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___________________________________________________________________


On June 26, 2003, the Commission issued an Order Seeking Comments on Proposed Revisions to Market-Based Rate Tariffs and Authorizations in the above-captioned dockets.  Investigation of Terms and Conditions of Public Utility Market-Based Rate Authorizations, Docket No. EL01-118-000 et al., 103 FERC ¶ 61,349, 68 Fed. Reg. 40,924 (July 9, 2003) (hereinafter “Market Based Rates Order”).  By this Market Based Rates Order, the Commission seeks comment on its proposal to revise all market based rate orders to include tariff language prohibiting certain manipulative and anti-competitive market behavior and establishing procedures and remedies for violations of these conditions.  The National Association of State Utility Consumer Advocates (“NASUCA”) submits these comments supporting the Commission’s efforts to ensure effective protections and remedies for consumers from such exercises of market power.  These comments include recommendations for further refinement of the Commission’s proposed rules.

 SEQ CHAPTER \h \r 1
NASUCA is a non-profit, national association comprising 43 offices of utility ratepayer advocates in 40 states and the District of Columbia, who operate independently from state utility commissions as advocates for consumers.  NASUCA’s members represent millions of American electric consumers, appearing in state and federal regulatory proceedings, testifying before legislative bodies and regulatory agencies, and appearing before state and federal courts.  In addition to furthering its members’ roles as utility consumers’ advocates, NASUCA is charged with exchanging ideas, improving consumer representation in federal and state government, and educating and encouraging greater participation by consumers in the regulatory process.  NASUCA and its member offices have participated in a multitude of proceedings at the state and federal levels dealing with issues relating to the regulation and restructuring of electricity markets and the impact of those regulatory policies on the retail consumers these offices represent.  This experience informs these comments.      

I.
INTRODUCTION 


 SEQ CHAPTER \h \r 1In order to deter and remedy market manipulation in electricity markets, the Commission, in an order dated November 20, 2001, proposed to require all new and previously approved “market-based rate” tariffs and authorizations to include a standard provision prohibiting the seller from engaging in anticompetitive behavior or the exercise of market power.
  Investigation of Terms and Conditions of Public Utility Market-Based Rate Authorizations, Docket No. EL01-118-000 et al., 97 FERC ¶ 61,220 (2001).  Although some NASUCA members question the Commission’s authority under the Federal Power Act to rely on market forces to establish just and reasonable wholesale electricity rates,
 all NASUCA members support the Commission’s initiative to discourage anticompetitive conduct and to provide meaningful refund remedies when such conduct occurs.  NASUCA submitted comments at an earlier stage of the proceedings in this docket, stating that:

NASUCA strongly supports establishing these conditions and making explicit this prohibition against anti-competitive behavior and the exercise of market power.  The experience to date both in electricity auction markets and academic research .... casts doubt on the assumption that customary market power screens, perhaps suitable for other industries, or “soft cap” limits on extreme bidding behavior, are sufficient to prevent subtle exercise of market power in the new wholesale electricity markets.  Therefore, regulators need fallback measures to generate reasonable rates.  We regard the Commission’s review of market based rate policies as precisely the type of action that assurance of just and reasonable wholesale rates compels.  (Footnote omitted). 

See NASUCA’s Comments with Respect to Market Based Rates and Authorizations for Wholesale Transactions, p. 2, filed on December 20, 2001 in this docket.
 

One of the reasons for the proposed condition is that, in the Commission’s view, it would make effective refunds and other remedies possible if the Commission finds that the market prices are manipulated. The Commission held a Staff Technical Conference on March 11, 2002 to discuss the proposed conditions, and NASUCA submitted supplemental comments on March 22, 2002.  Responding to comments filed by other parties who questioned the wisdom or legal authority of the Commission to impose tariff conditions that could result in refund obligations when a market-based rate is found to be tainted by manipulation, NASUCA stated:

NASUCA believes there are no circumstances when it would be appropriate or legally permissible for the Commission to give up its responsibility under the Federal Power Act to ensure rates are just and reasonable.  No one has yet developed a fully competitive market design that has proven to be immune from efforts of at least some market participants to profit from market power abuse. 

See NASUCA’s Supplemental Comments on Technical Conference Issues Relating to Market Based Rate Authorizations, at p. 7, submitted on February 5, 2002 in this docket.


On June 26, 2003, the Commission issued an order revising the proposal and calling for further comments.  Market Based Rates Order at ¶ 6.  Indicating that in the intervening period, it had gained additional information about anticompetitive behavior in the new markets, the Commission articulated three needs or goals:

[F]irst, the need to provide for effective remedies on behalf of customers in the event anticompetitive behavior or other market abuses occur; 

[S]econd, the need to provide clearly-delineated "rules of the road" to market-based rate sellers while, at the same time, not impairing the Commission's ability to provide remedies for market abuses whose precise form and nature cannot be envisioned today; and,

[T]hird, the need to provide reasonable bounds within which conditions on market conduct will be implemented, so as not to create unlimited regulatory uncertainty for individual market participants or harm to the marketplace in general.

Id. at ¶ 5.


The Commission then proposed a revised and more detailed set of six conditions “relating to: (1) unit operation; (2) market manipulation; (3) communications; (4) reporting; (5) record retention; and (6) related tariffs.  Should a seller be found to have engaged in the transactions or behavior prohibited under our proposed market behavior rules, it would be subject to disgorgement of unjust profits obtained in contravention of the seller's tariff, and appropriate non-monetary remedies such as revocation of seller's market-based rate authority and revisions to seller's code of conduct.”  Id. at ¶ 6.


As long as the Commission authorizes the use of market based rates to establish wholesale electricity prices, Sections 205 and 206 of the Federal Power Act require that the Commission remain vigilant in the protection of consumers against the exercise of market power and against abusive, manipulative or anti-competitive behavior by market participants.  In the Market Based Rates Order, the Commission states:  "[A]s noted above, in crafting the market behavior rules proposed herein, we have attempted to balance our interest in providing adequate certainty for market participants to encourage fair, robust competition, with our equal commitment to protecting customers from the abuses of market power and other anticompetitive behavior."  Market Based Rates Order at ¶ 17.  The Commission seeks comment on how their proposal addresses this balancing issue, particularly in regard to the procedures and limitations it proposes for disgorgement and other non-monetary remedies (e.g., revocation of market-based rate authority).  Id. at ¶¶ 37 – 42.  The Commission seeks input on whether this "strikes the right balance" between protecting consumers and providing regulatory certainty needed to drive investment.  


In Reply Comments previously submitted in this docket, NASUCA argued that investment concerns espoused by market participants have little merit.  See NASUCA Reply Comments, at 6 – 7, filed February 5, 2002 in this docket.  First, we noted that the loss of consumer and regulator confidence in the viability of the market due to market manipulation could lead to the demise of wholesale and retail competition, a result that would render competitive concerns irrelevant.  Second, we noted that the market participants’ apocalyptic vision of investment fleeing the competitive generation industry appears unfounded.  Although investment has slowed, private equity and debt is still available to developers in the power sector.  Finally, we noted that the business risk resulting from the adoption of the proposed Market Behavior Rules is not unlimited as suggested by many market participants.  For these reasons, NASUCA concluded that the Commission’s approach was balanced.  NASUCA continues to support the balanced proposal currently presented.


The Commission seeks in this proposed rulemaking to balance market participant concerns for transaction certainty with consumer needs for protection from abusive, manipulative or anti-competitive behavior.   NASUCA believes that it is possible to achieve both goals in a fair balance of interests.  The Commission, however, should not underestimate the value of consumer protection interests or lightly trade them off against interests of others because “the Federal Power Act's primary purpose [is] protecting the utility's customers.”  Electrical Dist. No. 1, et al., v. FERC, 774 F.2d 490, 492-493 (D.C. Cir. 1984)(emphasis added).  Consumer confidence is a critical component of competitive markets.  Competition will not work if consumers do not trust that their interests are adequately protected and that the prices produced by market based rates are just and reasonable.


Many states in which NASUCA members work have adopted retail choice programs in an effort to bring the benefits of competitive wholesale electricity supply markets to retail consumers.  Retail choice cannot succeed if buyers and sellers, and ultimately consumers, have no confidence in the wholesale markets that feed these retail transactions.  

A finding of competitive circumstances at one point in time typically accompanies the Commission’s grant of market based rate authority, but events in California have demonstrated that those circumstances can change rapidly, thus allowing sellers the opportunity to exercise market power.  Even though the Commission may act swiftly once a complaint of market power abuse is brought to its attention, significant damage to consumers, and to competition in general, can occur while the abuse is on-going.
  The course of action the Commission proposes to follow in this docket of placing conditions in market based rate authorization orders will enable the Commission to ensure that rates for consumers remain just and reasonable by enabling the Commission to remedy any past abuses found to have occurred, as well as stem potential future abuses.  

 
Events in California in 2001 demonstrated that markets even those markets with ISO or RTO market monitors are not immune from abusive, manipulative or anti-competitive behavior.  Regulators, market participants and consumers are gaining sophistication as these markets develop.  However, consumers should not bear the high price of market power abuses during this transition period.  The approach that the Commission proposes here comports with the Commission’s legal responsibilities in the Federal Power Act to protect consumers and meets the legal requirements for allowing retroactive remedies.  "The purpose of the ...  Act was to underwrite just and reasonable rates to the consumers ....  The Act was so framed as to afford consumers a complete, permanent and effective bond of protection from excessive rates and charges."   Atlantic Rfg. Co. v. Pub. Serv. Comm'n, 360 U.S. 378 (1959) (emphasis added).
  To accomplish that “effective bond of protection,” NASUCA strongly urges the Commission to issue a final rule in this docket along the lines of that proposed in this proceeding.       

II.
MARKET BEHAVIOR RULE # 1:  UNIT OPERATION 


The Commission proposes in Market Behavior Rule # 1 to amend market based rate authorization orders to include the following language as a tariff condition:

 SEQ CHAPTER \h \r 1Unit Operation: Seller will operate and schedule generating facilities, undertake maintenance, declare outages, and commit or otherwise bid supply in a manner that complies with the rules and regulations of the applicable power market. 

Market Based Rates Order at ¶¶18-19.  This language would require sellers to operate, schedule, maintain and bid the supply from generating units in compliance with the rules of any power market into which that unit’s production is sold.   


NASUCA supports a strong and well articulated interpretation of this language.  Sellers must not be allowed to use perverse plant operating and bidding strategies to extract extra profits from the market.  Experience in California has made clear that cost of such abusive behavior.  Principle among the deleterious impacts of these flagrant abuses is the erosion of confidence in the markets.


Businesses cannot and will not operate in an environment where fairness is an obvious fiction.  As a consequence of events in California, some states now face pressure either to forestall restructuring or to return to direct regulation of the pricing of electricity.  Having seen a “worst case” of unchecked market power and market failure unfold, the Commission must articulate, as it has done here, the general categories of behavior by power plant owners and operators which will lead to revocation of the opportunities embodied in market based rates.   


NASUCA further urges the Commission to elaborate specific subcategories of behaviors under each of these general categories.
  This is needed to forestall disputes over the Commission’s intent where new and evolving markets may not yet have fully developed rules.  Experiences in California, Texas and PJM provide examples of specific acts which should be prohibited for generation owners and operators who operate under market based rates.
 NASUCA submits that further elaboration of these behaviors will improve the proposed rule.

III.
MARKET BEHAVIOR RULE # 2:  MARKET MANIPULATION


The Commission proposed to further amend market based rate authorization orders to include Market Behavior Rule # 2 relating to price manipulation.  The Commission proposes to add the following language as a tariff condition to all such orders:

Market Manipulation: Actions or transactions without a legitimate business purpose which manipulate or attempt to manipulate market prices, market conditions, or market rules for electric energy, or result in market prices for electric energy and/or electric energy products which do not reflect the legitimate forces of supply and demand, are prohibited.  Prohibited actions and transactions include, but are not limited to: (A) pre-arranged offsetting trades of the same product among the same parties, which trades involve no economic risk, and no net change in beneficial ownership (sometimes called "wash trades"); (B) transactions predicated on submitting false information to transmission providers or other entities responsible for operation of the transmission grid (such as inaccurate load or generation data; scheduling non-firm service or products sold as firm; or conducting "paper trades" where an entity falsely designates resources and fails to have those resources available and feasibly functioning); (C) transactions in which an entity first creates artificial congestion and then "relieves" such artificial congestion; (D) collusion with another party for the purpose of creating market prices at levels differing from those set by market forces; and (E) bidding the output of or misrepresenting the operational capabilities of generation facilities in a manner which raises market prices by withholding available supply for the market.  

Market Based Rates Order at ¶¶20-25.  This proposed rule attempts to provide certainty to market participants as to what types of actions might constitute manipulative behavior. 


NASUCA supports the proposed language as a necessary component of any system of behavioral boundaries around activities of market participants who have been granted market based rates.  However, the offenses listed in (A) through (E) serve only as broad categories of prohibitions.  This language should not in any way exclude other actions undertaken with the intent or result of manipulating markets from Commission scrutiny.  In this regard, NASUCA strongly endorses the Commission’s statement that, "In crafting Market Behavior Rule #2, we have also attempted to provide specificity by including a non-exclusive list of prohibited activities that illustrates the types of activities that adversely affect competitive market outcomes."  NASUCA has repeatedly emphasized that markets are dynamic, conditions change rapidly, and sellers can be creative and tenacious when seeking to further their economic interests.  Therefore, the flexibility reflected in the language cited above must be underlined in the final rule.  NASUCA has several other comments regarding this rule that will be discussed below.  


1)
Balancing Regulatory Certainty and Consumer Protection

It is particularly important that the Commission not be deterred from thoroughly investigating attempted market manipulation by claims regarding "regulatory certainty." Some parties have asserted that markets will be harmed unless definitions of market manipulation are fixed so that there is "regulatory certainty" regarding prohibited behaviors. However, recent history is replete with examples of visionary market manipulation which, in both cleverness and magnitude, exceed what regulators, ISOs or market participants had reasonably anticipated.  Combined with the current weakened state of energy markets, the record of manipulation provides overwhelming evidence of a need for regulatory thoroughness over narrow rules in the name of "regulatory certainty."  Investments in, and the liquidity of, the restructured electricity markets are depressed and will only revive in a climate where there is certainty that market manipulation will be detected and punished.


NASUCA believes that active enforcement is the key to achieving compliance with the basic goal of preventing market manipulation.  The recent revocation of Enron Power Marketing’s market based rate authority makes it clear that market manipulation will not be tolerated.  Enron Power Marketing, Inc. and Enron Energy Services, Inc., 103 FERC ¶ 61,343 (2003).  NASUCA encourages attentive enforcement of restrictions on holders of market based rates certificates. 


2)
Focus on the Actions or Transactions

NASUCA seeks clarification with respect to Market Behavior Rule # 2 relating to the proposed rule’s prohibition of “actions or transactions” that manipulate or attempt to manipulate market prices.  NASUCA supports the Commission’s focus on the nature of the transaction as opposed to the identity of the entity engaged in the transaction.  As experience in the California markets in 2000 and 2001 demonstrated, both buyers and sellers have the potential ability to manipulate market prices.  While the Commission here seeks to amend market based rate authorization orders, thus focusing on transactions by sellers, the rule should be sufficiently broad to capture transactions by entities that are both sellers and buyers in the market.  For example, a power marketer with market based rate authority may be engaged in both sales and purchases of power and may use a combination of these trades to attempt to manipulate market prices.  Such an entity seeking to manipulate prices through purchase bids may escape the strictures of the rule if the rule is rewritten to focus on sellers rather than transactions.  The Commission, in discussing the intent of the proposed rule in the Market Based Rates Order states that:

“. . . [W] will require the identified seller to show cause why it should not be required to disgorge unjust profits obtained through such transaction or behavior . . . we will take into account such matters as whether the seller can establish a legitimate business purpose . . . .”

Market Based Rates Order at ¶ 23.  The Commission should clarify that the focus of the proposed rule remains on actions and transactions, and that actions and transactions of an entity holding market based rate authority that manipulate or attempt to manipulate market prices will be prohibited by the proposed rule regardless of whether the manipulative action or transaction occurred in a purchase or a sale by that entity.  


3)
Modification of the Types of Prohibited Actions


NASUCA also suggests that the Commission include “abusive behavior” and "anti-competitive behavior" within these prohibitions.  This is critical language that encompasses more than breaking the rules, i.e. inappropriate gaming of the rules.


NASUCA also calls the Commission’s attention to the issue of intent.  Of the five categories of manipulation listed in this language, and including our proposed addition of "abusive or anti-competitive behavior," only one addressed intent, viz., in terms of "collusion" in D.  Each of the other proposed prohibited actions can occur either through planning, or as a result of mismanagement, accident, or a non-collusive, albeit inefficient, bidding strategy.  For example, a bidding strategy that leads to market manipulation or market power abuses can be either unilateral or multilateral in nature and could occur without collusion.
  Additionally, NASUCA emphasizes that many acts which might be classified as "unintentional" are also under the control of market participants.  Market manipulation which results from inadequate planning, inept design, incompetent personnel or poor supervision should not be exempted from enforcement action.  Certainly, the extent of enforcement action should reflect the intent of the responsible party but it must also be clear to market participants that the Commission will penalize improper management which results in harm to the market.  


4)
“Legitimate Business Purpose”


NASUCA urges the Commission to strike the words "without a legitimate business purpose" from this section.  Profit maximization at great risk can be a business purpose which some observers would view as legitimate in the sense that it seeks to provide the greatest possible return to the firm’s owners.  Likewise, an attempt to establish a monopoly position may be seen as a legitimate business purpose.  Reducing the general prohibition to "Actions or transactions which manipulate or attempt to manipulate market prices..." provides important clarification for market participants.

The Commission defines a "legitimate business purpose” as an action undertaken which is consistent with appropriate behavior in a competitive market and taken to further a firm's business objectives without engaging in manipulative, illegal, or otherwise anti-competitive acts.  Market Based Rates Order at ¶ 23, Footnote 19.  Although NASUCA does not disagree with the Commission’s description of a legitimate business purpose, we find that this language confuses rather than clarifies this proposed Market Behavior Rule.   As it now reads, paragraph (a) draws a distinction between actions undertaken with or without a legitimate business purpose.  In other words, actions undertaken without a legitimate business purpose which manipulate the market are prohibited.  However, the Commission’s definition of “legitimate business purpose” describes an action which manipulates the market as inherently without a legitimate business purpose.  This definition thus assumes away the need for adding this language in the first place.  

The true test should be whether the action manipulates market prices or is anti-competitive in nature.  If it does, the underlying business purpose is irrelevant and cannot be deemed legitimate.  The action would be prohibited.  Adding the “legitimate business purpose” caveat in the rule merely complicates an otherwise clear test and opens the door to market participants to excuse actions that are manipulative, but were undertaken to promote some imaginable business purpose, however vague or remote, inviting protracted litigation.  The litigation will likely settle around regulators and courts attempting to describe what a “legitimate business purpose” is, and will lose focus on the critical issue of whether the action is manipulative or anti-competitive.  This language should be eliminated.


5)
Wash Trades

The prohibition against wash trades and similar transactions in subparagraph (A) must be clarified so that it applies to multiple parties.  Absent this, it might be argued that offsetting trades among multiple parties are not prohibited.

The Commission should also clarify the definition of prohibited wash trades.  Subparagraph (A) prohibits the type of trading behavior that was found to be a problem in the Staff’s Final Report on Price Manipulation in Western Markets. This subparagraph describes a “wash trade” as one with no economic risk and no net change in beneficial ownership.  NASUCA is concerned, however, that the prohibition could be avoided by traders engaging in wash trades that result in a minor difference in the prices for the parties. The parties to wash trades could agree that one or the other party will bear a minimal economic cost.  Therefore, if the trades allow the parties to inflate the market price sufficiently, the gains through such manipulation could easily outweigh the minimal difference in prices. To avoid this potential gaming, NASUCA recommends that subparagraph (1) be re-written to read: “Pre-arranged offsetting trades of the same product among the same parties, which involve little or no economic risk, and little or no net change in beneficial ownership…”  Inclusion of this additional language will decrease the likelihood of parties attempting to engage in wash trades. 

6)
Scarcity Pricing
Finally, the concurring opinion of Commissioner Brownell expresses concern with the proposed rule, particularly with the challenge of distinguishing between legitimate forces of supply and demand, the pricing of scarcity absent fully contested markets and manipulative/anti-competitive behavior.  NASUCA agrees that defining and distinguishing these factors presents a serious challenge.  We submit that the Commission should decide these issues on a case-by-case basis as the facts of each case will be unique.  NASUCA further submits that the Commission should be vigilant about distinguishing between high prices that reflect true scarcity and manipulative or anti-competitive behavior.  

In the absence of a fully contested energy market, price mitigation rules have been established to limit prices to reasonable levels during times of scarcity.  The goal of any such mitigation scheme must be the addition of supply within a reasonable timeframe, not just the transfer of wealth from consumers to the incumbent suppliers.  Because a fully-functioning competitive market will produce prices that reflect scarcity, high prices should signal a need for new investment and lead to consumer benefits through the development of the most economic resources.  However, in a non-competitive situation such as a load pocket, high prices may hold little or no benefits for consumers.  The Commission must carefully monitor non-competitive situations to ensure that prices and policies are motivating the least cost solution to the problem.  The Commission and the RTO market monitors must carefully monitor all markets to ensure that a distinction is made between scarcity pricing and simple market abuse or manipulative behavior that leads to excessive prices and economic inefficiency.

IV.
MARKET BEHAVIOR RULE # 3:  COMMUNICATIONS 


The Commission proposed to further amend market based rate authorization orders to include Market Behavior Rule # 3 relating to communications between sellers and the Commission, Market Monitors, and Regional Transmission Organizations.  The Commission proposes to add the following language as a tariff condition to all such orders:

Seller will provide complete, accurate, and factual information, and not submit false or misleading information, or omit material information, in any communications with the Commission, market monitors, regional transmission organizations, independent system operators, or similar entities.
Market Based Rates Order at &&26-27.

The Commission seeks comment on whether Rule # 3 would be sufficient to cover any and all communications relevant to wholesale markets, as well as whether this remedial authority would serve as an appropriate tool in ensuring just and reasonable rates. NASUCA supports the proposed rule as an important buttress to the work of regional market monitor units.  Without complete and accurate information from market participants, market monitoring units can neither ensure that markets are functioning competitively and producing just and reasonable rates nor detect and identify market design defects that create market power and that allow market participants to exercise market power.

NASUCA recommends, however, that the Commission modify the proposed rule to require that “market participants” rather than “sellers” provide complete, accurate and factual information in these transactions.  Such a modification would ensure that all transactions, both purchases and sales, by entities holding market based rate authority, would be covered by the rule.  Requiring that accurate information be provided regardless of whether the entity is engaged in a purchase or a sale will allow information from both sides of certain transactions to be compared and will aid attempts to detect market manipulation.  As discussed in our comments related to Market Behavior Rule # 2 above, the Commission must recognize that some entities holding market based rate authority may be engaged in purchases in the market as well as in sales, and may engage or attempt to engage in manipulation that affects market prices in purchase trades as well as in sales.  These entities must be required to provide accurate information relating to both purchases and sales if the Commission and RTO market monitors are to receive complete information. 

V.
MARKET BEHAVIOR RULE # 4:  REPORTING


The Commission proposed to further amend market based rate authorization orders to include Market Behavior Rule # 4 relating to reporting of price information by sellers to publishers of price indices.  The Commission proposes to add the following language as a tariff condition to all such orders:

To the extent Seller engages in reporting of transactions to publishers of electricity or natural gas price indices, Seller shall provide complete, accurate and factual information to any such publisher.  Seller shall notify the Commission of whether it engages in such reporting for all sales.  In addition, the seller shall adhere to such other standards and requirements for price reporting as the Commission may order.
Market Based Rates Order at ¶¶ 28 – 32.  The Commission seeks comment on whether Rule # 4 would remedy the abuses outlined in Staff’=s Western Markets Report by ensuring that published price indices represent a fair and accurate measure of actual prices and trading volumes.

NASUCA supports the intent of the requirement embodied in this rule.  Publishers of price assessments and indices must be able to ensure the quality and integrity of their published assessments, and consumers must have confidence in the integrity of reported prices.  This requirement will supplement and support those efforts.  

However, NASUCA believes that the proposed language does not achieve the Commission’s goal of establishing accurate price indices. The Commission’s July 24, 2003 Policy Statement in the Price Indices investigation proceeding, Docket No. PL03-3-000, adopts a natural gas price reporting model based upon voluntary participation by the industry.  Price Discovery in Natural Gas and Electric Markets, 104 FERC ¶ 61,121 (2003).  As the Commission is well aware, the accurate reporting to publishers of price indices was the subject of debate in the investigation proceeding that led to the issuance of the Policy Statement, i.e. Docket No. AD03-7.   NASUCA and other parties in that docket have recommended that the Commission adopt a mandatory price reporting model for natural gas and electricity price reporting.
  NASUCA continues to support mandatory electricity price reporting, which may be ordered by the Commission under Sections 205 and 206 of the Federal Power Act. 
   The proposed language in Market Behavior Rule # 4 may be consistent with the Price Indices Policy Statement, but will fall short of an effective reporting requirement by allowing reporting entities to choose whether or not to engage in price reporting and depriving the public of the transparency that would be achieved by reporting of all prices.

The proposed language of Market Behavior Rule # 4 also falls short of the minimum standards set forth in the Policy Statement. Paragraph 34.3 of the Policy Statement requires that data providers “…should report each bilateral, arms-length transaction between non-affiliated companies in the physical (cash) markets at all trading locations.”  Thus, the Policy Statement requires that if prices are reported for one trade, reports must be made for all trades.  The proposed language in this docket, however, appears to allow sellers to pick and choose the trades they wish to report and to simply notify the Commission whether all sales are reported.  The Commission must ensure that this rule follows the minimum guidelines set forth in the Price Indices Policy Statement.

Finally, the proposed language does not define what constitutes “complete, accurate and factual information” for price reporting. As demonstrated by the variety of comments presented in Docket No. AD03-7, “complete, accurate and factual information” is in the eye of the beholder.  NASUCA and other parties have recommended detailed requirements for the information to be submitted by data providers.  Paragraph 34.3 of the Policy Statement sets forth the specific data that should be provided when reporting prices. NASUCA recommends that the Commission include a reference to the Policy Statement and the guidelines contained in that Policy Statement in Market Behavior Rule # 4.  Should the Commission determine at a later date to require additional reporting, (e.g. counter-party information), the additional standards will apply due to the requirement that sellers “…adhere to such other standards and requirements for price reporting as the Commission may order…”  The Commission should thus modify the language of the proposed market behavior rule to specifically include a reference to the Policy Statement and the guidelines contained therein.  The inclusion of the Policy Statement and guideline references along with the reference to future potential modifications will solve the ambiguity of what constitutes “complete, accurate and factual information.”

As with Market Behavior Rule # 3, NASUCA recommend that this requirement be extended to encompass purchase transactions by those holding market based rate authority as well as sale transactions.  The Commission should thus modify the language of the proposed market behavior rule to change the word “seller” to “market participant”.  An alternative means of accomplishing the same goal would be to require sellers to report all counter-party information.  A key tool that publishers of price indices, like Platt=s, have to investigate the accuracy of the market data underlying their published price assessments and indices is to compare reported information from both sides of individual transactions.  Mandatory reporting of counter-party data could serve as a principal means for detecting reporting errors and could also be used to detect attempts to manipulate market prices.  NASUCA had recommended in the Price Indices Policy Statement docket that data providers be required to report counter-party information.  While the Commission did not adopt that recommendation in the Price Indices Policy Statement, the Commission should nevertheless consider a mandatory counterparty reporting requirement for entities holding market based rate authority in order to facilitate the ability of index publishers to verify trade prices and to promote consumer confidence in the integrity of the markets.
VI.
MARKET BEHAVIOR RULE # 5:  RECORD RETENTION


The Commission proposes to amend market based rate authorization orders to include Market Behavior Rule # 5 relating to retention of records by sellers.  The Commission proposes to add the following language as a tariff condition to all such orders:

Seller will retain all data and information necessary for the reconstruction of energy or energy products prices it charges, or the prices it reports for use in published price indices, for a period of three years.

Market Based Rate Order at ¶¶ 33 – 34.

The Commission here seeks comment on whether this Rule, as proposed, would ensure that companies adopt suitable retention policies that would permit the Commission and other parties to better monitor transactions and practices, to the extent necessary and appropriate.  NASUCA supports this requirement as an indispensable buttress to the Commission=s complaint and investigation power and authority.  Without such a requirement, discovery by interested parties in complaint proceedings and proceedings initiated by the Commission would be an empty and futile exercise.

The proposed rule should be clarified to assure that sellers who participate in spot markets should also retain data on their bids, to satisfy the statutory requirement that “[a]ll rates and charges made, demanded, or received ... shall be just and reasonable,” FPA section 205(a) (emphasis added).  Bids – which are the rates demanded by utilities -- that may have been above or below the market clearing price at a particular time may reveal patterns of joint bidding practices, or economic withholding, or other market abuse, even if they might not technically be “the prices it charges” which may have been set by another bidder in the spot market. 

NASUCA also recommends that the Commission extend the record retention period from three to six years.  First, investigations into allegations of market manipulation, market abuse or anti-competitive behavior may require analysis of data from a period longer than three years if such allegations are based on a “pattern” of abusive, manipulative or anti-competitive behavior.  Three years of data may be insufficient to establish such a pattern.   Second, as experience with the abuses in the California markets during 2000 and 2001 demonstrates, investigations into such abuses and detection of abusive, manipulative or anti-competitive behavior may take longer than three years to complete.  Often, discovery in such cases involve a process of asking for data, analyzing the data, realizing that additional or different data is needed, and filing subsequent requests for the additional or different data.  The Commission has been investigating events in the California market scandals for almost three years now, and it is not at all clear that all necessary information has been brought to light.  With current computer technology for electronic storage of data, a six year record retention requirement should impose no substantial additional costs on any market participant.  Additional support for a six year retention period can be found in existing Commission regulations governing the filing of rate schedules which require that such rate schedules, including superceded rates, be retained for six years.  18 C.F.R. § 125.3 (30).  The Commission should err on the side of caution and consumer protection by ensuring that the data necessary to fully investigate all allegations of abuse, manipulation or anti-competitive behavior will be there when needed by adopting a six year record retention requirement.

VII.
MARKET BEHAVIOR RULE # 6:  RELATED TARIFFS


The Commission proposes to include in market based rate orders and authorizations Market Behavior Rule # 6 that prohibits sellers from violating or colluding with another party to violate the Seller’s code of conduct or Order No. 889 standards of conduct.  The Commission proposes to add the following language to all market based rate authorization orders:  


Related Tariffs: Seller shall not violate or collude with another party in actions that violate Seller's code of conduct or Order No. 889 standards of conduct.

Market Based Rates Order at ¶¶ 35 – 36.  The Commission seeks comment on whether the standard is sufficient in scope and breadth to cover any and all matters relating to violations of the proposed rules as well as the affiliate standards of conduct.  Id. at ¶ 36.


NASUCA endorses the adoption of this Market Behavior Rule.  This proposed rule accomplishes two important objectives:  a) ensuring that sellers do not engage in transactions with affiliates that are abusive, manipulative or anti-competitive; and b) ensuring that sellers do not use affiliates or other third parties to circumvent a strict application of the Market Behavior Rules and thus accomplish such abusive, manipulative or anti-competitive activities through a back door.  

NASUCA submitted comments in the Commission’s pending rulemaking proceeding to revise its affiliate standards of conduct for electric and natural gas utilities in Docket No. RM01-10-000 supporting strong rules governing affiliate behavior.  NASUCA urged the Commission to recognize that strategic and financial incentives exist for monopoly service providers to engage in transactions to benefit their affiliates regardless of the impact of those transactions on wholesale markets.  In those comments, NASUCA urged the Commission to adopt strong affiliate standards of conduct that would reach to all energy affiliates in a corporate family.  

With the growing reliance on natural gas as the fuel of choice to generate electricity, many natural gas and electric companies have merged or have developed marketing affiliates in each other’s industry.  Due to the convergence of these electric and gas companies and businesses, many corporate families now have regulated and unregulated affiliates engaged in both industries.  Yet, current Commission rules regulating interstate natural gas pipelines and electric utilities focus solely on the related marketing affiliate within that same industry and ignore the energy affiliates doing business in the other industry.  Only by adopting broad standards that address all affiliate relationships, and vigilantly monitoring those relationships, can the Commission ensure that affiliate transactions are not resulting in anti-competitive conditions or manipulation of markets to the benefit of the corporate family, but the detriment of the markets as a whole and consumers in particular.  The Commission has yet to issue a final rule in this docket.

Proposed Market Behavior Rule # 6 provides the Commission another tool to monitor affiliate transactions and remedy any abusive, manipulative or anti-competitive behavior between such affiliates.  In a cost-based rates regulatory environment, the Commission applied strict scrutiny to affiliated transactions to ensure that only expenses resulting from arms-length transactions would flow through to ratepayers in order to avoid cross-subsidies by customers of monopoly services of unregulated or competitive products.  In a market-based rates regulatory environment, these same affiliated transactions require no less strict scrutiny.  The consequences of abusive, manipulative or anti-competitive activities between affiliates in a market based rates environment could harm the competitiveness of the wholesale markets, as well as result in unjust, unreasonable and unduly discriminatory rates for consumers.  Because of the back room nature of  many affiliate transactions, the Commission must be sure that it has all the tools possible to remedy any abuses.  The proposed Market Behavior Rule provides such tools by ensuring the Commission can remedy not only attempts between affiliates to manipulate markets, but attempts between an entity and a third party to circumvent affiliate and market codes of conduct.  NASUCA urges the Commission to adopt proposed Market Rule # 6.      

VIII.
REMEDIES


1)
Introduction


The Commission proposes to adopt several remedies to ensure that the proposed market behavior rules will be an effective tool in ensuring that energy markets produce competitive, "just and reasonable" outcomes.  Market Based Rates Order at ¶¶ 6, 16.  The Commission states:



Should a seller be found to have engaged in the transactions or behavior 
prohibited under our proposed market behavior rules, it would be subject to 
disgorgement of unjust profits obtained in contravention of the seller’s tariff, and 
appropriate non-monetary remedies such as revocation of market-based rate 
authority and revisions to seller’s code of conduct.

Order at ¶ 16.  NASUCA strongly supports the introduction of remedies for violations of the proposed tariff rules.  Under current market based rate tariffs, there is no explicit refund mechanism to protect consumers against past abusive, manipulative or anti-competitive behavior. Section 206 of the Federal Power Act, 16 U.S.C. § 824e, allows the Commission or affected parties to bring complaints against jurisdictional entities.  However, the relief provided for under these regulations is prospective only from the date the Commission establishes as the refund effective date, which date must post-date the filing of the complaint by at least 60 days.  Consequently, while consumers may be protected under Section 206 from potential future actions after the date the Commission establishes as the refund effective date, there is no remedy or redress for past actions that occurred prior to the refund effective date that are found to be abusive, manipulative or anti-competitive.  In the absence of a tariff condition authorizing refunds, the Commission has considered any refunds for events occurring prior to the refund effective date to be retroactive ratemaking.


However, by including the proposed language prohibiting abusive, manipulative or anti-competitive behavior, or inaccurate reporting of prices to publishers of price indices, in all market-based rate tariffs and authorizations, any violation of the prohibitions would be a violation of the tariff.  As the Commission states, "It is well settled that the Commission may take actions and impose remedies when tariffs are violated."  Market Based Rate Order at ¶ 47.    


The Commission proposes to use an arsenal of tools to remedy past abuses and stem future abuses.  These tools include disgorgement, and non-monetary penalties such as revocation of a violator's market based rate authority or modifications to a violator's code of conduct.  NASUCA supports these efforts.  By imposing generic market behavior rules on all sellers possessing market based rate authority, the Commission will ensure that abusive, manipulative or anti-competitive behavior will not be profitable.


The Commission has authority to disgorge revenues collected in violation of a jurisdictional entity’s filed tariff.  A regulated entity has no authority to act other than in accordance with its Commission approved tariff.  Thus, a violation of a jurisdictional tariff means the entity has exceeded the scope of its authority.  The Commission has authority to use equitable remedies to place a party violating Commission approved tariffs, back in the position they would have been had the wrongdoer complied with the legal mandates.  Niagara Mohawk Power Corp. v. Federal Energy Regulatory Commission, 379 F2d. 153 (D.C. Cir. 1967).  


The Commission also has the authority to revoke market based rates certificates, and to revise codes of conduct, since the Commission has ultimate responsibility over the justness and reasonableness of rates.  16 U.S.C. § 824e.  However, absent from the list of tools the Commission proposes to use is the Commission's authority under Section 316 of the Federal Power Act, 16 U.S.C. § 825o, to levy monetary as well as non-monetary penalties or to order restitution to all market participants that have been harmed.  Therefore, we urge the Commission to expand the types of remedies available in order to assure effective deterrence of abusive, manipulative or anti-competitive behavior.    


2)
Inadequacy of The Disgorgement Remedy


The proposed modifications rely upon the use of disgorgement as the primary remedy for violations of the proposed rules.  The Commission proposes to limit disgorgement to a transaction-specific basis.  Market Based Rates Order at ¶ 38.  In other words, "bad actors" will be required to refund their ill-gotten gains and be placed in the position they would have held had they abided by their filed tariff.   Disgorgement does not serve as a penalty or a deterrent to future, similar actions.  

The U.S. District Court for the Southern District of New York expressed this concept recently in the context of an insider trading proceeding.  The Court stated “[c] ivil penalties and injunctive relief deter future violations of the securities laws, which an order of disgorgement, standing alone, cannot accomplish.”  SEC v. Ballesteros, 253 F. Supp.2d 720, 731 (S.D.N.Y. 2003).  The Court then cited a House Report from 1990 that discussed adding civil penalties to the SEC Rules in addition to disgorgement, which stated:

“Disgorgement merely requires the return of wrongfully obtained profits; it does 
not result in any actual economic penalty or act as a financial disincentive to engage in securities fraud.  A violator who avoids detection is able to keep the profits resulting from illicit activities.  Currently, even a violator who is caught is required merely to give back his gains with interest, leaving him no worse off financially than if he had not violated the law.  The Committee therefore concluded that authority to seek or impose substantial money penalties, in addition to disgorgement of profits, is necessary for the deterrence of securities law violations that otherwise may provide great financial returns to the violator.”

Id. at 732, citing H.R. Rep. No. 101-616, 101st Cong., 2d Sess. (1990).


This experience with the disgorgement remedy is instructive in the current context of remedies for market-based rate tariff violations.  In both contexts, parties would attempt to violate what are considered the "rules of the road", whether by statute, regulation or filed tariff, in an effort to increase profits.  In both cases, disgorging those ill-gotten gains only brings the party back to the status quo.  For these reasons, NASUCA submits that disgorgement alone is an insufficient remedy for willful violations of the proposed tariff rules.  Additional remedies are needed to correct for the market manipulation and to deter future conduct.

3)
"Make The Market Whole” Remedy
Any abusive, manipulative or anti-competitive behavior by a market participant may have price impacts for consumers well beyond the transaction under investigation.  Many energy trades are based on prices reported for other transactions.  To the extent that third party sellers have relied on the prices stemming from the abusive, manipulative or anti-competitive behavior, many consumers will pay inflated prices.  Additionally, price manipulation in RTO administered spot energy markets will also inflate prices for many transactions if the manipulated prices set the clearing price for the auction.   Inflated prices that do not reflect competitive market forces are not "just and reasonable" to any consumer.


Commissioner Massey raised concerns in his concurrence to the Market Based Rates Order that the market will not be made whole in this situation.  He seeks comment on whether the Commission should require that parties that violate the proposed market-based tariff modifications be required to "make the market whole".  Specifically, he questions whether consumers that pay inflated prices for energy that result from tariff violations should also receive compensation for costs that would not have occurred "but for" some party engaging in abusive, manipulative or anti-competitive behavior.  

As discussed above, the disgorgement remedy would only return a "bad actor" to the position that it held prior to engaging in the abusive, manipulative or anti-competitive behavior.  The entity engaging in such behavior has nothing to lose from "going for gold".  A “make the market whole” form of remedy, however, would require the bad actor to provide restitution to all market participants or consumers harmed by the improper behavior, thus providing a financial consequence for such behaviour that could provide a deterrent effect.  


NASUCA recognizes that there are complexities associated with implementation of a "make the market whole" remedy.  The Commission would need to clarify how this remedy would work in both the bilateral market and in RTO or ISO administered energy auctions.  In the bilateral markets, the Commission may want to consider initiating a type of class action investigation proceeding under Section 206 of the Federal Power Act where market participants or other affected parties would have to have an opportunity to demonstrate that a bad actor's violation of its tariff rules influenced the price terms of their contracts.  Upon a finding that such third party contracts were indeed based on prices set by the "bad actor", the Commission could order the "bad actor" to "make the market whole".  Such entities would then be able to recover costs that would not have been incurred "but for" the prohibited conduct of the bad actor.  


In the case of manipulation of prices in the spot energy auctions administered by RTOs and ISOs, implementation of the remedy may be simpler in an RTO or ISO administered market.  The RTO or ISO has data on who was buying power at any point in time in the spot market.  This information is necessary to allow the RTO or ISO to settle the day ahead and real time transactions.  Consequently, the class of entities affected by the "bad actor's" behavior may be known and the RTO or ISO may already have calculated the impact on the spot market.


The Commission should pursue the merits of a “make the market whole” remedy through the use of technical conference procedures.  In a technical conference, the Commission could seek comment on procedures for implementing a "make the market whole" approach.  

4)
Revocation of Market Based Rate Authority


The Commission has proposed to revoke market-based rate authority in cases of flagrant abuses.  The Commission used this remedy against Enron Power Marketing, Inc. and others to penalize them for the disastrous gaming of the California markets in 2000 and 2001.  Enron Power Marketing, Inc. and Enron Energy Services, Inc., 103 FERC ¶ 61,343 (2003).  NASUCA supports the revocation of market based rate authority when market participants flagrantly or continuously violate the proposed tariff modifications.   The Commission should vigorously use this remedy in order to deter parties with market based rate authority from purposefully violating the market behavior rules and from distorting otherwise competitive markets.  


It is not clear to NASUCA, however, what the impact of the revocation of market-based rate authority will be.  If the Commission intends a return to cost of service regulation, several issues arise.  For example, power marketers with no assets have no "cost of production" which would serve as a cost based rate.  Consequently, revocation of a power marketer's market based rate authority appears to mean that the power marketer is out of business.  For a generation owner, however, the Commission may not want a result that puts the generator out of business.  The capacity and energy from the units they own and operate may be necessary for the reliability of the region.  


The Commission should clarify its intent in revocation of market based rate authority and whether that returns the entity to cost of service regulation.  If revocation of market-based rate authority is to act as a true deterrent, then market participants who violate their tariffs in a manner worthy of this sanction should in no way benefit from being returned to cost based rates.
    

For example, the Commission's Market Based Rate Order is not clear on whether fixed costs and a return on equity would be included in cost based rates for those who lose their market based rate authority.  NASUCA submits that the Commission should reduce or eliminate return on investment from the costs allowed in a market based rate revocation situation for a limited and defined period of time in order to penalize the tariff violator.  For participants that have lost their right to sell at market based rates and who sell into an ISO or RTO administered spot market, all offers should be capped at variable cost, e.g. fuel plus variable O&M in the case of energy offers.  That participant would still be able to obtain the market clearing price, however, total revenues collected over a year would be limited to the participants allowed annual cost of service.  

Cost of service would include the cost of all consumables, maintenance, labor, debt service, principle on debt and return of and on capital.  The allowed rate of return on equity could be reflective of overall market conditions, or set at zero to the extent the participant has caused substantial monetary harm to consumers.  Any revenues earned through the sales into the market above the cost of service so calculated would be returned to load within the market area.  Such an approach would ensure the financial capability of the participant to continue as a going concern and would provide a means to recover ill-gotten under the “make the market whole” remedy.  There would be no true-up in the event the revenues fall short of the participant’s cost of service since such revenue levels would reflect competitive market conditions.  Otherwise, an entity violating the proposed market behavior rules would be able to obtain what no other market participant is guaranteed:  a return on investment.  
The Commission may want to set a technical conference to further explore how RTO or ISO bidding system and bilateral contracts will accommodate an entity without market based rate authority.  There may be several potential ways to implement such a remedy.  NASUCA is not recommending one method over another at this point, other than to note that a true penalty must ensure that the entity is not guaranteed, or even given an opportunity, to recover full fixed costs. There may be additional questions relating to the complexity of implementing this remedy that should be explored in a future technical conference.

  
This discussion illustrates that there is a certain irony in the use of a Death Penalty remedy.   The Commission adopted market based rates on the belief that cost based rates did not produce efficient investment decisions.  The Commission’s expectation is that market based rates should be more efficient and generally lower than cost based rates.  Revocation of market based rate authority appears to subject the entity to cost based regulation for its sales.  While cost based rates should be lower than the prices stemming from the abusive, manipulative or anti-competitive behavior, cost based rates could be higher than competitive market prices.  This result certainly does not ensure competitive prices for all consumers. 

The Commission does not propose to impose a minimum time period between the revocation of market based rate authority and the ability to reapply for such authority.  However, NASUCA recommends that the Commission clarify that such revocation will be for a specified minimum period of time that depends on the severity of the violation.  In the case of the Enron marketing affiliates, the Commission noted that the affiliates at issue in that proceeding could come back and seek market based rate authority at some time in the future.  While NASUCA does not oppose such a result, the Commission should ensure that the penalty has meaning by ensuring that the entity violating the regulations can not turn around the next day and file for market based rate authority, thus eviscerating the effectiveness of the remedy.  


5)
Monetary Penalties

The Commission has the authority under Section 316 of the Federal Power Act, 16 U.S.C. § 825o, to fine, upon conviction, persons who wilfully and knowingly violate the Act.   The Commission could seek to fine parties violating the proposed tariff rules the maximum rate provided for by statute for each and every day during which an offense occurs.
  As discussed above, disgorgement alone may be insufficient to deter bad behavior as disgorgement merely places the market participant in the position he or she would have been without the bad behavior.  There may be no effective deterrent for not “going for gold” unless the entity engaging in the illegal behavior has to pay more than the disgorgement amount.  In addition to making the market whole, FERC could utilize a monetary penalty.


6)
Sliding Scale for Application of Remedies and Penalties

The Commission should use these tools in a manner that accomplishes a sliding scale of remedies, where the severity of the penalty is tagged to the severity of the illegal behavior or the magnitude of the adverse impact on consumers or competitive markets.  When the Commission undertakes a review of violations, the Commission should "grade" the severity of the violation.  The Commission should then determine the severity of the remedy that will be ordered based on the nature of the tariff violation.  


Disgorgement would apply when a party's behavior, while a violation of its tariff, was not intentional and not part of a pattern of conduct detrimental to working markets.  Monetary penalties could be utilized in addition to disgorgement for tariff violations that were not shown to be accidental, but at the same time were isolated in nature.  A “make the market whole” provision would apply in situations where a market participant's intentional behavior violated the proposed rules and caused harm to other parties in the marketplace.  Following this to its conclusion, the revocation of market based rated authority remedy would apply where a participant engaged in systemic, ongoing violations of its tariff to the detriment of other market participants and the development of competitive markets as a whole.  


As noted above, however, there may be times when the revocation of market-based rate authority is a less significant remedy than other remedies.  The Commission should not bind itself to the revocation remedy where requiring disgorgement or making the market whole would be a more appropriate response to a tariff violation.  NASUCA submits that the Commission has the authority to take appropriate remedial actions to rectify violations of filed tariffs.  The Commission should utilize their discretion when determining remedies to ensure that parties do not violate their tariffs. 


7)
"Safe Harbor" Provisions

The Commission should clarify that it is not extending the use of the safe harbor provisions accorded to market participants reporting prices to publishers of price indices in the recent Price Indices Policy Statement in proceedings where the Commission or other complainants seek to use the disgorgement remedy.  Under no circumstance should an entity be allowed to retain profits received through tariff violations.  The Commission recently issued a Policy Statement in the Price Indices investigation proceeding, Docket Nos. PL03-3-000 and AD03-7-000, in which the Commission provided market participants with protection from financial penalties for simple human errors in reporting price information to index publishers.  While the Price Indices Policy Statement would allow safe harbor from financial penalties for simple human errors, there should be no confusion that the tariff remedies proposed in this proceeding should remain in full force and effect.

There would be two main problems with a safe harbor approach to protect an entity against disgorgement.  First, providing market participants a safe harbor for simple human error shifts the burden of proving that the behavior was intentional and manipulative to the entity with no access to any of the relevant information, i.e. the complainant or the Commission.  Such cases will be very difficult to prove.  Second, even if an error occurred due to simple error, should consumers suffer and pay higher prices than a competitive market would otherwise bear?  Such a result is not consistent with the Commission’s responsibility under the Federal Power Act to ensure that consumers pay just and reasonable prices.  Management would have a greater incentive to ensure the accuracy of its employees work if the company bears the consequences of its employees’ errors, rather than being able to pass those consequences on to consumers.
 

IX.
PROCEDURES


The Commission has proposed procedural limitations on the availability of remedies for violations of the proposed market behavior rules.  Market Based Rates Order at ¶37-42.  The Commission proposes to limit the filing of a complaint seeking disgorgement for violation of the rules to a 60 day window commencing at the end of the calendar quarter in which the violation is alleged to have occurred.  Id. at ¶ 38.  In situations where a market participant did not know, and should not have known, of the violation during the 60 day window, the Commission proposes to "start the clock" at the point in time when the complainant knew or should have known of the tariff violation.  Id.  Unfortunately, in the second situation where a complainant found out about the violation after the initial 60 day window expired, the complainant faces the additional burden of having to prove that it did not know of, and should not have known of, the proscribed behavior in the initial complaint "window".  Id.  

NASUCA believes that the 60 day time limit for bringing complaints after the end of a calendar quarter provides too little time for potential complainants.  We recommend that the Commission adopt at least a six month time limit after the close of a calendar quarter for the filing of complaints.  Additionally, the Commission should allow for the filing of complaints based on information or reports released by an RTO or ISO if they are filed within 60 days of the release.

The time limit proposed by the Commission effectively ranges from 61 days if the alleged market abuse occurs on the last day of a calendar quarter to 150 days if the alleged market abuse occurs on the first day of a calendar quarter.  This proposed time limit places too great a burden on potential complainants. For example, at its July 23, 2003 meeting, the Commission received a report from the Office of Market Oversight and Investigation on the price spike that occurred in the natural gas markets 150 days, or five months earlier, i.e. in February 2003.  The OMOI obviously has far more resources available than the majority of potential complainants to investigate the causes of such a price spike event, yet it took the Commission staff 150 days to investigate that event and publish the results of its investigation.  If the results had shown that manipulation may have occurred, and the Commission determined that parties “should have known” about the alleged abuse within the 60 day window, the opportunity to file a complaint would have already passed before the information was finally publicly released.  While NASUCA recommends that the Commission retain the language in the proposed rule relating to “starting the clock” at the time the complainant knew or should have reasonably known about the alleged abuse, we recognize that the longer the period of time provided in the window for filing complaints, the less the Commission will have to rely on a “reasonably should have known” standard.  

NASUCA submits that in certain circumstances, RTOs and ISOs withhold market data from the public according to those organizations' rules.  For example, PJM waits six months prior to releasing certain market information to the public.  In this circumstance, a market participant may be aware of market information that would give rise to a complaint pursuant to the proposed tariff rules; however a complainant may not be able to utilize that information until the PJM 6 month waiting period concluded.  Under this set of circumstances, any complaint brought before the Commission within the 60 day time frame may contain incomplete information or would have to contain information in violation of PJM’s rules.


While the Commission feels it must limit investor exposure to past market manipulation in order to bring some degree of "market certainty" to the investing community (Market Based Rates Order at ¶37), it should not provide sanctuary for violations that can not be effectively brought before it because of the unavailability of data shielded from public disclosure due to RTO or ISO market rules.  Adoption of a six month window for filing complaints after the close of a calendar quarter would mitigate this problem.  At a minimum, the Commission should clarify that complaints based on information released by Commission-approved RTOs and ISOs can be brought if they are filed within 60 days of the release of that information.


NASUCA also submits that the Commission should modify the proposed rules to ensure that all stakeholders may be entitled to the remedies provided for in this proceeding by adding “stakeholders” to the list of entities entitled to seek such remedies.  The proposed rules limit the availability of the remedies to "Market Participants".  Market Based Rates Order at ¶ 38.  The concept of "market participants" could be interpreted to exclude state commissions, state consumer advocates, and other interested parties who represent consumers that may pay the market price since these types of stakeholders do not buy or sell power in the markets.  NASUCA submits that the Commission should modify the proposed language in any final Order in this proceeding to refer to "market participant and other interested or affected parties" to ensure that all consumers will benefit from the protections afforded in these proposed rules.  In the Notice of Proposed Rulemaking entered in the companion natural gas pipeline proceeding at Docket No. RM03-10-000, the Commission provided that "any person" may bring a complaint.  The electric rules should provide the same protection for all parties affected by abuses in electric markets.

X.
EXEMPTIONS 


The Commission proposes that the 60 day complaint window will not apply to its own investigations and complaints.  NASUCA submits that this is an appropriate measure and should be extended to all interested parties petitioning the Commission to open such an investigation.  As discussed above, the "balancing of interests" will not be significantly harmed by allowing all parties to petition the Commission for an investigation, or join in proceedings initiated by the Commission, after a 60 day window passes.  


The Commission also has chosen not to exempt transactions in RTOs where market monitoring exists from the application of these rules.  The Commission further chose not to exclude small generators and power marketers from application of these proposed rules.  NASUCA supports the Commission's decision not to exempt transactions taking place within RTOs and ISOs from enforcement of the proposed tariff rules.  As experience in the California ISO and the PJM RTO and New York ISO markets demonstrates, even markets with Market Monitor surveillance are subject to the exercise of market power, or abusive, manipulative or anti-competitive behavior.  While the market abuses were eventually stemmed in these markets, during the months that the abuses were on-going, consumers paid millions, if not billions, in excessive prices.  The Commission determined that refund protection was not available for most of these excessive payments made under unconditioned market based rate tariffs.  The rules proposed in this docket add valuable protections for consumers from market manipulation.  By choosing not to exempt these rules under any circumstance, the Commission will provide the tools needed to remedy improper actions after they take place.  These provisions, in concert with the market monitoring functions of RTOs and ISOs, will allow the Commission to ensure that the prices produced by the markets remain just and reasonable.

XI.      LEGAL AUTHORITY


NASUCA submits that to the extent the Commission has the authority to approve market based rates, it has ample authority to condition any such market-based rate orders by incorporating the market behavior rules proposed in this proceeding.  However, some parties may continue to challenge the Commission’s exercise of that authority.  NASUCA urges the Commission to stand firm in its efforts to protect consumers from the exercise of market power.  


While there is no Supreme Court decision regarding the Commission’s recent market based pricing initiatives for the electricity markets,
 the lower courts have allowed the Commission some discretion in establishing a market regimen for establishing rates so long as it is demonstrated that the end result accomplishes the Commission’s goal under the Federal Power Act to protect consumers from the exercise of market power and from unjust, unreasonable and unduly discriminatory rates and practices.  Farmers Union Cent. Exch. Inc. v. FERC, 734 F. 2d 1486 (D.C. Cir. 1984).  The Court of Appeals for the District of Columbia endorsed the possibility of market based rates where the evidence demonstrated that sufficiently competitive conditions exist to warrant such a regime and where some form of continued “monitoring” over those rates exists to ensure that the rates remain within a “zone of reasonableness.”  Id. at 1509; See also Louisiana Energy and Power Authority v. FERC, 141 F. 3rd 364 (D.C. Cir. 1998); Elizabethtown Gas Co. v. FERC, 10 F. 3rd 866 (D.C. Cir. 1993).  Significantly, all of the lower court decisions supporting the Commission’s adoption of a market system for setting rates emphasize the obligation of the Commission to maintain oversight to assure reasonableness and effective consumer protection.  Id.  

It is clear that the Commission cannot allow market prices to exceed the just and reasonable range.  Farmer’s Union struck down a market rate regimen in which the Commission had set a very high ceiling price and assumed that competitive market forces would operate within that outer limit on rates.  As stated by the court:

“FERC's methodology, by its own admission, merely sets "ceilings seldom reached in actual practice," and permits "creamy returns" to oil pipelines. As we have explained above, such ratemaking does not comport with FERC's statutory responsibilities. FERC's methodology, therefore, exposes a range of permissible  prices that would exceed the "zone of reasonableness" by definition, unless competition in the oil pipeline market drives the actual prices back down into the zone.  But nothing in the regulatory scheme itself acts as a monitor to see if this occurs or to check rates if it does not.  That is the fundamental flaw in the Commission's scheme.  See Texaco, Inc. v. FPC, 154 U.S. App. D.C. 168,  474 F.2d 416, 422 (D.C. Cir. 1972), approved in relevant part and vacated on other grounds, 417 U.S. 380, 94 S. Ct. 2315, 41 L. Ed. 2d 141 (1974). (emphasis added).

Farmer’s Union, supra, at 1509 – 1510.  Accordingly, the Commission must not only monitor market based rates to ensure that these rates remain competitive, but must also “check” any rates that depart from this zone of reasonableness and provide remedies for consumers to ensure that they remain fully protected.  While not all stakeholders agree that the Commission has authority to allow market based rates for electricity,
 all NASUCA members recognize that the Commission has authorized market based rates and the Commission must now ensure that adequate consumer protections are in place to deter and remedy abuses.


Most challenges to the Commission’s authority to issue the proposed regulations in prior pleadings in this docket center on the question of whether the Commission may order refunds for past periods.  The Commission’s refund authority is limited to:  a) proceedings brought by a utility under Section 205 of the Federal Power Act, 16 U.S.C. § 824d, to change rates; or b) proceedings brought by a Complainant, or initiated by the Commission, under Section 206 of the Federal Power Act, 16 U.S.C. § 824e, to investigate the justness and reasonableness of existing rates.  Refund authority under Section 206 is limited to periods prospective from an established “refund effective date” in order to avoid concerns with retroactive ratemaking.  


These challenges to the Commission’s use of refund authority ignore the Commission’s independent authority to provide for disgorgement of ill-gotten gains when a jurisdictional entity violates its own tariff.  It is this latter authority that the Commission appropriately relies on in this proceeding.   

A jurisdictional entity can not take action beyond the bounds legally prescribed by the Commission.  The regulations proposed in this docket would establish those bounds as a condition to the use of market based rates.  In other words, an entity could sell energy at market based rates only if it agreed not to violate the Market Behavior Rules.  These rules would be a condition in the entity’s tariff.  Any violation would, in reality, be a violation of its tariff.  The Courts have clearly affirmed the Commission’s ability to stem abuses where jurisdictional entities have exceeded the bounds of their authority by violating tariff rates or conditions.  Niagara Mohawk Power Corp. v. Federal Power Commission, 379 F. 2d 153, 158 & n. 18 (D.C. Cir. 1967).  

This result is a necessary component of the Commission’s authority to ensure consumers are fully protected against the exercise of market power in the payment of unjust and unreasonable rates.  Nathahala Power & Light Co. v. Thornburg, 476 U.S. 953 at 962-63 (1986).  The use of complaint proceedings under Section 206 alone provides insufficient protection for consumers.  Conditions in markets can change rapidly, day to day or hour to hour, and sellers may quickly obtain the ability to exercise market power despite the fact that the market may have been competitive just hours before or just hours after the event under investigation.  Even though the Commission or market participants may act swiftly under Section 206, significant damage to consumers and to competition in general can occur while the abuse is on-going.  Markets require buyers as well as sellers, and buyers won’t participate unless they have confidence that the prices they pay will be just and reasonable.  The Market Behavior Rules and remedies proposed in this docket, along with the Commission’s authority to order disgorgement of ill-gotten gains for violations of tariff rates and conditions, and impose other remedies, ensures that consumers can be made whole for any abusive, manipulative or anti-competitive behavior of market participants.   Such full and effective protection for consumers will go a long way toward promoting consumer confidence in wholesale energy markets and promote the Commission’s interest in developing robust competition in these markets.              

XII.
MISCELLANEOUS ISSUES

1)
Application to Bilateral Contract Transactions and to Buyers
The Commission proposes that the new market behavior rules would apply to any market-based sale, whether conducted in organized markets or in bilateral sales.  Market Based Rates Order at ¶ 8.  NASUCA strongly supports the Commission’s efforts to extend its protections to bilateral transactions involving parties who have been granted market based rate authorization.  Most transactions that occur in wholesale markets are in fact bilateral transactions.  For example, PJM Interconnection, L.L.C., an approved Commission RTO that has operated a wholesale spot energy market for five years, noted in its State of the Market Report for 2002, that a significant portion of energy trades occurs through bilateral transactions.  PJM Interconnection, L.L.C.’s 2002 State of the Market Report, p. 3.  Failure to capture these transactions within the scope of the proposed rules would substantially weaken the protections the Commission seeks to provide for consumers from non-competitive market conditions.  The exercise of market power is not limited to organized markets for energy trades, but can infiltrate bilateral trades as well.  This fact has led many NASUCA members to comment in the Commission’s Standard Market Design Notice of Proposed Rulemaking docket that Market Monitors in RTOs or ITPs must have the authority to review bilateral as well as energy market transactions and cost data.  The Commission will not be able to ensure that it has provided “a complete, permanent and effective bond of protection from excessive rates and charges”
 for consumers if it cannot remedy market abuses in the majority of the trades that occur in wholesale electricity markets.  Consequently, the Commission should adopt a Final Rule that applies to bilateral as well as organized market transactions.
2)
Regulation of Trading Platforms      


The Commission also seeks comment on Staff proposals to regulate and improve the transparency of trading platforms.  Market Based Rates Order at ¶ 43.  The Commission suggests that it might accomplish this objective by conditioning market-based rate tariffs and authorizations to require that sellers who use trading platforms use only those trading platforms that a) employ a “credit change monitor”; b) agree to provide the Commission with full access to trade reporting and order book information for trading systems; and c) agree to adhere to appropriate monitoring requirements.  Id. at ¶¶ 43-44.  For example, the Commission suggests that a credit change monitor could evaluate unusual patterns in credit changes in the platform.  Id.
NASUCA agrees that issues related to trading platforms merit further investigation.  However, we believe that insufficient information is available at the current time to allow informed discussion of these issues.  We recommend that the Commission hold a technical conference with panel presentations by various informed market participants as to the merits of the Commission’s suggestions, followed by a delayed round of comments by other stakeholders on the merits of the issues and proposals discussed at such a technical conference.  Such a process would provide all stakeholders the opportunity to submit reasoned and informed comments on these issues.

XIII.
CONCLUSION 

NASUCA urges the Commission to adopt the proposed market behavior rules as conditions to be placed in all market based rate authorization orders for jurisdictional electric entities to condition the grant of market based rate authority contained therein on compliance with rules prohibiting abusive, manipulative or anti-competitive behavior.   It is important that the Commission focus the balance of interests in this docket on protecting the consumers who ultimately pay the cost of market power abuses.  The cost may come in the form of dramatic increases in prices, or in terms of lost opportunities and decreased competitive options.  Effective remedies to redress past wrongs and stem future abuses are critical to effectuate the primary purpose of the Federal Power Act, which is to protect consumers, and to restore consumer confidence in these markets.  The proposed Market Behavior Rules would provide the Commission the tools needed to implement these effective remedies.   
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	� The November 20 Order proposed to include the following provision in all market-based rate tariffs and authorizations: "As a condition of obtaining and retaining market-based rate authority, the seller is prohibited from engaging in anticompetitive behavior or the exercise of market power. The seller's market-based rate authority is subject to refunds or other remedies as may be appropriate to address any anticompetitive behavior or exercise of market power."  97 FERC at 61,976.


	� See Norlander, Gerald A.,  “May the FERC Rely on Markets to Set Electric Rates,” 24 Energy Law Journal 65, June, 2003.


	� NASUCA noted that the type of markets established under Commission orders to set rates may be inherently susceptible to market power abuse.  “Experimental economics laboratory simulations of  various electricity auction models, with six generators having equal market shares and no transmission constraints (thus passing traditional screens for number of sellers and no single market share exceeding  20%), show that participants  - following market rules – can drive single price auction market prices above cost by 50%, on average.”  T.D. Mount, W.D. Schulze, R.J. Thomas, R.D. Zimmerman, Testing the Performance of Uniform Price and Discriminative Auctions, Cornell University Dept. of Applied Economics and Management and Dept. of Electrical and Computer Engineering, at 2 (Revised Draft 2, July 16, 2001) (http://www.pserc.wisc.edu under Documents/Publications/2001 Publications, Item 2001 01-18).  


	� In just one day, June 26, 2000, according to the NYISO, consumers bore over $100 million in excess costs before bid mitigation could be applied.  As a result, and in light of the unavailability of retroactive price corrections under FERC’s current procedures, the NYISO subsequently implemented an automated mechanism for mitigating bids prior to setting the market-clearing price.  See, Best Practices in Market Monitoring, Synapse Energy Economics, et al., Nov. 9, 2001, p. 18-19, citing, NYISO, “Exigent Circumstances Filing of the [NYISO], May 17, 2001, p. 8.


�  While the cited case is a natural gas proceeding, the rate making provisions of the Natural Gas Act and the Federal Power Act are almost identical with respect to the just and reasonable rates requirement, and precedents under those statutes are cited and followed interchangeably.  Arkansas Louisiana Gas Co. v. Hall, 453 U.S. 571, 577 fn. 7 (1981).  


�  For example, incidents of “hockey-stick” bids – offers to sell increments of plant output at rates for above marginal cost – should be fully investigated.  Hockey stick bidding occurs when a generator submits a few megawatts of power at an inflated price, driving up the overall market, but it remains unclear whether this is to be considered market manipulation.  See, TCE Sues Texas Power Companies for Alleged Manipulation, Reuters, July 7, 2003.  See New York Independent System Operator, Inc. v. Dynegy Power Marketing, Inc., FERC Docket. No.EL03-26-000, (NYISO Motion to Vacate Arbitrator’s award of $895,596 as damages for erroneous mitigation of a hockey stick bid).





	� NASUCA points to instances in which the Commission became involved and instances where an ISO’s or RTO’s internal operating rules were changed to prevent market manipulation.  The first category is illustrated by the events in the California markets, where the Commission undertook a thorough investigation of price manipulation in those markets over a period of time.  An example of the second category is the run up in prices in the capacity market in PJM during the winter of 2001, leading PJM to file revised rules to correct the market design flaws that allowed gaming of the rules.  PJM Interconnection, L.L.C., 95 FERC ¶ 61,330; order denying reh’g 96 FERC ¶ 61,206 (2001).  New Power Company v. PJM Interconnection, L.L.C., 98 FERC ¶ 61,208 (2002).  Another example of the second category is PJM’s decision in August, 2002 to change the separate designation of AEP and VEP hubs to a combined hub designation of AEPVEPIN and AEPVEPOUT in order to prevent the scheduling of energy at one hub but the delivery of energy at the other hub to take advantage of arbitrage opportunities.  Report to the Federal Energy Regulatory Commission Interface Pricing Policy. Submitted by the PJM Market Monitoring Unit on August 12, 2002 and posted on PJM’s website, � HYPERLINK "http://www.pj.com" ��www.pjm.com�.


	�   Rudkevich, Duckworth and Rosen, Modeling Electricity Pricing in a Deregulated Generation Industry:  The Potential for Oligopoly Pricing in a Poolco, (Tellus Institute 1998).  http://www.tellus.org/energy/publications/e7-ar01.pdf


� For a more complete description of NASUCA’s proposal, see National Association of State Utility Consumer Advocates’ Comments on Gas Price Indices, June 20, 2003.





�  See, 16 U.S.C. § 824d(c) and 824e.  Additionally, longstanding Commission regulations require utilities to file all rates and contracts. 18 C.F.R.. § 35.1 





	�   It is possible that a cost based rate, if it includes return on investment, could be higher than the otherwise prevailing competitive market price.  For example, the Commission has indicated its expectation that sellers would bid their marginal cost into an energy auction, or spot market, thus assuring efficient dispatch of all units.  Such sellers would obtain the benefit of their comparative efficiency, represented by the difference between their marginal cost and any higher market clearing prices.  Sellers with marginal cost below the market clearing price would receive revenues to help recover their fixed costs.  Remedying Undue Discrimination through Open Access Transmission Service and Standard Electricity Market Design, FERC Dkt. No. RM01-12-000, Para. 204, fn. 118, Notice of Proposed Rulemaking, 67 Fed. Reg. 55451 (August 29, 2002).  However, an RTO or ISO administered energy auction may produce a clearing price that is below a sanctioned market participant’s cost based rate if fixed costs and a return on investment are included in its offers into that auction, even though the sanctioned participant’s marginal cost is less than the clearing price, resulting in inefficient dispatch.  In other situations, the sanctioned seller whose market based rate authority has been revoked could set the auction clearing price well above the otherwise prevailing competitive market price and reap benefits that entities operating in a competitive market would not obtain.


	�   This statute also provides the Commission the authority to petition the courts to put offenders in jail for a maximum of two years.  16 U.S.C. ¶ 825o(a).  To date, NASUCA is unaware of any criminal prosecution of any person under this section for any alleged manipulation of electricity markets.  The monetary fines appear small in comparison to the rewards that can be reaped in a few hours of market manipulation.  Additionally, the use of criminal penalties could deter potential whistle-blowers who are peripherally involved in the manipulative activity.   


	� The need to hold a utility responsible for slow action in discovering or fixing its accounting errors is a concern which should be addressed and not dismissed merely because of the tendency to blame simple human error.  Recently the Maryland People's Counsel (“MPC”), a NASUCA member, filed a complaint involving the pass-through of an expense to Montgomery County ratepayers resulting from the error of Verizon Telephone.  MPC has requested an investigation into Verizon-Maryland, Inc.'s imposition of a 9.5% surcharge designed in part to recover for a  billing error in which Verizon failed to pass through to its Montgomery County customers the cost of a county telephone tax for a five year period from 1999 to 2003.   MPC in this case has noted the unfairness of Verizon seeking to make current Verizon customers in Montgomery County pay for the costs of uncollected taxes for former residents.  MPC points out that the Company was dilatory in attempting to recover the uncollected taxes simply because this billing error apparently was not quickly discovered.





�   See Norlander, Gerald A., “May the FERC Rely on Markets to Set Electric Rates,” 24 Energy Law Journal 65 at 79, June, 2003. 





�   See Footnote 2.


	�   Atlantic Rfg. Co. v. Public Service Commission, 360 U.S. 378, 388 (1959).
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