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To the Senate and House of Representatives:

am pleased to submit to the Congress the Federal Energy
Regulatory Commission s annual report, covering the fiscal
year from October 1, 2004, through September 30, 2005.

For scal year 2005, Congress appropriated $210,000,000 to support Commission activities. Under
the authority of the Omnibus Budget Reconciliation Act of 1986 and other laws, the Commission recov-
ers all of its costs from regulated industries through fees and annual charges. Revenues generated from
these sources completely o set congressional appropriations and results in a net cost of zero dollars to
the treasury.  us, the users and bene ciaries of the Commission s services pay its operating costs not
the general taxpayers.

is 85th Annual Report issued by the Commission and its predecessor, the Federal Power Commis-
sion, demonstrates that the Commission s overall duties remain the same: promoting safe and reliable
energy supplies at just and reasonable rates, and preventing undue discrimination and preference.  ose
have been the same duties that have guided the Commission since 1935 and 1938, when the Federal
Power Act and Natural Gas Act were enacted.

However, on August 8, 2005, the Energy Policy Act of 2005 (EPAct) was enacted. EPAct marked the
most signi cant increase in Commission regulatory authority in 70 years. Among the most important of
these tools is new authority to establish rules to prevent manipulation of electric and gas markets, with
signi cant new penalty authority.  ese new regulatory tools also include authority to establish and
enforce electric reliability standards, new tools to prevent the accumulation and exercise of generation
market power by granting us authority to review acquisitions and transfers of generation facilities, and
discretionary authority to provide greater price transparency in electric and gas markets.

is important new law gives the Commission the authority we need to prevent unjust and unrea-
sonable rates in wholesale power sales, to prevent undue discrimination or preference in wholesale power
sales and transmission service, and to encourage the development of a stronger energy infrastructure.




Vision
Reliable, a ordable energy through reliance on competition
and e ective regulation.

Mission

e Federal Energy Regulatory Commission regulates and
oversees energy industries in the economic, environmental, and
safety interests of the American public.




Management’s
Discussion and Analysis

he Federal Energy Regulatory Commission

(FERC or the Commission) is an independent

agency that regulates the electric, natural gas,

and oil pipeline industries. FERC also reviews

proposals to build lique ed natural gas (LNG)
terminals and interstate natural gas pipelines as well as licens-
ing hydropower projects. e Energy Policy Act of 2005 (EPAct
2005) gave FERC additional responsibilities. With this expanded
responsibility, the Commission:

s Regulates the transmission and sale of natural gas for
resale in interstate commerce;

s Regulates the transmission of oil by pipeline in interstate
commerce;

s Regulates the transmission and wholesale sales of elec-
tricity in interstate commerce;

s Reviews mergers, acquisitions, asset sales, and certain
security transactions in the electricity industry;

s Licenses and inspects private, municipal, and state hydro-
electric projects;

s Approves the siting of and abandonment of interstate
natural gas facilities, including pipelines, storage and
lique ed natural gas;

s Approves the siting of certain electric transmission facili-
ties;

s Ensures the reliability of the bulk power transmission
system;

s Monitors and investigates energy markets;

s Enforces compliance with FERC rules, through the use of
civil penalties and other means;

s Oversees environmental matters related to natural gas
and hydroelectricity projects; and

s Administers accounting and nancial reporting regula-
tions and conduct of regulated companies.

e Commission s vision, mission, regulatory authority,
organizational structure and resources, goals, and information
technology described in this section reinforce the e orts to
achieve desired results and accomplish the new responsibilities
in EPAct 2005.
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Regulatory Authority

e Commission was created through the Department of
Energy Organization Act on October 1, 1977. At that time, the
Federal Power Commission (FPC), the Commissions predeces-
sor that was established in 1920, was abolished and the Com-
mission inherited most of the FPC s regulatory mission.

Hydropower regulation, the oldest area of the Com-
mission s jurisdiction, began with the Federal Water Power
Commissionss regulation of non-federal hydroelectric generation
in 1920 and includes authorizing the construction of projects in
interstate commerce and overseeing their operation and safety.

In 1935, the Commission s role was expanded to include
certain electric industry activities by the Federal Power Act
(FPA). Under FPA sections 205 and 206, the Commission
oversees the rates, terms and conditions of sales for resale of
electric energy and transmission service in interstate commerce
by public utilities. e Commission must ensure that those
rates, terms and conditions are just and reasonable, and not
unduly discriminatory or preferential. Under FPA section 203, as
amended by EPAct 2005, the Commission reviews mergers and
certain corporate transactions involving public utilities and pub-
lic utility holding companies. Under FPA sections 203, 205 and
206, the Commission primarily regulates investor-owned utilities
and independent power producers. Government-owned utili-
ties (e.g, Tennessee Valley Authority, federal power marketing
agencies, and state and municipal utilities) and generally, most
cooperatively-owned utilities are not subject to Commission
regulation (with certain exceptions).

e Commission may not regulate retail sales or local
distribution of electricity, as the FPA leaves these matters to
the states. In addition, the Commission does not have a role in
authorizing the construction of new generation facilities (other
than non-federal hydroelectric facilities) or transmission facili-
ties, as these activities are the responsibility of state and local
governments. However, under EPAct 2005, the Commission
now has, if certain conditions are met, the authority to permit
the construction or modi cation of transmission facilities
located in national interest electric transmission corridors that
are designated by the Secretary of Energy. Pursuant to such a

permit, a permit holder may, through the exercise of eminent
domain, acquire rights-of-way for just compensation.

e Commissions role regulating the natural gas industry is
largely de ned by the Natural Gas Act (NGA). Under the NGA,
the Commission regulates the construction of new on-shore
LNG import terminals, and natural gas pipelines and related
facilities and oversees the rates, terms and conditions of sales for
resale and transportation of natural gas in interstate commerce.

e Commission s jurisdiction over wholesale sales of natural
gas, however, is limited by the Natural Gas Policy Act of 1978
and the Natural Gas Wellhead Decontrol Act of 1989, Pipeline
siting and construction is authorized by the Commission if
found to be required by the public convenience and necessity.
As with hydropower licensing, the Commission s actions on
LNG and pipeline projects typically require consideration of
factors set forth in the National Environmental Policy Act of
1969 (NEPA), the Endangered Species Act, the Coastal Zone
Management Act and similar statutes. Currently, regulation of
production and gathering of gas, as well as retail sales and local
distribution of natural gas, are matters within the jurisdiction of
the states.

Finally, the Interstate Commerce Act gives the Commission
jurisdiction over the rates, terms and conditions of transporta-
tion services provided by interstate oil pipelines. e Commis-
sion has no authority over the construction of new oil pipelines,
or over other aspects of the industry such as production, re n-
ing or wholesale or retail sales of oil.

e Commission recovers the full cost of its operations
through annual charges and  ling fees assessed on the industries
it regulates as authorized by the FPA and the Omnibus Budget
Reconciliation Act of 1986. e Commission deposits this
revenue into the Treasury as a direct o set to its appropriation,
resulting in no net appropriations to the agency.




Organizational Structure
and Resources

e Commission is an independent regulatory agency
within the U.S. Department of Energy (DOE) whose function is
to oversee the Nations electric, natural gas, hydroelectric, and
oil pipeline industries. It is headed by a bi-partisan, ve-member
Commission, comprised of the Chairman and four Commission-
ers who are appointed by the President and con rmed by the
Senate. e Chairman serves as the chief executive 0 cer.In
FY05, FERC was organized by nine functional o  ces (see table).

e Commission s headquarters are in Washington, D.C, and it
has ve regional 0 ces throughout the country.

In FY 2005, Congress appropriated $210,000,000 to support
Commission activities. As of September 30, 2005, the Com-
mission had 1,236 sta , including 1,215 permanent sta and 21
temporary sta .

Federal Energy Regulatory Commission

Commissioner Commissioner Chairman Commissioner Commissioner

Office of
Administrative

Office of
Administrative
Litigation

Office of Office of

Law Judges the Secretary External Affairs

Office of Market
Oversight and
Investigations

Office of the Office of the
Executive Director General Counsel

Office of Markets, Office of the
Tariffs and Rates Energy Products




O ces/Organizations

Office of Administrative Law Judges

Descriptions

Resolves contested cases as directed by the Commission effectively, efficiently
and expeditiously, either through impartial hearing and decision or through
negotiated settlement, ensuring that the rights of all parties are preserved.

Office of Administrative Litigation

Represents the public interest and seeks to litigate or settle cases set for hear-
ing in a timely, efficient and equitable manner while ensuring the outcomes
are consistent with Commission policy

Office of External Affairs

Handles all external communications with the public, Congress and the states
for the Commission.

Office of the Executive Director

Provides administrative support services to the Commission including human
resources, procurement, information technology, organizational management,
financial, logistics and others.

Office of Energy Projects

Strengthens energy infrastructure through the approval and oversight of hy-
droelectric and natural gas energy projects that are in the public interest.

Office of the General Counsel

Provides legal services to the Commission. OGC represents the Commission
before the courts and Congress, and is responsible for the legal phases of the
Commission s activities.

Office of Market Oversight and Investiga-
tions

Ensures effective regulation and protects consumers through understanding
markets and their regulation, timely identification and remediation of market
problems, and assuring compliance with rules and regulations.

Office of Markets, Tariffs and Rates

Addresses markets, tariffs and rates relating to electric, natural gas, and oil
pipeline facilities and services.

Office of the Secretary

Serves as the official focal point through which all filings are made for pro-
ceedings before the Commission, issues notices and Commission orders, re-
cords and preserves the minutes of all official actions taken by the vote of the
members of the Commission.




Goals

Energy Infrastructure: Serving the Nation s Needs

e Nation is best served by a secure and reliable energy
infrastructure. e Commission seeks to encourage investment
in the energy infrastructure by expediting the development of
energy infrastructure projects while maintaining a high level of
regulatory certainty in Commission policies. Project applications
will be reviewed to ensure the reliability, security and safety of
the energy infrastructure while ensuring that landowner and
environmental concerns are addressed in a fair manner.

Competitive Markets: Bene ting the Consumer

Competition in wholesale power bene ts consumers by
supporting a strong, stable national economy. e Commission
seeks to establish clear market rules to govern electric markets
to prevent the exercise of market power, undue preference and
self dealing, to provide regulatory certainty and to promote
transparency of competitive electric and gas markets.

Enforcement and Oversight: Guarding the
Consumer

e public is best served by the vigilant and e ective
oversight of energy markets. e Commission works to protect
customers and market participants through vigilant and fair
oversight of both traditionally regulated entities and transi-
tioning energy markets. Monitoring of the markets, including
identifying and remedying problems with market structure and
operations, ensures long-term market development and the
prevention of the exercise of market power.






Energy Infrastructure:
Serving the
Nation’s Needs

ompetitive energy markets require robust

infrastructure and the United States must

encourage rapid, exible infrastructure invest-

ment to meet market and operational de-

mands. Adequate infrastructure helps make
competitive markets work by:

s improving reliability;

s reducing barriers to entry;

s encouraging economically e cient markets;

s better matching of demand and supply;

s improving customer access to low-cost resources; and

s allowing customers to choose between multiple
supply sources.

Healthy natural gas and electric markets require adequate in-
frastructure because both markets can experience rapid and large
price uctuations when demand and supply diverge, due to either
insu cient supply orinsu cient demand exibility in response
to those high prices. e Commission has to meet its goal of
promoting development of a robust energy infrastructure:

s expedite development of energy infrastructure projects;

encourage investment in energy infrastructure;
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s address landowner and environmental concerns fairly; and

s a rm the reliability and safety of the energy infrastructure.

In August 2005, President George Bush signed EPAct 2005
into law. e Act contains several new authorities to strengthen
the Commissionss ability to implement these objectives.

Expedite Develolgment of Energy
Infrastructure Projects

Natural Gas and LNG: The Commission
continues to strive to make decisions on
project applications in a timely manner and
to make improvements in its procedures.

During FY 2005, the Commission continued to re ne its
procedures to reduce the time that applications are before
the Commission before nal decisions are made, while ensur-
ing the processes are consistent with statutory mandates and
due process.

Asigni cant step in improving the quality and timely
review of LNG applications are the new pre- ling rules that have
been proposed in accordance with the recently enacted EPAct
2005. e new rules will establish mandatory pre- ling proce-
dures for all applicants seeking to site, construct and operate
new LNG terminals and related facilities, such as pipelines, that
would transport the revaporized LNG to markets. e rules will
require potential developers of new LNG terminals to initiate
pre- ling procedures at least six months prior to ling a formal
application.  ese improvements will help the Commission in
its consideration of the LNG proposals before it. During FY 2005
the Commission authorized the construction of six new LNG
import terminals. In addition, the Commission sta reviewed




ESES
proposals for 12 new import terminals and expansion of three
recently approved terminals.

With respect to natural gas storage projects, the Commis-
sion took an average of seven months to issue nal orders for gas
storage projectsin FY 2005.  is included expansions of existing
storage reservoirs to new solution mined salt cavern storage facili-
ties. e fastest action, an expansion of an existing reservoir by
Freebird Gas Storage, took only ve months to complete.

In response to EPAct 2005, the Commission also initi-
ated action designed to promote the expansion of natural
gas storage capacity to provide for mitigation of natural gas
price volatility. e goal is to provide further incentives for the
development of new natural gas storage capacity to ensure
access to storage services at just and reasonable rates, while at
the same time ensuring that adequate storage capacity will be
available to meet anticipated market demand. During FY 2005,
the Commission authorized 12 storage projects resulting in 4.4
Bef of peak day deliverability as well as LNG projects resulting
in 44.8 Bcf of storage capacity and 6.5 Bcf per day of peak day
deliverability from LNG storage facilities. In FY 2005, there were
13 storage projects under analysis representing approximately
1.6 Bcf of peak day deliverability.

Since 1992, the Commission has actively promoted out-
reach through its industry training sessions. During FY 2005,
Commission sta conducted four sessions of its Environmental
Report Preparation Seminars and Post-Certi cate Environmental
Compliance Seminars. Further, sta revised its  ird-Party Con-
tracting Handbook to better address prospective applicants
questions on LNG projects and to incorporate the guidelines
and goals of the Pre-Filing Process. Sta also worked with the
Interstate Natural Gas Association of America to develop
geographic information system standards in anticipation of the
Commissions movement toward electronic ling of certi cate
applications. Sta in OEP and OEA worked jointly to develop A
Guide to LNG  What All Citizens Should Know. e informative
brochure serves as a much-needed source of accurate informa-
tion that can be used by Commission sta to inform the public
about the LNG industry and the Commission s regulations

In Order No. 2005, the Commission rea  rmed and clari ed
its rules establishing requirements governing the conduct of

open seasons for potential shippers to compete for and acquire
initial capacity and future expansion capacity on any potential
Alaska pipeline.

In FY 2005, 28 major pipeline projects were certi ed, result-
ing in 14.5 Bef per day of additional capacity, 147,000 horsepow-
er of compression, and 935 miles of new pipeline.

Modernize and enforce power plant
interconnection rules

Standardized interconnection procedures and agreements
for electric generators encourage needed investment in genera-
tion and transmission infrastructure, as well as reduce opportu-
nities for transmission owners to favor a liated generation and
encourage e cient generation and transmission siting decisions.

e Commission issued several orders directed at small and in-
termittent resources, thus removing a major barrier to bringing
generation to the national energy markets, where needed.

s In May 2005, the Commission issued a nal rule (Order
No. 2006) establishing standard procedures and agree-
ments for the interconnection of small generators with a
capacity up to 20 megawatts (large generator intercon-
nection rules were issued in FY 2003). s rule will help
preserve grid reliability, increase energy supply, lower
wholesale electric costs for customers by increasing the
number and types of new generators available in the
electric market, and include the development of hon-pol-
luting alternative energy resources. e rule encourages
standardization of interconnection practices across the
nation, both at state and federal levels. It provides small
generators reasonable certainty about the costs they will
bear, the terms and conditions a ecting their intercon-
nection to the transmission system, and expedites the
interconnection process.

s InJune 2005, the Commission issued a nal rule (Order
No. 661) addressing the interconnection requirements for
wind power facilities larger than 20 megawatts. e rule
requires transmission providers to address technical and
procedural requirements in their open access transmis-
sion tari s (OATT) for integrating wind power facilities
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into their transmission systems. e rule recognizes the
unique characteristics of wind generating technology, and
removes unnecessary obstacles to further development
of wind generating resources while ensuring that reliabil-
ity is protected.

During FY 2005, the Commission s infrastructure policy
group participated in a number of conferences and presenta-
tions for senior Commission sta , commissioners, and the Chair-
man. In particular, the group prepared and delivered an over-
view of coal s contribution to the electric generation industry
as part of a Commission technical conference in West Virginia.
In addition, they took part in the analysis of electric transmis-
sion de ciencies in southwest Connecticut. Also, the group
prepared and delivered the opening presentation on Californias
current electric infrastructure and supply and demand at a
Commission technical conference in San Francisco before the
California Public Utilities Commission and the California Energy
Commission.

Improved Hydropower licensing through the
integrated licensing and pre-filing processes
and interagency agreements

e Commission continues to encourage early stake-
holder involvement in the licensing process through the use
of tools such as the hydropower licensing pre- ling process in
the context of the Alternative Licensing Procedure (ALP) and
the new Integrated Licensing Process (ILP). e environmental
review process includes numerous opportunities for stake-
holder involvement. e Commission has expanded those
opportunities by: providing sta resources, providing all readily
available project information and holding additional, issue-
speci ¢ meetings in the project areas. In FY 2005, Commission
sta actively participated in 21 projects that were using the
pre- ling process to engage stakeholders in the identi cation
and resolution of stakeholder concerns prior to the ling of a
license application with the Commission. e sta s participa-
tion and initiative in these e orts will allow for the ling of
better license applications enabling more e cient and expedi-
tious licensing actions by the Commission.
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Section 241 of EPAct 2005 permits license applicants and
others to request a trial-type hearing and to propose alterna-
tives to mandatory section 4(e) conditions and section 18

shway prescriptions issued by Interior, Commerce, or Agricul-
ture. Commission sta has provided: guidance to the required
Departments on the ILP process; methods to implement these
EPAct provisions; and comments on the Departments joint
rulemaking.  is rulemaking was scheduled for issuance in
November 2005.

e Commission has made great progress in implement-
ing its new ILP. In FY 2005, the percentage of hydropower
projects using the ILP increased by 450 percent. e Commis-
sion expanded the use of the ILP which, among other things,
merges pre ling consultation with the development of the
environmental analysis document under NEPA.  roughout
FY 2005, the Commission undertook numerous outreach
e orts to educate the industry, resource agencies, Indian
tribes, nongovernmental organizations, citizen groups and
other stakeholder groups on the ILP. Sta made presentations
and led discussions on the ILP at several national hydropower
meetings. In addition, regional conferences and intensive proj-
ect-speci ¢ meetings with multiple stakeholder groups were
held to educate participants on the ILP.

e ILP is currently being used by the following ten
projects: Morgan Falls (Georgia), Canaan (New Hampshire/
Vermont), Smith Mountain (Virginia), Metro Hydro (Ohio),
Coon Rapids (Minnesota), De Sabla (California), Tacoma-Ames
(Colorado), Mystic Lake (Montana), Packwood Lake (Washing-
ton), and Allison Lake (Alaska). Licensees for all ve relicenses
that needed to select the preferred licensing process in FY 2005
opted for the ILP. In addition, three original license applicants
opted to use the ILP in FY 2005.

One of the primary bene ts of the ILP is the opportunity
to resolve any study disputes early in the licensing process. An
informal dispute resolution process is available to all participants
and a formal dispute resolution process is available for manda-
tory conditioning agencies. Five projects have resolved study
disputes through the informal process. One project, Morgan
Falls, used the formal dispute resolution process. A technical
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expert from the Commission unassociated with the project
acted as the chair of the panel. e team reached consensus on
recommendations within the prescribed time frame for the ILP.

In addition, the Commission undertook a three-pronged
approach to monitor the extent the ILP achieves its goals of
reducing processing time and costs while ensuring appropri-
ate environmental protection. Furthermore, the Commission
conducted multi-stakeholder teleconferences, followed by four
regional workshops, and, nally, a technical conference in Wash-
ington DC. e Commission received positive feedback on the
ILP as well as ideas for improving implementation.

Fifteen applications for hydropower relicensing of existing
facilities were led in FY 2005.  ere were also six exemption
applications led. ese applications, along with others that will
be led over the next 10 years, represent over 38 projects with
installed capacities in excess of 100 megawatts. Many of these
applications are for regionally important cases that a ect the

full spectrum of environmental concerns ranging from shoreline
development (marinas vs. residential development vs. public
access) to con icting uses of instream ows for water supply,
irrigation interests, white-water boating and endangered sh
species. e expeditious processing of hydropower license and
exemption applications, while ensuring that the concerns of
those a ected by hydropower projects are addressed, remains
an ongoing goal for the Commission.

e Commission s practice of approving comprehensive
settlements and incorporating in whole or in part the terms of
the settlements recommended by stakeholder groups into the
license has encouraged stakeholders to formulate such agree-
ments.  rough this practice, the Commission has empowered
the various stakeholder groups to resolve, in large part, the
issues during the licensing process through reaching consensus.
Of the 27 licenses issued in FY 2005, seven contained measures
contained in proposed settlement agreements.

Examples of licenses issued in FY 2005 that included some or all provisions of settlement agreements:

In January 2005, the Commission issued a license for the 380 megawatt Tapoco Hydroelectric Project located on the Little
Tennessee and Cheoah Rivers in North Carolina and Tennessee. The license was issued a mere 11 days after the licensee
completed a land exchange with the Great Smoky Mountains National Park authorized by P.L. 108 343. The Commission ap-
proved a settlement agreement signed by 20 stakeholder groups and included provisions in the project license that addressed
fish and wildlife resources including fish passage, threatened and endangered species protection, land protection, whitewater
boating, vegetation management, and contingencies for drought management. The license also authorized an additional 20
megawatts of installed capacity.

In June 2005, the Commission issued a license for the 367 megawatt Pelton Round Butte Hydroelectric Project located on
the Deschutes River in Oregon. The Commission approved most of the provisions of a settlement agreement signed by more
than 20 stakeholder groups and included a multitude of provisions in the project license for the protection and enhancement
of fish, wildlife, and recreation in the project area. Such measures included fishway measures and habitat improvements for
the reintroduction of salmon and steelhead in the Deschutes River basin upstream of the project.

In June 2005, the Commission issued a license for the 21 megawatt Lamoille Hydroelectric Project located on the Lamoille
River in Vermont. The Commission approved a settlement agreement signed by the licensee and five state and local govern-
ment agencies and nongovernmental organizations that included provisions for minimum instream flows and fish passage.

In July 2005, the Commission issued a license for the 44 megawatt Wallenpaupack Hydropower Project No. 487 located on
the Wallenpaupack Creek and the Lackawaxen River in Pennsylvania. The license incorporates terms of a settlement agree-
ment, signed by 28 agencies and nongovernmental organizations that provide fish and wildlife enhancements, recreational
opportunities, and protection of historic properties.

12




In December 2004, the Commission sponsored the fourth
in a series of workshops on long-running hydropower licensing
proceedings. Interested stakeholders were invited to discuss, on
a project-speci c basis, procedural impediments that precluded
the Commission from taking nal action. Because of the actions
spurred by the rst three workshops, the number of ve-year
old cases and older dropped from 51 identi ed in the rst
workshop to 13 discussed at the December 2004 workshop.

As a result of this decline the Commission was able to lower
the threshold to three years and older for the December 2004
workshop where a total of 22 cases were discussed. As with
the other workshops, this last workshop identi ed a key source
of licensing delay as the applicants receipt of necessary state
certi cations and permits.

In FY 2005, the Commission authorized 117 megawatts of
additional capacity at existing licensed hydropower projects.

e Commission also granted a large number of preliminary
permits authorizing feasibility studies for 2,266 megawatts of
capacity for new projects. e purpose of a preliminary permit
is to maintain priority of application for a license for three years
while the permit holder conducts investigations and secures
data necessary to determine the feasibility of a new project and
prepares an application to develop it.

During FY 2005, the Commission acted on a total of 30
hydropower applications which included a total of 24 applica-
tions to relicense, three original license applications and three,

ve-megawatt exemption applications.  ese applications
represented an installed capacity of over 1,000 megawatts. e
Commission also initiated the processing of 15 proposals to reli-
cense, seven of which have an installed capacity in excess of 100
megawatts. Meanwhile, the Commission reduced the average
processing time for hydropower relicensing by 5.5 percent.

During FY 2005, interest in non-conventional hydropower
development has continued, but at a slower pace. e Commis-
sion had three preliminary permit applications  Golden Gate
Energy s San Francisco Bay Project No. 12585, Verdant Power s
Roosevelt Island Project No. 12611 and Tacoma Power s Tacoma
Narrows Project No. 12612 for proposals to develop wave ac-
tion and tidal action hydropower facilities.
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ere are currently three di erent proposals where ap-
plicants are proceeding with development of non-conventional
hydropower projects.  ese proposals include:

s AquaEnergy Group Ltd.s (AquaEnergy) preparation of a
license application for the Makah Bay Wave Energy Proj-
ect using the ALP. s is a pilot project designed to test
the relatively new and developing wave energy technol-
ogy o the coast of Washington State which, according
to the proposal, would consist of up to four, 250 kW
units.

s Verdant Power is proposing to install what can best be
described as underwater windmills, capable of producing
16 kW of energy, in the East River in New York City. It has
been estimated that the total expansion potential of this
site could range from ve to ten megawatts.

s Energetech proposes to build a 500 kW wave action facil-
ity o the coast of Rhode Island.

e overall sta workload in the hydropower compliance
and administration area is increasing. e issuance of 220 new
hydropower licenses between FY 2000 and 2010 will add about
2,200 more license articles, requiring numerous compliance |-
ings and amendment applications. In addition, the annual work-
load in this area has become increasingly complex as agencies
and the public participate more fully and vigorously in setting
license requirements and negotiating settlements and agree-
ments that are incorporated as conditions of the license. As a
result, average annual workload is expected to increase about 15
percent each year.

Encourage Investment In
Energy Infrastructure

Maintain high level of regulatory certainty in
Commission policies through guidance, and
policy statements

Without assurance that the Commission's policies will
be consistently applied, investors would bear greater risks and
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require higher returns on their investments, thereby increasing
customer costs, and industry participants would nd it harder
to obtain nancing to build much needed infrastructure, and
invest in fewer projects.

e Commission is committed to providing such assuranc
es and has issued policy statements to that e ect. For example,
in May 2005, the Commission issued a policy statement to
permit cost-of-service rates to re ect actual or potential income
tax liability for all public utility assets, regardless of the form of
ownership (e.g., corporations or partnerships). Under the policy,
all entities or individuals owning public utility assets would be
permitted income tax allowances on the income from those
assets, provided they have an actual or potential income tax
liability on that income. Other examples include:

s In April 2005, the Commission issued a guidance order
providing a structure in which aws in regional trans-
mission organization (RTO) and independent system
operator (ISO) tari scanbe xed promptly through an
expedited tari revision process;

s InJune 2005, the Commission issued a guidance order on
how jurisdictional natural gas companies should account
for costs associated with implementing new pipeline
integrity management requirements of the U.S. Depart-
ment of Transportations O ce of Pipeline Safety;

s InJune 2005, the Commission issued a guidance order on
its ratemaking policy with respect to the American Jobs
Creation Act of 2004 tax deduction for manufacturing
activities, which provided a tax deduction for income at-
tributable to, among other things, sales of electricity and
natural gas produced in the United States.

e Commission also has used its declaratory order process
to provide clear cost recovery processes to energy industry
stakeholders. In March 2005, the Commission approved a cost
recovery methodology to allow the restart and recon guration
of an idle pipeline system that permits the delivery of much
needed crude oil supplies from Canadian sources to re neries in
Oklahoma, Kansas, and Texas. e Spearhead Pipeline Project,

proposed by Enbridge Energy Company, will be used to trans-
port 125,000 barrels of crude oil per day and will o er a more
varied grade mix of crude oil to meet the needs of the U.S.
petroleum market. By reversing the ow, the project will o er
more domestic re ners access to crude oil that will be extracted
from Canadas western tar sand reserves using new technol-
ogy. Additionally, the conversion of an idle system bene ts the
environment because the project will use the same route, thus
reducing adverse impact that would result from the construc
tion of a new pipeline.

Using orders to establish pricing policies that
encourage investment in electric generation
and transmission

In FY 2005, the Commission approved several rate propos-
als providing rate exibility or incentives needed for infrastruc-
ture additions. Speci cally, in June 2005, inan e ort to remove
barriers to the formation of independent transmission compa-
nies, the Commission clari ed its policy on passive ownership
of independent transmission companies by signaling a more

exible approach to passive equity ownership of independent
transmission companies by market participants. s policy
statement is a step toward policies that will encourage devel-
opment of a more reliable transmission grid for the nations
CONSumers.

EPAct 2005 directed the Commission to develop incen-
tive-based rate treatments for transmission of electric energy
in interstate commerce, to provide regulatory certainty, and
to support expanded and improved transmission infrastruc-
ture while ensuring that transmission rates remain just and
reasonable. e Commissions goal is to establish a proposal
for transmission pricing reforms designed to promote needed
investment in energy infrastructure.

In FY 2005, the Commission approved various rate propos-
als that facilitate development of infrastructure by ensuring that
revenue levels and rate designs for regulated company services are
just and reasonable and support long-term competitive markets:

Proposals by the Southwest Power Pool (SPP) to imple-
ment a regional cost allocation plan; an experimental program
where transmission customers who frequently use short-term
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transmission service can, on a voluntary basis, prepay for service
thus providing a means of funding transmission expansion for
the provision of additional short-term service; and an aggre-
gate transmission study process and cost allocation that allows
SPP to review transmission service requests over a four month
period for the purpose of determining the aggregate required
upgrades and cost allocation.

s A methodology established by PIM Interconnection
(PIM) and the PIM transmission owners for the recovery
of costs incurred under PIM s Regional Transmission
Expansion Plan (RTEP) that provided transmission owners
with the ability to fully recover all reasonably incurred
costs under the RTEP, thus removing disincentives for
transmission owners to build regional transmission up-
grades quickly.

s ITC Holdings Corporations revised business model to
allow passive ownership, thus attracting new interest and
capital as an encouragement to independent transmis-
sion companies to build needed transmission infra-
structure and to operate their transmission facilities in a
non-discriminatory and e - cient manner.

In FY 2005, the Commission also accepted or approved sev-
eral rate proposals by electric utilities that spurred development
of badly needed new transmission capacity on the West Coast.
For example, the Commission:

s Acted on TransElect s Path 15 expansion in California;

s Facilitated development of new transmission to serve the
capacity constrained areas of San Francisco (Trans Bay
Cable between Pittsburg, CA, and San Francisco);

s Approved the Olympic peninsula in Washington state,
the Sea Breeze s cable between Vancouver, BC, and Port
Angeles, WA; and

s Accepted Southern California Edison's proposal to
construct and roll-in to its rate base the costs of a new
trunk line designed to serve wind power generators
(approved in part).
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Address Landowner and
Environmental Concerns Fairly

Encourage potential applicants for licenses
or certificates to utilize the Commission’s
collaborative pre-filing process

Addressing Environmental Concerns Fairly

e Commission continues its e orts to incorporate
reasonable environmental conditions into permits, licenses and
certi cates and regulate compliance with conditions, while
avoiding unnecessary delay in developing environmental impact
statements (EISs).

During FY 2005, the Commission sta completed the envi-
ronmental review of 465 gas pipeline and LNG lings, including
52 environmental assessments (EAs) and ten EISs. Concurrently,
the Commission sta  continued work on 17 additional EAs
and 20 additional EISs, primarily for new LNG import terminals,
both onshore and o shore. Because of the e ective use of the
Commissionss pre- ling process, the average time for the sta s
completion of the ten EISs was about 10 months. e EIS for
the Ingleside LNG project was completed in less than seven
months.

e Commission sta also completed the environmental
review of 31 hydroelectric license and exemption applications,
including 27 EAs and four EISs. Concurrently, the Commission
sta continued work on eight draft EAsand ve draft EISs.

e Commission also worked with parties to ensure that
appropriate environmental conditions were placed on hydro-
electric licenses.  ese conditions require licensees to prepare
and le plans or reports with the Commission that may deal
with project operation, recreation, sheries, water quality, wild-
life, wetlands and others. In FY 2005, the Commission complet-
ed reviews of about 1,000 of these applications. For example,
the Commission required the development of a protection plan
for populations of a threatened plant species related to dam re-
habilitation at the Catawba-Wateree Project in North Carolina.

ese measures were in addition to procedures included in the
biological opinion for this species that occurs in the work area.
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e protection plan was implemented to ensure the plant s pro-
tection during the rehabilitation work.

Also, additional water quality protection measures were ap-
proved by the Commission during this scal year at the Castaic
pumped storage powerhouse of the California Aqueduct Proj-
ect. A Commission environmental inspection found secondary
containment to be insu  cient at some of the large transformers
at the project and required the development of plans for retro-

tting the structures and continuously monitoring the sites. e
approved measures for secondary containment were needed
to prevent oil pollution of nearby water resources should a spill
from failure of the transformers occurs. Improved secondary
containment is now in place to prevent the horizontal migra-
tion of oil should a discharge occur at the site.

e Commission required the licensees for the Burnham
Project and Benton Falls Project, both in Maine, to assist the
state for its expense in passing sh upstream. Because of the
delay in constructing sh passage facilities, the state had to pass

sh upstream by trapping and then trucking the sh upstream
in order to meet the states sh management objectives. e
Commission also required the licensees to undertake an aggres-
sive schedule to install the facilities for use during next year s

sh migration season.

e Commission approved provisions of the Penobscot
River Basin Settlement Agreement, which is the rst step to-
wards the restoration of approximately 500 miles of river for mi-
gration in Maine. e projects involved are PPL Maines Veazie
Project, Milford Project, Medway Project, Stillwater Project, and
Bangor-Paci ¢ Hydros West En eld Project.

e Commission approved construction of sh passage
facilities for the Fiske Mill Project, on the Ashuelot River in
New Hampshire, which will open approximately 10 miles of the
Ashuelot River upstream of the Fiske Mill Project to spawning
for American shad and river herring.

e Commission requires environmental measures in certif-
icates, inspects natural gas facilities for adherence to prescribed
environmental mitigation measures, and demonstrates its
commitment to expedited project reviews and addressing land-
owner concerns when performing NEPA reviews. For example,

in August 2005 in the Entrega pipeline project, the Commission
issued an order eleven months after ling. e order imposed 48
environmental mitigation conditions on the project, which will
reduce the impact on bald eagles, cultural resources, and water
bodies along the route, establish a landowner hotline for com-
plaints, and require two route variations, among other things.

In the Capacity Restoration Project proposed by Northwest
Pipeline to address needed integrity management repairs on
their system, the Commission issued a September 2005 order
that included 27 environmental mitigation conditions.  ese
conditions addressed landowner concerns in residential subdivi-
sions crossed by the Northwest system, cultural resources,
Coastal Zone Management Act consistency, erosion control
and other resource issues.

e Commission continued to 0 er training sessions on
compliance with Commission regulations and certi cate condi-
tions. In addition to helping certi cate applicants, the well-at-
tended sessions are also valuable to Commission sta . e
comments and questions from the sessions help us monitor the
clarity and e ectiveness of certi cate conditions.

Protect the Reliability, Security
and Safety of the Energy
Infrastructure

Oversee the development and enforcement
of mandatory grid-reliability standards to
protect the bulk power supply

Reliability is essential to ensuring adequate energy infra-
structure that serves the nations needs. With this goal in mind,
the Commission s Reliability Division became fully operational
in October 2004. On February 8, 2005, the North American
Electric Reliability Council (NERC) Board of Trustees approved
Version 0 Reliability Standards, which have the goal of restat-
ing existing standards in a manner that is unambiguous and
measurable.  ese standards replace NERC s operating policies,
planning standards and compliance requirements to ensure that
clear and unambiguous standards are set as to what needs to
be done and who needs to do it to achieve reliable grid opera-
tions. e next day, the Commission issued a policy statement
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that supplemented an earlier reliability policy by making clear
that the term Good Utility Practice, as that term is used in the
pro forma OATT, includes compliance with NERC's Version 0
Reliability Standards.

On September 1, 2005, three weeks after EPAct 2005 was
signed into law, the Commission issued proposed rules to
implement the reliability provisions of the bill. e proposal
established criteria for an Electric Reliability Organization (ERO)
that will propose and will enforce reliability standards under the
regulatory review and oversight of the Commission.  ese new
rules will, for the  rst time, make compliance with electric reli-
ability standards mandatory and enforceable. In addition to ERO
criteria, the proposal includes:

s Procedures governing enforcement actions by the ERO
and the Commission;

s Procedures under which the ERO may delegate authority
to a regional entity to enforce reliability standards;

s Procedures for the establishment of regional advisory
bodies that may advise the Commission, the ERO, or a
regional entity on governance and reliability standards,
and propose fees within a region, or undertake other
responsibilities designated by the Commission;

s Regulations for issuing periodic reports by the ERO on
reliability assessment and adequacy; and

s Regulations on funding the ERO.

By serving as the lead Federal agency on siting
and authorization, FERC assures the safety of
hydropower projects, energy projects and LNG
import facilities licensed by the Commission

e Commission has adopted a policy statement on
development of consolidated federal administrative records
for judicial review of proceedings involving authorization of
interstate natural gas pipelines and LNG facilities. e policy
statement provides interim guidance pending a future rulemak-
ing to implement provisions of EPAct 2005.  is new law re-
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quires the Commission to implement a coordinated method for
authorizing proposals to develop interstate natural gas pipelines
and import terminals for LNG.

Hydropower Projects: e Commissions dam safety
program, through its many components, helps ensure dam
safety, public safety, environmental resource protection, and reli-
ability in the electric industry. Inspections verify the structural
integrity of dams and compliance with engineering, environ-
mental, and public safety conditions and regulations. ey also
identify necessary maintenance and remedial modi cations. e
Commission is responsible for inspecting about 2,600 dams and
related water retention structures. It conducts periodic inspec
tions starting from the receipt of an application for a proposed
jurisdictional project, throughout the term of a license. Types
of inspections are pre-license, construction, operation, instru-
mentation, exemption, and special. e Commissions Division
of Dam Safety and Inspections with its ve regional 0 ces
conducts the inspections.

During FY 2005, the Commission was actively resolving
dam safety de ciencies at 43 projects and overseeing operation
and maintenance repairs at 107 projects, totaling more than
$600 million in construction costs. Most notably the Commis-
sion worked with the licensee and independent engineering
consultants on the remediation of the Saluda Dam in Columbia,
South Carolina. Engineers determined that the dam would fail
if subjected to a repeat of the 1886 Charleston earthquake,
threatening over 120,000 downstream residents. To alleviate this
potential hazard, a massive rock |l and concrete structure was
constructed at the existing dam, which was completed in June
2005.  roughout the three-year and $275 million project, the
Commission worked with the licensee, engineering consultants,
state and federal agencies and the public to x the dam as
quickly as possible, while minimizing the associated disruption
to the local area.

Applying instrumentation to dams and related water-re-
taining structures to monitor otherwise-undetectable changes
in these structures are critical component of the Commission s
dam safety program. By applying the correct technology and
instrumentation to each unique situation for early detection
and evaluation of de ciencies, serious problems are identi ed,
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evaluated, and corrected before they fully develop. In FY 2005,
the Commission entered its third year of implementation of an
important aspect of its performance monitoring program called
potential failure modes analysis. About 600 dams have now
undergone a potential failure modes analysis, a comprehensive,
rigorous study of each project, with emphasis on failure pos-
sibilities. s program helps safeguard important hydropower
infrastructure, and provides cost-e ective, targeted results.

LNG Import Facilities: In FY 2005, the Commission sta
started the process of producing guidelines for its engineering
and cryogenic review of LNG facilities, drafting guidelines on
the content and level of engineering detail required for LNG
applications. Final versions of the guidelines for the program
are scheduled to be completed and fully implemented by May
2007, with guidance on all facets of the Commissions LNG pro-
gram scheduled to be issued throughout FY 2006 and FY 2007.

e LNG Engineering Branch, created in 2004 in the O ce
of Energy Projects, continued its commitment to enhance the
Commissions LNG expertise. Extensive training programs were
developed and implemented for the four new LNG engineers
hired last year, and two new positions were established for
senior LNG modeling experts. As part of the sta se orts to
enhance and maintain the LNG program, a contract was issued
to ioMosaic to conduct an independent review of the LNG
engineering program. e nal report was issued in September
and the sta is in the process of implementing the recommen-
dations. One of the recommendations was to establish standard
engineering guidelines for LNG facility safety, and these are
being created.

roughout FY 2005, the sta worked closely with Na-
tional Association of State Fire Marshals and the Department
of Transportation to develop a training module on LNG for rst
responders that included a Im. Under its continuing inspection
program, Commission sta  conducted 11 biennial inspections
of jurisdictional LNG peak-shaving and import facilities, placing
increased emphasis on plant security measures and improve-
ments. In addition, the Commission sta conducted bi-monthly
inspections of the three existing LNG terminals being expanded
and of the three new terminals that are under construction. Re-
garding pipeline safety, the sta developed and issued guidance

to the industry on conducting emergency pipeline repairs
required by the Pipeline Safety Integrity Act.

Other Energy Projects: Commission sta conducted 204
inspections of natural gas pipelines to ensure compliance with
environmental regulations and certi cate conditions. Of the 87
projects that were inspected, 15 involved environmental issues
and a ected populated areas and were inspected at least once
every four weeks during construction, and at least once follow-
ing the completion of construction.

Work with other agencies and industry to
address and improve infrastructure security.

e Commission is an active member of the Interagency
Committee on Dam Safety, the U.S. Society on Dams, the
National Dam Safety Review Board, and the Association of State
Dam Safety O cials, and shares its dam safety expertise interna-
tionally as well. During FY 2005, the Commission also provided
dam inspection and evaluation services to the Nuclear Regula-
tory Commission and the Department of Energy, and assisted
the Director of the Federal Emergency Management Agency in
implementing the National Dam Safety Program.

e Commission places high importance of emergency
management personnel working closely with dam owners to
understand their Emergency Action Plan and ensure that it
continues to be a point of emphasis and program development.

e need for well-functioning Emergency Action Plans was
highlighted by the aftermath of Hurricane Katrina. Beginning in
2004, dam owners were required to have annual coordination
meetings with emergency management personnel to ensure
all parties understand their roles and responsibilities. ~ ese are
in addition to annual drills performed by the dam owners, and
periodic tabletop and functional exercises. During FY 2005,
the Commission focused closely on security issues and further
developed the hydropower security program by:

s Conducting two workshops on dam site security and
emergency action planning;

s Providing signi cant contributions to Department of
Homeland Security (DHS) on dam security and criticality
of dams;
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s Continuing to work with DHS and the Federal Bureau of In-
vestigation to coordinate a national security response at dams;

s Leading interagency coordination on federal infrastruc
ture security at dams, including the creation of the
Government Coordinating Council for Dams;

s Continuing coordination e orts between Commission-
jurisdictional dam owners and law enforcement and
emergency management agencies; and

s Reviewing the results of 1,050 required vulnerability and
security assessments of dams and how licensees are
implementing security upgrades.

Sta assisted in drafting the National Protection Plan
speci ¢ to dams and in the creation of the National Top 100
Critical Dam List. DHS utilized Commission security guidance as
the basis for their Protective Measures Infrastructure Category:
Dams directive. e Commission continued security e orts
with the FBI and DHS on several security incidents throughout
the country. Sta participated in workgroups, including the
Government Coordinating Council for Dams, the Interagency
Forum on Infrastructure Protection, a Security Task Force of the
National Dam Safety Review Board, and the FERC Hydro Secu-
rity Task Force, comprised of FERC sta and licensee represen-
tatives, to assist in developing a uni ed and e ective national
response to security at dams. e Commission also held a
three-day security workshop on responding to emergencies at
dams: Unifying Dam Safety and Security.

In keeping with the Commission s goal to strengthen
relationships with other federal agencies, the sta developed a
Memorandum of Understanding with the U.S. Army Corps of
Engineers to better de ne the roles and responsibilities of each
agency, and the necessary interaction related to the de n-
ing of project purpose and need and scope of alternatives
discussed in EISs.
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Allow prompt recovery of prudently-incurred
expenses to safeguard and enhance the
reliability, security and safety of the energy
infrastructure

In FY 2005, the Commission timely processed all 14 oil
pipeline and three gas pipeline proposals to recover prudently
incurred costs to safeguard the security and safety of energy
transportation and supply infrastructure. Speci cally, the Com-
mission approved surcharges to recover capital costs (includ-
ing costs to enhance security) for two natural gas pipelines, a
recovery of software costs to meet security requirements for an
electric public utility, and security surcharge requests received
from oil pipelines. e Commission also timely processed 313
proposals to recover prudently incurred costs to improve the
reliability of the transmission grid. ~ rough the timely process-
ing of these lings, the Commission has aided the companies in
promptly recovering their costs.

During the 2005 hurricane season, the Gulf of Mexico
region endured two major hurricanes that caused major
disruptions to the nations energy infrastructure. In anticipation
of ooding and wind damage, gulf coast pipelines evacuated
personnel and shut down their systems. e storms had direct
and devastating e ects. Energy production was shut-in, natural
gas processing plants were closed and natural gas pipelines were
seriously damaged. Safety inspections and damage assessments
continue. Section 260.9 of the Commission s regulations requires
natural gas pipeline companies to report service interruptions
to rm customers lasting three or more hours. However, in the
occurrence of a major event, such as Hurricanes Katrina and
Rita, FERC requested all regulated companies, as well as the vari-
ous industry associations (American Gas Association, Interstate
Natural Gas Association of America), to report all service inter-
ruptions and related infrastructure issues. For easy reporting
FERC established a central e-mail address: pipeline.service.
interruptions@ferc.gov.
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Competitive Markets:
Benefiting the Consumer

ne of the Commission s primary goals is to
prevent the exercise of market power by
wholesale power sellers, electric transmis-
sion companies, and natural gas and oil
pipelines. s is accomplished by striking
the right balance between competition and regulation. Achiev-
ing this balance has been particularly challenging for electricity
where Congress has not deregulated the underlying commod-
ity, as it did for natural gas, and where basic generation and
transmission siting authority and retail regulation remain with
the states. e Commission has been steadily reforming its elec-
tricity policies to nd this balance in its regulation of wholesale
power sales and transmission. e Commission will continue
its generation policy reforms, as appropriate, and is undertak-
ing reforms to transmission open access and pricing policies.

e Commission still believes competition is the right national
policy for wholesale power markets when combined with ef-
fective regulation. Meeting this goal includes two objectives:

s Promoting E ective Competition in Electric Gas Markets.
Commission policies must recognize the di erences in
regional power markets, prevent the exercise of market
power, and improve transparency. e Commission also
needs to take steps to lower trade barriers among regions.

s Establishing Clear Market Rules to Govern Electric Mar-
kets. Reforming transmission open access policies to pre-
vent undue discrimination and preference and providing
regulatory certainty through our rules and case-speci ¢
decisions will provide the rst line of customer protection
in competitive wholesale energy markets.

In addition, the Commission continued to beef up its mar-
ket monitoring capabilities, greatly augmented by EPActs new
penalty authority.
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Promote Effective Competition In
Electric and Gas Markets

Current Commission policy promotes the voluntary forma-
tion of RTOs and ISOs, as evidenced by the Commission's July
2005 order terminating the proposed Standard Market Design
rule. e Commission is promoting the voluntary formation of
RTOs to promote e ciency in wholesale electricity markets and
the lowest price possible for reliable service.

The key to expansion of organized markets is whether
the existing RTOs and 1SOs prove to be a success and deliver
on their promised benefits. During FY 2005, two RTOs
became operational, bringing the number of RTOs that serve
various regions of the country to six. These two applications
were processed within six months of the filing. A number
of existing RTOs expanded or adopted important market
reforms. These include:

s Southwest Power Pool (SPP), covering Kansas and Okla-
homa, and parts of Missouri, New Mexico, Texas, Louisi-
ana and Arkansas, was granted full recognition as an RTO
on October 1, 2004, subject to limited compliance issues.

s 1SO New England (ISO NE), serving the New England
region, achieved RTO status on February 1, 2005.

s ISO NE adopted revisions to implement a test program
to address di erences in market rules across regions, in-
cluding changes to scheduling of energy transactions be-
tween the New England and New York control areas and
allowing for the partial de-listing of capacity resources for
sales to neighboring control areas.

s American Electric Power, with its facilities in Indiana,
Kentucky, Michigan, Pennsylvania, Ohio and Virginia, was
integrated into PIM on October 1, 2004; and Duquesne
Light Company was integrated into PIM e ective lanuary
1,2005.

s PIM added Virginia Electric Power Company as a trans-
mission owner to form PJM South on May 1, 2005,

which extended the RTO s geographic scope throughout
Virginia and into a portion of North Carolina.

s PIM adopted revisions to its OATT and restated its oper-
ating agreement to create a special membership category
to reduce the cost of participation of smaller Curtailment
Service Providers that wish to participate in PIM s real-
time economic load response program.

s e Midwest Independent Transmission System Owner
(MISO) formally launched its new competitive wholesale
power market on April 1, 2005.

s e New York Independent System Operator (NYISO)
adopted revisions to implement a comprehensive plan-
ning process for reliability, provisions to reduce the price
volatility in NYISO s real-time market that is attributable
to real-time forecasting uncertainties rather than to
actual market conditions, and provisions that reduce the
amount of collateral required by virtual transactions.

Additionally, the Commission gave preliminary positive
guidance to new forms of regional entities in the Southeast and
Northwest. While these entities are not seeking RTO or ISO sta-
tus, they are proposed as independent entities that will oversee
and/or provide regional transmission service, thereby providing
an added assurance of nondiscriminatory treatment and greater
customer access to low cost power in the region.

Encourage the reduction or elimination of
seams between organized markets

Seams issues are trade barriers and ine  ciencies resulting
from equipment limitations and di erences in market rules and
designs, operating and scheduling protocols, and other control-
area practices that inhibit or preclude the ability to transact
capacity and energy sales between regions. Resolving seams
di erences between regions can lower the cost of transacting
power sales between regions, permit dispatch of lower cost
power, increase reliability and, ultimately, lower costs to custom-
ers. Actions taken during FY 2005 to eliminate seams issues at
RTO and ISO boundaries include the following:
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s e Commission accepted lings to eliminate through
and out rates (transmission charges for power originating
in one region and transmitted to another region) from
the combined MISO and PIM regions. e new pricing
structure will, after a transition period, eliminate pancak-
ing, or multiple charges for transacting across multiple
transmission systems, and promote more e  cient inter-
state electricity ows between the two RTOs.

s MISO and PJM entered into a Joint Operating Agreement
(JOA) which became e ective April 1, 2005, consistent
with MISO s start-up of its energy markets. e JOA
coordinates the market-to-market operations between
the entities pending implementation of the joint and
common market between MISO and PIM which is under
development. MISO also entered into joint operating
and/or coordination agreements to coordinate market-
to-nonmarket seams resulting from the start of its energy
markets with SPP, Mid-Continent Area Power Pool, Ten-
nessee Valley Authority, and Manitoba-Hydro.

s InPIM and MISO, the Commission conditionally accept-
ed a utility-to-utility interconnection agreement between
Indiana Michigan Power Company, a PIM transmission
owner, and Northern Indiana Public Service Company, a
MISO transmission owner.

s e Commission accepted a transmission operating
agreement between ISO NE and Maine Electric Power
Company, which granted ISO NE authority to operate its
345 kV intertie between Central Maine Power Company
and Bangor Hydro Electric Company, thus integrating
Maine Electric Power Company into the New England
Control Area.

Support the creation of regional state
committees to advise RTOs and 1SOs

e Commission has encouraged the establishment of re-
gional state committees to ascertain views of states on the de-
velopment of regional market rules. In FY 2005, the Commission
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convened technical conferences for the Commission, state
regulators, and industry o  cials to discuss regional market de-
signissues. e Commission met in Dallas, Texas, with members
of the Southwest Power Pool (SPP) and representatives of the
states covered by the newly approved SPP RTO, and in New
Orleans, Louisiana, and Jackson, Mississippi, with representatives
from Entergy Corporation, its state regulators, and other electric
industry market participants, to discuss Entergy s ICT proposal.
Commission sta located at the MISO continued to work

with the Midwest stakeholders on issues regarding pre- ling,
tari implementation, and market protocol implementation.

ey have met with state regulatory commissions and sta s to
discuss seams issues, cost control, nancial transmission right
allocations, and the treatment of grandfathered agreements,

e Commission continues to have sta at the California
Independent System Operator (CAISO), the Commissions  rst
regional outpost, established in October 2002 after the Western
Energy Crisis. At the CAISO, Commission sta meets with state
regulatory commission sta s and other state governmental
entities on a variety of market design, reliability, and operational
issues.

e Commission also encouraged the development of a
regional state committee at the recently formed SPP RTO and
deployed Commission sta at the SPPRTO o  ces to work with
state regulators and regional stakeholders. e MISO and SPP
regional state committees have both proved to be e ective
organizations.

Promote transparency of competitive electric
and gas markets

In order to assure well-functioning competitive markets,

the Commission took several steps to promote transparency.

e Commission s standards for internet-based Open Access
Same-Time Information System (OASIS) were designed to
provide transparency by making information about electric
transmission capacity and requests for, and awards of, capacity
available to utility customers and the public. e Commission
continues to encourage industry s improvement of OASIS and
in May 2005 issued a Notice of Proposed Rule or NOPR to
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address, among other things, ways for industry to make business
easier through greater transparency and use of OASIS.

e Commission also proposed in May 2005 to update its
Uniform System of Accounts and its quarterly and annual nan-
cial reporting requirements for public utilities and hydropower
licensees, including RTOs and ISOs. e Commiission proposed
these changes to add visibility and uniformity to accounting and

nancial reporting for the cost of utility assets and the expenses
utilities incur in providing services along with revenues collected
from RTO members. e proposed revisions will allow the
Commission and the public to better understand transactions
and events thata ect RTOs and ISOs, and their members.

Ensure that mergers and jurisdictional facility
sales are consistent with the
public interest

e Commission examines mergers under its jurisdiction
and sales of jurisdictional facilities to ensure that they do not
harm the overall competitive balance of the energy markets.

In FY 2005, the Commission processed 125 corporate applica-
tions under section 203 of the FPA. Speci cally, the Commission
authorized the following:

s e merger of Exelon and PSEG, creating a combined
company with nearly 40,000 megawatts of electricity
generation capacity in the PIM and the MISO areas. e
Commission based its decision to approve this merger
on the applicants commitment to divest 4,000 MW of
intermediate and peaking generation facilities located in
PIM, along with the long-term sale of energy from 2,600
MW of nuclear capacity, in order to address the poten-
tial harm to competition resulting from the increase in
market concentration. s is the largest divestiture ever
ordered by the Commission.

s eacquisition of TNP Enterprises, Inc. and Texas-New
Mexico Power Company (TNMP) by PNM Resources.
Approval was accepted on TNMP s commitment to
continue to participate in regional transmission planning.

s eacquisition of UniSource Energy, Tucson Electric and
UNS Electric by Saguaro Utility Group | Corp.

Establish Clear Market Rules To
Govern Electric Markets

Reform transmission open access policy to
prevent undue discrimination and preference

e electric industry that existed when Order No. 888
was issued has changed considerably. It has evolved from an
industry characterized by large, vertically integrated utilities to
one with increasing wholesale trade and increasing numbers of
independent buyers and sellers of wholesale power. Questions
have arisen concerning the continued reasonableness of various
non-rate terms and conditions of OATTs. To address these
issues, the Commission issued a notice of inquiry in September
2005 to seek comments on what reforms are necessary to the
Order No. 888 pro forma OATT and to the individual public
utility OATTs. e inquiry asks commentators to focus on
OATT reforms necessary to prevent undue discrimination and
preference in the provision of transmission service.

In addition, the Commission recognized that there are
areas where the transmission provider s obligation under Order
No. 888 may not be su ciently clear in some respects. s can
be a source of uncertainty regarding the transmission provider s
compliance obligation and ultimately makesit di cult to
determine whether the terms and conditions of the OATT have
been violated. e inquiry asks numerous questions to explore
this issue. For example, it seeks comment on whether the OATT
needs to better de ne how public utility transmission providers
must respond to a request for transmission service. Similarly, the
Commission seeks comment on whether more speci ¢ rules,
standards, and business practices need to be incorporated into
individual public utility tari s. It isimportant that jurisdictional
entities fully understand their compliance obligations under the
OATT and the Commission s inquiry will help this to happen.
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Reform market-based ratemaking policy to
prevent exercise of market power and provide
regulatory certainty

e Commission allows wholesale electric power sales at
market-based rates if the seller and its a liates do not have,
or have adequately mitigated market power in generation and
transmission and cannot erect other barriers to entry by other
suppliers. e Commission also considers whether there is
evidence of a liate abuse or reciprocal dealing. As a condition
of a company s authorization to sell power at market-based
rates, the company must le an updated market power analysis
every three years.  ese lings help the Commission ensure that
market power is not being exercised in wholesale electricity
markets. During FY 2005, the Commission handled 434 market-
based ratemaking lings and reviewed 346 market-based rates
triennial review cases.

In February 2005, the Commission nalized new rules to
standardize market-based rate sellers reporting requirement for
changes in status and provide guidance as to the events that
would trigger this reporting requirement. e rule bene ts cus-
tomers by ensuring compliance with market-based rates. It also
eliminates the option to delay reporting changes in status until
the submission of a market-based rate seller s triennial market
power analysis. In addition, the Commission requires that the
reporting requirement be incorporated into the market-based
rate tari s of each entity that is currently authorized to make
sales at market-based rates, as well as that of all future appli-
cants. In May 2005, the Commission issued an order directing
companies which were delinquent in ling their market-based
rate triennial review to demonstrate that they continue to
qualify to charge market-based rates under the new indicative
screening process.

Provide regulatory certainty through clear
market rules and case specific decisions

Finding that the absence of clear rules governing the
wholesale electric industry and other impediments were pre-
venting markets from realizing their full potential, the Commis-
sion implemented power market rules designed to help prevent

market abuse, provide a more stable marketplace and create an
environment that will attract needed investment capital in the
electric and natural gas industries.

e need for clear market rules arose because of persistent
and costly problems in the Nations wholesale electric power
markets.  ese include a decade of under-investment in needed
transmission, which raises energy costs by billions of dollars
across the grid and exacerbates reliability problems, complaints
of unduly discriminatory behavior by transmission providers
against independent generators, and de cient market rules in
certain existing electricity markets that reduced e ciency of
grid operations. Sound market rules and fair and open trans-
mission access, as implemented under these rules, should cure
many of these problems.

Proposed market rules evolved over many months as the
result of extensive outreach e orts with interested parties. e
Commission indicated in its RTO rulings that exibility is need-
ed to accommaodate regional concerns. For example, in FY 2005,
the CAISO led tari provisions to implement an oversight and
investigations program. e CAISO s enforcement protocols
provide for monitoring, investigating and enforcing the new
rules of conduct included in the CAISO tari . e Commission
conditionally accepted the CAISO s behavioral rules.

Prevent undue preference and self dealing in
affiliate transactions

In December 2004, the Commission held conferences to
discuss transmission market power and barriers to entry, and
additional conferences were held in January 2005 to discuss
a liate abuse and reciprocal dealing and generation market
power. In addition, several publicly noticed technical confer-
ences were held regarding market-based rate triennial review |-
ings. In FY 2005, the Commission continued with its compliance
e orts to assist the industry in addressing issues associated with
undue preference and self dealing. For example, in May 2005 in
Chicago, lllinois, the Commission hosted a technical conference
to work with the industry to promote compliance. During the
conference, Commissioners and Commission sta  provided
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informal guidance to industry participants regarding implemen-
tation of the Standards of Conduct and market-based rate rules.
Similar e orts are underway with regard to Order No. 889
OASIS requirements. In its initial compliance review of 190
transmission providers internet and OASIS web sites, the Com-
mission found that only 58 transmission providers posted all
the required elements.  at number has dramatically improved,
as all of the companies have followed the mandate and come
into compliance. In Phase 2 of its e ort, the Commission began
on-site operational audits of speci ¢ transmission providers
to determine whether and how they are complying with the
remainder of the requirements of the Standards of Conduct,
including the independent-functioning requirement and the
information-sharing prohibitions. e Commission completed
four of these audits in FY 2005.

Encourage the development of business rules
and practices that maximize market efficiency,
ease market entry and reduce transactions
costs, relying on NAESB, NERC and the RTO/
ISOs where appropriate

e Commission has been working extensively with the
North American Energy Standards Board s (NAESB) Wholesale
Gas Quadrant. In May 2005, the Commission issued a nal rule
adopting the Wholesale Gas Quadrant s latest standards, which
included their Version 1.7 standards, which implemented the
Commissions Standards of Conduct, and standards imple-
menting gas quality reporting requirements. e Wholesale
Gas Quadrant s Version 1.7 standards include business practice
standards dealing with creditworthiness. In June 2005, the Com-
mission issued a policy statement on credit issues relating to
transportation on natural gas pipelines.

e Commission is working with NAESB s Wholesale Elec-
tric and Wholesale Gas Quadrants on a joint e ort to identify
and develop business practice and communication standards
needed to coordinate the scheduling of electric and gas trans-
actions. In June 2005, NAESB  led a report outlining business
practice standards to improve coordination between the two
industries during times of weather related emergencies and

highlighting Commission action policy issues that may inhibit
such coordination.

Following issuance of a report by the National Petroleum
Council and a Commission conference on natural gas quality
and interchangeability issues, the natural gas industry initiated
an industry-wide collaborative e ort to examine the need for,
and the possible scope of, industry-wide consensus on these
issues. e results of this collaborative e ort; two white papers
that addressed interchangeability and liquid hydrocarbon
drop out, were led with the Commission in February 2005.

e Commission held a technical conference in May 2005 to
discuss the white papers. e Natural Gas Supply Association,
which participated in the collaborative e ort, led a petition
for rulemaking to adopt national standards for gas quality and
interchangeability. e Commission solicited comments on this
proposal and considered the need for further action.

In addition, in the nal rule adopting the Wholesale Gas
Quadrants latest standards, the Commission adopted several
standards requiring posting of gas quality information.  ese
standards require a pipeline company to provide a link on its in-
formational posting web site to its gas quality tari provisions, or
a simple reference guide to such information. Furthermore, these
companies are required to provide on their website, in a down-
loadable format, daily average gas quality information for prior
day(s) to the extent available for location(s) that are representative
of mainline gas ow for the most recent three-month period.

Promote development of policies that
accommodate effective demand response
programs

In June 2005, the Commission co-sponsored a National
Town Meeting on Demand Response, which included state
participation and live web casts to state commissions through-
out the United States. In September 2005, the Commission con-
ducted a demand response technical conference with California
state 0 cials. At the end of FY 2005, pursuant to EPAct 2005
section 1252(e)(3), the Commission began preparing a report, by
appropriate region, that assesses demand response resources,
including those available from all consumer classes.
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