ORAL ARGUMENT IS SCHEDULED FOR MAY 10, 2006

IN THE UNITED STATES COURT OF APPEALS
FOR THE DISTRICT OF COLUMBIA CIRCUIT

Nos. 02-1367, et al. (consolidated)

CONSTELLATION ENERGY COMMODITIES GROUP, INC., et al.,
PETITIONERS,

V.

FEDERAL ENERGY REGULATORY COMMISSION,
RESPONDENT.

ON PETITION FOR REVIEW OF ORDERS OF THE
FEDERAL ENERGY REGULATORY COMMISSION

BRIEF OF RESPONDENT
FEDERAL ENERGY REGULATORY COMMISSION

JOHN S. MOOT
GENERAL COUNSEL

ROBERT H. SOLOMON
SOLICITOR

LONA T. PERRY
SENIOR ATTORNEY

FOR RESPONDENT
FEDERAL ENERGY REGULATORY
COMMISSION
WASHINGTON, D.C. 20426
MARCH 24, 2006






CIRCUIT RULE 28(a)(1) CERTIFICATE

Parties and Amici

The parties before this Court are identified in the briefs of
Petitioners.

Rulings Under Review

1.

Constellation Power Source, Inc. v. California Power
Exchange Corp., 100 FERC 61,124 (2002)
(“Constellation Complaint Order”);

Constellation Power Source, Inc. v. California Power
Exchange Corp., 100 FERC 1 61,380 (2002)
(“Constellation Rehearing Order I”);

Constellation Power Source, Inc. v. California Power
Exchange Corp., 111 FERC 61,147 (2005)
(“Constellation Rehearing Order 11”);

Powerex Corp. v. California Power Exchange Corp., 102
FERC 1 61,328 (2003) (“Powerex Complaint Order™);

Powerex Corp. v. California Power Exchange Corp., 104
FERC 1 61,119 (2003) (“Powerex Rehearing Order”);

Coral Power LLC v. California Power Exchange, 109
FERC 1 61,027 (2004) (*“Chargeback Order”); and

Coral Power LLC v. California Power Exchange, 110
FERC 1 61,288 (2005) (“Chargeback Rehearing Order”).



March 24, 2006

Related Cases

These consolidated cases have not previously been before this
Court or any other court. There are a number of petitions for
review of related FERC orders, which are identified in the
Opening Brief of Petitioner Southern California Edison
Company and Petitioner-Intervenor Pacific Gas and Electric
Company.

Lona T. Perry
Senior Attorney



TABLE OF CONTENTS

PAGE
STATEMENT OF THE ISSUES. ...t e 1
ST A TU T ES ...ttt e e e e e e e et e e e 2
COUNTERSTATEMENT OF JURISDICTION. ...t e, 3
INTRODUCTION . .. ¢ttt ettt e e e e e e e e e e et re e e aeens 4
STATEMENT OF FACT S ..ottt it e e e e e e e aen e 9
l. Events Leading to the Challenged Orders..........ccccoiiiiiiiiiniiieeann, 9
A.  Restructuring of the California Electric Energy Market .................. 9

B.  Events of SUMMEr 2000........cccceurviiniiniii i e e e e e 11

C. FERCS RESPONSE. ...t et et e e e e e e e 12

1. The Refund Proceeding.......ccooevvve e vie i e e 12

2. The Investigation into Market Manipulation.........................14

D. PG&E and Edison Default..........ccoooieuivn i e 16
1. The Challenged Orders........ccooiii i e e e e 17
A.  The Collateral Orders .........oooiiiiiiiii i e 17
B.  The Chargeback Orders ........ccoviiiiii i e 20
SUMMARY OF ARGUMENT ...t e e e 24
ARGUMEN T L.t e e e e e e e e e e e e e e e 27



TABLE OF CONTENTS (Cont.)

PAGE

STANDARD OF REVIEW.... ...ttt et et et e e e e e venee e 27
PETITIONERS’ CHALLENGES TO THE COMMISSION’S
INTERPRETATION OF SCHEDULE 2, § 2.2 OF THE
PX TARIFF ARE LARGELY JURISDICTIONALLY BARRED,
AND, WHERE VIABLE, ARE WITHOUT MERIT.............cooiiennie, 28
A.  The Commission Denied Complaints For Release

Of Collateral Based On Its Reasonable Interpretation

Of the PX Tariff.. ..., 28
B.  Petitioners Have Largely Abandoned On Appeal

The Arguments They Raised On Rehearing Challenging

The Commission’s Interpretation...........o.cooiiiiiii i, 32
C.  The Arguments Newly Raised On Brief Are Jurisdictionally

Barred. ... 34

IN ANY EVENT, THE COMMISSION REASONABLY INTERPRETED
THE PX TARIFF. L e 39

A.  The Commission’s Interpretation Of § 2.2 Is Fully
Consistent With The Tariff Sections Cited By
= 0] T=T 6P 39

B.  This Interpretation Comports With
Standard Commercial USage..........ouviriiiin i i cve e 46

C.  Enforcing the Collateral Provision Of The PX Tariff
Is Not Contrary To Commission Precedent................c.coevvenenne. 49



TABLE OF CONTENTS (Cont.)

PAGE
IV. THE COMMISSION REASONABLY SET
CONSTELLATION’S COLLATERAL REQUIREMENT
AT SLIOMILLION. ..o e e e e 51
A.  The Commission Never Reversed Itself
On Constellation’s Alternative Request For A
Partial Release Of Collateral.............ccooooiiiiii i, 51
B.  Constellation’s Collateral Requirement Was
Calculated In Accordance With The PX Tariff........................ 52
C.  The Commission Provided Ample Justification
For Setting Constellation’s Collateral Requirement
AtS1I0MIllioN. ..., 55
D. Edison And PG&E’s Objections To The Commission’s
Analysis Are Without Merit.............oooii i, 60
V. THE COMMISSION REASONABLY REQUIRED
RETENTION OF THE $15 MILLION IN CHARGEBACK
PAYMENTS PENDING RESOLUTION OF THE REFUND
PROCEEDING. .. ..ot e e e e e e e 63
CONCLUSION .. .« ettt e e e e e e e e e e e e e e e e ens 70



TABLE OF AUTHORITIES
COURT CASES: PAGE

Alabama Municipal Distributors Group v. FERC,
300 F.3d 877 (D.C. Cir. 2002).....cceeiee e e e e e e e, 39

Ameren Services Co. v. FERC,
330 F.3d 494 (D.C. Cir. 2003).....ciieiiee e e e e e e, 44,52

ASARCO, Inc. v. FERC,
777 F.2d 764 (D.C. Cir. 1985) ... v e i e e e e 38

Bangor Hydro-Electric Co. v. FERC,
78 F.3d 659 (D.C. Cir. 1996)......cviiierie e i e e v e neeae 59

California Department of Water Resources v. FERC,
306 F.3d 1121 (D.C. Cir. 2002)......ee it e e e e e eae e 38

California ex rel. Lockyer v. FERC,
383 F.3d 1006 (9™ Cir. 2004),
reh’g pending, NO. 02-73093........coiiiiiiii i e e 60, 62-63

City of Centralia, Washington v. FERC,
213 F.3d 742 (D.C. Cir. 2000) ... ...t eeietiee e e e e e e 59

City of Orrville, Ohio v. FERC,
147 F.3d 979 (D.C. Cir. 1998) ... e et iiieiee e e e e 4

Connecticut Valley Electric Co. v. FERC,
208 F.3d 1037 (D.C. Cir. 2000)......cveie it e e e e e e e 28, 68

Duke Energy Trading and Marketing v. Davis,
267 F.3d 1042 (9™ Cir. 2001)....ceeeeeee oo 16-17, 48

*/ Authorities upon which we chiefly rely are marked with asterisks.

Vi



TABLE OF AUTHORITIES (Cont.)
COURT CASES (Cont.):

Florida Municipal Power Agency v. FERC,

315 F.3d 362 (D.C. Cir. 2003) .. veveoeeeeeee oo,

FPL Energy Maine Hydro LLC v. FERC,

287 F.3d 1151 (D.C. Cir. 2002).......oviieiiiie e

In re California Power Exchange,

245 F.3d 1110 (9" Cir. 2001) ... veeeereeeeeeeeeeee e,

Intermountain Municipal Gas Agency v. FERC,

326 F.3d 1281 (D.C. Cir. 2003) .. .eveoveeere e eeeeaeien,

*Koch Gateway Pipeline Co. v. FERC,

136 F.3d 810 (D.C. Cir. 1998) ....vevveee oo

Long Island Lighting Co. v. FERC,

20F.3d 494 (D.C. Cir. 1994) ..o e

Louisiana PSC v. FERC,

174 F.3d 218 (D.C. Cir. 1999)......oiiiiiiiiiie e e e

National Treasury Employees Union v. FLRA,

910 F.2d 964 (D.C. Cir. 1990) (enbanc)...........ccccevnenne..

Natural Gas Clearinghouse v. FERC,

965 F.2d 1066 (D.C. Cir. 1992)......ccoiviiiiii i e e,

Niagara Mohawk Power Corp. v. FPC,

379 F.3d 153 (D.C. Cir. 1967) .. cu e e

Pacific Gas & Electric Co. v. Lynch,

216 F.Supp.2d 1016 (N.D. Cal. 2002)......ccvveeeeerereerenn..

vii

PAGE



TABLE OF AUTHORITIES (Cont.)
COURT CASES (Cont.):

Platte River Whooping Crane
Critical Habitat Trust v. FERC,

876 F.2d 109 (D.C. Cir. 1989)......ceiieiieiiiiiiiee e e

Process Gas Consumers Group v. FERC,

292 F.3d 831 (D.C. Cir. 2002).......oeeeeieiiiiie e e

Public Utilities Commission v. FERC,

143 F.3d 610 (D.C. Cir. 1998) ... veveveeeeee e eeeen,

Tennessee Gas Pipeline Co. v. FERC,

871 F.2d 1099 (D.C. Cir. 1989)... . .\eeeeeeeeeee e,

Towns of Concord, Norwood, and
Wellesley, Massachusetts v. FERC,

955 F.2d 67 (D.C. Cir. 1992)......uieiiiiiiiiiie e

*Town of Norwood v. FERC,

906 F.2d 772 (D.C. Cir. 1990)......ove e e e

Western Power Trading Forum v. FERC,

245 F.3d 798 (D.C. Cir. 2001). .. vt eveeeeeeeee e eeeeeeeeneae!

ADMINISTRATIVE CASES:

California Independent System Operator Corp.
v. Sellers of Energy and Ancillary Services,

94 FERC 161,132 (2001) ... .uuinieiieie e e e e e

California Power Exchange Corp.,

92 FERC 161,096 (2000) ... ... teeueieiinieeie e aeienne e eens

viii

PAGE



TABLE OF AUTHORITIES (Cont.)
ADMINISTRATIVE CASES (Cont.): PAGE

California Power Exchange Corp.,
98 FERC 161,097 (2002)....cuuei i e ee e et e e e e 16, 48-49

Colorado River Commission of Nevada,
106 FERC 1 61,022 (2004) ... ..ttt e e e e e e e, 61

Columbia Gas Transmission Corp.,
57 FERC 161,271 (1991) ... uiuiitie e e e e et e e e e 49

Columbia Gas Transmission Corp.,
75 FERC 161,206 (1996) ... .00 tutiue e iineeie e e et e e e ietee e eaees 49

Constellation Power Source, Inc. v.
California Power Exchange Corp.,
100 FERC 161,124 (2002)......c.oveiieiieiceieienaenn, 6, 17-18, 29-33, 50-51

Constellation Power Source, Inc. v.
California Power Exchange Corp.,
100 FERC 161,380 (2002).........cccnvvnennnn. 6-8, 18-19, 31-34, 50, 52-53, 55

Constellation Power Source, Inc. v.
California Power Exchange Corp.,
111 FERC 161,147 (2005)...ccuuiviieineeiieeee e venenan, 6-8, 37-38, 59-60

Coral Power LLC v. California
Power Exchange,
109 FERC 161,027 (2004).....ccuiiiiieiieiii e e e e e, 8, 22-23, 64-67

Coral Power LLC v. California
Power Exchange,
110 FERC 161,288 (2005).....ccviieiieiieiiei e e e e ee e, 8, 23, 64-67



TABLE OF AUTHORITIES (Cont.)
ADMINISTRATIVE CASES (Cont.): PAGE

Distrigas of Massachusetts Corp.,
33 FERC 161,406 (1985) ... . cuiintiieieiei e et e e e e e e 49

Duke Energy Moss Landing LLC,
86 FERC 161,187 (1999)... ettt it e e e e e e e ee 49

Enron Power Marketing Inc. and Enron
Energy Services, Inc.,
103 FERC 61,346 (2003) ... e venienienetet et e e e e aieeaeeaeea e 61

Fact-Finding Investigation of Potential
Manipulation of Electric and
Natural Gas Prices,
98 FERC 161,165 (2002)....cue it it et e et e e e e e e eaa 14

La Paloma Generating Co., LLC,
110 FERC 161,386 (2005) ... . cuiieiieieeiee et e e e e e e e e 58

Pacific Gas & Electric Co. v. California
Power Exchange Corp.,
95 FERC 161,020 (2001)....ccveviieiieie e eie e e e e e 20-21, 41, 64-65

PG&E Energy Trading Power, L.P.,
102 FERC 161,091 (2003) ... cuveriieine e e e eeee e 20-22, 57-58, 60

Powerex Corp. v. California Power
Exchange Corp.,
102 FERC 161,328 (2003).....ccveverienieeieee e 6-7, 18, 29-32, 50, 58, 61

Powerex Corp. v. California Power
Exchange Corp.,
104 FERC 161,119 (2003)....cuvevie e veneninaaan e 6-7, 18-20, 32, 50, 58, 61



TABLE OF AUTHORITIES (Cont.)
ADMINISTRATIVE CASES (Cont.):

San Diego Gas & Electric Co.,

92 FERC 161,172 (2000) ... ...uetuieiieiene e e e aie e een e

San Diego Gas & Electric Co.,

93 FERC 161,294 (2000) ... ...uevuetiieiieiie e aie e e een e

San Diego Gas & Electric Co. v. Sellers of Energy
and Ancillary Services,

93 FERC § 61,121 (2000). ... e.v e eeeeeeeeeeeeeeee e,

San Diego Gas & Electric Co. v. Sellers of Energy
and Ancillary Services,

96 FERC § 61,220 (2001 v e.veee e eeeeeeee e,

See San Diego Gas & Electric Co. v. Sellers of Energy
and Ancillary Services,
101 FERC 1 61,186 (2002), order on reh’g,

102 FERC 161,164 (2003)....c.ueveeiee e e e

San Diego Gas & Electric Co. v. Sellers of Energy
and Ancillary Services,
102 FERC { 61,317, order on reh’g,

105 FERC § 61,066 (2003)... v e.vveeeeeeeeeeeeeeeeeeeenn,

State of California ex rel. Lockyer v. British
Columbia Power Exchange Corp.,

99 FERC 11 61,247 (2002)... .o v e ove e eeeee e

Xi

PAGE

9,12-13, 16

........ 12, 13, 46



TABLE OF AUTHORITIES (Cont.)
STATUTES:

Federal Power Act

Section 206, 16 U.S.C. 8824€......ooveie e

Section 313(b), 16 U.S.C.8825l.......ccviiiiiiiiiie,

California

Assembly Bill 1890..........cooiiiiii e,

OTHER:

American Jurisprudence 2d

1 Am. Jur. 2d Accounts and Accounting 84...............e......
1 Am Jur 2d Accounts and Accounting 8 26......................
1 Am Jur 2d Accounts and Accounting 8 27......................
1 Am Jur 2d Accounts and Accounting 8 51......................

68A Am Jur 2d Secured Transactions 8488......................

“The Commission’s Response to the California
Electricity Crisis and Timeline for Distribution

of Refunds,” Report Submitted to the United States
Congress by the Federal Energy Regulatory

Commission (December 27, 2005)........ccviviieiiiiiiiiii e e

Xii



GLOSSARY

100-Day Discovery San Diego Gas and Electric Co., 101 FERC {61,186
Proceeding (2002)

Chargeback Coral Power LLC v. California Power Exchange, 109
Complaint Order FERC 161,027 (2004)

Chargeback Coral Power LLC v. California Power Exchange,
Rehearing Order 110 FERC 1 61,288 (2005)

Collateral Orders Constellation Complaint Order; Constellation Rehearing

Order I; Constellation Rehearing Order Il; Powerex
Complaint Order; Powerex Rehearing Order

Constellation Petitioner Constellation Energy Commodities Group, Inc.
Constellation Constellation Power Source, Inc. v. California Power
Complaint Order Exchange Corp., 100 FERC 61,124 (2002)

Constellation Rehearing Constellation Power Source, Inc. v. California Power

Order | Exchange Corp., 100 FERC 61,380 (2002)
Constellation Rehearing Constellation Power Source, Inc. v. California Power
Order Il Exchange Corp., 111 FERC 61,147 (2005)

Edison Southern California Edison Company

FERC Federal Energy Regulatory Commission

FERC Report to “The Commission’s Response to the California
Congress Electricity Crisis and Timeline for Distribution of

Refunds,” Report Submitted to the United States Congress
by the Federal Energy Regulatory Commission (Dec. 27,
2005)

ISO California Independent System Operator

Xiii



PG&E

PG&E

Powerex

Powerex Complaint
Order

Powerex Rehearing
Order

PX

GLOSSARY (Cont.)
Pacific Gas & Electric Company

Pacific Gas & Electric Co. v. California Power Exchange
Corp., 95 FERC 1 61,020 (2001)

Powerex Corporation

Powerex Corp. v. California Power Exchange Corp., 102
FERC 61,328 (2003)

Powerex Corp. v. California Power Exchange Corp., 104
FERC 161,119 (2003)

California Power Exchange

Xiv



IN THE UNITED STATES COURT OF APPEALS
FOR THE DISTRICT OF COLUMBIA CIRCUIT

Nos. 02-1367, et al.
(consolidated)

CONSTELLATION ENERGY COMMODITIES GROUP, INC., etal.,
PETITIONERS,

V.

FEDERAL ENERGY REGULATORY COMMISSION,
RESPONDENT.

ON PETITIONS FOR REVIEW OF ORDERS OF THE
FEDERAL ENERGY REGULATORY COMMISSION

BRIEF OF RESPONDENT
FEDERAL ENERGY REGULATORY COMMISSION

STATEMENT OF THE ISSUES
Whether the Commission reasonably concluded that electricity suppliers’
accounts with the California Power Exchange (“PX”) were not “billed and
settled” within the meaning of Schedule 2, § 2.2 of the PX tariff, where the
suppliers had outstanding, unliquidated claims against them for refunds

flowing from transactions with the PX.



2. Whether the Commission reasonably allowed the release of all of the
collateral of one supplier, Constellation Power Source, Inc. (now
Constellation Energy Commaodities Group, Inc.) (“Constellation™), in excess
of its potential refund liability, where Constellation had no other potential
liabilities to the PX.

3. Whether the Commission reasonably denied requests for immediate refunds
of cash chargeback payments, collected pursuant to an unjust and
unreasonable application of the PX tariff, where such immediate cash refunds
would discriminate against PX participants whose chargeback liability was
netted against their receipts, rather than paid in cash.

STATUTES
The relevant statutes are contained in the Addendum to the Opening Brief of
Petitioner Southern California Edison Company and Petitioner-Intervenor Pacific

Gas and Electric Company (“Edison Br.”).



COUNTERSTATEMENT OF JURISDICTION

The arguments raised in the following sections of the Brief for Petitioners
Constellation Energy Commaodities Group, Inc., Powerex Corp. (“Powerex”), and
Supporting Intervenors (“Constellation Br.”), are jurisdictionally barred as
petitioners failed to raise these arguments on rehearing: Constellation Br.,
Argument Section I(A), at 17-22; Argument Section I(C)(1), at 24-25; and
Argument 11, Br. at 26-28.

As more fully discussed infra in Section | of the Argument, in the challenged
orders, the Commission interpreted Schedule 2, § 2.2 of the PX tariff to permit the
PX to retain participant collateral until the conclusion of proceedings regarding
refunds in the markets operated by the PX and the California Independent System
Operator (“1SO”). Until PX participant liability for refunds can finally be
established, the Commission determined that the participant accounts cannot be
deemed “billed and settled” as required by PX tariff § 2.2 for the release of
collateral.

On brief, petitioners Constellation and Powerex contend that the
Commission’s interpretation is refuted by the other provisions of the tariff and is
contrary to standard commercial usage. Constellation Br., Argument Section I1(A),
at 17-22; Argument Section I(C)(1), at 24-25. Petitioners also contend that the

3



Commission erred in finding PX collateral applicable to cover an entity’s liabilities
in the 1ISO market when the PX was not acting as a Scheduling Coordinator for that
entity. Argument I, Br. at 26-28.

These arguments were not made to the Commission on rehearing.
Accordingly, the Court lacks jurisdiction to hear these claims. FPA § 313(b), 16
U.S.C. § 825I(b) (“[n]o objection to the Order of the Commission shall be
considered by the court unless such objection shall have been urged before the
Commission in the application for rehearing unless there is reasonable ground for
failure to do so.”). See also City of Orrville, Ohio v. FERC, 147 F.3d 979, 990
(D.C. Cir. 1998) (court lacks jurisdiction to hear arguments not made on rehearing);
Platte River Whooping Crane Critical Habitat Trust v. FERC, 876 F.2d 109, 113
(D.C. Cir. 1989) (same).

INTRODUCTION

This is just one of many cases arising from the California energy crisis of
2000-2001, and the Commission’s efforts to, prospectively, lower prices and,
retroactively, calculate refunds for rates in excess of just and reasonable levels or in
violation of tariff obligations. Many of these cases are still pending, most in the
Ninth Circuit. See Public Utilities Commission of the State of California, et al. v.
FERC, 9th Cir. Nos. 01-71051, et al. (Phase I scope of Commission’s refund
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authority) (argument heard April 13, 2005); Public Utilities Commission of the
State of California, et al. v. FERC, 9th Cir. Nos. 01-71934, et al. (Phase Il
calculation of refunds) (in abeyance pending disposition of Phase | issues). See
generally “The Commission’s Response to the California Electricity Crisis and
Timeline for Distribution of Refunds,” Report Submitted to the United States
Congress by the Federal Energy Regulatory Commission (Dec. 27, 2005) (detailing
FERC actions and judicial review proceedings) (“FERC Report to Congress”).!

Petitioners Constellation and Powerex are power marketers that participated
in California wholesale electricity markets administered by the PX and the ISO. As
a condition of participation, Schedule 2, § 2.2 of the PX tariff required that
participants like Constellation and Powerex maintain “sufficient collateral to cover
their aggregate outstanding liabilities” during “the period in which the liabilities are
incurred and when payment is billed and settled.” After the PX ceased operation in
2001, both Constellation and Powerex filed complaints seeking return of their
collateral, on the ground that they had paid all invoices issued to them by the PX
and no further liabilities could be incurred in the PX markets as the PX was no

longer operating.

! The Report is available at: http://www.ferc.gov/legal/staff-reports/comm-
response.pdf.


http://www.ferc.gov/legal/staff-reports/comm-response.pdf
http://www.ferc.gov/legal/staff-reports/comm-response.pdf

The Commission denied these complaints because, well prior to the time they
were filed, Constellation and Powerex were parties to actions in which they had
outstanding but not yet liquidated refund liabilities based upon their transactions in
the PX and ISO markets. Accordingly, the Commission found that petitioners’
accounts were not “billed and settled” under the PX tariff and they were required to
maintain collateral to cover their potential refund liability. See Constellation Power
Source, Inc. v. California Power Exchange Corp., 100 FERC { 61,124 (2002)
(“Constellation Complaint Order”), JA 53; Constellation Power Source, Inc. v.
California Power Exchange Corp., 100 FERC 1 61,380 (2002) (“Constellation
Rehearing Order I”), JA 69; Constellation Power Source, Inc. v. California Power
Exchange Corp., 111 FERC 1 61,147 (2005) (“Constellation Rehearing Order 11”),
JA 75; Powerex Corp. v. California Power Exchange Corp., 102 FERC { 61,328
(2003) (“Powerex Complaint Order”), JA 79; Powerex Corp. v. California Power
Exchange Corp., 104 FERC 1 61,119 (2003) (“Powerex Rehearing Order”), JA 87

(collectively the “Collateral Orders™).



However, Constellation had $66.5 million in collateral posted with the PX,?
when, at the time of its complaint, its estimated refund liability in the PX and ISO
markets was $3.7 million. In light of this, the Commission granted Constellation’s
alternative request that its collateral be reduced to an amount sufficient to cover its
potential refund obligation. The Commission found that collateral of $10 million,
which was several times Constellation’s estimated refund liability, was sufficient.
Constellation Rehearing Order I; Constellation Rehearing Order I1. In contrast, no
reduction was made in Powerex’s $67 million in collateral, as Powerex’s estimated
refund liability of $178 million exceeded its collateral and potentially was subject to
significant further increases due to pending allegations of market manipulation
against Powerex. Powerex Complaint Order; Powerex Rehearing Order.

Petitioner Southern California Edison Company (“Edison”) and Intervenor
Pacific Gas & Electric Company (“PG&E”) contended that the Commission lacked
substantial evidence for concluding $10 million was sufficient collateral to cover

Constellation’s potential refund liability. The Commission rejected this contention,

2 Although this figure was kept confidential during the EL02-63 Constellation
Complaint proceedings and therefore does not appear in the public record, this
figure was publicly disclosed by Constellation in a September 14, 2005 filing in the
EL00-95 Refund Proceeding. See Cost and Revenue Study of Constellation Energy
Commodities Group, Inc., filed September 14, 2005 in Docket No. EL00-95-158,
Accession Number 20050919-0094.



finding the $10 million figure sufficient because it was several times Constellation’s
estimated refund liability, which allowed for potential increases. Constellation
Rehearing Order I; Constellation Rehearing Order II.

Petitioners Powerex and Constellation also challenge the Commission’s
failure to refund immediately “chargeback” payments collected by the PX under its
tariff to compensate for substantial defaults by Edison and PG&E. The
Commission found the implementation of the tariff chargeback procedures to be
unjust and unreasonable under the circumstances, given the magnitude of the
defaults at issue, and required the PX to rescind the chargeback invoices. The PX
has in fact credited participant accounts for the chargeback invoices. The
Commission declined, however, to require the PX to return chargeback cash
immediately because such immediate cash payments would discriminate against PX
participants whose chargeback invoices were netted against their receipts, who
would not receive reimbursement until resolution of outstanding refund claims. See
Coral Power LLC v. California Power Exchange, 109 FERC { 61,027 (2004)
(“Chargeback Order”), JA 101; and Coral Power LLC v. California Power

Exchange, 110 FERC { 61,288 (2005) (“Chargeback Rehearing Order”), JA 111.



STATEMENT OF FACTS
l. Events Leading To The Challenged Orders

A.  Restructuring of the California Electric Energy Market

In January 1995, retail electricity rates in California were nearly double the
national average and rising. San Diego Gas & Electric Co. v. Sellers of Energy and
Ancillary Services into Markets Operated by the California Independent System
Operator and the California Power Exchange, 93 FERC 1 61,121 at 61,351 n.6
(2000). In response, the California legislature restructured the state’s electric
energy industry with the passage of Assembly Bill 1890 (“AB 1890") which was
intended to introduce a market-based regulatory regime to bring California’s
electricity rates more in line with average rates. See In re California Power
Exchange, 245 F.3d 1110, 1114-1115 (9" Cir. 2001); Western Power Trading
Forum v. FERC, 245 F.3d 798, 799-802 (D.C. Cir. 2001); Pacific Gas & Electric
Co. v. Lynch, 216 F. Supp. 2d 1016, 1035 (N.D. Cal. 2002); San Diego Gas &
Electric, 93 FERC at 61,351.

AB 1890 called for the creation of the PX, a nonprofit entity that served
primarily as a mandatory auction market for the trading of electricity in California.
California Power Exchange, 245 F.3d at 1114. As a public utility under the FPA,
the PX commenced operations in 1998 pursuant to a FERC-approved tariff and
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FERC wholesale rates schedules. Id. Initially, the PX operated only a single-price
auction for day-ahead and day-of electricity trading (the “Core” market). Id. The
PX would determine, on an hourly basis, a single market clearing price paid to all
electricity suppliers, based on short term demand and supply bids submitted by PX
participants. Id. In the summer of 1999, the PX opened a block forward market,
matching supply and demand bids for long term electricity contracts (the “Block
Forward” market). 1d.

AB 1890 also created the 1SO, a non-profit entity charged with managing the
state’s electricity transmission grid. 1d. at 1115. As grid manager, entrusted to
assure grid reliability, the ISO operated a real-time electricity supply market to
ensure supply met demand at the time of delivery (the “Real Time” market). Id.

AB 1890 required California’s three main investor-owned utilities - PG&E,
Edison, and San Diego Gas & Electric Company — to divest a substantial portion of
their generation assets and to purchase all their electricity supply from the PX Core
markets during a transition period. 1d. at 1114-15. The California Public Utilities
Commission later permitted the investor-owned utilities to purchase a limited
amount of their combined load in the long-term Block Forward market, but the bulk
of their load still had to be purchased in the short-term PX Core markets. Id. at
1115.

10



AB 1890 provided that the California power industry would be deregulated in
several phases. Id. The deregulation of the wholesale market (except for the
requirement to buy and sell from the PX and the limitation on forward contracting)
was the first phase, to be followed later by retail deregulation. 1d. AB 1890
provided for a ten percent retail rate reduction for certain customers and a retail rate
cap through 2002, or until the investor-owned utilities recovered their stranded
costs, whichever came first. Id.

B.  Events of Summer 2000

In the summer of 2000, California wholesale electricity prices increased
dramatically, affecting all markets run by the PX. Id. Retail rates for San Diego
Gas & Electric Company customers rose 200 to 300 percent, while PG&E and
Edison, which were still subject to the AB 1890 rate freeze, incurred billions of
dollars of debt because they were unable to pass their wholesale costs onto their

customers.® Id.

3The AB 1890 rate freeze terminated for San Diego Gas & Electric customers when
the utility recovered its stranded costs in 1999.
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C. FERC’s Response
1. The Refund Proceeding

In response to the price spikes, FERC instituted hearing procedures under
FPA 8§ 206, 16 U.S.C. § 824e, to investigate, inter alia, the justness and
reasonableness of the rates of the FERC-jurisdictional sellers into the PX and 1SO
markets. San Diego Gas & Electric, 93 FERC at 61,370. On November 1, 2000,
the Commission found “clear evidence that the California market structure and rules
provide the opportunity for sellers to exercise market power when supply is tight
and can result in unjust and unreasonable rates [for short-term or spot market
energy] under the FPA.” 1d. at 61,350.

To remedy the situation, FERC ordered a number of structural and rule
changes for the California electricity markets. San Diego Gas & Electric Co., 93
FERC 161,294 (2000). Among other things, the Commission eliminated the
requirement to sell into and buy from the PX by terminating the PX’s wholesale
tariffs. Id. at 61,999. It also precluded the investor-owned utilities from selling all
but their surplus generation into the PX markets. Id. at 62,001.

A separate hearing was commenced to determine appropriate refunds for ISO
and PX spot market transactions during the refund effective period. San Diego Gas
& Electric Co. v. Sellers of Energy and Ancillary Services, 96 FERC { 61,120 at
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61,499 (2001) (“Refund Proceeding”). The Commission set a refund effective date
of October 2, 2000 under FPA 8 206(b), 16 U.S.C. 8 824e(b), which at that time
limited refunds to a period commencing no earlier than 60 days after the filing of
the complaint instituting the proceeding, and lasting no longer than 15 months. San
Diego Gas & Electric Co., 93 FERC at 61,370.

Recognizing that the refund effective period might expire before long-term
remedies in the California markets may take effect, the Commission on November
1, 2000 also prospectively conditioned the market-based rate authorizations of
public utility sellers in the ISO and PX markets on continuing a refund obligation
until such time as long-term remedies could be expected to be in place, a period
ending December 31, 2002. Id. Additionally, while the Commission recognized it
had authority to direct additional remedies (including the disgorgement of profits)
for unlawful rates charged during any time period, it found, when it set the refund
effective date, that no violation of sellers’ market-based rate tariffs had yet been
demonstrated. San Diego Gas & Electric Co., 96 FERC at 61,507-08. The
Commission also set a mitigated market clearing price methodology that would be
used to calculate refunds for sales made into the ISO and PX markets during the
period October 2, 2000 through June 20, 2001. San Diego Gas & Electric Co., 93
FERC at 61,520.
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The Refund Proceeding ultimately found that suppliers owe the ISO and PX a
refund of $1.8 billion dollars, but since the suppliers, in turn, were owed $3.0
billion, the net result is that suppliers are due $1.2 billion after refunds. San Diego
Gas & Electric Co. v. Sellers of Energy and Ancillary Services, 102 FERC
61,317, order on reh’g, 105 FERC { 61,066 (2003). Dozens of appeals of these and
other Commission orders in the Refund Proceeding are currently pending before the
United States Court of Appeals for the Ninth Circuit. See Public Utilities
Commission of the State of California, et al. v. FERC, 9" Cir. Nos. 01-71051, et al.
(Phase | on scope of refund authority; submitted April 13, 2005), and Nos. 01-
71934, et al. (Phase 1l on refund calculation issues; in abeyance).

2. The Investigation into Market Manipulation

In early 2002, after uncovering evidence that Enron had abused its market-
based pricing tariff authority, the Commission initiated a broadly-based fact-finding
investigation into whether any entity manipulated short-term prices in Western
energy markets during the time period commencing January 1, 2000. See Fact-
Finding Investigation of Potential Manipulation of Electric and Natural Gas Prices,
98 FERC { 61,165 (2002). In addition, on November 20, 2002, the Commission
issued an order allowing the parties in the Refund Proceeding 100 days to adduce
additional evidence that was either indicative or counter-indicative of market
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manipulation that may have occurred during the California energy crisis. See San
Diego Gas & Electric Co. v. Sellers of Energy and Ancillary Services, 101 FERC
61,186 (2002), order on reh’g, 102 FERC 1 61,164 (2003) (the “Market
Manipulation Proceedings™).

Commission staff’s Final Report concluded, among other things, that the
tariffs of the ISO and PX prohibit abuses of market power impairing the efficient
operations of the ISO and PX markets, and identified instances of alleged market
power abuses and tariff violations. The Commission initiated a number of
proceedings to examine instances of potential wrongdoing and to take remedial
action as appropriate, regardless of when the wrongdoing occurred. Many of the
Commission’s investigative and enforcement actions are the subject of appeals that
remain undecided pending the outcome of the Refund Proceeding appeals. See
Pacific Gas & Elec. Co., et al. v. FERC, 9th Cir. Nos. 03-72874, et al. (appeals of
FERC orders approving settlements with Reliant and Duke); Pacific Gas & Elec.
Co., etal. v. FERC, 9th Cir. Nos. 05-71008, et al. (appeals of gaming/collusion
show cause orders); Nevada Power Co., et al. v. FERC, D.C. Cir. Nos. 04-1039, et
al. (appeals of orders revoking Enron’s market-based rate sales authority); Pacific
Gas & Elec. Co., et al. v. FERC, 9th Cir. Nos. 05-71436, et al. (appeals of orders
terminating anomalous bidding investigations); People of the State of Cal., et al. v.
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FERC, 9th Cir. Nos. 05-75487, et al. (appeals of orders initiating and conducting
investigation of Enron activities).

By December 27, 2005, the Commission had completed all but one of 60
investigations regarding market manipulation. See FERC Report to Congress at 3.
Further, to date, the Commission has facilitated settlements in both the Market
Manipulation Proceedings and the Refund Proceeding resulting in recovery of over
$6.3 billion. Id.

D. PG&E and Edison Default

In the meantime, PG&E and Edison continued to be unable to pass their
increased wholesale power costs on to their customers because they were still
subject to a retail rate freeze imposed by AB 1890. Duke Energy Trading and
Marketing v. Davis, 267 F.3d 1042, 1045 (9" Cir. 2001); California Power
Exchange Corp., 98 FERC { 61,097 at 61,302 (2002). As a result, in January 2001,
PG&E and Edison defaulted on hundreds of millions of dollars of obligations to the
PX for December and January purchases in the PX markets. Duke Energy, 267
F.3d at 1045. On January 18, 2001, after PG&E and Edison’s debt ratings were
downgraded to “junk’ status, the PX suspended their trading privileges. Id.

As PG&E and Edison were two of the largest PX participants, their default
had a severe impact on the PX. Id. By the end of January 2001, the PX had
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suspended trading in its markets and commenced wrapping up its operations. Id. at
1046. On March 9, 2001, PX filed for bankruptcy. Id. The PX’s rate schedules
were terminated effective at the close of business on April 30, 2001. San Diego
Gas and Electric Co., 93 FERC at 62,020.
Il.  The Challenged Orders

The orders challenged in this appeal concern two issues arising out of the
termination of the PX markets and the Edison and PG&E defaults: (1) the retention
by the PX of collateral posted by participants in the PX markets pending resolution
of participants’ refund liability; and (2) the PX’s failure to return $15 million in
cash collected pursuant to the PX tariff “chargeback” mechanism.

A.  The Collateral Orders

As a condition for participating in the PX’s markets, the PX tariff required
participants to post collateral for 100 percent of their requirements in the PX’s
markets in excess of any unsecured line of credit they were granted by the PX.
Constellation Complaint Order at P 5, JA 54. Following termination of the PX
markets, power marketers Constellation and Powerex filed complaints seeking
release of their collateral held by the PX. The Commission denied those complaints

based upon its interpretation of the PX tariff.
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Schedule 2, Section 2.2 “Collateral Requirement” of the PX’s tariff provides
that:

Each CalPX Participant shall maintain sufficient collateral to cover its

aggregate outstanding liabilities. . . . to and from the CalPX between

clearing cycles or during the period in which the liabilities are incurred

and when payment is billed and settled.
Constellation Complaint Order at P 26, JA 57. Upon review of the PX tariff, the
Commission found that this tariff language supported retaining the collateral.
Constellation Complaint Order at P 27, JA 58; Powerex Complaint Order at P