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Thank you for the opportunity to speak with you today.

Professor Smith has cleverly illustrated the importance of incentives to the behavior of market participants.  The history of energy regulation for the last half century is a testimony to sometimes problematic incentives being faithfully followed and leading to unintended problems.
One of my responsibilities for this meeting is to provide context regarding the restructuring initiatives that formed the environment in which the 2000-01 California market meltdown and the subsequent Enron bankruptcy occurred.  It is important to note that the opinions I present here are my personal views and not official Commission views.

First, I will review the regulatory evolution of the relevant electricity and natural gas markets.  Second, I will review the FERC’s and other’s responses to the post-California/Enron chaos.  Then, I will relate recent initiatives to today’s conference topic, ethics and its role in well-functioning markets.  Today, it is popular for energy companies to present a “back to basics” strategy.  At this conference, we address a very basic matter – making ethical decisions.  I hope my remarks can provide everyone here -- engineer, ethicist,  business leader, and regulator -- with “the basics” for understanding the significance of ethics and the challenges of ethical dilemmas for energy markets undergoing significant changes.
Regulatory Background

Natural Gas.  I think the story line for today’s natural gas marketplace begins in 1954 with the Supreme Court’s Phillips Decision (Phillips Petroleum Company v. Wisconsin, 347 U.S. 672 (1954)).  [See Figure 1] In this decision, the Supreme Court interpreted the Natural Gas Act (NGA) to apply embedded historic cost of service rate principles from interstate natural gas transmission pipelines all the way upstream to the production wellhead.  Interestingly, as I have been told, ethics came immediately into play.  Congress quickly reached consensus that the Congressional intent of the NGA had applied only to the pipeline utility element of interstate natural gas and passed legislation reversing the Supreme Court’s Phillips Decision.  Before President Eisenhower signed it into law, however, news broke about a Congressional scandal linked to a vote on this legislation.  The President vetoed the Bill and Congress failed to re-address the issue until after the gas supply crises of the 1970s.

[Figure 1]


The Federal Power Commission (predecessor to the FERC) had to implement the Court’s regulatory concept to natural gas production.  The impracticality of determining the rate for each well led the FPC to establish regional, then a national, regulated 
wellhead price for natural gas.  As illustrated in Figure 2, when the price cap bound the market, demand at the regulated price exceeded supply.  The quantity sought 
by consumers exceeded what it would have been in a competitive market and this also accelerated shortage problems.
[Figure 2]


As natural gas became less available in interstate markets, natural gas intensive industries, especially petrochemicals, ammonia, and fertilizer producers, moved to states with healthy, unregulated gas supplies near the Gulf of Mexico.  Before price controls were lifted, intrastate supplies grew to about 40 percent of the U.S. market.  This “voting with feet” is a classic means by which market forces work around regulatory controls.
[Back to Figure 1]


After severe gas deliverability problems in the Midwest during record cold in the winter of 1976-77, Congress passed the Natural Gas Policy Act of 1978 (NGPA) as part of a comprehensive package of energy legislation, the National Energy Act (NEA).  This bill created a complicated scheme for the phased decontrol of wellhead prices.  Although the assumptions underlying the phasing were vastly wrong, the decontrol proved successful – better to be lucky than smart.


In response to new price signals (sometimes artificially high because of the NGPA transition scheme provisions) producers drilled and found massive new natural gas supplies.  This led to an oversupply, called “The Gas Bubble” because it was expected to be short-lived.  The Gas Bubble ended up lasting more than a decade – first due to depressed demand (including regulations prohibiting certain uses, compliments of the Fuel Use Act restrictions in another part of the NEA of 1978) then continuing because of important development and production technology advances that brought on important new supplies (such as coal bed methane, tight sands and deep gas) and gas extracted more efficiently from conventional sources with new technology (such as horizontal drilling, down-hole monitoring and fracturing).  Domestic production, which had dropped to 16.9 Tcf in 1986, was recovering to its 1973 peak of 22.6 Tcf.  Prices incented innovation.

A key to the renewed health of the natural gas market was the restructuring of pipeline transmission regulation.  In the early 1980s, Pipelines tried to segment markets and offer price-sensitive industrials special favorable pricing.  In 1985, the Maryland People’s Counsel vs. FERC case required pipelines to stop this discrimination, which was deemed undue.  The FERC, in Orders 436 (1985), 500 (1987) and 636 (1992), established open access conditions for interstate pipeline operations.  This transition proved difficult and some pipelines went bankrupt because of take-or-pay (TOP) contract obligations they had incurred while trying to cope with the wellhead price regulation-induced shortages.  (TOP is another excellent example of behavior responding to incentives).  Nevertheless, 
this restructuring worked out and the open access regulatory model continues, largely intact today.


In fact, at the recent World Energy Congress 2004 in Sydney, Australia, I heard the U.S. natural gas market model was referenced as the best example of a well-functioning reformed energy market.


There were some problems around natural gas during the California crisis.  These largely had to do with problems in reporting as well as high gas prices for California.  Briefly, as marketers sought to make the “top 10” list, they found ways to make bogus trades among each other to artificially inflate volumes (and, perhaps, prices) in what became know as “wash trading.”  FERC’s recent behavior rules and its OMOI price index reporting initiative have prodded industry to make major improvements in this area.

Electricity.  During this same period, the electricity markets traveled along a different path of evolution.  In the 1950s, commercial nuclear power became available with many significant subsidies (such as the Price Anderson Act, which limited liability).

Nuclear power had high capital costs and essentially no O&M costs.  Recall that traditional utility cost of service regulation provides a return on rate base and a simple pass through of operating, maintenance, and fuel costs.  Nuclear power, therefore, was quite attractive to utilities and many were ordered once the commercial feasibility was proven.  Again, the behavior responded to the incentives.


Congress passed the Clean Air Act in 1970 in response to growing environmental concerns.  This lessened the attractiveness of coal-fired power, the predominant source of electricity generation (even today).  Nuclear costs also grew significantly, especially after the Three Mile Island accident in 1979 led to many new safeguards, often called the “regulatory ratchet.”

On the power grid, system side, the Northeast Blackout of 1965 led to the increased integration of local utilities into power grids and regional reliability councils, under the overall coordination of the North American Electric Reliability Council.  Some of these new systems, most notably PJM, NYPP, and NEPOOL evolved into highly integrated operations.


In the 1980s and 1990s there was a convergence of several forces that led to new options for electricity markets.  They included:

· significant price escalation in some areas

· improved system operations showing important economies in dispatch from expanded networks

· new gas-fired combined-cycle technology that broke the economies of scale model for power generation

· repeal of the Fuel Use Act (in 1987), which allowed natural gas to be used for new power generation.

These developments led to interest in applying the open access transmission concept that worked so well in natural gas to the electricity marketplace.  (Those of us with natural gas business experience have a chuckle when we hear now how smoothly the natural gas transition went).
Key elements of the electricity industry regulatory restructuring include:

· unbundling service offerings

· separating the generation and transmission functions  

· no undue discrimination with regard to transmission access

· no undue discrimination with respect to transactions and communications with affiliates, and
· restraint of any remaining market power.

Each implementation by an Independent System Operator (ISO) or Regional Transmission Organization (RTO) has varied in its effectiveness.  For our purposes today, let me very briefly mention the California ISO and Power Exchange (PX) implementation.  Professor Sweeney will provide us with the gory details in a few minutes.  I need, however, to make a few points.
The California proposal brought to FERC for approval – before my time, I hasten to note – was fundamentally flawed.  Again, I simply make this observation.  Professor Sweeney will explain.  The proposal was passed as legislation (A.B. 1890) in California and brought to the FERC as a take-it-or-leave it package.  I have been told that the Commission received major encouragement from the California congressional delegation to approve the deal, which was the result of prolonged, intense efforts at reaching a consensus among relevant California interests.  The perception was that this was the deal parties would accept; anything else was a non-starter.  The FERC approved the package in 1996 (Pacific Gas and Electric Company, et. al., 77 FERC ¶ 61, 077 (1996)).
In the first couple of years, the system worked reasonably well.  As demand grew with California’s economy, and hydro conditions in the Pacific Northwest deteriorated because of low precipitation, problems began in May 2000 and they did not let up until June 19, 2001, when an earlier April 26, 2001 FERC order became effective.  This order imposed a mitigation and monitoring plan, including a must offer requirement and price cap.  The situation was chaotic.  California’s electric bill in 2000 was $30 billion, about $23 billion more than in 1999.
As we will hear from Ms. McLean and Professor Sweeney, the situation in California degenerated into conditions approximating a “white collar riot,” with rolling blackouts and some greedy participants trying to profit from making a bad situation 
worse.  We have all heard about the unconscionable remarks made by some Enron traders.

What can we learn from this?  Was this simply a matter of bad people happening to good things?  It was not that simple.

  First and foremost, I think it is important for all here to recognize that what happened in California between 2000 and 2001 provides no information about deregulation.  It simply was not deregulation.  An observer will learn no more about the kinds of restructuring that FERC and its supporters have tried to implement by looking at this California experience than a person considering plastic surgery will learn by looking at Michael Jackson.

Second, proponents of a particular policy should learn that some compromises are not worth making.  I believe the Commission approved the California AB 1890 proposal because it judged that something would be better than nothing.  That certainly proved to be a flawed assessment.  As former FERC Commissioner Oliver ‘Rick’ Richard said during the natural gas pipeline transition, it is not a good idea to leap a chasm in two leaps.  The ill-advised California approach did not create restructuring progress.  It hurt this regulatory reform movement and at times, the wounds have looked potentially fatal.  The California experience has become an excuse for every remaining entrenched monopolist in the world to resist regulatory reform.

The following observation illustrates the global nature of this phenomenon.  At our Market Monitoring Center in FERC headquarters, we have had delegations visit from almost fifty nations to learn how we monitor the energy markets.  I think question number 1 from countries considering restructuring is “How do we avoid becoming another California?”

Third, I think the FERC learned that it needed a much broader, in-depth, and practical understanding of how energy markets function and how energy businesses seek to profit by helping the markets function.

Response to the Chaos

I want to highlight the responses of three important market segments to the market meltdown and subsequent developments: corporations, federal regulators, and state regulators.

The “white collar riot” illustrated how much our markets depend on faith in a foundation of good faith, ethical, and honest behavior among market participants.  The energy markets still face immense challenges today.  Many of those challenges result 
from a loss of confidence in energy market participants.  Let me just note three illustrative examples.

1. Investors in energy companies (equity and debt) lost confidence in the financial information they received from energy firms.  This cost the industry dearly in terms of stock market capital value and in credit quality deterioration.

2. Customers lost confidence in the information they received from their suppliers.  Customers also lost confidence that their suppliers were trustworthy.  This caused major difficulties for completing new transactions and massive, almost unimaginable legal expenses as customers, suppliers, and their regulators try to find a mutually acceptable way to “settle up” the costs of the California disaster.
3. Customers and their elected representatives lost confidence that regulators were effectively protecting the public interest.  This has caused immense pressure for the FERC to continue devoting massive resources to looking backward to California in 2000-01 rather than looking forward.

Important Differences.  As we know, the natural gas transmission network and the electricity transmission networks have profound differences.  The most important is physical.  The path of slow moving gas molecules is much easier to control than the path of electrons moving at the speed of light along any available conductive path.  Hopefully, this conference can avoid the discussion of the feasibility of the restructuring envisioned.  After all, some Independent System Operators and Regional Transmission Operators have been operating restructured markets for years now.  
Nevertheless, we can acknowledge there are legitimate and important concerns regarding both engineering and economic matters related to restructured markets.  There are also major differences in the legal frameworks and regulatory jurisdiction applicable to gas and electricity.

Let me turn to regulatory responses to California and Enron.

FERC.  I think it will also be helpful for participants of this conference to understand how the FERC seeks to support its vision of dependable, affordable energy through sustained competitive markets.  The FERC has implemented a three-pronged strategy (see Figure 3):

1. Promote a secure, high quality, environmentally responsible infrastructure through consistent policies.

2. Foster nationwide competitive energy markets as a substitute for traditional regulation.

3. Protect customers and market participants through vigilant and fair oversight of both traditionally regulated and transitioning energy markets.

The Commission’s strategy is that a market environment with adequate infrastructure, effective rules, and vigilant enforcement of the rules generates competitive market outcomes, and the courts have already determined that such competitive outcomes achieve the Commission’s statutory obligations regarding just and reasonable rates.

[Figure 3]

State Regulators.  State regulatory responses have varied significantly.  After a period in which everyone tried to understand the significance of the California problems, state commissions have generally proceeding along one of three paths:

1. Continue to withhold judgment until more is known.

2. Renew progress toward restructuring, including some retail change.

3. Resist the restructuring to defend local interests and relatively low prices.

Rationale for Restructuring

Let me briefly summarize why proponents of market restructuring continue to support this policy initiative.  They include the following:

· Important efficiency gains for serving load are possible from dispatching the lowest cost resources from the largest feasible area.

· Important efficiency gains would result from signaling end use customers about the marginal cost of their decisions to use electricity and having them face those costs.

· The dynamic pressures of competition create strong incentives to

1. Find new efficiencies in operations

2. Pursue technological and service feature innovations

3. Shift supplier focus from the regulators to the customers.

The dynamic effects in the longer run are quite important and not often discussed.  Unfortunately, the political compromises made to adopt restructuring may even block the potential improvements. 

Each of these anticipated effects has already been observed in at least some restructured market, although not necessarily in an energy market.  (The acceleration of innovation in telecommunications is a frequently-cited model for energy, for example).
Ethical Issues


Turning to the ethics dimension of this restructuring, let me start with two questions:

1. What does ethics have to do with these challenges?

2. Why is energy ethics different than any other corporate ethics?

Ethics will play an essential role in any energy market in which restructuring succeeds.  My Office of Market Oversight and Investigations was created by Chairman Pat Wood in response to the California market chaos he encountered as he became FERC chairman.  Our assignments include cleaning up some of the remnants of the California mess and serving as the Commission’s “cop on the beat” to assure market participants behave according to Commission rules (“macro level” ethical considerations).  I am happy to report that the broad chaotic disorderliness that accompanied the California meltdown of 2000-02 has ended.  Unfortunately, litter from the disgraceful behavior associated with Enron and related events continues to surface and confuse the issue of what is needed today to more forward.
Our investigatory team of more than 70 auditors, engineers, analysts, and attorneys continue to find problems in the marketplace.  Most of these matters require fine tuning of corporate compliance rather than fundamental change (“micro level” ethics).  Our analytic team of another 50 staff is vigilantly probing market developments to find any anomalous and/or suspicious bidding, other attempts at market manipulation, or inappropriate communications or cooperation.  The Commission now has a solid grasp of what the markets are doing, and that is an ethical responsibility in its regulatory role.

We have tried to promote improvements in energy ethics because, as the cops on the beat, an ethical neighborhood is easier to police.  OMOI has focused on education and empowerment to enhance energy ethics.

We believe the energy marketplaces have moved beyond the issues of “black and white” that were really legal issues (i.e., violating the law) rather than ethical issues (which seldom have clear right and wrong answers).  The dilemmas market participants face now and will face are more likely to present themselves in shades of gray rather the black and white, such as:

· When does a generating plant need another check before returning to service or when does delay boost prices inappropriately?
· When might a cut in O&M expenditures cause a danger to public safety?

· When do you need to report a co-worker for something you heard or saw? or a supervisor?  And how do you do this?

· When is another rewrite of a system impact study justified and when is it simply a tactic to harm a competitor through delay?
These are the kinds of dilemmas market participants may face on an individual level.

We hope this conference contributes substantially to the education of practitioners and to students planning to join the energy industry.  We hope to learn about:

· Best practices and how to identify them.

· How to stand up for what is right even when under fire.

· How peer pressure among executives, engineers, and even corporations can help promote better behavior.

· How to encourage persons to raise issues without endangering jobs and careers.

We also hope to help empower individuals to take responsibility and be pro-active about raising ethical concerns:

· Self-directed work groups have shown great potential for building responsibility, and we will learn about them.

· Ombudsmen and hotlines provide opportunities to raise issues in non-threatening environments, and we will discuss them.
· Risk officers, compliance officers and board members can improve effectiveness by learning more about current compliance issues, and we will explore these issues at this conference.

· Regulators can improve effectiveness by learning more about actual markets and real world business practices.

After all the great work the professional societies and universities have devoted to organizing this set of discussions, I have high hopes for major progress in improving the ethical standards of the energy markets.  This brings me to the final point – why is energy different?  I think this can be answered with one word: Enron, in fact with one letter: a crooked “E” (Figure 5).  Energy has become a poster child of corporate corruption.  By demonstrating a commitment to ethics and to leading continuous improvement in this area, energy companies can improve their business prospects and energy regulators can improve the prospect for the customers whose interest we protect.
Corporate ethics is not a competitive disadvantage.  Corporate ethics is an advantage.
I hope this event can mark the end of backward-looking second-guessing about ethical matters and the beginning of a forward-looking focus on practical ethics problem- solving.  Norman Mailer said Notre Dame was one of his favorite places to discuss important things.  Today, we continue that tradition.  I look forward to what I expect to be an intense and fruitful dialog.
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