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IN THE UNITED STATES COURT OF APPEALS 

FOR THE DISTRICT OF COLUMBIA CIRCUIT

________________________________

No. 03-1092

________________________________

PUBLIC SERVICE COMMISSION OF THE COMMONWEALTH OF KENTUCKY, ET AL.,

PETITIONERS,

v.
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RESPONDENT.

________________________________

ON PETITION FOR REVIEW OF ORDERS OF THE 

FEDERAL ENERGY REGULATORY COMMISSION 

________________________________

BRIEF OF RESPONDENT 

FEDERAL ENERGY REGULATORY COMMISSION

________________________________

STATEMENT OF THE ISSUE


Whether the Commission appropriately determined the return on common equity that will apply collectively to the Midwest ISO Transmission Owners.

STATUTORY AND REGULATORY PROVISIONS


The pertinent statutory and regulatory provisions are contained in the Appendix to this Brief.

STATEMENT OF THE CASE 

I.
Nature Of The Case, Course Of Proceedings And Disposition Below

In December 2001, the Midwest Independent Transmission System (“MISO” or “Midwest ISO”) and its participating transmission owners (“TOs”) filed, under Federal Power Act (“FPA”) §205, 16 U.S.C. §824(d), to increase the TOs’ return on equity (“ROE”) to 13 percent and to provide for a 1 percent ROE adder for transmission facilities prospectively added to MISO to make the Midwest ISO attractive to current and future TOs.  R. 1; see Midwest Independent Transmission System Operator, Inc., 98 FERC ¶61,064 at 61,162-63 (2002).  The Commission rejected the ROE adder proposal, without prejudice to resubmission, because that proposal had not been submitted to the stakeholder process.  Id. at 61,165.  The Commission accepted the proposed ROE increase to 13 percent for filing, effective, subject to refund, February 1, 2002, and set it for expedited hearing.  Id. at 61,165.  

The Administrative Law Judge (“ALJ”) adopted the proxy group proposed by Commission Staff and the MISO TOs finding that it best represented the MISO TOs and was consistent with Commission precedent.  Midwest Independent Transmission System Operator, Inc., 99 FERC ¶63,011 at ¶¶17 and 18 (2002) (“Initial Decision”), JA 7-24.  The ALJ then determined the zone of reasonableness for the ROE, based upon the range of the estimated lowest and highest ROEs for each of the proxy companies, to be 8.79 percent to 15.96 percent, with a mean of 11.74 percent, a median of 11.85 percent and a midpoint of 12.38 percent.  Id. at ¶¶54-59 and Appendix A; JA 16-17, 23.  


Next, the ALJ determined that ROE should be set at the midpoint of the zone of reasonableness so that the ROE would be “sufficient to assure confidence in the financial soundness of the utility and should be adequate under efficient and economical management, to maintain and support its credit, and enable it to raise the money necessary for the proper discharge of its public duties.”  Initial Decision at ¶75; JA 20 (quoting Bluefield Water Works & Improvement Co. v. Public Service Commission of West Virginia, 262 U.S. 679, 693 (1923)).  


The Commission summarily affirmed and adopted the ALJ’s findings regarding the appropriate proxy group to use to determine the zone of reasonableness.  Midwest Independent Transmission System Operator, Inc., 100 FERC ¶61,292 at ¶12 (2002) (“September 2002 Order”); JA , 27.  


Moreover, under the unique circumstances here, where the chosen ROE will apply to a diverse group of utilities rather than one utility, the Commission affirmed the ALJ’s determination to use the midpoint rather than the median or mean.  Midwest Independent Transmission System Operator, Inc., 106 FERC ¶61,302 (2004) (“March 2004 Order”); JA 41-44.  The midpoint would appropriately emphasize the high and low values in the zone of reasonableness to account for TOs represented by proxy group members at those ends of the zone.  Id. at ¶¶9-11, JA 42-43.  Furthermore, the midpoint provided an ROE sufficient to assure confidence in the financial integrity of the TOs.  Id. at ¶14, JA 43-44.  


The Commission also determined that, for policy reasons, the TOs’ ROE should be adjusted upward by 50 points from the midpoint, within the zone of reasonableness, to encourage current and potential MISO TOs to remain in and join MISO.  Midwest Independent Transmission System Operator, Inc., 102 FERC ¶61,143 at ¶¶1, 12-18 (2003) (“February 2003 Order”); JA 32, 37-39.  

II.
Statement Of Facts


A.
Statutory And Regulatory Background

FPA § 201, 16 U.S.C. § 824, grants FERC jurisdiction over transmission and wholesale sales of electric energy in interstate commerce.  All rates for such transmission and sales must be just and reasonable and not unduly discriminatory.  FPA §§ 205(a) and (b), 16 U.S.C. §§ 824d(a) and (b).  The Commission reviews rates proposed by a public utility under FPA § 205 to assure that they are just and reasonable and not unduly discriminatory.  FPA § 205(e), 16 U.S.C. § 824d(e).  

Cost-based rates, such as those at issue here, include a return on equity component.  As this Court has explained, 

Each year that a durable utility asset is in use imposes on the utility the annual cost of the capital used for its construction (net of amounts already recovered in depreciation charges).  In order to attract capital, a utility must offer a risk-adjusted expected rate of return sufficient to attract investors.  This return to investors is the cost to the utility of raising capital.  

Canadian Association of Petroleum Producers v. FERC, 254 F.3d 289, 298 (D.C. Cir. 2001) (“CAPP”).  Determining the cost of common equity is complicated by the fact that, unlike debt holders, equity investors do not have a legally fixed return.  

To calculate the rate of return necessary to attract them, the Commission measures the return enjoyed by the company’s equity investors by the discounted cash flow model, which assumes that a stock’s price is equal to the present value of the infinite stream of expected dividends discounted at a market rate commensurate with the stock’s risk.  With simplifying assumptions, this can be summarized by the formula 


P=D/(r-g)

where P is the price of stock at the relevant time, D is the dividend to be paid at the end of the first year, r is the rate of return and g is the expected growth rate of the firm.  Since r is what the Commission is seeking, the equation is rearranged to the form


r=D/P+g

CAPP, 254 F.3d at 293 (citation omitted).  


For utilities that are not publicly traded and, therefore, do not have market determined figures for P and D, the Commission calculates a zone of reasonable returns based on the rates of return of publicly traded companies selected as a proxy group.  Id. at 293-94.  The Commission then determines the appropriate point within that zone at which to set the ROE.  Id. at 294.  Historically, the Commission has set electric utilities’ ROEs at the midpoint of the zone of reasonableness, as opposed to the median or mean.
  See, e.g., Southern California Edison Company, 92 FERC ¶61,070 at 61,266 (2000); Consumers Energy Company, 98 FERC ¶61,133 (2002); and Systems Energy, 96 FERC ¶61,165 (2001).


B.
Events Leading To The Challenged Orders

In 1998, the Commission conditionally authorized the formation of the MISO to independently operate the transmission facilities of its participating TOs.  Midwest Independent Transmission System Operator, Inc., 84 FERC ¶61,231 (1998).  In doing so, the Commission established hearing procedures to set the ROE component of the participating TOs’ formula transmission rates.  Id. at 62,167.  


On May 17, 1999, the Commission approved a joint motion and stipulation by all parties to waive an initial decision on the ROE issue and to set an ROE floor of 10.5 percent.  Midwest Independent Transmission System Operator, Inc., 87 FERC ¶61,189 at 61,723 (1999).  The stipulation stated that:
The Midwest ISO Participants, Staff and any other signatories agree to the following procedure for the purposes of avoiding or minimizing the burdens and risks of litigation with respect to the issue of rate of return on equity.  First, a rate of return on equity floor of 10.50% shall be established.  Second, the Midwest ISO Participants as well as others will be allowed to argue to the Commission for an increase in the rate of return on equity from 10.5% to up to 11.5% to reflect their participation in the Midwest ISO. . . .

See Midwest Independent Transmission System Operator, Inc., 97 FERC ¶61,033 at 61,172 (2001).  Thus, parties were allowed to directly brief the Commission on whether ROEs should be adjusted upward as an incentive for membership in MISO.  MISO, 87 FERC at 61,723; MISO, 97 FERC at 61,167.  


MISO’s brief to the Commission explained that an ROE of at least 11.50% was necessary to encourage continued and expanded MISO participation.  MISO, 97 FERC at 61,172.  The Commission denied MISO’s request to increase its members’ ROE not on its merits, but because the proposed increase qualified as an innovative rate proposal, which under Order No. 2000
 and its implementing regulations could be granted only for an approved regional transmission organization (“RTO”), which MISO had not, at that time, yet become.  MISO, 97 FERC at 61,174-75.  The denial was “without prejudice to Midwest ISO making a new rate filing supporting an innovative rate proposal consistent with the Commission’s requirement for innovative rates.”  Id. at 61,175.  The Commission further noted that MISO “may also wish to revisit the issue of whether its base ROE of 10.5 percent properly reflects its financial requirements in light of the many changes that have transpired since the [ROE] issue was stipulated.”  Id. at n. 39.


On December 3, 2001, MISO and its TOs filed, under FPA §205, 16 U.S.C. §824(d), to increase the ROE component of the TOs’ formula transmission rates from 10.5 percent to 13 percent, and to provide for a 100 point ROE adder.  R. 1; see MISO, 98 FERC at 61,162-63.  The TOs sought the increase to 13 percent as “necessary to make the Midwest ISO attractive to transmission owners, both existing and future.  Midwest ISO membership has been extremely fluid over the past 12 months.  In addition, many existing Midwest ISO Transmission Owners have withdrawal rights effective in 2002 . . . .”  R. 1 at 8, JA 52.  

Protestors argued the proposed increase to 13 percent was not cost justified and the proposed 1 percent adder failed to follow stakeholder processes.  See MISO, 98 FERC at 61,164.  They requested, therefore, that the Commission either reject the filing or, alternatively, accept the proposed increases subject to refund and set them for hearing.    
On January 30, 2002, the Commission rejected the proposed adder, without prejudice to resubmission, because it had not been submitted to the stakeholder process.  Id. at 61,165.  The Commission accepted the proposed ROE increase to 13 percent for filing, effective February 1, 2002, subject to refund, and set it for expedited hearing, explaining that: 

Based on the information provided by the parties and using the methodology set forth in Commission precedent, we believe the resulting zone of reasonableness may be between 9.28 percent and 15.48 percent, with a midpoint of 12.38 percent and a median of 12.8 percent.  However, because there are factual issues in dispute that relate to the 13 percent ROE proposal, we believe that, in order to ensure that customers are fully protected, those issues are best examined in a hearing.

Id. at 61,165.  


Testimony was filed in February and March 2002, a hearing was held on March 21-22, 2002, and briefs were filed in April 2002.  See Initial Decision at ¶4, JA 8.  The Initial Decision issued on April 25, 2002.


In her Initial Decision, the ALJ noted that MISO’s transmission assets are owned by 21 separate TOs, not all of which have publicly traded stock.  Initial Decision at ¶11; JA 10.  Thus, consistent with Commission precedent, the MISO TOs’ ROE would have to be developed from a zone of reasonable returns for a proxy group of companies with risks analogous to the TOs’.  Id. at ¶12; JA 10.  Because no publicly traded independent companies engage solely in electricity transmission, the proxy group necessarily would include companies also engaged in other activities.  Id. at ¶¶11 and 14; JA 10.  


The proxy group proposed by the MISO TOs’ FPA §205 filing included nine publicly-owned MISO TOs or their parent electric companies: Allete, Inc., Alliant Energy, CINergy Corp., DTE Energy Co., MDU Resources Group, Otter Tail Corp., Utilicorp United, Inc., Vectren Corp., and Xcel Energy, Inc.
  Id. at ¶¶5 and 12 and n.10; JA 8-9, 10.  Commission Staff proposed use of that same group of companies because it was the best proxy group available.  Id. at ¶¶5 and 13; JA 8-9, 10; see R. 83 at 9, JA 337; R. 48 and 212 at 13-15, JA 190-92.  


Petitioners proposed an alternative proxy group consisting of four generation-divested distribution utilities: CH Energy Group, Consolidated Edison, NSTAR, and UIL Holding.  Initial Decision at ¶¶5, 15, and 22; JA 8-9, 10, 12.  Petitioners admitted MISO’s and Staff’s proxy group would be appropriate to use in establishing the zone of reasonableness, but preferred their group because, purportedly, the MISO TOs’ transmission facility investments are less risky than their parent companies’ investments.  Id. at ¶15 (citing exhibit IG-1 at 67); JA 10.  


Commission Staff explained, however, that Petitioners’ claim that the MISO TOs’ transmission facility investments are less risky than their parents’ investments was baseless.  Initial Decision at ¶10, JA 9; see R. 217 at 9-10, JA 250-51 (the record showed that “ownership of transmission facilities operated by MISO [are] about as risky, on balance, as the operations of the nine publicly-owned MISO parent companies.”); R. 83 at 31, JA 342.  Moreover, the MISO TOs pointed out, Petitioners’ proposed proxy group was comprised of companies engaged principally in distribution rather than transmission, and, therefore, was not representative of the MISO TOs, as they are engaged principally in transmission.  Initial Decision at ¶10, JA 9 (citing R. 59/134 at 33-35, JA 227-29); see also, e.g., R. 59/134 at 35, JA 229 (Petitioners’ proposed proxy group companies were “primarily distribution companies; in fact, substantially more so than the Midwest ISO Transmission Owners.”).  

The ALJ adopted the proxy group proposed by Commission Staff and the MISO TOs, finding that it: 

is the best proxy group since it involves companies that are currently in MISO; the group includes comparable risk companies, similar in business profiles and size.  Moreover, even [Petitioners] admitted this group should be considered.  Further witness Glahn [for Minnesota Municipal Power Agency ("MMPA")] stated that because these are some of the entities that will ultimately raise funds for MISO, their cost of capital should receive some consideration.

Id. at ¶18; JA 11.  


In addition, the ALJ found use of this proxy group consistent with Commission precedent.  Id. at ¶¶17 and 18; JA 10-11.  Southern California Edison Company, 92 FERC ¶61,070 at 61,265 (2000), approved the use of a proxy group that included members of a Commission-approved ISO of comparable size, business profile and risk to the transmission owner.  Id. at ¶17; JA 10-11.  Moreover, a parent company’s DCF analysis may be used to develop its subsidiary’s ROE.  Id. at ¶17 and n.15; JA 10-11 (citing System Energy Resources, 92 FERC ¶61,119 (2000), reh’g denied, 96 FERC ¶61,165 at 61,732 n.20 (2001) (“Often where, as here, the utility seeking the rate increase does not issue its own stock, but is the subsidiary of a parent that issues common stock, the appropriate ROE of the subsidiary may be developed from the DCF analysis of the parent.”)).


The ALJ rejected the proxy group proposed by Petitioners,

since it consisted of distribution companies, not transmission companies.  I agree with Staff that [Petitioners] ha[ve] not proven that distribution companies have comparable risks to transmission companies.  In the specific facts of this case, where there is a proxy group consistent with Commission precedent, it is not necessary to rely on a more speculative and possibly statistically less reliable proxy group of four distribution companies.  
Id. at ¶22; JA 12; see also id. at ¶23; JA 12.


The ALJ determined the zone of reasonableness bounded by the estimated lowest (8.79%) and highest (15.96%) ROEs for each of the proxy companies.  Id. at ¶¶54-59 and Appendix A; JA 16-17, 23.  The zone had a mean of 11.74 percent, a median of 11.85 percent and a midpoint of 12.38 percent.  Id. at ¶59, JA 17.


In determining the appropriate point within the zone at which to set the ROE, the ALJ noted Supreme Court precedent requires that an ROE be “reasonably sufficient to assure confidence in the financial soundness of the utility and should be adequate under efficient and economical management, to maintain and support its credit, and enable it to raise the money necessary for the proper discharge of its public duties.”  Initial Decision at ¶75; JA 20 (quoting Bluefield, 262 U.S. at 693).  See also id. (quoting Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591, 603(1944) (in setting an ROE, “it is important that there be enough revenue not only for operating expenses but also for the capital costs of the business.  These include service on the debt . . . .  [The ROE], moreover, should be sufficient to assure confidence in the financial integrity of the enterprise, so as to maintain its credit and to attract capital.”)).  


Consistent with those principles, Commission electric utilities’ precedent, and this Court’s precedent, the ALJ selected the midpoint of the zone, 12.38 percent.  Id. at ¶¶78, 82; JA 20-22 (citing Southern California Edison, 92 FERC at 61,266 (midpoint of the zone resulted in a just and reasonable ROE); Consumers Energy Company, 98 FERC ¶61,133 (2002) (same); Systems Energy, 96 FERC ¶61,165 (same); and CAPP, 254 F.3d at 298).  


The ALJ rejected MISO’s arguments that the ROE should be adjusted upward from the midpoint to encourage construction of new facilities and to account for increased risks TOs face by joining MISO.  Initial Decision at ¶63; JA 18.  The ALJ found that setting the ROE at the midpoint of the zone of reasonableness sufficiently accounted for the TOs’ risks.  Id. at ¶¶76-77; JA 20.  The ALJ added that “establishing an incentive based ROE seems to be outside the scope of this proceeding.”  Id. at ¶84; JA 22 (citing MISO, 98 FERC ¶61,064).


The ALJ also rejected Petitioners’ arguments for a lowered ROE, finding that “the investment sources used by [Petitioners] to support [their] argument concerning risk are quite outdated and do not discuss any RTO developments.”  Id. at ¶¶82 and 83 and n.46; JA 21-22.  In the end, the ALJ held that “the midpoint (12.38 percent) of the zone of reasonableness (8.79 to 15.96 percent), is a just and reasonable return on equity based on the evidence provided in this case.”  Id. at ¶¶85 and 86; JA 22.  


The parties filed briefs on exceptions to the Initial Decision and briefs opposing the exceptions.  R. 101-104, 107-110.  


C.
The Challenged Orders


1.
The September 2002 Order

The first challenged order relied on  ALJ’s “reason[ing] that the Midwest ISO TO proxy group was the best proxy group, since it involves companies that are currently in the Midwest ISO, and includes comparable risk companies that are similar in profiles and size.”  September 2002 Order at ¶9, JA 26.  The Commission agreed with the ALJ’s rejection of: 

analyses using other proxy groups, including: (1) natural gas pipeline transmission operators, based upon Commission precedent in [Southern California Edison, 92 FERC ¶61,070]; (2) Moody’s electric utilities and Standard and Poor’s electric utilities, based upon Commission precedent in [Systems Energy, 92 FERC ¶61,119, reh’g denied, 96 FERC ¶61,165]; and (3) generation-divested electric utilities, because they consisted of distribution, not transmission, companies.

Id.

“[R]eview of the judge’s reasoning and the underlying record, as well as the parties’ arguments on and opposing exceptions,”
 led the Commission “to summarily affirm the judge’s finding that the proxy group proffered by the Midwest ISO TOs and Commission Staff is the appropriate proxy group for use in determining the ROE for the Midwest ISO TOs.”  Id. at ¶12 ; JA 27; see also id. at ¶ 30; JA 30.  Adopting the ALJ’s reasons, the Commission found that the TOs’ proxy group was representative of the Midwest ISO TOs and that Petitioners’ had not shown their proposed generation-divested proxy group more closely resembled the transmission business for which the ROE was being set nor that transmission investments are less risky than other investments of the proxy companies.  Id.   


The Commission also “summarily affirm[ed] the presiding judge’s finding that the midpoint of the zone of reasonableness represented the appropriate ROE in this case” as that finding was consistent with Commission precedent.  Id. at ¶30, JA 30.  


Additionally, the Commission affirmed the ALJ’s rejection of the parties’ arguments for an upward or downward ROE adjustment.  September 2002 Order at ¶31; JA 30.  “[T]he judge properly refused a downward adjustment to the ROE for the reasons set forth in the Initial Decision.”  Id.  Furthermore, “in refusing an upward adjustment to the ROE, the judge properly rejected arguments concerning the riskiness of a utility transferring its transmission assets to an RTO.”  Id.  The Commission explained, nonetheless, that there are:

policy reasons to make upward adjustments – particularly with regard to the level of operational independence that the Midwest ISO provides.  In this case, we will make an upward adjustment of 50 basis points from the proxy group midpoint for the turning over of operational control of transmission facilities.  We will consider providing additional upward adjustments for greater levels of independence.  The Commission will be clarifying its incentive rate policy in the near future with concrete statements of the behavior and performance we wish to incentivize.

Id.  



2.  The February 2003 Order 

On rehearing, Petitioners’ reiterated arguments challenging use of the midpoint of the zone of reasonableness to set the ROE were denied for the reasons given in the earlier orders.  See February 2003 Order at ¶11; JA 37.  


The Commission also carefully considered, but rejected, Petitioners’ challenges to the 50 point premium.  February 2003 Order at ¶¶1, 12-18; JA 32-33, 37-39.  First, the Commission found that the parties had sufficient notice that the final ROE was a possible result.  

[T]his proceeding ar[ose] from the Midwest ISO’s request, noticed and filed pursuant to section 205 of the FPA, to increase the ROE from 10.5 to 13 percent.  It is well-established that the FPA grants the Commission broad authority to determine the just and reasonable rate, charge, classification, rule, regulation, practice, or contract to be thereafter observed and in force, and fix the same by order.[
]  Pursuant to that authority, the Commission determined that the 50 point premium is appropriate in this case.  We further note that the 50 point premium sets the ROE at 12.88 percent, which is less than the 13 percent ROE originally sought by the Midwest ISO.

Id. at ¶12; JA 37.  


The Commission then further explained its policy reasons for ordering the 50 point premium in this case.  

The Commission has long recognized the benefits of RTOs.  As we stated in Order No. 2000, transmission facilities can be operated more reliably and efficiently when coordinated over large geographic areas.  RTOs would achieve this result by establishing: regional transmission pricing and the elimination of rate pancaking; improved congestion management; more accurate estimates of available transmission capacity; more effective management of parallel path flows; and improved grid reliability.  We also found in Order No. 2000 that RTOs would help eliminate the opportunity for unduly discriminatory practices by transmission providers, reduce the need for overly intrusive regulatory insight, and instill trust among competitors that all are playing by the same rules.

Id. at ¶13 (citation omitted); JA 37-38.  Moreover, the Commission pointed out: 

market participants have complained about the difficulties they have experienced in gaining equal access to the transmission grid to compete with vertically integrated utilities.  Market participants also have complained that companies that own both transmission and generation under-invest in transmission because the resulting competitive entry often decreases the value of their generation assets.  Much of this problem is directly attributable to the remaining incentives and ability of vertically integrated utilities to exercise transmission market power to protect their own generation market share.  Independent transmission providers and owners, such as RTOs . . . would solve these problems.  In short, because they operate independently from the activities of other market participants, and operate the transmission system on a regional basis, RTOs . . . make competitive wholesale electric markets more efficient, fair, trustworthy, and cost-effective.  

Id. at ¶14; JA 38 (quoting Proposed Pricing Policy for Efficient Operation and Expansion of the Transmission Grid, 102 FERC ¶61,032 (2003) (“Proposed Pricing Policy”) (footnote omitted).  

And, as explained in the Proposed Pricing Policy, it is equitable to flow some portion of those benefits back to TOs through an ROE adjustment:

While significant benefits from competition are expected to result from RTOs . . . , these benefits will be shared among end-use customers and generators, among others.  To assure that transmission owners receive benefits from RTO formation, we believe that it is reasonable to allow an adjustment to be applied to the rates of transmission owners participating in an RTO . . . . 

Id. at ¶15, JA 39 (quoting Proposed Pricing Policy, 102 FERC at ¶21).  See also id. at n.23; JA 38 (noting that the Proposed Pricing Policy included an incentive adder of 50 basis points on its ROE for all facilities transferred to RTOs); Proposed Pricing Policy, 102 FERC at ¶24 and n.29. 

Thus, the Commission relied on “the many benefits to customers that result from the Midwest ISO’s independent and regional approach to the provision of electric transmission service,” as a reason for adding the 50 point premium to the MISO ROE.  February 2003 Order at ¶15; JA 39.  It was also intended to spur continued and increased participation in MISO.

[T]he 50 point premium will encourage timely participation in the Midwest ISO and encourage current and potential Midwest ISO TOs to maintain and achieve an independent and regional approach to transmission, thereby improving the performance of the transmission grid.  Customers in the Midwestern United States have benefited from the early efforts of current Midwest ISO TOs, which allowed the Midwest ISO to become operational in early 2002.  We believe that the 50 point premium must be available to public utilities that have already turned over operational control of their facilities to the Midwest ISO, but have not yet received the incentive of 50 basis points.

Id. at ¶16; JA 39.


The Commission’s decision to implement the 50 point premium did not contradict its prior statement that a MISO-initiated proposed innovative rate must be vetted through the stakeholder process.  Id. at ¶17; JA 39.  “The Midwest ISO did not propose the 50 point premium; [the Commission] implemented the rate pursuant to [its] authority under the FPA . . . .”  Id.


In April 2003, Petitioners sought review of the September 2002 and February 2003 Orders.  The Commission moved for a voluntary remand to allow it to further consider and explain its determination regarding the appropriate MISO ROE on December 3, 2003.  The Court granted FERC’s motion on January 21, 2004.  



3.
The March 2004 Order 

On March 26, 2004, the Commission again found that it was just and reasonable to use the midpoint of the zone of reasonableness to determine the appropriate ROE to be applied to the MISO TOs as a group.  March 2004 Order at ¶8; JA 42.  Noting that “the primary question to be considered here is not what constitutes the best overall method for determining ROE generically (i.e., the midpoint versus the median or mean); it is whether use of the midpoint is most appropriate in this case,” the Commission found that, while “[e]ach measure (median, average and midpoint) has advantages and drawbacks,” under the unique circumstances presented, it was most appropriate to use the midpoint to determine the MISO TOs’ ROE.  March 2004 Order at ¶¶8 and 11, JA 42-43.  

Unlike traditional cases in which a ROE is set for one gas pipeline or electric utility, here the applicants proposed setting a single ROE for across-the-board application to all but one of the Midwest ISO TOs. Accordingly, while in the past we have selected a proxy group that best represents the risks and business profile of a single utility, in this case, we must calculate a single ROE for application to a broad group of utilities with diverse risks and business profiles.  Given that the ROE will apply across-the-board to all members of the Midwest ISO, rather than to a single company of average risk, we must consider their full range of risks and business profiles. . . . This is a departure from prior ROE cases, in which the selected proxy group is deemed to be comparable to the risks faced by a single gas pipeline or electric utility.  Here, we are dealing with a group of utilities with differing risks and business rankings.  

March 2004 Order at ¶9, JA 42.  

“Because the ROE in this case will apply to a diverse group of companies, the entire range of results yielded by the [proxy group] is relevant here.”  March 2004 Order at ¶10, JA 42.  “[U]sing the midpoint is the most appropriate measure for determining a single ROE for all Midwest ISO TOs, since it fully considers that range.”  And, while use of the midpoint may be inappropriate where the proxy group’s range is distorted by extreme high or low values, there was no such distortion here.  March 2004 Order at ¶12, JA 43.  Rather, the proxy group’s distribution was adequately balanced, as the high and low values reasonably bracketed the middle of the data.  Moreover, analyzing the percentage change between each value and the next highest value in the range showed no unreasonable jumps in the upper end of the range.  Id.  In fact, the three highest percentage changes above the midpoint (5.78 percent, 6.96 percent and 7.11 percent) were not considerably higher than the three highest percentage changes below the midpoint (5.6 percent, 15.44 percent, and 5.82 percent).  Id.

Furthermore, “the midpoint approach result[ed] in a ROE that is sufficient to assure confidence in the financial integrity of the member companies, so as to maintain credit and attract capital.”  March 2004 Order at ¶14, JA 43-44.  Moreover, because the ROE was to serve a diverse group of TOs, the Commission gave weight to the fact that “the midpoint [did] not have as deleterious an effect as the median on those Midwest ISO TOs whose returns are higher than what [the Commission] allow[ed] for the Midwest ISO TOs here.”  Id.  That helped further RTO benefits by “offer[ing] additional incentive for such companies to join RTOs.”  Id.
By contrast, use of the median would have been inappropriate here because as “the most refined measure of central tendency,” it was not as well suited to determining an ROE for the diverse group of MISO TOs at issue.  March 2004 Order at ¶10, JA 42.  In addition, the diversity of MISO TOs meant a concern typically present in single-utility ROE cases -- that high or low results in the zone might represent risks substantially different from those of the specific utility at issue -- did not exist in this case.  March 2004 Order at ¶10, JA 42.  The Commission concluded, therefore, that the median’s emphasis on the middle values of the zone was not appropriate as, unlike the midpoint, it may not sufficiently encompass the full range of proxy group results representative of the MISO TOs.  March 2004 Order at ¶11, JA 42-43.  

Nor was use of the mean appropriate.  March 2004 Order at ¶11, JA 42-43.  While the mean would evenly weigh each number in the proxy group, stronger reliance on the high and low values assured that all the diverse MISO TOs, including those who may be represented by the high or low proxy values, were adequately accounted for.  Id.; see also id. at ¶9, JA 42.  “[R]elying on the median or mean in this case would result in an unreasonably low ROE in light of the high end values in the proxy group and could substantially under-compensate those utilities at the upper end of the range,” but the midpoint would produce a just and reasonable ROE for all the Midwest ISO TOs.  March 2004 Order at ¶10 and n.14, JA 42.  

SUMMARY OF ARGUMENT

FERC properly affirmed the ALJ’s determination that the proxy group proffered by the MISO TOs and Commission Staff was the appropriate group for use in determining the ROE for the more than 20 MISO TOs.  Consistent with Commission precedent, the proxy group consisting of companies of comparable size, business profile, and risk to the MISO TOs was adopted.  Petitioners' proposed proxy group was rejected because it consisted of companies engaged primarily in distribution, and, therefore, did not have business profiles or risks comparable to the MISO TOs, who engaged primarily in transmission.  

The Commission did not erroneously place the burden of proof on Petitioners.  The ALJ and the Commission found the MISO TOs met their burden to establish that their proposed proxy group most closely resembled the TOs, and, therefore, was the best proposal.  Under the FPA, Petitioners had the burden to prove that their proposed proxy group should be used instead of the proxy group proposed in the MISO TOs’ FPA §205 filing.  Petitioners did not meet their burden.

FERC also reasonably determined that use of the midpoint was appropriate under the unique circumstances presented here.  Different concerns were present than would be present in a traditional ROE case, as the ROE will apply to a broad group of utilities with diverse risks and business profiles rather than to a single utility whose risks would more likely be represented by the middle of its proxy group zone.  While the Commission understood that all three methods incorporate all proxy group results, it chose the method that placed sufficient emphasis on the high and low values to adequately reflect the diverse risks of the group of utilities to which the resultant ROE would apply.  

In addition, use of the median was not necessary to avoid the effects of extreme outliers, as the Commission’s analysis determined there were none.  Moreover, concerns present in a typical single utility ROE case that the high or low number skews the proxy group risks were significantly lessened here as the ROE will apply to a broad group of utilities with diverse risks.  In fact, use of the midpoint was necessary to assure the ROE would be sufficient to provide confidence in the financial integrity of all the diverse TOs so they can maintain credit and attract capital.


Petitioners’ suggestion that the TOs could have proposed, and FERC might have established, specific ROEs for each of the TOs rather than a single ROE to be collected by all the TOs ignores that the FPA §205 rate proposal before FERC was for one ROE to apply to all the TOs.  As FERC found that proposed approach to be just and reasonable, FERC could not replace it with an approach that set a specific ROE for each TO.  

Finally, FERC reasonably determined that a 50 point premium, within the zone of reasonableness, to the TOs’ ROE was appropriate for policy reasons.  To carry out the purposes of the FPA, the Commission may consider non-cost factors as well as cost factors in setting rates.  Commission precedent establishes that RTOs provide substantial benefits to customers and generators by increasing the reliability and efficiency of transmission facilities and eliminating opportunities for undue discrimination by transmission owners.  Passing a portion of those benefits, within the zone of reasonableness, back to participants to encourage current and potential Midwest ISO TOs to remain in and join the Midwest ISO was appropriate as it would continue and increase RTO benefits.  


The Commission also reasonably determined that it was not bound by the requirements of 18 C.F.R. § 35.34(e) in establishing the 50 point premium.  On the face of it, the regulation is inapposite because the MISO did not propose the 50 point premium.  


In addition, the Commission provided Petitioners sufficient notice of and a full opportunity to oppose the 50 point premium.  After the Commission determined, in the first challenged order, that it would provide the premium, Petitioners comprehensively protested that determination.  The Commission considered Petitioners’ arguments, but, in the second challenged order, again determined that the premium was appropriate.  No more process was due here.


Finally, FERC’s citation to statements regarding the benefits to customers of, and appropriate incentives for, RTO membership in its Proposed Pricing Policy, 102 FERC ¶61,032 was reasonable, as FERC may attach precedential, and even controlling weight to principles developed in one proceeding and then apply them under appropriate circumstances in another.  

As the Commission fully supported its reasonable ROE determinations in this case, those determinations should be upheld. 

ARGUMENT

THE COMMISSION APPROPRIATELY DETERMINED THE RETURN ON COMMON EQUITY TO APPLY COLLECTIVELY TO THE MIDWEST ISO TRANSMISSION OWNERS.

I.
Standard of Review

The Court reviews FERC orders under the Administrative Procedure Act's arbitrary and capricious standard.  E.g., Florida Municipal Power Agency v. FERC, 315 F.3d 362, 365 (D.C. Cir. 2003).  Under that standard, the Commission's decision must be reasoned and based upon substantial evidence in the record.  For this purpose, the Commission's factual findings are conclusive if supported by substantial evidence.  FPA §313(b).  The substantial evidence standard “requires more than a scintilla, but can be satisfied by something less than a preponderance of the evidence.”  Florida Municipal, 315 F.3d at 365 (quoting FPL Energy Me. Hydro LLC v. FERC, 287 F.3d 1151, 1160 (D.C. Cir. 2002)).  

In addition, FERC's interpretation of its own regulations is given "controlling weight unless it is plainly erroneous or inconsistent with the regulation."  Washington Water Power Co v. FERC, 201 F.3d 497, 502 (D.C. Cir. 2000).  The Commission(s reasonable interpretation of its own orders will be upheld as well.  See Texaco Inc. v. FERC, 148 F.3d 1091, 1099 (D.C. Cir. 1998); Natural Gas Clearinghouse v. FERC, 108 F.3d 397, 399 (D.C. Cir. 1997).  

"Because 'issues of rate design are fairly technical and, insofar as they are not technical, involve policy judgments that lie at the core of the regulatory mission,' [the Court’s] review of whether a particular rate design is 'just and reasonable' is highly deferential."  CPUC v. FERC, 254 F.3d 250, 254 (D.C. Cir. 2001) (quoting Sithe/Independence Power Partners, L.P. v. FERC, 165 F.3d 944, 948 (D.C. Cir. 1999) and Town of Norwood v. FERC, 962 F.2d 20, 22 (D.C. Cir. 1992)).  Additionally, the Commission’s “discretion is, if anything, at its zenith when the action assailed relates primarily not to the issue of ascertaining whether conduct violates the statute or regulations, but rather to the fashioning of policies . . . .”  Niagara Mohawk Power Corp. v. FERC, 369 F.2d 153, 159 (D.C. Cir. 1967).

Petitioners assert that the deference normally due FERC does not apply here because, purportedly, “FERC vacillate[d] in its reasoning in reaching the same end result.”  Br. at 21 (citing Tennessee Gas Transmission Co. v. FERC, 789 F.2d 61, 62-63 (D.C. Cir. 1986)).  Even if providing a different rationale in a voluntary remand order could be termed vacillation, that would not justify denying FERC deference here.  This Court has not adopted a “vacillation” exception to the requirement that FERC’s rate decisions be given deference.  Northern Municipal Distributors Group v. FERC, 165 F.3d 935, 942 (D.C. Cir. 1999) (“there would be no point in penalizing the Commission [by denying it deference] for correcting its mistakes . . . so long as the Commission provides a reasoned foundation for its current decisions.”); Williams Natural Gas Co. v. FERC, 3 F.3d 1544, 1550 (D.C. Cir. 1993) (same).  

As explained below, the Commission's ROE determinations were well-reasoned, supported by substantial evidence, and consistent with applicable law. Accordingly, the challenged orders must be upheld.

II. FERC Properly Affirmed The ALJ’s Determination That The Proxy Group Proffered By The MISO TOs And Commission Staff Was The Appropriate Proxy Group For Use In Determining The ROE For the MISO TOs.

To determine the single ROE that would apply to the more than 20 MISO TOs at issue here, the ALJ first considered what proxy group should be used: that proposed by the TOs and Commission Staff (consisting of nine publicly-owned MISO TOs or their parent electric companies) or that proposed by Petitioners (consisting of four generation-divested, companies that engaged predominantly in distribution).  Initial Decision at ¶¶2, 12, 13, 15, 17, 18, 22, 23, JA 8, 10-12. Consistent with Commission precedent, the ALJ adopted the proxy group that the record established consisted of companies of comparable size, business profile, and risk to the MISO TOs.  Id. at ¶17-18, JA 10-11 (citing Southern California Edison, 92 FERC at 61,265 and System Energy, 96 FERC at 61,732 n.20).  That proxy group was the one proffered by the TOs and Commission Staff.
  


By contrast, the ALJ rejected Petitioners' proposed proxy group because it consisted of companies engaged primarily in distribution, and, therefore, did not have business profiles or risks comparable to the MISO TOs, who engaged primarily in transmission.  Id. at ¶ 22; JA 12.  The ALJ found Petitioners’ group to be more speculative and possibly statistically less reliable.
  Id. at ¶¶22-23; JA 12.  


The Commission adopted the ALJ’s analysis and findings in affirming that the TOs’ and Staff’s group was the appropriate proxy for the MISO TOs.  September 2002 Order at ¶12, JA 27.  


Petitioners, citing CAPP, 245 F.3d at 299, and Noram Gas Transmission Co. v. FERC, 148 F.3d 1158, 1165 (D.C. Cir. 1994), contend that FERC did not engage in “reasoned decision-making” because it did not address “the proxy group issue” in the February 2003 and March 2004 Orders.  Br. at 49.  CAPP and NorAm are, 

however, inapposite.  In those cases the Commission failed, either directly in its own orders or by adoption of ALJ findings, to address the matters raised.  CAPP, 254 F.3d at 298-99; Noram, 148 F.3d at 1165.  Here, the Commission appropriately addressed the matters raised by adopting and affirming, in the September 2002 Order, the ALJ’s reasoned analysis and findings.  


Nor is there merit to Petitioners’ claim that the Commission “failed to require MISO and the [TOs] to satisfy their evidentiary burden by demonstrating that their market-participant proxy companies ‘have comparable risks to transmission companies.’”  Br. at 52 (emphasis in original) (quoting Initial Decision at 65,042, JA 12).  Petitioners’ claim is premised on the misconception that the ALJ and, ultimately the Commission, found the proxy group members were “comparable to each other.”  Br. at 52 (citing Initial Decision at 65,041, JA 11).  In reality, the ALJ and Commission, “[c]onsistent with Southern California Edison,” 92 FERC at 61,265, adopted the MISO TO and Staff proxy group because, among other reasons, its proponents had shown that the proxy group companies were of comparable risk, size and business profile to the MISO TOs, the entities to which the resultant ROE would apply.  Initial Decision at ¶¶17-18, JA 10-11 (citing Southern California Edison, 92 FERC at 61,265 (adopting a proxy group of companies of comparable risk and similar size and business profile to the entity to which the resultant ROE would apply)).  

Also, contrary to Petitioners’ assertion, Br. at 53, the Commission did not erroneously place the burden of proof on Petitioners.  The ALJ and the Commission found the MISO TOs met their burden to establish that their proposed proxy group most closely resembled the TOs, and, therefore, was the best proposal.  Initial Decision at ¶¶17-18, JA 10-11.  Under the FPA, Petitioners had the burden to prove that their proposed proxy group should be used instead of the proxy group proposed in the MISO TOs’ FPA §205 filing.  E.g., Tennessee Gas Pipeline Co. v. FERC, 860 F.2d 446, 455-56 (D.C. Cir. 1988) (quoting Sea Robin Pipeline Co. v. FERC, 795 F.2d 182, 183-84 (D.C. Cir. 1986) (“The proponent of [a] change [to a utility’s rate proposal] – whether the Commission staff or a third party – bears the burden of proof . . . .”)).  The Commission found Petitioners did not meet their burden.


Petitioners next claim the ALJ found that the adopted proxy group’s “overall business profiles actually represent the risks faced by the capital invested . . . in the transmission facilities operated by MISO.”  Br. at 54.  The ALJ made no such finding.  Rather, the ALJ found that, of the proposed proxy groups, the MISO TOs and Staff proxy group best represented the risks faced by the MISO TOs.  Initial Decision at ¶18, JA 11.  


This is all that was required.  CAPP, 254 F.3d at 293-94.  The appropriate proxy group for companies that are not publicly traded is the group that best represents the risks faced by the companies to which the ROE will apply.
  Id.  While the TO and Staff proxy group may not have perfectly represented the MISO TOs’ risks, it was the proposal that best represented those risks.


Petitioners next castigate the ALJ for characterizing their proposed proxy group’s companies “as limited to distribution.”  Br. at 55.  Again, the ALJ made no such finding.  The ALJ referred to Petitioners’ proposed group as “consist[ing] of distribution companies” and rejected it as the proxy group after noting record evidence that the group’s companies were involved in distribution to a far greater extent than the MISO TOs or the MISO TO and Staff proxy group companies.  Initial Decision at ¶¶10 (citing R. 134 at 33-35) and 22, JA 9, 12.


Petitioners also take the ALJ’s findings out of context in asserting she found their proposed proxy group too speculative because of the DCF methodology Petitioners applied to the proxy group.  Br. at 58.  In fact, the ALJ found Petitioners’ proxy group too speculative because Petitioners did “not prove[] that distribution companies have comparable risks to transmission companies.”  Initial Decision at ¶22, JA 12.  


Finally, Petitioners claim, Br. at 59-62, that the ALJ erred when she found, Initial Decision at n.46, JA 21, Petitioners’ investment sources irrelevant to the risk analysis.  Petitioners had cited those investment sources in an attempt to demonstrate that MISO TOs’ risks are lower than the adopted proxy groups’.  The ALJ agreed with the MISO TOs, see R. 91 at 39, Supp. JA 1, that those sources were irrelevant to the risk analysis because some were quite outdated, and none discussed any of the significant RTO developments of the past several years.  Petitioners’ claim that “numerous reports [relied] on issued after Order 2000, and several issued after MISO’s start-up,” Br. at 60-61 (citing, e.g., R. 165 at 14-27, JA 116-29), does not change the reports’ irrelevance because some of the resources relied on were quite outdated and none took into account any significant RTO developments.  


Thus, the Commission’s determination to use the MISO TOs’ and Commission Staff’s proposed proxy group to determine the appropriate ROE for all the MISO TOs’ was reasonable and should be upheld. 

III.
FERC Reasonably Determined That Use Of The Midpoint Was 
Appropriate Under The Unique Circumstances Presented Here


Faced with a proposal to set an ROE that would apply to a diverse group of utilities (the MISO TOs) rather than to a single utility, the Commission recognized that different concerns were present from those that exist in a traditional single-utility ROE case.  March 2004 Order at ¶¶8-14, JA 42-43.  The chosen proxy group must stand in for not just one utility, but for a broad group of utilities with diverse risks and business profiles.  Id. at ¶¶8-9, JA 42.  In addition, the method chosen (midpoint, median, or mean) to pinpoint the ROE within the zone of reasonableness determined from the proxy group must appropriately take into account the spectrum of companies to which the ROE will apply.  March 2004 Order at ¶¶9-11, JA 42-43.  

In contrast to a single company whose risk is more likely to fit closer to the middle of the risk zone of the proxy group, the TOs’ risks were more likely to be spread throughout the zone and, therefore, were best represented by the zone’s high and low values.  March 2004 Order at ¶¶9-10, JA 42.  To assure that the range of risks for all the TOs to which the ROE would apply were considered, emphasis on the high and low values of the zone of reasonableness was necessary.  Id. at ¶¶ 9-11, JA 42-43.  Thus, the midpoint, which averages the highest and lowest values in the zone of reasonableness, was the most appropriate measure to determine the ROE to apply to all the TOs.  Id. at ¶10, JA 42.    


Petitioners challenge the Commission’s determination that it was most appropriate under the unique circumstances here to use the midpoint, first contending that the Commission based its determination on a misconception that only the midpoint considers the entire proxy group results.  Br. at 23.  Petitioners are wrong.  The Commission understood that all three methods incorporate all proxy group results.  March 2004 Order at ¶¶10-11, JA 42-43 (“The median . . . places more weight on the middle values;” “a simple average evenly weighs each number in the proxy group”).  The Commission also understood that each method weighs the group results differently, and found that the median’s emphasis on the middle numbers of the zone and the mean’s even weighting of all numbers in the zone would not place sufficient emphasis on the high and low values to adequately reflect the diverse risks of the group of utilities to which the resultant ROE would apply.  Id. at ¶¶9-11, JA 42-43.  The midpoint was chose to assure the ROE would be appropriate for application under the unique circumstances here.  Id. 


Next, Petitioners claim that the median should have been used because it is “less affected by extreme numbers than the midpoint in a skewed distribution.”  Br. at 24 (quoting Northwest Pipeline Corp., 99 FERC ¶61,305 at 62,276 (2002)); see also Br. at 33-37.  That claim assumes the range was skewed by extreme outliers, but the Commission found otherwise: 

While it may be true that, under certain circumstances, the midpoint may be inappropriate because of egregious distortion by the highest or lowest number, such distortion is not a concern here and, therefore, the median is not a more appropriate measure. . . .  Here, the distribution is not substantially skewed, and the high-end value, 15.96, is not an extreme outlier.  The distribution is adequately balanced and the high and low values reasonably bracket the middle of the data.  An analysis of the percentage change in each value to the next shows that there are no unreasonable jumps in the upper end of the range.  Rather, the three highest steps above the midpoint, i.e., 12.38 percent, (5.78 percent, 6.96 percent and 7.11 percent) are not considerably higher than those below the midpoint (5.6 percent, 15.44 percent, and 5.82 percent).  

March 2004 Order at ¶12, JA 43.  Although the Commission would be concerned in a typical single utility ROE case that the high or low number skews the proxy group risks, that concern was significantly lessened here where the ROE will apply to a broad group of utilities with diverse risks.  Id. at ¶10, JA 42.  Under these circumstances, the Commission found, relying on the median (or the mean) would place insufficient emphasis on the high and low values in the zone, resulting in an inappropriate ROE.  Id. at ¶8-12, JA 42-43.   


Petitioners assert that the holding here conflicts with that in Northwest Pipeline Corp., 99 FERC ¶61,305, by purportedly setting a different standard regarding when skewing may make use of the midpoint inappropriate, Br. at 33-34.  In Northwest Pipeline, the Commission explained that the midpoint should not be used where the zone is “subject to distortion by extremely high or low values,” that is values which, in a particular case, are atypically high or low compared to the other values in the zone.  99 FERC at 62,276-77 (emphasis added).  The Commission applied that same standard here.  That the Commission used the terms “egregious distortion,” “considerably out of line,” “substantially skewed,” and “extreme outlier,” March 2004 Order at ¶12, JA 43, rather than “extremely high or low” is a distinction without a difference.  


In an attempt to show that the proxy group range is sufficiently skewed to require use of the median under Northwest, Petitioners present a “skewness” calculation.  Br. at 34.  The Commission, however, reasonably analyzed the proxy group values, and found that “the midpoint here does not result in a skewed ROE based on the range of distribution.”  That analysis was consistent with Northwest; both measured the percentage change between successive proxy group values to determine if any were extremely high, indicating that use of the midpoint would be subject to distortion, and, therefore, should not be used.  See March 2004 Order at ¶12, JA 43, and Northwest, 99 FERC at 62,276-77.


Petitioners’ concern that FERC’s analysis “automatically minimized the significance of the jumps above the midpoint . . . because the difference from one value to the next is divided by a larger number” (Br. at 35) is of no import here.  Even if each difference from one value to the next above the midpoint was divided by the lowest proxy group value, 8.79,
 the percentage changes of those values would not require use of the median rather than the midpoint here. 


Despite Petitioners’ arguments to the contrary, Br. at 25-33, the Commission reasonably determined that “[r]elying on the median or mean in this case would result in an unreasonably low ROE in light of the high end values in the proxy group and could substantially under-compensate those utilities at the upper end of the range,” March 2004 Order at n.14, JA 42.  An approved ROE must be “sufficient to assure confidence in the financial soundness of the utility [or, in this case, utilities] and should be adequate under efficient and economical management, to maintain and support its credit, and enable it to raise the money necessary for the proper discharge of its public duties.”  March 2004 Order at ¶13, JA 43 (quoting Bluefield Water Works, 262 U.S. at 693) (alteration by FERC); cf. Hope Natural Gas, 320 U.S. at 603.  In light of these admonitions, picking the midpoint to assure that the ROE applicable to all MISO TOs would adequately compensate all the TOs, including those represented by proxy results at the upper end of the zone of reasonableness, was appropriate.  As FERC determined, “the midpoint approach results in a ROE that is sufficient to assure confidence in the financial integrity of the member companies, so as to maintain credit and attract capital.”  March 2004 Order at ¶14, JA 43.  


Petitioners further mistakenly contend that use of the midpoint will over-compensate TOs represented by the lower end of the proxy group range.  Br. at 31-32.  The midpoint places equal emphasis on the highest and lowest numbers in the range and, therefore, results in an appropriate ROE, within the zone of reasonableness, for all the diverse TOs here.  


While Petitioners assert that FERC picked the midpoint simply to get the highest ROE, Br. at 25-26, the challenged orders establish otherwise.  FERC used the midpoint because it resulted in the most appropriate ROE within the zone of reasonableness as, compared to the median or mean, it placed greater emphasis on the high and low numbers in that zone, thereby adequately accounting for the diverse group of TOs to which the ROE would apply.  


Petitioners’ next argument, Br. at 26-27, that, in determining the ROE, FERC considered only the high DCF results for the nine proxy group members, fails as well.  FERC’s analysis used all 18 results, both high and low, in determining the ROE here.  See, e.g., Initial Decision at Appendix A, JA 23; March 2004 Order at ¶12, JA 43.  As explained in CAPP, 254 F.3d at 298, while the midpoint is calculated from the highest and lowest numbers, those two numbers achieve their status by reference to all proxy group numbers.  March 2004 Order at ¶11, JA 42-43.


Moreover, the corollary to Petitioners’ statement that the “‘low’ results are just as valid as the ‘high’ results for estimating ROE,” Br. at 27, is that the high results are just as valid as the low.  Because the ROE would apply not to one specific utility but to all MISO TOs, the Commission found no reason to exclude any results, and, in fact, that it could not satisfy its mandate to assure that the ROE would be sufficient to adequately compensate all the TOs, including those at the upper end of the zone of reasonableness, if it did.  At the same time, the Commission employed a methodology that placed equal emphasis on the highest 

and lowest numbers, assuring that all results, both high and low, were considered equally.


Petitioners additionally assert that FERC “presumes that the proxy group companies and the TOs that will actually collect the allowed ROE are identical.”  Br. at 28-29.  That is not true.  FERC chose a proxy group to represent the TOs because many TOs do not have publicly traded stock.  See Initial Decision at ¶¶5-23, JA 8-12; March 2004 Order at ¶9, JA 42. 


Petitioners’ contention that there was no basis for concern that “any particular TO would be under-compensated by an ROE at the median of the proxy group range simply because certain of the proxy companies have implied ROEs above the midpoint” rests on their view that “the risks reflected in the ROE for the integrated proxy companies and the risks for transmission assets” are dissimilar.  Br. at 29.  As discussed above, however, there is no merit to Petitioners’ claim that the TOs’ risks were dissimilar from the proxy groups’.
  Initial Decision at ¶¶17, 18, n.46, and 83, JA 10-11, 21, 22; September 2002 Order at ¶¶9, 30, JA 26, 30.


Ignoring that this case involved the unique situation of setting an ROE that will apply to a group of utilities rather to a single utility, Petitioners claim that, in using the median to assure those TOs represented by the upper end of the proxy range were not under-compensated, FERC “depart[ed] from the underlying concept of using a proxy group to derive a single representative ROE.”  Br. at 29-30.  FERC did not depart from the concept underlying use of a proxy group.  Rather, in this “unique set of circumstances” of determining a single ROE to apply to all the diverse TOs at issue, FERC used the method it determined would appropriately account for all the TOs’ diverse risks and business profiles – the midpoint.  March 2004 Order at ¶¶8-10, JA 42-43.  Contrary to Petitioners’ view, FERC was not obligated to use the same method for selecting an ROE here that it would use in a case involving an ROE for a single utility. 


Petitioners suggest that the “TOs could have proposed, and FERC might have established, specific ROEs for each of the [TOs] rather than a single ROE to be collected by all the [TOs] who applied for it.”  Br. at 29-30.  But the FPA §205 rate proposal before FERC was for one ROE to apply to all the TOs.  As FERC found that proposed approach to be just and reasonable, FERC could not replace it with an approach that set a specific ROE for each TO.  Sea Robin, 795 F.2d at 183 (FPA §205 “does not authorize FERC to substitute rates of its own design for the rates proposed by the [utility].”).  


Petitioners further assert that using the midpoint was unnecessary because purportedly any material risk differences faced by the MISO TOs are suppressed by MISO’s formula rates.  Br. at 30 n.6.  That assertion presents too narrow a view of the risks faced by TOs and too broad a view of the effect of formula rates.  Setting rates by formula does not assure that all TOs’ rates or their risks will be identical.


Despite Petitioners’ claims to the contrary, Br. at 35-37, the ALJ and the Commission considered and rejected as meritless Petitioners’ oft-repeated argument that Utilicorp/Aquila’s inclusion in the proxy group improperly skewed the midpoint upward.  Initial Decision at ¶83 and n.47, JA22; September 2002 Order at ¶¶24, 30, JA 29, 30; February 2003 Order at ¶4, JA 34-35.  Both the ALJ and the Commission found that the MISO TO and Commission Staff proxy group, including Utilicorp/Aquila, properly represented the range of risks for MISO TOs as there were no extreme outliers.  


Petitioners claim they do not understand the Commission’s point, Br. at 37-38, when, after explaining that “the midpoint approach result[ed] in a ROE that is sufficient to assure confidence in the financial integrity of the member companies, so as to maintain credit and attract capital,” the Commission noted that “the midpoint [did] not have as deleterious an effect as the median on those Midwest ISO TOs whose returns are higher than what the Commission allow[ed] for the Midwest ISO TOs here[,] . . . offer[ing] additional incentive for such companies to join RTOs,” March 2004 Order at ¶14, JA 43-44.  The Commission’s point was that by setting the MISO TOs’ ROE at a level sufficient to protect the ROE needs of all TOs to which the ROE would apply, the Commission signaled that joining an RTO would not adversely affect potential RTO members. 


Thus, the Commission’s determination to use the midpoint under the circumstances here was reasonable and should be upheld. 

IV.
FERC Reasonably Determined That A 50 Point Premium, Within The 
Zone Of Reasonableness, To The TOs’ ROE Was Necessary And 
Appropriate


Although Petitioners claim otherwise, Br. at 38-48, the Commission fully justified its policy determination to provide a 50 point premium, within the zone of reasonableness, to the MISO TOs’ ROE.  February 2003 Order at ¶¶1, 12-18, JA 32-33, 37-39.  Commission precedent establishes that RTOs provide substantial benefits to customers and generators  by increasing the reliability and efficiency of transmission facilities and eliminating opportunities for undue discrimination by transmission owners.  February 2003 Order at ¶¶1, 13-15, JA 37-39 (citing Order No. 2000 and Proposed Pricing Policy, 102 FERC ¶ 61,032).  Because RTOs provide transmission independently from market participants, RTO-run transmission service is more efficient, fair, trustworthy, and cost-effective, benefiting customers.  February 2003 Order at ¶¶14-15, JA 38-39 (citing Proposed Pricing Policy, 102 FERC ¶ 61,032).  Thus, passing a portion of those benefits back to participants to “encourage current and potential Midwest ISO TOs” to remain in and join the Midwest ISO was appropriate as it would continue and increase RTO benefits.  February 2003 Order at ¶¶15-16, JA 39.  As this Court has found, to carry out the purposes of the FPA, “the Commission may consider non-cost factors as well as cost factors in setting rates.”  Public Utilities Commission of California, 367 F.3d 925, 929 (D.C. Cir. 2004) (“CPUC”) (citing Permian Basin Area Rate Cases, 390 U.S. 747, 791 (1968).  


The Commission was not bound by the requirements of 18 C.F.R. § 35.34(e) in establishing the 50 point premium, as Petitioners contend, Br. at 40-42.  “On the face of it, the regulation is inapposite.”  CPUC, 367 F.3d at 928.  The provisions of 18 C.F.R. § 35.34(e) apply only to “an applicant’s request.”  February 2003 Order at ¶17; JA 39; 18 C.F.R. § 35.34(e)(1).  “The Midwest ISO did not propose the 50 point premium; [the Commission] implemented the rate pursuant to [its] authority under the FPA . . . .”  February 2003 Order at ¶17; JA 39.  The Commission satisfied the only requirements applicable to it by specifying the nature of the relevant noncost factors and offering a reasoned explanation of how those factors justify the resulting rate.  See Missouri Public Service Commission v. FERC, 337 F.3d 1066, 1071 (D.C. Cir. 2003).


Petitioners’ claim that FERC’s decision is unreasonable because the MISO TOs already had turned over operation of their facilities to MISO, Br. at 40-43, ignores that the Commission found the 50 point premium appropriate as an incentive for current MISO TOs to remain MISO members.
  February 2003 Order at ¶16, JA 39.  Providing the premium to current MISO TOs was not “a ‘reward’ for past behavior,” as Petitioners posit, Br. at 42, but was to encourage prospective behavior.


Petitioners’ assertion that the decision to provide the premium was inconsistent with the earlier denial of a MISO proposal for a 100 point ROE premium in MISO, 97 FERC ¶ 61,033, (Br. at 43-44) fails as well.  The earlier denial was not merit-based, but was required because of a technicality.  MISO, 97 FERC at 61,174-75.  As MISO had made the proposal, the earlier incentive qualified as an innovative rate proposal that, under Order No. 2000 and the Commission regulations promulgated thereunder, could be granted only for an approved RTO, which MISO had not, at that time, yet become.  Id.  Here, by contrast, the Commission determined, sua sponte, that, for policy reasons, a premium was appropriate to provide an incentive for new and retained MISO RTO membership.  


The Commission provided Petitioners sufficient notice of and a full opportunity to make a contrary presentation regarding its determination to provide the 50 point premium.  In its first order, the Commission held that it would “make an upward adjustment of 50 basis points from the proxy group midpoint for the turning over of operational control of transmission facilities.”  September 2002 Order at ¶31, JA 30.  Petitioners presented a comprehensive challenge to that holding on rehearing.  R. 121 at 2, 41-49, JA 486, 525-33.  The Commission considered Petitioners’ arguments, but, in its second order, reaffirmed and provided additional explanation for its determination.  February 2003 Order at ¶¶12-18; JA 37-39.  Thus, there is no merit to Petitioners’ argument that they were denied due process here.  Br. at 45-47.


Finally, Petitioners castigate FERC for citing to statements regarding the benefits to customers of, and appropriate incentives for, RTO membership in its Proposed Pricing Policy, 102 FERC ¶61,032.  Br. at 47-49.  In Petitioners’ view, such citation constituted an “after-the-fact, in fact retroactive, imposition of standards” because the Proposed Pricing Policy issued after rehearing requests were filed.  Br. at 47-48 (citing Williston Basin Interstate Pipeline Co. v. FERC, 165 F.3d 54, 63 (D.C. Cir. 1999) and Tennessee Gas, 789 F.2d at 63.  


However, “[t]here is no question that the Commission may attach precedential, and even controlling weight to principles developed in one proceeding and then apply them under appropriate circumstances in a stare decisis manner.”  Williston Basin, 165 F.3d at 61 (quoting Michigan Wisconsin Pipe Line Co. v. FPC, 520 F.2d 84, 89 (D.C. Cir. 1975)); see also Louisiana Interstate Gas 

Corp v. FERC, 962 F.2d 37, 44 (D.C. 1992); Public Service Commission of New York v. FERC, 813 F.2d 448, 460-61 (D.C. 1987).  Such application was appropriate here because “the factual composition of the [instant case] bear[s] something more than a modicum of similarity to the case from which the principle derives.”  Michigan, 520 F.2d at 89.  Moreover, as explained above, FERC fully supported application of its findings in Order No. 2000 and the Proposed Pricing Policy in the instant case.  February 2003 Order at ¶¶15-16, JA 39.  


The Commission fully supported its reasonable determination to provide a 50 point premium to provide an incentive for continued and new MISO membership, and, therefore, that determination should be upheld. 

CONCLUSION


For the foregoing reasons, the petition for review should be denied.
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� The midpoint is the average of the highest and lowest estimated ROEs of all members of the proxy group, the median is the point in the zone where half the proxy group ROEs are higher and half are lower, and the mean, or average, is the sum of all proxy group estimated ROEs divided by the number of estimates.  March 2004 Order at n.9, JA 41.





� Regional Transmission Organizations, Order No. 2000, FERC Stats. & Regs., Regs. Preambles ¶ 31,089 (1999), order on reh’g, Order No. 2000-A, FERC Stats. & Regs., Regs. Preambles ¶ 31,092 (2000), pet. dismissed sub nom. Public Utility District No. 1 v. FERC, 272 F.3d 607 (D.C. Cir. 2001).


� MISO companies or parent companies engaged in major mergers or acquisitions were excluded because those activities tend to distort certain pertinent financial data.  Companies that do not pay cash dividends and those for which there were no currently available Institutional Brokers Estimate Service growth rates were also excluded.  Initial Decision at n.10, JA 10. 





The MISO TOs conducted alternative analyses with proxy groups comprised of natural gas pipeline transmission operators, electric companies from Moody’s Electric Utilities group, and companies from Standard and Poors’ group.  Id. at 65,038-39 ¶5 and 65,040 ¶14; JA 8-9, 10.  The ALJ rejected use of those proxy groups as inappropriate, unnecessary and inconsistent with Commission precedent.  Id. at 65,041-42 ¶¶19-21; JA 11-12.





� The ALJ also rejected an alternative proposal by MMPA to use a proxy group consisting of 17 entities representative of the industry as a whole, consisting of companies mixed in size, location and business models, as inconsistent with Commission precedent to avoid reliance on general industry economic data to set an entity’s ROE.  Id. at ¶¶5, 16 and 19 (citing System Energy, 92 FERC at 61,443); JA 8-9, 10, 11.  





� This included Petitioners’ statement on exceptions that their proposed proxy group owned not only distribution, but also transmission facilities.  September 2002 Order at ¶10, JA 26.


� Citing FPA § 206(a), 16 U.S.C. §824e(a); Central Louisiana Electric Co., 70 FERC ¶63,015 (1995), aff’d, 83 FERC ¶61,125 (1998).


� Petitioners had conceded that the TOs’ and Staff’s proxy group was an appropriate starting point to determine the MISO TOs’ ROE.  Id. at ¶18, JA 11; see R. 52 at 67, JA 103 (“the two most appropriate groups to use in establishing the range are the MISO [TO] group . . . and the generation-divested utility group . . . .  The TOs and their parent companies have rates at issue in this proceeding and are therefore an appropriate group to use as a reasonable starting point; . . . .”).





� Thus, contrary to Petitioners’ claim, Br. at 55, the ALJ did not refuse to analyze Petitioners’ proposed proxy group once it found the MISO TOs’ and Staff’s proposal consistent with Commission precedent.  Rather, Petitioners’ group was analyzed and found wanting.


� Petitioners appear to recognize this when they state that “the issue is . . . which proxy group is less speculative.”  Br. at 58.  The ALJ and FERC found the MISO TOs’ and Staff’s proxy group to be less speculative than Petitioners.


� Based on the table in the March 2004 Order at ¶12, JA 43, if the difference from one value to the next above the midpoint were divided by the lowest proxy group value, 8.79, the percentage changes of those values would be 8.0% (from 12.28 to 12.99), .34% (from 12.99 to 13.02), 2.0% (from 13.02 to 13.20), 8.3% (from 13.20 to 13.93), 11.0% (from 13.93 to 14.90), and 12.0% (from 14.90 to 15.96).  


� This also disposes of Petitioners’ claim, Br. at 32-33, that there was no record support for FERC’s concern that TOs represented by the high end of the proxy group would be under-compensated if the median were used.


� The record supported that current MISO TOs have the option to cease their participation in MISO.  See, e.g., R. 1 at 8, JA 52.  
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