is unable to
examine them.

I hereby incorporate by reference, and adopt as my own, Chairman Wood's

answer to this question. The FERC or other appropriate agency such as the CFTC should
have full authority to regulate such activities.

Question 11: Please provide any recommendations you may have for clarifying or

Answer:

strengthening FERC’s statutory authority to ensure that FERC has clear
jurisdiction to monitor, obtain routine information regarding, and
investigate all aspects of electronic rading systems, including all types of
trading activity, that may bear on energy prices and utility rates.

The FERC would have full authority if the Federal Power Act were

amended to define an electronic trading system as a "public utility."
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INTRODUCTION

On December 2, 2001, Enron, then ranked as the nation’s seventh largest company, filed
for federal bankruptcy protection amid allegations of far reaching financial and other fraud.
Enron’s collapse left thousands of employees without jobs and with severely diminished
retitement savings and erased billions of dollars of shareholder value. Perhaps most
significantly, it triggered a crisis of investor confidence in U.S. financial markets — and a
concomitant crisis in ratepayer and investor confidence in the energy markets. Enron’s
meltdown has had effects that have reverberated through the energy sector as well as other parts
of the U.S. economy, and its consequences continue to be felt today.

In January 2002, the Senate Committee on Governmental Affairs undertook an
investigation into the collapse of Enron. Specifically, the Committee examined a variety of
public and private entities that had responsibility for overseeing or monitoring aspects of Enron’s
activities and protecting the public against the type of calamities that resulted. The charge was
to seek to determine if these watchdogs did their jobs correctly and whether they could have done
anything to prevent, or at least detect earlier, the problems that led to Enron’s failure. Among the
entities looked at closely by the Committee has been the Federal Energy Regulatory Commission
(FERC), the government’s primary energy regulator. Although Enron, at the end, was involved
in an assortment of far-flung activities, at its core, Enron was an energy company, and many of
its activities were subject to direct or indirect oversight by FERC.

The Committee initiated its investigation through letters sent to the FERC Chairman on
February 15 and March 27, 2002, requesting information about FERC’s dealings with Enron and
its affiliates over the last ten years, information which FERC provided to the Committee. The
Committee also made follow-up requests to FERC for further information concerning
investigations, inquiries, and audits involving Enron subsidiaries and affiliates. In addition,
Committee staff had a number of interviews and discussions with FERC staff, officials of other
federal agencies, and non-Enron utility company employees concerning the specific matters
discussed in this memo. Committee staff also reviewed thousands of documents and e-mail
records from Enron and affiliated companies provided to the Committee and to its Permanent
Subcommittee on Investigations in response to subpoenas to Enron.

‘What Committee staff for the majority found was an agency that was no match for a
determined Enron and that has yet to prove that it is up to the challenge of proactively overseeing
changing markets. On a number of occasions, FERC was provided with sufficient information
to raise suspicions of improper activities — or had itself identified potential problems — in areas
where it had regulatory responsibilities over Enron, but failed to understand the significance of
the information or its implications. Over and over again, FERC displayed a striking lack of
thoroughness and determination with respect to key aspects of Enron’s activities — an approach
seemingly embedded in its regulatory philosophy, regulations, and practices. In short, the record
demonstrates a shocking absence of regulatory vigilance on FERC’s part and a failure to
structure the agency to meet the demands of the new, market-based system that the agency itself
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has championed. In the end, this investigation reveals that FERC did not fulfill its role to protect
the consumer against abuses that can result if a market-based system is not adequately patrolled
by those charged with doing so.

This memorandum will discuss four specific areas in which FERC failed to conduct
effective oversight of Enron’s activities. The first involves certain wind farms owned by Enron.
In an effort to preserve these wind farms’ eligibility as so-called “qualifying facilities” eligible
for certain economic and regulatory benefits, Enron purported to transfer 50% ownership
interests in these wind farms to third parties. At least some of the transactions, however, appear
to have been sham sales. Enron, as required under FERC regulations, provided written notice to
FERC of each of these sales (as well as subsequent repurchases), along with certain telling
details; in some instances Enron in fact sought FERC’s affirmative approval of the transactions.
Nonetheless, FERC failed to make any effective inquiry — or in some cases, any inquiry at all —
into these transactions, enabling Enron to receive substantial benefits for its wind farms to which
it may not have been entitled.

Second, the memo will look at an investigation that FERC staff conducted in May 2001
into the operations of Enron Online, Enron’s electronic trading platform used to buy and sell
electricity and natural gas. The inquiry included questions about the competitive advantage that
this trading operation gave Enron traders and whether that advantage could lead to abusive
practices in the market; in connection with this inquiry, FERC staff also looked at questions
concerning Enron’s financial viability. FERC staff asked some of the right questions about
Enron’s electronic trading activities and finances, but ultimately settled for incomplete,
unconvincing, or incorrect answers to those questions. Equally troubling, FERC failed to follow
up on some of the most serious concerns raised in the course of its inquiry — concerns that have
since been borne out. A critical legal memorandum regarding the basic question of whether
FERC had jurisdiction over such trading platforms as Enron Online — which were expected to
become the dominant way to trade both electricity and natural gas — was started but left to
languish until Chairman Lieberman raised questions about it in a May 15, 2002 letter to FERC
Chairman Wood. All this occurred at a time when Enron internal documents uncovered during
the Committee’s investigation show that the company placed a high priority on maintaining the
unregulated status of Enron Online.

Third, the memo will examine questionable transactions between Enron and its FERC-
regulated affiliated companies. In particular, shortly before Enron declared bankruptcy, it
borrowed approximately $1 billion through two of its pipeline subsidiaries, securing the loans
with the pipelines’ assets. When Enron went bankrupt, the pipeline companies — and potentially
their ratepayers — were left to repay the loans. In addition, there is evidence suggesting that
Enron may have used its public utility affiliate, Portland General Electric (PGE), to engage in the
questionable export and reimportation of electricity from California during the Western energy
crisis of 2000-2001 and disguised these prohibited interaffiliate transactions. Although FERC
has now opened investigations into both matters, before Enron’s collapse it had been unprepared
and unwilling to act against suspect interaffiliate transactions either because the Commission’s
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rules were inadequate or because it was not able to effectively monitor whether companies were
complying with the rules.

The fourth area involves the abusive trading practices that, according to recently released
documents, Enron traders engaged in during the California energy crisis. FERC waited nearly
two years after the first allegations of market abuse by individual companies arose before
launching a formal inquiry into the potentially abusive actions of individual companies. This
was despite the fact that FERC was provided with information raising concerns about the
exercise of market power in California as early as 1998. Not until February 2002 did FERC
pursue evidence that suggested that companies like Enron were manipulating the market. This
failure to look at the behavior of individual companies came while Enron, deeply concerned
about the effect the Western energy crisis could have on the course of deregulation and on its
business, engaged in an extensive public relations and lobbying campaign to influence FERC’s
actions in the California market.

In addition to examining these areas of failed oversight, the memo will look at the efforts
the Commission has undertaken recently to more effectively oversee the contemporary energy
markets. Committee staff has serious concerns about whether, as currently constructed, such
efforts are likely to result in the proactive, aggressive agency that is needed to protect consumers.

* ES *

While we do not know with certainty whether the disclosure of any of the individual
activities to be highlighted at the hearing would have prevented Enron’s collapse, it seems highly
likely that more vigilant, aggressive action by FERC would have limited some of the abuses that
appear to have occurred, raised larger questions about Enron’s trading practices and other
business activities, and unearthed at least some of the cracks in Enron’s foundation earlier.
Perhaps scrutiny by a federal agency would have jolted the Enron Board of Directors and Enron
itself into acting to change direction. At a minimum, we believe it would have alerted investors,
analysts, and hopefully other regulators to look more closely at Enron.

I FERC: BACKGROUND

FERC is an independent, five-member regulatory commission within the Department of
Energy. It was created in 1977 as a successor to the Federal Power Commission, which had been
established in 1935 by the Federal Power Act. FERC regulates the interstate transmission and
wholesale sale of electricity and natural gas, while state and local governments regulate retail
sales and intrastate transmission. FERC also licenses hydroelectric projects and regulates the
transmission of oil by interstate pipelines.

Over the past 25 years, FERC has overseen a fundamental change in the energy industry
from a set of highly regulated monopolies to a system increasingly based on market competition.
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The regulatory framework as it has evolved and is administered by FERC in three areas that
constituted a substantial portion of Enron’s energy business — electricity, natural gas, and oil - is,
very briefly, as follows:

A. Electricity

The federal regulatory scheme for electric utilities is set forth in the Public Utility
Holding Company Act' (PUHCA) and the Federal Power Act® (FPA). Both laws were passed in
the mid-1930's in response to corporate abuse by utility holding companies. Holding companies
were taking advantage of the fact that they owned utilities in multiple states to engage in
interstate, intra-company transactions that could not be controlled by state public utility
commissions. The Securities and Exchange Commission (SEC) was given authority to regulate
matters relating to utilities’ corporate structures under PUHCA, including the ability to restrict
ownership of multiple utility companies by a single holding company.’ Under the FPA, FERC’s
predecessor agency — the Federal Power Commission — was given the authority to regulate the
rates that could be charged for electricity sold by one utility to another. The FPA required that
these wholesale electric rates be “just and reasonable” and nondiscriminatory; rates that are not
just and reasonable or are discriminatory are unlawful.* This statutory standard remains in place
today. State utility commissions continue to regulate retail rates charged to consumers within
their states.

The electricity industry in the U.S. has historically been characterized by vertically
integrated utility companies that owned and controlled generation, transmission and distribution
systems necessary to serve their own customers. These systems were primarily regulated by state
commissions which approved construction of the facilities necessary to provide electric service
and consumer rates to recover the cost of those facilities. Generally, sales of power between
utilities were overseen by FERC. The situation began to change with the passage of the Public
Utility Regulatory Policy Act® (PURPA) in 1979 and the Energy Policy Act® (EPAct) in 1992.
PURPA created a new category of independent generation facilities known as “qualifying
facilities” or “QFs,” which were allowed to sell electricity to electric utility companies. (QFs
include cogeneration facilities (i.e., facilities that simultaneously produce two forms of useful

' 15U.8.C. § 79 et seq.

2 16 U.S.C. § 791a et seq.

* See 15 U.S.C. § 79k(b)(1).

4 16 U.S.C. §§ 824d(a) and (b); see also 16 U,S.C. § 813.
5 16 U.S.C. § 2601.

¢ 42U.S.C. § 13201.
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energy, such as electric power and steam) and small power production facilities that use biomass,
waste, or renewable resources, including wind, solar and water, to produce electric power). In an
effort to develop this new, independent generation industry, utility companies were required to
purchase electricity from these QFs at preferential rates in lieu of using their own generation
capacity. PURPA also required that a QF be owned by an entity that was not already a utility
company.

EPAct expanded the universe of “independent” power generation facilities by authorizing
utility companies to own independent power generation facilities — that is, power generation
facilities that were not captive to a particular utility but could sell to multiple buyers — but
without the preferential rates available to QFs; such independent generation facilities are referred
to as “exempt wholesale generators” (EWGs). EPAct also required utilities to open up their
interstate transmission systems to accommodate wholesale sales of power by competing
producers. FERC has the responsibility to oversee these sales of electricity between utilities.
FERC also reinterpreted the FPA’s requirement that wholesale electric rates be “just and
reasonable” to allow market-based prices to be considered just and reasonable rates.

These changes, along with the decisions by individual states such as California to
reorganize their state electric markets along a similar model, resulted in a major shift in the way
electricity was generated, transmitted and sold. Rather than electricity being seen as a service
provided by regulated monopolies at regulated prices, it became a commodity to be produced and
sold at prices set by the market. This in turn created opportunities for energy companies like
Enron to enter into the market to buy and sell electricity and even to provide retail service to
customers.

B. Natural Gas

The evolution of the natural gas market had similar attributes to that of the electric
market. In this case, natural gas pipelines previously served in the role of the “integrated” utility;
they purchased gas from producers, transported it, and resold it to local natural gas distribution
utility companies. Here too, FERC through its authority under the Natural Gas Act to regulate
interstate pipelines,’” has moved to require pipelines to “unbundle” these services and allow
others to ship natural gas on their pipelines. In other words, FERC has essentially required
interstate pipelines to serve as interstate “common carriers” providing transportation to others
who purchase or sell natural gas directly.® As in the case of electricity, this has provided
opportunities for energy trading companies like Enron to buy and sell natural gas that were not
previously available. FERC continued to approve both the rates and construction of pipelines,
including those owned by Enron.

715U.8.C. §717.

$ 15U.8.C. § 717(c).
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C. Oil Pipelines

FERC regulates interstate oil pipelines, which Enron also owned, under the Interstate
Commerce Act, through which it has also begun to extend market-based rate authority.

In all three areas — electric