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FEDERAL ENERGY REGULATORY COMMISSION
WASHINGTON, D.C. 20426

JUN 23 2017
Re: FOIA No. FY17-75,

Determination Letter

VIA EMAIL AND REGULAR MAIL

On May 25, 2017, you filed a request for information pursuant to the Freedom of
Information Act (FOIA), 5 U.S.C. § 552(a) as amended by the FOIA Improvement Act of
2016, Pub. L. No. 114-185, 130 Stat. 538 (2016), and the Federal Energy Regulatory
Commission’s (Commission) FOIA regulations, specifically 18 C.F.R. § 388.108 (2017).
Specifically, you requested a digital/electronic copy of the FERC Congressional Budget
Request for the years FY 1999, FY2000, FY2001, and FY2002.

A search of the Commission’s non-public files identified all four documents,
which are released in their entirety. The documents can be found on the enclosed disk.

As provided by the FOIA and 18 C.F.R. §388.110(a)(1) of the Commission’s
regulations, any appeal from this determination must be filed within 90 days of the date
of this letter. The appeal must be in writing, addressed to David L.. Morenoff, General
Counsel, Federal Energy Regulatory Commission, 888 First Street, NE, Washington,
D.C. 20426, and clearly marked “Freedom of Information Act Appeal.” Please include a
copy to Charles A. Beamon, Associate General Counsel, General and Administrative
Law, at the same address.

You have the right to seek dispute resolution services from the FOIA Public
Liaison of the agency or the Office of Government Information Services (OGIS). Using
OGIS services does not affect your right to pursue your appeal. You may contact OGIS
by mail at Office of Government Information Services, National Archives and Records
Administration, Room 2510, 8601 Adelphi Road, College Park, MD 20740-6001; email
at ogis(@nara.gov; telephone at (301) 837-1996; facsimile at (301) 837-0348; or toll-free
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at 1 (877) 684-6448.

Smcerel

Leonard Tao
Director
Office of External Affairs
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EXECUTIVE SUMMARY

To accomplish its mission and goals in FY 1999, the Federal Energy Regulatory Commission
requires 1,377 FTEs and a funding level of $168,898,000. The Commission’s FY 1999 budget is
structured in a manner that will implement the Administration’s policy to fund discretionary
spending with user fees that are offsetting collections. While revenue collected in FY 1999 will
continue to offset the Commission’s appropriation, the revenue will not be available for obligation
in FY 1999. For FY 2000 and subsequent years, budget levels set by appropriations acts will be
made available from the previous year’s collections retained in this account. In the event of
insufficient revenue, a General Fund appropriation will be requested. Any excess funds remaining

after appropriation of offsetting collections will be returned to the Treasury.

The Commission’s request is summarized in the table below:

Resources by Program
(Budget Authority Dollars in Thousands)

Electric Power :
Funding $45,757 | $51,745 $54,426 5.2%
FTEs 407 455 470 3.3%

Natural Gas and Oil Pipelines i
Funding $62,739 $64,037 $65,665 2.5%
FTEs 536 - 533 533 0.0%

Hydropower ‘

Funding $45,367 $49,838 $48,807 (2.1%)
FTEs 392 388 374 {3.9%)

Total Budget Autharity for ;

Operating Expenses .

Funding $153,863 : $165,620 $168,898 2.0%
FTEs 1,335 1,377 1,377 0.0%

Application of Prior Years” Authority ($7,573) ' ($3,479) $0 N/A

Budget Autharity $146,290 | $162141 $168,898 4.2%

Offsetting Receipts ($146,290) | ($162,141) $0 NIA

 Net Budget Authorit 40 o oam 898

Rationale for Funding Increase. The budget authority requested for FY 1999 is 4.2% higher than
the FY 1998 level. However, actual spending will increase by only 2.0%. This difference reflects
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the application of available prior years’ authority to FY 1998 funding requirements, while the
Commission does not anticipate the availability of prior years’ authority in FY 1999. Of the increase
from FY 1998 spending, $3.5 million is tied directly to the annual government-wide pay raise, and
another $0.6 million of the increase is attributable to building rent. The Commission reduced the
total of all other funding by $0.8 million. FTEs remain constant from FY 1998, with some shifts

between programs.

Specific Request Associated with Electric

Restructuring. The changes created by the new Electric Program FTEs

500 —

competitive bulk electric power environment — : .
open access transmission, mergers and 4so o
restructuring, new regional transmission /
institutions, and state open-access initiatives — 4°%° .

will continue exerting pressure on the /

Commission’s electric power resources. To meet > 33;;/3‘c
the unprecedented demand from the restructuring 300
of the industry, the Commission continues to add
resources to the electric power program.
Through FY 1999 projected levels, staffing has 200 : ‘ : : ,
increased by nearly 50 percent and funding has 94 85 96 97 98 99
increased by nearly 70 percent from the FY 1994 FYS8 and FY99 are estimated.

levels, while workload nearly tripled over the

same period. Indeed, there has been more than a six-fold increase in electric workload since

FY 1991.

250

Workload Status of the Natural Gas Program. The natural gas industry is aggressively pursuing
new markets and new strategic and structural arrangements to complete the competitive initiatives
of Order Nos. 436, 500, and 636. After gaining

. . operating experience in the restructured

Total Miles Authorized environment, the industry is creating a new
Construction Projects generation of market issues. Since full

’ implementation of Order No. 636, gas pipeline
construction  workload  has  increased
considerably. This reflects consistently high
numbers of applications as well as increasing
complexity of the review process. One major
component of this complexity is the increasing
size of projects in recent years. Certificate appli-
cations are contested vigorously by both
competing pipelines and landowners. Other
agencies also become involved as historic and
wetland properties become involved. Thus, the

2500

2000

1500

1000
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Commission’s resources are strained, making timely action on certificate applications less probable.
Such delays are in part due to program cuts, as the Commission recently completed the
Congressionally recommended 20 percent reduction in FTEs for the natural gas and oil pipelines
program.

Status of the Hydropower Program. The hydropower program will operate with fewer full time
staff resources in FY 1999, approximately 4 percent fewer than in FY 1998, and 18 percent fewer
than in FY 1995. These staffing reductions are commensurate with a decline in applications for new
projects. To continue managing the hydropower program effectively, earlier staff participation and
innovative collaborative processes will shorten the processing time for license and relicense
applications. Between 2000 and 2010, about 22 percent of licensed projects, representing 37 percent
of generating capacity, will expire. Workload will remain high in post-licensing compliance
activities because of the large number of recently issued relicenses. Also, almost 70 percent of dams
under the Commission’s jurisdiction are over 50 years old. To maintain its outstanding record of
dam safety, the Commission’s dam safety program will shift its emphasis from dam remediation to
monitoring.
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INTRODUCTION

The Federal Energy Regulatory Commission
regulates, in the public interest, essential
interstate aspects of four of the Nation’s critical
energy industries: electric power, natural gas,
oil pipelines, and nonfederal hydroelectric
power. The Commission ensures that the rates,
terms and conditions of service for the electric
power, natural gas, and oil industries are just
and reasonable and not unduly discriminatory
or preferential, and that licensing,
administration, and safety actions for the
hydropower industry and other approvals for all
four industries are consistent with the public
interest. Increasingly, many aspects of the
Commission’s mission are being met by
reliance on developing competitive markets.

As a consequence of changes in the energy
marketplace, the Commission is reconsidering
the proper role of traditional command-and-
control economic regulation. The evolving
electric power and natural gas industries, encouraged to be competitive by the Congress and driven
by economic and technological developments, are challenging long-held regulatory assumptions and
practices. Moreover, heightened environmental concerns have resulted in greater participation by
landowners and by other federal, state, and local interests in the Commission’s proceedings
involving the construction of energy projects. The Commission is committed to promoting
competition where feasible, to provide the benefits of competitive commodity markets to consumers
of electricity and natural gas.

The move toward competition, which began at the Commission in the mid-1980s, will reduce federal
regulation over the commodity portion of energy transactions for natural gas and electricity. To
support the transition to competition, a continued role for federal regulation of interstate electric
transmission and gas transportation grids will be essential as regulatory agencies identify and address
market flaws and dysfunctions and curb the exercise of market power. Competitive commodity
markets for both electricity and natural gas will require adjustment to fit the changing conditions in
basic energy industries that heretofore have been highly predictable, if not static. With competition
comes risk and uncertainty, an arguably greater potential for anticompetitive activity, and a need for
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industry and regulators alike to retool their operations. The Commission will continue to address
these conditions.

In a regime of competitive commodity markets for natural gas and electric power, the Commission
will need to harmonize its policies with those of states and other federal agencies. Electric markets
are highly integrated, and distinctions between federal, regional, and state operations will become
less relevant. Interagency consultation has always been of key significance with regard to the timely
resolution of hydropower licensing cases. Moreover, the increasing convergence of energy markets,
especially between gas and electricity, will require greater creativity in regulating gas transportation
and electric transmission.

In sum, it will be necessary for the Commission to develop better internal and interagency procedures
to meet the needs of the energy industry as it becomes more competitive. The Commission will
allocate staff among its major responsibilities to respond to pressing new market needs as they
develop. As the needs of regulated industries change, the Commission’s approach must also change
so that the real benefits of competition to consumers are not delayed. Electronic technologies,
improved approaches to handle the problems of increasingly market-responsive energy industries,
and prompt environmental reviews will help contribute to creating a form of regulation that responds
to the marketplace in real time.

The Commission’s Escalating Workload

Electric Power. To deal with the rapidly changing market for electricity, on April 24, 1996, the
Commission issued two landmark rules that set in motion the mechanisms to allow wholesale
markets for electric power to be open and competitive. Order No. 888 requires all public utilities
that own, control, or operate transmission facilities to provide nondiscriminatory open-access
transmission services. Order No. 888 also provides utilities the opportunity to seek full recovery of
certain “stranded costs,” which are those costs that were prudently incurred to serve wholesale
customers. Order No. 889 requires nondiscriminatory access to information about transmission
facilities, so that the transmission owner cannot use its facilities solely to benefit its own electric
power sales.

Order Nos. 888 and 889 signaled an historic change in the way electric transmission services are
provided in the Nation. Electric utilities regulated by the Commission can no longer use their control
over transmission lines to block competitors who are capable of supplying lower cost power. The
orders permit wholesale buyers and sellers of electricity to reach one another. This will result in
lower prices and better services for consumers. The Commission anticipates that the restructuring
of the electric power industry through these orders will result in significant savings to consumers (up
to $5 billion annually), as well as other benefits such as new products and technological innovations.
By giving wholesale buyers and sellers of electricity nondiscriminatory access to transmission lines
and information about the availability and price of transmission, the Commission removed a major
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obstacle to competition. Open access to transmission is making it possible for electricity suppliers
to compete for wholesale customers, who are now able to choose the lowest cost producer of power.

In response to the Commission’s open-access
rule and the restructuring initiatives of many state
utility commissions, many electric utilities are
opting to restructure themselves. For example,
some electric utilities are merging with other
electric utilities or with natural gas pipeline
companies. This trend has been increasing in
recent years. Also, to isolate unregulated
activities from the regulated utility part of their
companies, some electric utilities are choosing to
reorganize under a holding company structure.
The marketplace creates pressure to complete
mergers and other corporate reorganizations
quickly, and the Commission is committed to a
prompt regulatory response. To help expedite
the merger review process, on December 18, 1996, the Commission issued a Merger Policy
Statement. This statement revised the factors that will be considered in determining whether a
proposed merger is consistent with the public interest, thereby providing merging utilities with more
certainty regarding the Commission’s review of proposed mergers.

Corporate Applications

Number of Filings Received

100

80

60

40

0- : = 1 i
91 92 93 94 95 96 97 98 99
FY98 and FY99 are estimated.

The competitive market produces new kinds of power market entrants, including nontraditional
power producers such as power marketers. Power marketers usually do not produce power
themselves, but buy and sell power generated by others. While power marketers do not increase the
amount of capacity available to meet the needs of consumers, they can increase market efficiency
— by matching potential buyers and sellers — to the benefit of all consumers.

In Order No. 888, the Commission encouraged the development of independent system operators
(ISOs) as a way to implement the Commission’s functional unbundling policy for existing power
pools. Properly functioning ISOs will serve the public interest by making the market for electric
power more competitive. Similarly, regional transmission groups (RTGs) can provide coordinated
regional planning of the transmission system and may also resolve many issues that would otherwise
require Commission decisions. In addition, nearly every state is considering some form of retail
competition. These initiatives will dramatically alter the structure of the electric industry.

These changes in the electric power industry — open access transmission, mergers and restructuring,
the creation of new transmission organizations, and state initiatives — have enormously increased
electric workload in recent years. The Commission is experiencing an explosive increase in the
number of electric filings as utilities respond to the new competitive era ushered in by the Energy
Policy Act (EPAct) and Order Nos. 888 and 889. The Commission received a surge of post-Order




FY 1999 Congressional Budget Request - Federal Energy Regulatory Commission

No. 888 filings in FY 1997, raising the number of receipts that year to about 6,700 and increasing
the number of electric cases that remain outstanding at the Commission. The already strained staff
now has these cases to address along with the continuing high level of filings, which should level
off at about 5,500 annually. The Commission is making every effort both to address the new filings
and to reduce the pending workload, which is expected to return to normal in FY 1999.

Not only has the number of cases increased
significantly, but many filings now require much Electric Rate Filings
more staff time and effort than before. Current Number of Filings Received
electric filings raise important and complex 7000 ;
issues such as corporate combination or 6000
reconfiguration, power pooling arrangements, 5000 -.
system reliability, and power systems planning.
This staff-intensive nature of the workload also
will continue through the foreseeable future,
during the transition from cost-based regulation 2000
to a more market-oriented environment. 1000 —

4000

3000

The tremendous increase in workload attributable o1 92 93 84 95 95 97 98 89
to the restructuring of the electric utility industry FY98 and FY99 are estimated.

has not diminished the traditional workload,

which includes regulating two basic categories of wholesale electricity sales transactions:
requirements sales and coordination transactions. Requirements sales are long-term commitments
by suppliers of power to meet all or part of the buyer’s load. Coordination transactions include sales
or exchanges of electricity between utilities for economic purposes and to enhance reliability. As
wholesale buyers respond to competitive opportunities by diversifying sources of supply and signing
shorter-term supply contracts, rate applications for both requirements sales and coordination
transactions are increasing. The Commission also continues to certify qualifying facilities, make
exempt wholesale generator determinations, approve interlocking directorate positions, audit the
books of traditional electric utilities, authorize securities issuances, review the rates of the power
marketing administrations, review electric utility automatic adjustment clauses, resolve complaints,
and act on petitions for declaratory orders. The traditional business of the Commission will continue
throughout the industry transition.

The Commission’s role over the next few years is to lead the electric power industry through the
revolutionary transition to greater competitiveness and fewer regulatory guarantees, which will also
entail a change from one style of regulation based on accounting costs to one which relies on a
flourishing competitive market to discipline wholesale generation prices. It is critical that the
Commission ensure a fair and orderly transition from regulation to competition. The electric power
industry, structured for most of its history as a set of local franchised monopolies, has significant
concentrations of generation in the hands of one or a few local companies in many parts of the
country. The Commission must monitor the industry and assess whether utilities can exercise

4
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generation market power that could adversely affect wholesale electric prices in the relevant product
and geographic markets. The Commission must respond appropriately to market power issues in the
context of market-based pricing and in reviewing the effects of mergers on competition.

In the long term, electric program workload may decrease from the high levels projected for the next
several years. Open access, competition, and new institutions such as RTGs and ISOs ultimately
should reduce the Commission’s traditional electric workload. If applicants can demonstrate lack
of market power, the Commission will rely less on cost-based regulation of electric power and more -
on market-based pricing. But, whatever the workload requirements may be five or more years into
the future, it is clear that the Commission needs substantial resources to meet the challenge of
fostering the development of a vibrant and fully competitive market for wholesale electricity.

Natural Gas Pipelines. The Commission issued a series of measures (Order Nos. 436, 500, and
636) that opened pipeline transportation to all on equal terms and that eventually resulted in the
interstate pipelines relinquishing their traditional merchant function. By 1993, the Wellhead
Decontrol Act fully deregulated prices for natural gas production. However, continued regulation
of the interstate pipeline grid to ensure efficient, nondiscriminatory access to transportation services
at just and reasonable rates is the indispensable underpinning for competitive gas commodity
markets.

Natural gas open access has been a success.
Today the gas market is growing, and customers
have more flexible, more reliable services than

Natural Gas End User Prices
1996 Dollars per Mcf

ever before. Gas supply curtailment of firm °

pipeline customers is a thing of the past. Prices 8 \\

fluctuate with market conditions, but average _ N
prices for all customer classes are lower than & N T T~
they were ten years ago (adjusted for inflation). © 47 N T L.
The competitive revolution in natural gas has T T ==l
also had beneficial environmental effects. Gas is

increasingly seen as a reliable, affordable fuel in ° s5 86 57 65 B8 50 o1 o2 5 o8 o5 86
comparison with other fuels such as coal and oil Note: Dollars adjusted using GDP Deflator.

that tend to have higher emissions affecting the Residentisl  —— — GCommareial
environment, especially air quality. Gas ~  ------ Industrial — - — Electric Utility

consumption, especially for industrial and  Source: Energy Information Administration, Monthly Energy Review
electric generation uses, has and will continue to
increase.

To meet such increasing market opportunities, after completing restructuring and gaining operating
experience in the restructured environment, the pipeline industry is aggressively developing new
projects. Corporate announcements and pre-filing conferences with applicants indicate construction
will increase in many regions of the U.S. Existing pipelines and new companies are planning

5
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extensions and long lines into growing market areas. Pipelines will construct looping on existing
systems to increase capacity for reliability and to meet market growth and the customers’ need for
alternative supply sources.

. Growing demand in the New England, Mid-
Natural Gas Consumption Atlantic, and Midwest regions of the country will
In Billions of Cubic Feet continue to give rise to applications for major
pipeline extensions and new pipelines to serve
these regions. The Commission expects to
receive applications for storage development to
be used for peaking capability and supply
flexibility, since customers will continue to be
responsible for their own gas supply acquisition.
The Commission also anticipates a significant
number of applications for replacement facilities
as a result of the aging of the national pipeline
grid. Replacing aging facilities is necessary for
safe pipeline operations.

21000

18000 —

17000 —

15000 —

91 92 83 54 85 96
Source: Energy Information Administration
Not only have construction filings increased, but

more significantly, the substance of these and other filings has changed. Very few filings are now
straight-forward cases for which past Commission practice and precedent can guide the analysis.
Instead, pipeline filings more often present innovative, complex proposals requiring decisions of first
impression. New policies, for both advisory and litigation processes, will be necessary to deal with
these proposals. Additionally, the complex and innovative nature of these filings attracts many
protests and interventions, further complicating these proceedings.

As competition increases and new pipelines propose to serve markets currently served by existing
pipelines, the benefits of alternative supplies of natural gas must be balanced with the environmental
impact of a project and the potential for excess capacity that will be a drag on the market.
Landowners increasingly question the right of pipelines to use eminent domain in cases where the
need for the project is determined by the market, and are likely to contest many of these proposals.
This will make the determination of the need for the projects and the environmental review of these
projects increasingly complex and contentious.

The Commission will continue to protect those aspects of the natural gas and oil pipeline industries
where competition as a regulatory mechanism is currently unworkable, to protect against the abuse
of market power of pipelines. The staff will analyze filings and innovative ratemaking
methodologies and ensure that where competition cannot work to regulate the market, services are
maintained at adequate levels and fair prices. The Commission will also continue the important task
of balancing and protecting the competing interests of companies, interested organizations,
consumers, and resources affected by the application of eminent domain for new pipeline
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construction. A competitive long-term market for firm transportation will assist the Commission
in ensuring just and reasonable rates for consumers. The Commission will ensure fair competition
and nondiscriminatory access to the national pipeline grid by addressing complaints and allegations
of abuses on a timely basis.

New Group of Hydropower Relicenses. In FY 1998 and FY 1999, the Commission expects to
receive relicense filings for 59 of the projects with licenses expiring between 2000 and 2010. In
contrast to the group of licenses that expired in 1993, many of these are large capacity projects
comprised of several developments. The capacity of the projects with licenses expiring between
2000 and 2010 is 11 times greater than the capacity of the 157 projects that expired in 1993. The
59 expected relicense applications are for projects located in 25 states. They include the 278-MW
Lake Gaston Project in North Carolina and Virginia, the 225-MW Cabinet Gorge Project in Idaho,
the 291-MW Fifteen Mile Falls Project in New Hampshire, and the 466-MW Noxon Rapids Project
in Montana.

Hydropower Project Relicensing Althqugh t.he Co_ s_51or.1 galned. val.uable
” . experience in dealing with issues raised in the
Number of Filings Received . . . .

35 157 relicenses for licenses that expired in 1993,

' it will still have to evaluate and balance many

design, operational, and environmental resource

issues. Traditionally, environmental issues have

been resolved only after the relicense application
was filed.

30

25

20

15

10 In October 1997, the Commission issued Order

No. 596 that allows licensees and potential
, applicants to pursue alternative licensing
95 2 8 e FYSs are estimates. 8 and relicensing procedures. This improved

regulatory approach provides for increasing

agency and public involvement in Commission
processes and setting up more collaborative processes before and after applications are filed. The
Commission will continue to interact with the public regarding the relicensing process, but will
emphasize the advantages of the alternative procedures available under Order No. 596, in outreach
meetings and seminars.

An example of pre-filing initiatives related to relicensing is the basin-wide cumulative impact
assessment for the Snake River basin, that will begin in FY 1998 and continue in FY 1999. It will
focus on a 360-mile-long reach of the Snake River. By 2008, eight relicense applications will be
filed for projects located in the basin. There are many competing uses and demands for limited water
resources in the basin. Considering cumulative effects will be complex because of the significant
cumulative impacts that occurred in the past from hydropower development and other actions, the
potential for significant and expensive changes to the relicense applicants’ projects, and the intense

7
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interest of state and federal agencies, Native Americans, nongovernmental organizations, and the
public. The cumulative analysis will focus on such issues as restoring endangered salmon species,
determining flow releases for fish and wildlife resources and improving water quality, and
identifying recreational and land use opportunities. These issues are significant, both regionally and
nationally. In FY 1999, analyses will include extensive flow and water quality modeling and
geographical information system mapping and analysis.

Mandatory Data Collection and Publication. An increasingly competitive marketplace requires
complete, accurate, and timely information. The Commission continues to work with the industry
to supplement and, in many cases, eventually replace paper filings with electronic filings and data
collection. Filings made electronically currently are posted on the Commission’s electronic bulletin
boards (EBBs), enabling the industry and public quick and easy access. Electric utilities make
certain transmission systems information available on the Open-Access Same-Time Information
System (OASIS), the electronic system for sharing transmission capacity information that was
required by Order No. 889. This information provides stockholders with the capability to monitor
pipelines’ and utilities’ activities and allows the filing of complaints, when warranted. The natural
gas industry, pursuant to the requirements of Order No. 587, et seq., now posts considerable
information regarding its systems on the World Wide Web as well as on EBBs, thus enhancing the
availability of information to customers, regulators, and the consuming public. The move to
electronic filings will also decrease the burden on the industry.

Timely reporting of information is critical to monitoring the industry to ensure that monopoly power
is constrained, that practices are not unduly discriminatory, and that adequate and appropriate
services are provided. Even if market-based solutions reduce the number of filings, the Commission
still has a statutory mandate to monitor markets to ensure that rates are just and reasonable, and that
services are offered in a nondiscriminatory manner.

Conclusion

The Commission is actively promoting competition where possible, boosting the progress achieved
in the natural gas industry, encouraging new marketplace entrants, advancing utility restructuring
initiatives, supporting the formation of regional transmission groups and independent system
operators, and allowing market-based rates where feasible, among other actions. Fostering
competitive forces where competition is feasible and refining pipeline and marketing practices to
address market flaws and promote market transparency offers the best protection of the public
interest. The Commission will develop regulatory systems based on Commission monitoring and
customer complaints that can respond to the increased pace of the market without unduly burdening
market participants.

The competitive future of the electric power industry primarily involves the generation sector. It
must be supported by open transmission and distribution sectors which will remain natural
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monopolies subject to more traditional forms of regulation. Managing the transition to competition
is the most important task facing the Commission and will consume significant resources over the
next few years. Changes in the electric power industry have significantly increased the
Commission’s workload. Electric filings in FY 1999 are expected to be nearly three times the
volume of FY 1995, and the complexity of issues involved requires much more staff time and effort
than before.

The Commission’s main challenge in its natural gas program is to continue its regulation of
transportation in ways that maintain existing competitive markets, including resolution of a second
generation of competitive market issues, removing remaining market impediments, and lowering the
cost of transactions. With the completion of restructuring, new market potential is expanding due
to demand and customers’ desire for supply alternatives. As a result, construction filings are on the
rise, and rate filings are presenting new issues requiring innovative solutions.

In its hydropower program, the Commission is anticipating the influx of a new group of relicense
applications, for projects with far larger capacities than those the Commission relicensed in the past
few years. :

These challenges require the Commission to maintain the level of 1,377 FTEs in FY 1999, with
funding authority of $168,898,000.
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ELECTRIC POWER

OVERVIEW

The electric industry is in the early stages of a restructuring that will bring the advantages of
competition to the generation and sale of electricity. The generation sector has historically accounted
for about 70 percent of the costs of the industry. Competition promises to bring significant savings
to customers throughout the nation, thereby benefitting individuals and making American industry
more competitive in world markets. Managing the transition to competition is the most important
task facing the Commission.

The electric industry has evolved substantially since enactment of
the Federal Power Act of 1935 (FPA), and the form of the
Commission’s regulation has changed with it. The Commission’s
basic mission is still to protect the public by ensuring that the
activities of public utilities subject to its jurisdiction adequately
protect electricity consumers, while providing investors an
opportunity to earn a fair return on their investment. However, the means for achieving this mission
has changed dramatically in recent years. The economies of scale that made electric power
generation a natural monopoly have been almost completely exhausted, so that the public is now far
better protected by a system of robust competition in generation rather than traditional regulation.
At the same time, transmission and distribution remain natural monopolies. Left unregulated,
companies could leverage their ownership of transmission and distribution facilities into a position
of market power over generation as well.

Since the passage of the Energy Policy Act of 1992 (EPAct), the
Commission has aggressively pursued policies designed to foster
competition in wholesale power markets. EPAct strengthened the
Commission’s authority to order transmission access for wholesale
transactions upon request, thereby opening the markets to
competitive generation. And in 1996, the Commission built upon
EPAct by issuing Order No. 888, which requires all public utilities that own, operate, or control
interstate transmission facilities to offer open access to all wholesale market participants.

Long-Term Goals Extending Beyond FY 1999

The long-term goals of the electric power program will fulfill the Commission’s mission in the
following manner.

Foster the Growth of Efficient, Competitive Commodity Markets. The Commission will
continue to regulate interstate transmission to support competitive generation. Because transmission
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is critical to generation suppliers who need
access to customers, the Commission must
ensure that efficient, reliable, nondiscriminatory
transmission access is available for all electric
suppliers and  customers.  This is the
underpinning of future competition in generation.
The Commission expects that this competitive market will offer consumers more new products and
many new suppliers. And, as the electric industry completes this transition to competition, wholesale
electricity prices should become more responsive to market conditions by reflecting changing supply
and demand conditions more quickly. Wholesale electricity price differences within each trading
region should narrow as competitive markets evolve.

Protect Customers from Abuse of Market Power. The electric industry has been structured as
a set of local franchised monopolies for most of its history. As a result, there are significant
concentrations of generation in the hands of one or a few local companies in many parts of the
country. The Commission must monitor and assess whether utilities can exercise generation market
power that could adversely affect wholesale electric prices in the relevant product and geographic
markets. The Commission must respond appropriately to market power issues in the context of
market-based pricing and in reviewing the effects of mergers on competition. Market participants
must have confidence that electric markets are working fairly and that they will not be subject to this
kind of abuse.

FY 1997 and First Quarter FY 1998 Achievements

The Commission’s electric power program attained several major achievements in FY 1997 and in
the first quarter of FY 1998.

Implementation of Order Nos. 888 and 889. The Commission’s major achievement of FY 1997
was the full implementation of the open access and comparability provisions of Order Nos. 888 and
889. These orders signaled an historic change in the way transmission services are provided in the
nation. The Commission anticipates that the restructuring of the electric industry will save
consumers up to $5 billion annually. Issuing these rules involved major staff efforts to address pro
forma transmission tariff design, ancillary services policy, power pooling policy, and electronic
information networks.

Approval of the California Restructuring Initiative. Last year, in response to a state-mandated
retail access initiative in California, the three investor-owned electric utilities in that state (Pacific
Gas and Electric Company, San Diego Gas & Electric Company, and Southern California Edison
Company) made a series of filings to comprehensively restructure the way companies buy and sell
electricity in California. These filings involved: (1) the proposed jurisdictional split between
transmission and local distribution facilities; (2) the governance structures of both the independent
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system operator (ISO) and the power exchange (PX); (3) the appropriateness of market-based rates
for the proposed power exchange; (4) methods for mitigating market power; and (5) new pricing
methods for transmission. During FY 1997, the Commission held a series of technical conferences
to explore the unprecedented issues raised by the restructuring proposal. In October 1997, the
Commission gave interim authorization for the ISO and PX to begin operation on January 1, 1998.
However, the participants have delayed the implementation until March 31, 1998. Many additional
filings associated with the California restructuring were acted on prior to the intended operation date,
including various aspects that were set for hearing. This effort consumed an enormous amount of
Commission resources and, combined with other state restructuring efforts that have been and will
be brought before the Commission, will continue to do so.

Issuance of Orders on Rehearing (Order Nos. 888-A, 888-B, 889-A, and 889-B). Nearly 400
requests for rehearing were filed in response to Order Nos. 888 and 889. If these requests remained
outstanding, the industry would be uncertain about the Commission’s resolve to implement open-
access transmission. Therefore, for the industry to continue with its restructuring efforts, it was
critical that the Commission promptly address the issues that were raised on rehearing. Accordingly,
on February 26, 1997, the Commission issued Order Nos. 888-A and 889-A. These orders addressed
numerous issues raised by parties on rehearing and adjusted and clarified several concepts to ease
implementation of open access. In November 1997, the Commission issued Order Nos. 888-B and
889-B. In Order No. 888-B, the Commission clarified its position on the recovery of stranded costs
in the case of municipalizations and municipal annexations, where customers previously served by
a public utility become customers of a municipal utility instead. Order No. 889-B denied all
rehearing requests related to the Open-Access Same-Time Information System (OASIS).

Issuance of Merger Policy Statement. On December 18, 1996, the Commission issued its Merger
Policy Statement. This document revised the factors the Commission considers in determining
whether a proposed merger is consistent with the public interest. The new Merger Policy Statement
provides the. industry with guidance for preparing merger applications and will allow the
Commission to respond more promptly to the numerous requests for merger approval that are
currently being filed. In the policy statement, the Commission announced that it would focus on
ratepayer protection mechanisms as a way to avoid conducting an evidentiary hearing on the effect
of a proposed merger on wholesale costs and rates. Using the Department of Justice/Federal Trade
Commission Merger Guidelines, the Commission will quickly and clearly identify mergers that may
result in an increase in market power. The policy statement established criteria the Commission
would use to evaluate and to screen for competitive problems in new merger applications. The
Commission also committed to processing merger proposals within 12 to 15 months of filing. Since
the issuance of the Merger Policy Statement, applications for merger approval have been more
focused and have provided the data needed to more quickly determine whether a proposed merger
must be set for hearing.
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FY 1998 AND FY 1999 PROGRAM ISSUES

As the electric industry responds to increasing competition, the Commission has experienced
unprecedented growth in electric workload. Moreover, these high levels are likely to continue until
the restructuring efforts are complete.

Efforts to refocus electric regulation in response to competition
will promote greater consumer benefits and a stronger electric
industry. The focus is shifting from setting cost-based rates for
wholesale power suppliers to allowing market forces to set prices
wherever possible. However, to ensure workable competition in
wholesale power markets, the Commission must ensure open,
nondiscriminatory access to transmission facilities, and must
monitor the market to detect any instances of market abuse or
failure.

Even with the issuance of the orders on rehearing of Order Nos. 888 and 889, much remains to be
done. FY 1998 and FY 1999 will require continued high resource levels to further the transition to
a competitive industry. Overall workload will continue at a high level into the foreseeable future.
It is important for the Commission to have the resources to process this workload in a timely manner
and to ensure that the competitive momentum of Order Nos. 888 and 889 is not jeopardized.

Restructuring Initiatives

Comparability and Open Access Transmission. In the open access final rule, Order No. 888, the
Commission issued a pro forma transmission tariff describing the minimum terms and conditions
required to provide nondiscriminatory open access transmission service. All public utilities that
own, control, or operate interstate transmission facilities must offer service to others under the terms
of the pro forma tariff, and they must also use the tariff for their own wholesale energy sales. Order
No. 888 required all transmission-owning public utilities to submit compliance filings to the
Commission and begin providing service under open access tariffs as of July 9, 1996, or to seek a
waiver. Over 150 such tariffs were submitted, along with numerous requests for waiver of the
provisions of Order No. 888. Order No. 888 also required compliance filings by power pools,
holding companies, and parties to bilateral coordination agreements. These filings were submitted
in December 1996. Also, in Order No. 888-A, the Commission refined the pro forma tariffs and
required that each transmission-owning utility amend its tariff to reflect the prescribed changes by
July 1997. Over 150 such compliance filings were received. The Commission has generically
addressed many controversial and complex issues raised in these filings. However, many additional
complex rate issues continue in various stages of hearing or summary resolution and will require
extensive analysis as they are processed during FY 1998 and FY 1999.
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The Commission has also begun its review of the standards of conduct and OASIS filings required
by Order No. 889. These standards of conduct and the information networks — also required by
Order No. 889 — are necessary to ensure that transmission owners and operators do not unfairly
favor their own generation over competitors’ generation, thereby interfering with competitive
markets. Although the OASIS provision requires a continuing enforcement effort by the
Commission to handle complaints about system operations, this investment is necessary to ensure
a truly open access transmission system. Review of the standards of conduct and OASIS filings will
consume considerable Commission resources in FY 1998 and FY 1999.

Stranded Costs. Some utility investment could go unrecovered if departing customers use their
former suppliers’ transmission systems to secure power elsewhere; these unrecovered investments
are termed stranded costs. The opportunity to recover legitimate, prudent, and verifiable stranded
costs is essential to ensure a fair and arderly transition to a
market-oriented electricity industry. Utilities that made large
capital investments or contractual commitments in the past under
a different regulatory regime with the expectation of serving
customers into the future, should have a fair opportunity to recover
v those costs if those customers leave under the new, competitive
regime. The electric program will require additional resources over the next several years to
implement the stranded cost provisions of Order No. 888. The Commission expects that many
utilities will seek recovery of stranded costs under the new regulations of Order No. 888. Many of
these requests will be contested and will require litigation to resolve complex, factual issues related
to the recovery of transition costs. The Commission has received about a dozen stranded cost filings
to date, but expects to see a significant increase in the number of cases as utilities seek stranded cost
recovery.

Regional Transmission Groups (RTGs) and ISOs. The
Commission supports the creation of RTGs and ISOs to help
implement industry reform. Both RTGs and ISOs are in their
infancy, and the Commission has had a chance to review and
approve only a handful of proposals. When fully implemented, the
Commission believes that RTGs can resolve many issues that
would otherwise consume the Commission’s resources.

ISOs are new institutions being explored because of their potential
to remedy undue discrimination and to consider regional
approaches to transmission pricing. The concept underlying ISOs is that the existing owners of
transmission facilities would turn over operational control, but not ownership, of these facilities to
a new independent entity. To avoid the potential conflict that may arise from possible preferential
use of their own transmission systems, the ISOs will operate the transmission systems in conjunction
with those of neighboring utilities. The ISO concept represents a major evolution in industry
structure and is a central element in many state and regional restructuring initiatives. It remains
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unclear at this time whether ISOs represent a final development or a stage in market evolution to
transmission-only companies. In Order No. 888, the Commission nevertheless provided guidance
to the industry on how to structure ISOs to make them work in a nondiscriminatory manner. There
are several ISOs under development, each covering a large region of the country. The Commission
is committed to ensuring that ISOs are truly independent and can operate the transmission system
in a reliable, open, and nondiscriminatory manner. The Commission effort needed to address issues
relating to ISOs will be significant.

RTGs and ISOs may play a significant role in providing important market safeguards for
competition, enhancing reliable operation of the transmission system, and supporting the transition
to competitive power markets. RTGs and ISOs have the potential to provide substantial benefits to
the public and the Commission by decreasing the delays in the regulatory process, relieving
regulatory burdens, and providing a forum for consensual agreements within new regional
institutions. They can channel the expertise of the electric industry toward resolving technical issues
relating to transmission system operations and toward planning the transmission system to meet the
needs of all parties.

In the long run, RTGs and ISOs should reduce litigation before this Commission. However, the
creation of new regional transmission entities under new forms of ownership or control requires the
resolution of many technical and legal issues to assure that the reliability of the system is maintained
and statutory requirements are met. For now, RTGs and ISOs will require a significant investment
of Commission time and resources.

Utility Restructuring. The open-access rule and the restructuring activities by many state
commissions responding to the changes in electric markets will encourage many utilities to
restructure. Moreover, Congress is considering several legislative proposals, such as the reform or
repeal of PUHCA, that could affect utility corporate structure.

i Electric utilities may choose to reorganize their corporate

structures for a variety of reasons, including to form strategic
alliances with other utilities, to diversify, or pursuant to state
access programs. Such restructuring often involves a disposition
of transmission facilities under the FPA which requires the
Commission’s authorization. In addition, the Commission is receiving a number of proposals for
“convergence mergers” — that is, electric utilities being merged with natural gas distributors and
pipelines. When convergence mergers require Commission approval, they raise many new and
difficult market power issues.

. The pace of corporate restructuring
 isexpected to accelerate. '

The transformation to competitive markets may cause utilities to create separate transmission,
generation, and distribution entities to replace the existing vertically integrated corporate structure.
Reorganizations along functional business lines may include further consolidations in each
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functional area with new regional organizations. The mergers and asset dispositions necessary to
create most of these new corporate structures will also need Commission authorization.

Merger applications are often contested and extremely complex. For example, competitors who
view proposed business combinations as imposing greater barriers to market entry or eroding their
relative market share may vigorously oppose mergers and acquisitions. As compared to FY 1995,
the number of corporate applications, including mergers, tripled in FY 1997 and is expected to
increase five times in FY 1999; this increase, combined with the complexity of these cases, including
cases set for investigation, has created a significant workload burden on the Commission.

However, the Commission recognizes that merger proposals are business decisions made in response
to market pressures and opportunities and are thus entitled to timely decisions and regulatory
certainty. Accordingly, the Commission issued the Merger Policy Statement. As a follow up, the
Commission intends to initiate a rulemaking in FY 1998 to further clarify filing requirements for
corporate applications. While this general proceeding will consume considerable staff resources
in the short term, it will save time and resources in the long run for the Commission and its
regulated entities.

State Restructuring Initiatives. State restructuring efforts will continue to move the industry
toward competition and customer choice of power suppliers. Nearly all of the states are actively
involved in investigating whether and how to restructure their retail electric power markets to
provide transmission directly to consumers (i.e., retail access). The Commission usually receives
filings to implement state programs because they involve transmission by public utilities in interstate
commerce, over which the Commission has exclusive jurisdiction. Some restructuring proposals,
such as California’s, require a large commitment of Commission time and staff resources because
of the new institutional structures they envision. For example, where a PX — a market-making
institution that receives power from various sellers and provides the power to various buyers — is
proposed, the Commission must review the proposal to ensure that wholesale power sellers that are
public utilities cannot exercise market power. Where divestiture of transmission assets is proposed,
or when disposition of control to an ISO is proposed, the Commission also must approve the
disposition of transmission assets. Some of these proposals may involve innovative transmission
pricing proposals. The Commission may have to adjust its policies and procedures to accommodate
the characteristics of these new institutional structures.

Electric Rates

Market-Based Rates. Under the traditional cost-of-service type of ratemaking, rate proceedings
are often contentious and, therefore, require enormous amounts of time and resources to resolve.
Rates must continue to have a cost basis and meet traditional revenue requirements even in a more
competitive environment. Such rates are in the public interest only where the Commission can
ensure that no market power problems exist. Where market-based rates are approved, sellers are free
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to adapt quickly to competitive conditions, and customers are more likely to receive the lowest-cost
power.

New entrants into wholesale electric markets include nontraditional
sellers, such as independent power producers and power marketers.
They are often permitted market-based rates because they lack
market power in generation and transmission. The Commission
may conclude there is a lack of market power where neither the
new entrants nor their affiliates own transmission facilities or
control significant amounts of generation. The Commission also
allows some traditional public utilities and their affiliates to sell at
market-based rates if they also can demonstrate lack of market power in generation and transmission.
However, because they can present an array of market power, self-dealing, and affiliate abuse issues,
traditional public utilities, in this situation, require extra attention. The Commission sets specific
conditions, called codes of conduct, to prevent such abuse.

Order No. 888 established a presumption that there is no generation dominance for sales from new
generating capacity, but allows interveners to raise generation dominance issues related to new
capacity in the context of a specific application. The Commission also decided that, for public
utilities to obtain market-based rates for existing generation, it would continue to require applicants
to show, on a case-by-case basis, that there is no generation dominance associated with existing
capacity. The Commission further noted that it would continue to look at whether an applicant and
its affiliates could erect other barriers to entry and whether there could be problems due to affiliate
abuse or reciprocal dealing.

Power marketers who meet these criteria also may charge market-
T mmission has author based rates. Power marketers usually do not produce power
nearly 400 power marketers to  themselves, but buy and sell power produced by others. While
' g rkethasedrates. - they do not increase the amount of capacity available to meet the
needs of consumers, they can contribute to increased market
efficiency to the benefit of ultimate consumers. Power marketers
increase the Commission’s workload because it must authorize their market-based rate schedules and
monitor their actions in the marketplace. The Commission has authorized nearly 400 power
marketers to charge market-based rates, and the number is still increasing. The number of
applications by power marketers for market-based rate authority is expected to grow over the next
few years. -

The Transmission Pricing Policy Statement. To serve the long-term purposes of increased
competition, reliability, efficiency, and equity, the Commission in FY 1995 issued a transmission
pricing policy statement permitting public utilities to propose a wide range of nontraditional pricing
proposals. These include distance-sensitive pricing, flow-based pricing, and other innovative
concepts. For example, in March 1997 the Commission approved the General Agreement on Parallel
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Paths, a two-year experiment that prices electricity according to how it actually flows, rather than
the route described in the customer’s contract. The number of nontraditional pricing proposals that
raise new, complex, and resource-intensive technical, economic, and legal issues is expected to grow
in FY 1998 and FY 1999.

Power Marketing Administrations (PMAs). The Commission reviews the rates for the five federal
PMAs. One of them, the Alaska Power Administration, is in the process of being sold. The
approximately 130 federal hydroelectric projects comprise 23 reporting units, some of which make
multiple applications with the Commission for rate review. These reporting units may submit rate
filings with the Comimission as frequently as every year, but not less than once every 5 years. The
frequency of such applications depends on the economics of marketing the surplus federal power and
transmission services. The number of applications will remain level through FY 1999, but the
complexity of the applications will increase as the PMAs respond to the new competitive
environment. In addition to rate reviews, PMAs are subject to the reciprocity provisions of Order
No. 888; the Commission has recently approved Bonneville Power Administration’s reciprocity
filing. ’

Affiliates of Canadian Electric Utilities. In FY 1997, the Commission acted on several cases
involving an affiliate of a Canadian utility where the affiliate wants to sell power in the United States
at market-based rates. Applying the same requirements to such an affiliate as to an affiliate of a
United States utility, the Commission approves market-based rates if, among other things, the
Canadian utility has an appropriate open-access transmission tariff in effect. Market-based rates
have been approved for the power marketing affiliates of utilities in Alberta, British Columbia, and
Quebec.

Accounting and Auditing

Reporting of Accounting, Financial, and Industry Data. An essential element of FPA regulation
is to have reliable financial accounting information based on sound accounting principles. The
Commission develops standardized accounting rules that the electric industry must uniformly follow.
These rules, contained in the Commission’s Uniform Systems of Accounts, are generally consistent
with the accounting standards that must be followed by all commercial enterprises. In addition, the
Commission develops accounting guidelines for the industry, implementing generalized changes in
accepted accounting principles, such as those issued by the Financial Accounting Standards Board.

Monitoring and Analysis of Industry Accounting, Finance and Operations. The critical task
of promoting and managing the introduction of competition into the regulatory framework requires
the Commission to monitor and analyze industry accounting, finance, and operating data.

This effort will help insure a fairly based competitive environment in which undue market power
does not override the benefits of competition, and no one is afforded improper preferential treatment.
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The Commission, through its monitoring activities, collects and analyzes data for use in making
decisions. The monitoring activities focus on areas affecting competition such as: preferential
treatment of affiliates; cross-subsidization and cost shifting between customers and affiliates; fair
access to information; transmission access and pricing; market power; and stranded costs. The
Commission also investigates complaints about unfair activities and noncompliance with its
regulations. '

In addition, the Commission continues to audit the financial and related information reported by
jurisdictional entities to ensure the integrity of the accounting data and compliance with the
Commission's Uniform System of Accounts and related regulations. The audits include reviews of
billings under automatic adjustment clauses and formula rates. The Commission normally requires
companies to make refunds to wholesale customers when audits disclose improper billings under
such rate mechanisms.

Other Issues

Power Pools. Power pool agreements are multi-utility agreements that often include sharing of
generating capacity reserves. They sometimes provide a central means of economic dispatch,
trading, and transmission of electric power. Power pools require complex agreements that provide
for coordinated operation to lower costs for pool members. The changes occurring in the industry,
including nondiscriminatory open-access transmission, require changes to existing pooling
agreements. For example, pooling agreements must ensure nondiscriminatory membership criteria
and the modification or termination of unduly preferential transmission agreements. The
Commission directed that revised pooling agreements, as well as joint pool-wide transmission tariffs,
be filed by December 31, 1996, to comply with the provisions of Order No. 888. These compliance
filings have raised numerous issues which will need to be resolved on a case-by-case basis during

FY 1998 and FY 1999.

Transmission Service Requests Under FPA Section 211. Congress modified Section 211 of the
FPA through the EPAct to expand the Commission’s authority to compel transmitting utilities
(which include nonpublic utilities under the FPA) to provide transmission service. Reliance on
Section 211 to obtain transmission services from jurisdictional public utilities should decline, since
open-access transmission tariffs of general applicability are now on file with the Commission.
Nonetheless, Section 211 will continue to provide a necessary mechanism for customers who have
specialized transmission service needs or who require transmission service from nonpublic utilities
that do not have nondiscriminatory open access tariffs. For example, in November 1997 the
Commission ordered the Tennessee Valley Authority (a nonregulated entity) to provide transmission
service to the City of Bristol, Virginia, so that the City can purchase power from an alternate
supplier, Cinergy Services, Inc.
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Exempt Wholesale Generators (EWGs). The EPAct directs the Commission to determine, upon
application, the EWG status of certain electric power producers. EWG status exempts the facility’s
owners from the requirements of PUHCA. EWGs will provide a significant percentage of new
domestic generation requirements. Although the Commission’s role in acting on EWG certification
applications is largely ministerial, most EWGs located in the United States are also public utilities,
and must file their wholesale power rates with the Commission. The number of rate filings and other
applications by EWGs will increase as projects currently under construction begin to operate.

Qualifying Facilities and Public Utility Regulatory Policies Act (PURPA) Issues. PURPA
authorizes the Commission to certify small power production and cogeneration facilities as
qualifying facilities (QFs) and, in certain cases, to exempt them from some Federal and state
regulations. PURPA regulations require electric utilities to buy
electricity from QFs at a rate that does not exceed the utility’s cost
of producing the electricity itself or acquiring it elsewhere (i.c., the
“avoided cost”).

Current PURPA issues include: (1) requests by purchasing utilities
to be relieved of obligations under QF contracts that have allegedly
become uneconomic, and (2) challenges to QF status by purchasing
electric utilities in an effort to invalidate contracts with the QFs. In July 1996, the Commission
issued a general policy announcing how it will treat QFs that are temporarily not in compliance with
the Commission’s regulations and cannot otherwise justify a waiver. This policy will result in the
continued filing of complaints involving allegations of QF noncompliance. Other PURPA-related
workload will also continue at the current level over the next several years.

Interlocking Directorates. To prevent adverse effects on the public interest through self-dealing
and other abuses, the FPA restricts the activities of public utility officers and directors. Careful
review from the Commission on interlocking positions is ever more critical as public utilities
diversify. Moreover, formation of ISOs, which may have directors who are officials of public
utilities, will raise new issues regarding interlocking directorates.

Public Utility Holding Company Act (PUHCA) or PURPA Reform. Further changes in the
electric industry, including possible Congressional action on PUHCA and PURPA, and potential
industry restructuring, may call for new generic inquiries in the next few years. Any shift of PUHCA
responsibilities from the Securities and Exchange Commission to this Commission must be
accompanied by an increase in resources to accomplish any transferred or new statutory
requirements. However, because of the uncertainty of these potential responsibilities, the
Commission is requesting no additional resources in this budget to address possible PUHCA and
PURPA reforms.
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NATURAL GAS AND OIL PIPELINES PROGRAM

OVERVIEW

As a result of Order Nos. 436 and 636, the Commission has guided the natural gas industry through
two major transitions during the last fifteen years. The Commission first encouraged pipelines to
voluntarily allow market access to pipeline capacity through the open access regulations. It then
completed the open access transition, ending pipeline bundled merchant services and installing
stand-alone transportation services.

The past decade has seen a number of competitive advancements, including:

introduction of competition to the sale of natural gas;
« transfer to the states of oversight responsibility for most gathering facilities;

» establishing a presumption of non-jurisdiction on gas pipelines in deep water on the Outer
Continental Shelf;

e implementation of market-based rates in circumstances where competition is sufficient to restrain
market power;

» astreamlined approach to oil pipeline regulation; and
» the vigorous resurgence of natural gas industry capital-intensive expansion activity.

These events highlight the Commission’s efforts to rely on competition, whenever possible, in lieu
of historical regulatory initiatives and actions. The Commission continues to play a critical role in
the evolution of a competitive natural gas market, ensuring the continued success of open access
under Order No. 636, encouraging efficient pipeline construction, encouraging competition in more
transportation services, and helping the industry solve numerous problems as they develop.

The oil industry, as well, will continue to respond to the changes in the U.S. energy market. The
Commmission continues to implement and refine its streamlined regulations promulgated under Order
No. 561. This includes permitting novel approaches under the Commission’s rate and tariff
regulations that will encourage the development and financing of prudent new oil pipeline projects.

In FY 1999, the Commission will seek to develop alternative regulatory methods that encourage
further competition by continually examining its regulations and revising them to foster the mixed
competitive-regulated market. The Commission will monitor developments in the natural gas and
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oil pipeline industries to evaluate reliance on competition for the protection of consumers, to
promote a healthy industry, and to determine where the use of competition can be expanded.

Simultaneously, the Commission will continue to protect and
oversee those aspects of the natural gas and oil pipeline industries
where competition, as a regulator of market behaviors, is currently
unworkable as a means of protecting against the abuse of market
power of pipelines. It will also continue the important task of
balancing and protecting the competing interests of companies, individuals, organizations, and
resources affected by the application of eminent domain for new and replacement construction of
the natural gas pipeline infrastructure. In the long-term market for firm transportation, the
Commission will ensure just and reasonable rates for consumers and will address complaints and
allegations of abuses in an expedited manner in order to ensure nondiscriminatory access to the
national pipeline grid.

The Commission expects to process more proposals to construct new pipelines or expand existing
facilities to serve growing markets or to compete in existing markets. New market potential is
expanding due to demand and customers’ desire for supply alternatives. As competition increases,
competing pipelines and landowners who question the need for the new projects are likely to contest
many of these proposals. This will make the determination of the need for the projects and the
environmental review of these projects increasingly complex and contentious.

Long-Term Goals Beyond FY 1999

The long-term goals of the natural gas and oil program support the Commission’s mission. The
Commission acts in the public interest to protect customers by promoting competition where
possible and regulating services subject to market power where competition does not adequately
exist. The Commission also acts to safeguard the environment and ensure reliability and safety.

Ensure that Pipeline Transportation Service
Supports Efficient, Competitive Commodity
Markets. Natural gas commodity markets can
be made to work better by continuing to
improve standardization among pipeline
systems for both information and business
practices so that gas can be moved more
efficiently. Ensuring fair and effective short-
term markets assures that the parties obtain the
capacity and gas they have purchased and
ensures system reliability. Removing barriers
to efficient secondary transportation markets is
an additional method for improving commodity markets.
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As competitive markets mature, customers will have more new transportation service products and
a reasonable range of suppliers from which to choose. Natural gas prices will become more
responsive to market conditions — that is, prices will reflect changing supply and demand conditions
more clearly and more quickly. Natural gas prices within each region will converge, except to the
extent there are demonstrable transportation constraints, and it will be less costly, administratively,
to transact business on the interstate transportation grid.

Protect Customers From Excessive Transportation Rates and Service Discrimination. As
pipelines are permitted to implement more nontraditional forms of pricing and service, the
Commission will monitor the industry to ensure the pipelines are not being preferential or unduly
discriminatory, charging unjust and unreasonable rates, or providing services that are inadequate or
undesirable. The Commission will develop regulatory systems based on Commission monitoring
and customer complaints that can respond to the increased pace of the market without unduly
burdening market participants. The Commission will ensure that both buyers and sellers have access
to competitively priced commodity markets in the national gas transportation grid and that gas
pipeline rates are just and reasonable, fairly balancing the competing interests of the pipelines and
their customers.

Ensure That Adequate Capacity and Reliable, Flexible Service Is Available in the Interstate
Natural Gas Transportation System. Construction of new and replacement facilities is necessary
for many pipelines to ensure system reliability. The Commission will encourage efficient gas
pipeline construction. Getting gas to market will require expansions in the pipeline transportation
and storage grid to handle new supplies and changes in the geographic mixes of production and
consumption. New facilities can provide individual customers with increased reliability of service
by providing them with multiple supply and delivery options. The Commission’s certification
program will allow new pipeline capacity to be available to serve the market when needed.
Certification of new pipelines will be timely, while fairly balancing the interests of the gas market,
project sponsor, landowners, and the environment.

Ensure Fair Access to the Oil Pipeline Systems for All Customers under Just and Reasonable
Rates, Terms, and Conditions. The Commission will continue to ensure fair access to the oil
pipeline systems for all customers under fair terms and conditions at reasonable rates. In some cases,
this can be done through allowing market-based rates where markets are competitive. In others, the
Commission needs to continue regulation, while remaining flexible, for the pricing of services for
new oil pipeline construction. :

FY 1997 and First Quarter FY 1998 Achievements

In addition to processing its traditional statutory work, the Commission undertook the following
significant projects.
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Standardization of Industry Business Practices. With the encouragement of the Commission, the
Gas Industry Standards Board (GISB) has adopted more than 150 business practice standards,
including standards relating to electronic communication over the Internet, aimed at simplifying the
process of transacting business across the interstate natural gas pipeline grid. To implement the
standards, each natural gas pipeline was required to make a tariff filing with the Commission. The
Commission reviewed the filings and any comments, requiring revisions as appropriate. The
majority of filings required at least one compliance filing in order to effect implementation. In total,
over 500 GISB implementation filings were processed. In the beginning of FY 1998, the
Commission issued a notice of proposed rulemaking and policy statement to adopt additional GISB
standards, to further simplify business processes, and to provide policy guidance for continued
standardization.

Revision to Commission’s Import/Export Regulations. The Commission updated part 153 of its
regulations, governing the filing of applications under Section 3 of the Natural Gas Act. Those
regulations cover the siting, construction, and operation of facilities for the import or export of
natural gas and the issuance and amendment of Presidential Permits for the construction and
operation of border facilities. The revisions coincided with proposals for substantial new
construction to bring more Canadian gas into the U.S., following a dramatic increase in natural gas
import and export activity over the previous decade.

The Commission conformed its filing requirements under part 153 to its current responsibilities, as
changed by legislation and Department of Energy delegation orders. The Commission redefined and
clarified its role with respect to granting the authorizations necessary to construct and operate
facilities for the import or export of natural gas between a foreign country and the United States. The
revised regulations also codify existing practice, which requires an applicant proposing to construct
or modify liquefied natural gas (LNG) facilities to file exhibits concerning the environmental and
safety features of those facilities, and eliminated duplicate filing requirements.

Certification to Build Major Facilities. The Commission certified a number of major projects
throughout the U.S., including system expansions of such pipelines as Columbia Gas Transmission
Corporation, Transcontinental Gas Pipe Line Corporation, Kern River Gas Transmission Company,
El Paso Natural Gas Company, Southern Natural Gas Company, and East Tennessee Natural Gas
Company. In addition, the Commission issued either certificates or preliminary need determinations
for competing projects into the Chicago market for Northern Border Pipeline Company, Alliance
Pipeline, L.P., and Natural Gas Pipeline Company of America. The Commission also certified
proposals to construct a new LNG facility for Pine Needle LNG Storage and to add a liquefaction
facility for Algonquin LNG, Inc. To ensure compliance with environmental regulations, the
Commission monitored pipeline construction and right-of-way restoration activities on 269
construction compliance trips.

Certification to Build Offshore Facilities. The Commission has recognized the importance of
current gas production on the outer continental shelf (OCS) and its potential as a source of additional
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new gas supplies. To ensure its regulatory policies do not impede or distort development activities
on the OCS, the Commission adopted a policy statement clarifying how it would treat such facilities.
The policy statement established a presumption that new facilities designed to collect gas produced
in water depths of 200 meters or greater qualify as nonjurisdictional gathering facilities up to the
point or points of potential interconnection with the interstate pipeline grid. From that point on, the
Commission will use its “primary function” test to determine whether the facilities will be
considered to be jurisdictional transmission facilities under Section 7 of the NGA. Subsequent to
the policy statement, the Commission has acted on 18 pipeline applications or requests for
declaratory order on jurisdiction for facilities to develop offshore supplies in the Gulf of Mexico.

Proposal for Research and Development Funding. The question of funding for research,
development, and demonstration in the natural gas industry has been an issue since open access and
competition have hampered the pipelines’ ability to collect the current Gas Research Institute (GRI)
surcharge. The Commission convened a public conference to explore alternatives to the current GRI
funding mechanism. Subsequent to the conference, the Commission issued an order extending the
current GRI funding mechanism for one year, simultaneously with a notice of proposed rulemaking
(NOPR) to address long-term funding issues. The NOPR proposed a non-discountable, volumetric
surcharge to fund a core program of projects to benefit all segments of the industry. Further, it posed
questions on the funding for a voluntary non-core program. In response to the NOPR, parties
proposed a settlement, and early in FY 1998, the Commission referred resolution of the GRI funding
mechanism to a settlement judge.

Examination of Issues and Priorities for the Natural Gas
Industry. To assist in establishing its regulatory goals and
priorities in the post-Order No. 636 environment, the Commission
conducted an inquiry into the important issues facing the natural
gas industry and the Commission’s regulation of the industry for
the future. After review of over 80 filed comments consisting of
over 1,600 pages, the Commission held a two-day conference with
industry participants. The conference focused on the future of the
industry as well as on issues relating to service flexibility, pricing,
pipeline capacity, and Commission procedures — particularly
complaint procedures. Participants addressed the impact of electric
restructuring, the need for rate and service flexibility, the desire for

streamlined certificate processing, and the continued need for ==

Commission regulation of pipeline market power.

With the information learned, the Commission began a
comprehensive review of its current pending natural gas initiatives.

Focus on the Complaint Process. The Commission also began reevaluating the role of the
complaint process in its oversight of the industry. In this era of light-handed regulation, parties must
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have a forum to bring to the Commission’s attention circumstances and situations in the marketplace.
Such a forum must provide for timely response by the Commission to the problems that arise. To
that end, the Commission tested an audit procedure to expedite the fact-finding part of an inquiry.
An interdisciplinary staff team from several Commission offices conducted an on-site gathering of
pertinent facts and produced a public report to allow the Commission to determine the best
procedural course to follow to resolve the complaint. These procedures led to substantial penalty
and tariff revisions in a reasonably short period of time and demonstrated the need for and usefulness
of procedural innovation in the complaint and enforcement areas.

The Commission also requested public comment on two petitions on procedural reforms to its
complaint process. These comments will help the Commission determine whether reforms are

necessary.

Implementation of Electromnic Filing. Pursuant to the requirements of Order Nos. 581 and 582, the
Commission received initial electronic filings for the natural gas program during FY 1997. These
filings included the Index of Customers, Discount Reports, Form Nos. 2, 2-A, and 11, and rate cases.
The Commission worked with the industry to jointly develop filing requirements to ensure proper
formatting and content that would be compatible with the pipelines’ and the Commission’s computer
systems. Once filed, the data was loaded into databases for access by Commission staff, and the
filings were loaded onto the Commission’s EBB for public access. During FY 1997, the
Commission received over 1,400 electronic filings. Similar numbers of electronic filings are
expected in FY 1998.

Implementation of the OPR Web. The Office of Pipeline Regulation brought on-line its Intranet,
the OPR Web. The OPR Web provides technical staff with access to numerous in-house databases
containing information and filed data necessary to process workload. It also provides significant
search capabilities to allow for faster and more effective information gathering. The OPR Web will
serve as the prototype for similar technology applications throughout the Commission. It also
provides staff with access to other information sites available through the Internet.

FY 1998 AND FY 1999 PROGRAM ISSUES

The Commission will use its resources in the gas and oil pipelines program to continue improving
efficiency and develop and implement regulatory policies to address the ongoing changes in the
natural gas industry. To accomplish this without negatively impacting traditional workload, the
Commission will need to maintain a highly-trained and versatile staff, capable of identifying and
analyzing complex issues. The challenge will be to develop innovative solutions that consider and
address a myriad of issues.
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Certificates

Pipeline Expansion. The pipeline industry is aggressively pursuing new markets after completing
restructuring and gaining operating experience in the restructured environment. In the new
competitive environment, pipelines are proposing to serve markets already served by other pipelines.
Many of these proposals are vigorously contested by the competing pipelines and by landowners who
question the need for the new projects. Processing these contested proposals requires significant
resources. In particular, the environmental review of such projects becomes more complex and time-
consuming, with additional public meetings and conferences and voluminous pleadings by the
various parties. The Commission must then address the competing benefits of affordable, reliable
supply versus the environmental impact and grant of eminent domain for arguably duplicative
facilities. Such competing proposals are likely to increase with the advent of retail unbundling and
the convergence of the electric and gas markets.

Some of the larger construction projects with which the
Commission will be dealing are the industry’s response to the
availability of increasing Canadian supplies and the growing
market for natural gas in the Northeast. The number of cross-
border pipeline projects may increase as Canadian gas and oil
suppliers seek additional markets for their products in the U.S. In
addition, U.S. suppliers are likely to seek markets in Mexico. The Commission will continue to
address projects that relate to the extensive exploration effort on the outer continental shelf and
construction of pipelines to reach what are expected to be significant new gas supplies.

Examples of the complex construction projects being filed with the Commission are several
competing projects proposing to serve parts of New England. These projects involve large numbers
of intervenors, especially landowners.

Two of the projects, Portland Natural Gas Transmission System (PNGTS) and Maritimes &
Northeast Pipeline, LLC (Maritimes), originally proposed to construct 83 miles of their pipelines
parallel to each other between Portland, Maine, and Haverhill, Massachusetts. A related proposal
by Granite State Gas Transmission, Inc., to construct a liquefied natural gas (LNG) facility, is
dependent upon PNGTS to transport gas.

The Commission made a preliminary finding that PNGTS and Maritimes should construct one larger
diameter pipeline instead of two parallel pipelines in this congested and environmentally sensitive
corridor. This finding led to a joint pipeline proposal by PNGTS and Maritimes to construct a 101-
mile joint pipeline between Portland, Maine, and Dracut, Massachusetts, which was subsequently
certificated by the Commission.

The Commission will monitor the environmentally sensitive construction of the 101-mile joint
pipeline, and is reviewing the remainder of the Maritimes project, which is competing with PNGTS
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for the same source of supply. Further, the Commission is continuing to review Granite State’s LNG
project. Review of these projects requires coordination between the Commission’s engineering,
environmental, and rate staffs as well as between the Commission and a variety of federal, state, and
local agencies.

All three projects manifest their own difficult environmental issues. As part of its review of these
projects, staff issued three separate environmental impact statements (EISs) and is preparing a fourth.
Staff has conducted numerous onsite visits and meetings (29 public meetings to date), and reviewed
hundreds of written and oral comments (936 written and 367 oral, to date), supplemental
information, and numerous route revisions. In addition, during the environmental review process
the Commission cooperated with various state and federal agencies that were reviewing these

projects.

PNGTS and Maritimes also presented difficult rate issues involving the use of negotiated rates,
rather than the Commission’s traditional cost-based rates. Maritimes proposed using multiple firm
rate schedules, while PNGTS proposed using one firm rate schedule and individually negotiated rates
within that rate schedule’s framework. The Commission has certificated the PNGTS rate proposal
and has made a preliminary finding on the Maritimes rate proposal, subject to Commission review
of the remainder of Maritimes’ project.

The Commission has competing construction projects on file in other areas, as well, and expects
more of these difficult cases to be filed in the future.

— In addition, as the gas market continues to develop, the

_;l‘h@e éiﬁénsnn ::;of"-.new ma;l(et Commission expects that producers in the United States will

g the num explore options to export gas to Canadian and Mexican markets,

ik W“s“ mwn f“mss nmrd , ~ which may require pipeline construction. Increased competition

’ EE— = - in these markets and customers’ desires to have multiple and

competing sources of supply will generate more NGA Section 3

filings and related requests for Presidential permits to construct and operate border facilities to
import and export gas and oil.

Growing demand in the New England, Mid-Atlantic, and Midwest regions of the country will
continue to give rise to applications for major pipeline extensions and new pipelines to serve these
regions. Meeting construction and service time frames will require analyzing contractual
arrangements among parties and monitoring interconnection policies to assure that competing
pipelines may obtain access to markets. This will ensure that customers have choices for their gas
supply needs. Again, the processing of major construction projects will entail technical conferences
and public meetings as well as data requests and the analysis of comments, protests, and other
filings. Where multiple pipelines propose to construct facilities in the same area, either for the same
or discrete markets, the Commission will look at options for minimizing the cost and environmental
impact of the facilities by encouraging joint facility construction. Significant environmental
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compliance work will be ongoing in FY 1999 on projects currently on file that propose construction
in 1998 and 1999.

Storage Development. The Commission expects to receive applications for storage development
to be used for peaking capability and supply flexibility, since customers will continue to be
responsible for their own gas supply acquisition. Anticipated storage facilities include depleted gas
fields, new leached-salt caverns, and LNG tanks. Commission review and approval of these projects,
many of which will be located near market areas, is likely to generate significant public interest
regarding competition, need, and environmental impact. These cases will generate numerous
comments and protests for which the Commission will hold technical conferences and public
meetings prior to making a decision as to whether these proposals are in the public interest.

Replacement Facilities, The Commission anticipates a significant number of applications for
replacement facilities as a result of the aging of the national pipeline grid. Replacing aging facilities
is necessary for safe pipeline operations. A pipeline may install larger diameter pipe to increase
capacity or achieve a uniform pipe size to facilitate maintenance operations. A detailed review of
certificate applications involving these replacement facilities will be required, including engineering
analysis and environmental impact of the facilities.

Acquisition of Excess Capacity. The Commission expects to continue to receive filings in response
to its new policy allowing natural gas pipelines to acquire capacity on other pipelines. Where the
costs of new construction and the related environmental impact render construction uneconomic, the
new policy will make excess capacity on upstream or downstream pipelines attractive to markets.
However, this policy is not expected to reduce construction requests where new, firm load cannot
be met by capacity releases.

Construction Cost Impact on Rates. As the gas market has become more competitive, the need
for rate certainty has risen. The industry stated its concern, through various pleadings, that the
Commission’s certificate process did not provide sufficient rate certainty for the pipeline applicants
or their customers. The Commission’s response to the industry’s concern was the FY 1996 policy
statement, Pricing for New and Existing Facilities Constructed by Natural Gas Pipelines. The policy
requires, as part of a certificate proceeding, a determination of the treatment of construction costs
in the pipeline’s next rate case. The processing of certificate applications includes an analysis of the
rate impact of the project’s cost and the system benefits to determine whether the project cost may
be rolled into current rates or must be incrementally priced in the next rate case.

In FY 1997, the Commission clarified two aspects of the pricing
policy statement to provide the industry with further guidance on
the rate treatment of project costs. The policy statement noted that
pipelines should not break projects into small segments solely to
limit the rate impact of the project so it could qualify for rolled-in
rate treatment for each segment. The Commission addressed the
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circumstances under which projects would or would not be considered segmented for pricing
purposes. In addition, the Commission clarified the issue of rolling in project costs when discounted
rates are involved.

Other Construction Issues. The Commission will continue to receive certificate cases involving
jurisdictional issues pertaining to its NGA Section 1(b) and 1(c) and NGPA Section 311 authority
over facilities and services. As retail unbundling accelerates and the lines between interstate and
intrastate services blur, the Commission expects growing concern over the different treatment of
intrastate and interstate services.

——— - The Commission will continue to develop improvements to its
i;é'fmpfﬂmé the certificate process  certificate process to meet the needs of a changing gas market.
 will continue tobe a top prierity. . Technjcal conferences will continue to elicit public comment and

aid in the flow of information among all affected parties. The
Commission will hold these conferences in areas near the proposed construction path, as appropriate,
to reduce the burden of attendance and to allow fuller participation. The Commission expects to
focus on overhauling the certificate process to make the process more efficient and less burdensome
on the industry. At the same time, the Commission will continue to ensure that it has adequate
information to fulfill its statutory duty to determine that certificate applications are in the public
convenience and necessity and meet environmental requirements.

Environmental Considerations

Competing Interests. Environmental concerns play a significant role in the review of certificate
construction applications. Pipelines are facing increased opposition from landowners as new
projects are proposed in more heavily populated
areas. When new pipelines propose to serve
markets currently served by existing pipelines,
the benefits of alternative supplies of natural
gas must be balanced with the environmental
impact of a project. Landowners increasingly
question the right of pipelines to use eminent
domain in cases where the need for the project
is determined by the market. Also, pipelines
face timing concerns based on various
environmental permitting requirements. Even as cases become more contentious, the Commission
must pay particular attention to ex parte rules, which, while time intensive, ensure fairness to all
concerned in developing a record for Commission decision. As a result, the environmental review
process is increasingly complex.

Protection of the environment remains a top consideration in the processing of certificate
applications. Under the National Environmental Policy Act (NEPA), the Commission will continue
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to perform required environmental analyses of all gas pipeline filings involving construction of
facilities to avoid or mitigate adverse effects on water quality, vegetation and wildlife, historic and
cultural resources, soils and geological resources, land use, and air and noise quality. The
Commission conducts a thorough analysis of each of these areas before any certificate project can
proceed.

The Commission will work to balance the thoroughness of such analysis with the need to improve
processing time. To this end, the Commission will continue to pursue methods and formats to
review gas pipeline and compressor construction applications more quickly while continuing to
produce complete environmental documents. This analysis includes preparing environmental impact
statements and environmental assessments for some projects. The Commission continues to
encourage the use of third-party contractors and applicant-prepared environmental documents. These
alternatives have reduced the resources required for this workload area, and they offer the potential
for accelerating the review process. However, third party contracting has not eliminated the need
for Commission staff resources to review the contractors’ work to ensure accuracy and compliance
with Commission policies.

Outreach. The Commission will update its training seminars on environmental compliance,
environmental report preparation, and cultural and historical resource requirements. In the past,
incomplete filings have impeded the environmental review process. These seminars aid applicants
in preparing complete filings; training seminars have significantly improved the review of filed
certificate applications.

The Commission’s public information program on pipeline construction also enhances the review
process. Informing the public of Commission processes and actions has helped to resolve problems
more quickly. Therefore, it is essential to continue to assess and revise the public information
program, including:

* local pre-construction notification through notices of intent to prepare environmental documents,
including mailings to all landowners impacted by the pipeline right-of-way and/or noise levels;

* public notification of local environmental scoping meetings on proposed projects;

« public notification of pre-construction site inspections conducted by the Commission staff and
cooperating federal and state agencies on controversial projects;

» availability of Commission-prepared brochures on the operation of the certification process that
are easy to understand;

» enhanced coordination with state agencies; and
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« outreach and training programs to inform the industry and public of the Commission’s
environmental policies.

Other Environmental Considerations. The Commission plans to continue its field compliance
inspections of projects under construction. It will also monitor restoration of rights-of-way on
pipelines greater than two miles in length, which were built under the automatic blanket authority,
and projects completed under Sections 2.55(b) and 284 of the Commission’s regulations. Safety
inspections of jurisdictional LNG plants will continue on a biennial basis in accordance with the
NGA and an agreement with the Department of Transportation. '

While a large effort in the environmental area continues to be directed toward improving the current
process, the Commission will undertake new initiatives as resources are available.

The Commission will evaluate the effectiveness of various environmental mitigation techniques
implemented by pipelines pursuant to Commission orders. This study will guide the industry and
the Commission in conducting the most effective mitigation at the most economical cost.

In coordination with industry groups and other federal agencies, the Commission will implement an
electronic geographic information system to allow the filing of digital maps, graphics, and
photographs for use in environmental analyses.

Rates & Services

As the Commission moves toward more light-
handed regulation, with increasing reliance on
market-based solutions and reduced regulatory 4g00 -

burden on the industry, the nature of natural gas | T T~ ——"
and oil pipeline filings has changed. Many of the % g
routine filings are no longer required or are nOwW  gop v
done on a self-implementing basis. The adjacent
table shows that the rate change tracking filings,
which include many routine filings, have 200
declined while the often more complex rate
change filings have increased. Prior to FY 1994, 03 o4 o o6 97
the rate change tracking filings included
purchased gas adjustment (PGA) filings, which
often were very complex. With the advent of
restructuring pursuant to Order No. 636, PGA
filings were no longer required. At the same time, rate change filings related to restructuring and
post-restructuring raised unique issues that increased the complexity of many new filings. As the
pipelines continue to redesign their services and rates to respond to the changing competitive
environment, the resultant filings often raise issues not yet addressed by the Commission. The result

Change in Type of Rate Filings
Number of filings (excludes GISB filings)

400

— — Rate change filings
-------- Rate change tracking filings
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1s that, while the total number of rate filings is lower than in previous years, the complexity of the
workload has increased dramatically. In addition, many of these new approaches are filed as part
of certificate applications for new projects rather than in rate filings. Pipelines are experimenting
with variations of negotiated rates, incentive rates, and market-based rates. This trend is likely to
continue as pipelines devise creative approaches to a changing and increasingly competitive market.

Capacity Turnback. The Commission did not terminate the gas sales contracts between natural gas
pipelines and their customers when it restructured the natural gas industry under Order No. 636.
Rather, it modified those contracts to convey separate
transportation rights. As a result, most of a pipeline’s traditional
customers operated under contracts with volume levels set prior to
the introduction of competition into the market. While several
— pipelines have already faced renegotiation of a substantial amount

of capacity on their systems, significant volumes of currently
contracted capacity will be up for renegotiation under expiring contracts beginning in 1999 and for
several years thereafter. The pipelines’ ability to resell this capacity will affect not only recovery of
their costs but the rates to shippers whose contracts are not yet eligible for renegotiation or that
choose to remain on a pipeline’s system. As state programs instituting retail unbundling become
reality, distribution companies are not likely to require their historical levels of pipeline firm
transportation quantities, and capacity turnback levels would then grow. To date, the Commission
has been able to foster settlements between the pipeline and its departing and remaining customers.
As pipelines experience more capacity turnback situations with unique issues, such settlements may
be more difficult to accomplish.

ctroimmn
ntra 1

Standardization of Business Practices. In FY 1997, the Commission started implementing
standardized business practices through the auspices of the Gas Industry Standards Board (GISB).
As a voluntary organization, GISB made significant progress in the standardization of business
practices relating to nominations, confirmations, invoicing, and other areas. However, it also became
apparent that standardization that involved financial or regulatory interests would require stronger
Commission involvement. During FY 1999, the Commission expects this involvement to peak, with
the Commission being required to explore options and resolutions. Because of the often competing
financial interests of segments of the industry, this process is expected to be time consuming and
staff-resource intensive.

Complexity of Issues. The Commission expects to see a consistent pattern of complex tariff filings
as the pipelines continue to adjust their operating terms and conditions to meet the changing needs
of their shifting customer base, which now includes many more marketers and new industrial loads.
The Commission also expects tariff filings that will revise penaities and operating restriction
requirements that the pipelines believe are necessary to maintain balance in their systems. These two
types of filings are likely to be increasingly complex and often heavily protested, thus requiring
significant resources for review and analysis.
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An indicator of the increase in complexity of

filings is the increase in the number of filings set Technical Conferences

for technical conferences to allow pipelines to Number of Cases Set for Technical Conference
explain their filings and address the concerns of i
their customers and other intervenors. Except
for FY 1996 and FY 1997, technical conferences
have been increasing in number, and this
increase is expected to resume. The anomaly of
FY 1996 and FY 1997 occurred while pipelines
were participating in numerous meetings
developing the GISB standards, changing their
business practices and reprogramming their | . -
computer systems to conform to GISB standards, @2 o3 94 95 95 87 88 99
and making their GISB filings, which involved FY98 and FY99 are estimated.

extensive revisions to their tariffs to conform

them to the GISB requirements. The GISB filings conformed the pipelines’ tariffs to the GISB
standards and did not require technical conferences to explain what the pipelines were doing.

Many proceedings before the Commission give rise to issues that are hotly contested by affected
parties. The Commission has attempted to institute procedures such as technical or settlement
conferences and alternate dispute resolution to resolve contested issues quickly and without
protracted litigation. For oil pipeline cases, the Commission’s regulations require that all protested
rate filings be referred to a settlement judge and that the parties enter into good faith negotiations.
If these alternative procedures cannot bring resolution of the contested issues, the Commission sets
the case for an administrative law trial. These proceedings permit extensive discovery by the parties
and allow for at least two sets of testimony by each party. While the trial phase is proceeding, staff
continually attempts to encourage settlement among the parties.

The complexity that can occur with litigated gas cases is illustrated by the Tennessee Gas Pipeline
Company case in Docket No. RP93-151-000, et al. This case started out as a filing to recover over
$153 million in gas supply realignment (GSR) costs incurred by Tennessee as the claimed result of
its implementation of Order No. 636. There were more than 80 interveners, many of whom were
active participants in the proceedings at the Commission. By order of the Commission, a technical
conference was held where staff and the parties asked many clarifying questions as to the costs
proposed for recovery. The technical conference was not able to resolve the concerns about the
costs, and a January 1994 order set the case for hearing. Subsequently, several other GSR cost
filings were consolidated with the original case. Staff and the parties proceeded to request extensive
discovery to ascertain the facts in the proceeding, and in September 1994 the parties and staff began
settlement discussions, utilizing an alternative dispute resolution minitrial proceeding, which was
held in July 1995. Staff and the parties prepared, filed, reviewed, and answered several rounds of
testimony, and additional discovery was conducted. In addition, a settlement judge was assigned in
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January 1996 to facilitate settlement negotiations. Since no agreement could be reached, a hearing
was begun on February 26, and was completed on March 15, 1996.

When the judge assigned to try the case retired, the Chief Judge re-instituted the settlement judge
procedure on October 9, 1996. After several days of intense negotiations, the parties and staff
reached a settlement that resolves all issues relating to current and potential future GSR costs
incurred by Tennessee, which could exceed $1.185 billion. The settlement also resolves a total of
34 Commission dockets and 39 D.C. Circuit Court appeals, and limits the issues to be pursued in 7
additional appeals. The settlement was filed on February 28, 1997, and approved by Commission
order issued April 16, 1997, nearly four years after the case was filed.

The Commission expects to see more of these difficult filings in cases where the parties are unable
to resolve contested issues through settlement or alternative procedures.

Oil Pipelines
The primary goals of the Commission’s oil pipelines regulatory program are to ensure that:
e shippers and consumers do not pay unjust and unreasonable transportation rates;

e transportation services are not unduly discriminatory; and

= oil pipelines have appropriate levels of incentives to continue to make prudent investments in
their systems.

In Order No. 561, the Commission established a generally
applicable indexing methodology that allows for greater efficiency
and ease in filing rate changes. In addition to establishing the
index pricing methodology and revising the rules and regulations,
the Commission, in Order Nos. 571 and 572, delineated three
alternatives to that methodology and the conditions under which
they may be implemented. The three alternative methodologies
are: traditional cost-of-service rates; market-based rates; and negotiated or settlement rates.

The three orders all became effective concurrently on January 1, 1995, in accordance with the Energy
Policy Act. Since then, numerous pipelines have taken advantage of the new relaxed regulations
when filing rate changes under the simplified indexing program and waiver requests for short-notice
filings. The oil pipeline industry’s response to the more streamlined regulatory environment created
by the three orders has been positive. Additionally, several pipelines have successfully obtained
market-based rates for certain areas of their systems upon showing a lack of market power. As an
integral part of the generally applicable indexing methodology, the Commission will conduct a
review of the selected index after five years of experience, in 2000. This first review will examine

37



FY 1999 Congressional Budget Request Federal Energy Regulatory Commission

the relationship of the annual change in the index to the actual cost changes experienced by the
industry.

Like natural gas certificate and rate filings, oil pipeline filings also are becoming increasingly
complex. An example of the complexity of the proposals in the oil pipeline area is a filing by
Express Pipeline Partnership (Express). Express requested the Commission to approve its proposed
oil transportation rates prior to constructing the oil pipeline. This was an international pipeline
proposal, with the pipeline originating near Hardisty, Alberta, and interconnecting at Casper,
Wyoming, with other crude oil pipeline systems. The U.S. portion of the pipeline consists of 515
miles of 24-inch diameter mainline pipeline, with a capacity of 172,000 barrels per day.

The proposal was the first of its kind at the Commission. The company was proposing pre-
construction rates that differed depending upon the timing of service acquisition and the nature of
the service acquired. There was no precedent for these types of proposals, thus the Commission was
required to develop new policy and legal bases for its analysis of the proposal and to justify its
permitting these new types of rates to become effective upon construction of the pipeline.

» Three of the four types of rates proposed were negotiated rates for committed term volume
shippers, and these rates were protested by five parties. As a result the Commission required
Express to file a projected, cost, revenue and throughput study for each year of a 15-year period
(1997 through 2011). The Commission coordinated the efforts of its rate, accounting, and legal
staff to perform an extensive review of this cost study to enable decisions regarding the
reasonableness and legality of the proposed extended term rates, depreciation schedules, and
differentiation of rates among customers.

» Another difficult issue adding to the complexity of the proposal was the parties’ concerns about
the impact of bringing Canadian oil into the U.S. Among other things, the Commission had to
address claims that Express’ proposed rates were discriminatory, denied access to other shippers,
and were unjust and unreasonable.

The Commission expects to see more of these difficult filings as the oil pipelines move to serve more
specific market niches, because these proposals allow the pipelines some degree of certainty as to
rate recovery compared to the standard common carrier form of rate making.

The Commission will continue, through its timely issuance of decisions, to encourage novel
approaches for the establishment and financing of prudent new pipeline projects, such as its efforts
in approving the Express Pipeline Partnership, Longhorn Partners Pipeline, and Rio Grande Pipeline
Company projects.
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Accounting and Auditing

Reporting of Accounting, Financial, and Industry Data. An essential element of the natural gas
and oil pipelines program is to have reliable financial accounting information based on sound
accounting principles. The Commission develops standardized accounting rules the natural gas and
oil pipelines industries must uniformly follow, which are generally consistent with the accounting
standards that must be followed by enterprises in general. These rules are contained in the
Commission’s Uniform Systems of Accounts. In addition, the Commission develops accounting
guidelines for the industries to use in implementing changes in generally accepted accounting
principles, such as those issued by the Financial Accounting Standards Board.

Financial and operation data collected through filings of FERC Form Nos. 2, 2-A, and 6 are an
integral part of the Commission’s regulatory scheme. These forms give the Commission information
on investment costs of facilities, the cost and types of capital used to finance such investments, and
operating costs and revenue data.

Monitoring and Analysis of Industry Accounting, Finance and Operations. The critical task
of promoting and managing the introduction of competition into the regulatory framework requires
the Commission to monitor and analyze industry accounting, finance and operating data.

This effort will help ensure a fairly based competitive environment in which undue market power
does not override the benefits of competition and no one is afforded improper preferential treatment.

The Commission, through its monitoring activities, collects and analyzes data for use in making
decisions. The monitoring activities focus on areas affecting competition such as: preferential
treatment to affiliates; cross-subsidization and cost shifting between customers and affiliates; fair
access to information; transmission access and pricing; market power; and stranded cost. The
Commission also investigates complaints about unfair activities and noncompliance with its
regulations.

The Commission also audits the financial and related information reported by jurisdictional entities
to ensure the integrity of the accounting data and compliance with the Commission's Uniform
System of Accounts and related regulations. The audits include reviews of billings under automatic
adjustment clauses and formula rates. The Commission normally requires companies to make
refunds to wholesale customers when audits disclose improper billings under such rate mechanisms.
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HYDROPOWER

OVERVIEW

Water is one of the nation’s most precious resources. The Commission’s hydropower program is
a major part of the national effort to develop sustainable water resource uses and benefits.
Hydropower remains an essential, renewable energy resource, and a viable part of the nation’s
current and future power mix. Hydropower generation represents 98 percent of the country’s current
renewable energy resources; hydropower projects under the Commission’s jurisdiction —
approximately 50 percent of the national total — promote long-term safety and resource management
objectives that are important to consumers and the general public. Moreover, hydropower generation
at licensed projects often produces the cash flow necessary to develop other beneficial water uses
in the project area and in affected river basins.

The Commission’s regulation of hydroelectric power is changing
to accommodate new realities. Hydropower development — and
its sustainabilty — must adjust to a competitive electric market, an
era of heightened environmental concerns, a decision-making
process of shared authorities, and a shift away from new
construction and licensing activities to the administration of
existing projects.

A major impetus for change is the Commission’s initiative to bring

more competition to the natural gas and wholesale electric power markets. The resulting competitive
forces are changing the economics and overall conditions under which hydropower projects are
developed and operated. At least in part as a result of new market conditions, applications for new
hydropower projects have fallen dramatically, and are expected to remain low into the next century.
In a more competitive energy market, proposals for new projects demand more careful planning and
greater consultation with, and agreement among, varied interests.

However, between the years 2000 and 2010, about 22 percent of
licensed projects, representing 37 percent of generating capacity,
will expire. Resource allocations will be necessary to properly
address these applications. Already staff is involved in cooperative
efforts with applicants and program stakeholders, before
applications are filed, on applicant-prepared environmental
assessments and third-party contracting. In addition, staff is facilitating collaborative processes and
settlements to resolve potentially contentious issues related to these projects. These prefiling
activities reduce processing times once applications are received.

_ relicense applications.
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The public’s heightened concern about the possible environmental impacts of hydropower
development has also changed important aspects of the Commission’s hydropower program.
Compliance with a host of environmental laws, most passed in the past several decades, is an
integral part of the Commission’s hydropower responsibilities and processes. Among the complex,
non-developmental values the Commission must consider in its decision making processes are how
to preserve or restore free-flowing streams, fish and wildlife populations, water quality, endangered
species, and aesthetic and cultural resources. Satisfying these requirements has extended the time
required for processing applications, resulted in the inclusion of many more resource protective
measures in licenses and relicenses, and increased the importance of post-licensing administration
to guarantee the realization of intended benefits.

The number of participants and their levels of interest in the Commission’s hydropower processes
also have changed, with significant regulatory effects. The importance of water resource
development issues, as well as the Commission’s expanded role in environmental protection
activities, has resulted in increased involvement by federal and state resource agencies, non-
governmental organizations, and the public. Legislation and court decisions have clearly given other
agencies shared responsibilities in the Commission’s licensing process and in balancing the
developmental and environmental values of concern to these entities. Although the Commission
still must make the final decisions about hydropower development, it no longer controls some
significant aspects of the regulatory processes. Thus, successful hydropower regulation increasingly
requires fostering cooperative regulatory approaches, such as the use of up-front consultation and
collaborative processes to resolve conflicts and to accommodate the varied interests of other

participants.

: In FY 1999, the Commission will continue to emphasize the
?}namsafetysaparamunnt conce! administration of a state-of-the-art, high quality, dynamic dam
especially given the age of regulateﬁ__i safety program. The Commission has long considered its dam
- safety and public safety programs to be among its most important
responsibilities. Hydropower dams represent a significant element
of the country’s infrastructure and an enormous investment in our
energy future. The Commission will maintain its commitment to excellence in the engineering,
construction, and operation of its jurisdictional dams and reservoirs, while being fully responsive to
environmental and public use issues. The Commission’s philosophy is that a sound and
comprehensive inspection and maintenance program can detect and remediate small problems before
they become big problems. This is especially important as the number of older dams under
regulation increases — almost 70 percent are over 50 years old.

Long-Term Goals Beyond FY 1999

The long-term goals of the hydropower program will require us to be flexible in our dealings with
stakeholders in licensing and relicensing, up-to-date in analytical methodologies and techniques,
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creative in resolving environmental issues, innovative and vigilant in dam safety matters, and highly
trained in a wide range of disciplines. ,

Ensure that Sustainable Hydropower
Resources Are Licensed for the Public’s
Benefit. The Commission will seek to ensure
that its environmental licensing conditions
continue to mitigate for environmental impacts
and enhance beneficial public uses while power
development is appropriately maintained. The
Commission will develop mechanisms to
evaluate the effectiveness of license conditions
to facilitate more informed decisions on future licensing actions. Further, the Commission’s licenses
are conditioned to ensure that balancing water uses and protecting sensitive resources continue over
the life of a project. These conditions are only as effective as the Commission’s ability to work with
its licensees to ensure they are met. Thus, administering a license over its life — when external
circumstances may change unpredictably — is an essential feature of the Commission’s regulation.
But its administration cannot be heavy-handed. Cooperation and flexibility in achieving the desired
ends will be necessary in a more competitive environment.

Maintain the Nation’s Existing Hydropower Development to Serve All Water Resource
Interests. The Commission’s challenge will be to administer hydropower developments to
accommodate increasing public uses without diminishing key water resource values. Each time the
Commission must consider an adjustment related to one of the resource values represented in a
reservoir, it must be sure to protect all the resource values.

Ensure Dam Safety Through Inspection of Facilities and Operations. The Commission’s dam
safety program ensures that the dams under its jurisdiction are properly constructed, operated and
maintained. The inventory of dams under the Commission’s jurisdiction is aging; many dams are
quite old, so vigilance is a necessity. Engineering procedures are improving. The Commission must
work with licensees, the engineering community, and the localities where projects are located to
ensure that its safety program continues to match the state-of-the-art as it develops. The Commission
will inspect high and significant hazard dams annually and ensure that these dams will comply with
emergency action plan requirements.

FY 1997 and First Quarter FY 1998 Achievements

In FY 1997 and the first quarter of FY 1998, the Hydropower program realized a number of
significant achievements.
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Safe Operations During 1997 Flooding. Heavy and prolonged
rainfall coupled with sudden snow melt in the central and western
states produced record flows at many hydropower projects. These
record flood flows provided a true test of projects’ ability to safely
pass flood flows, and offered the opportunity to determine if the
current criteria used to establish the inflow design flood were
appropriate. The staff worked closely with the licensees to assure
sound project operation and proper coordination with the public in emergency situations through
project emergency action plans.

Creation of Rapid Response Inspection Teams for Emergencies. The Commission created a
Rapid Response Inspection Team in each regional office to ensure emergency preparedness for
natural disasters, such as earthquakes, or acts of terrorism. These teams can mobilize quickly,
initiate safety inspections for water-retaining structures, and direct follow-up activities related to dam
and public safety. By rapidly identifying conditions affecting water-retaining structures, actions can
be taken to avoid, or lessen, the effects of a potential dam failure. Creating these teams and imple-
menting a rapid response plan has strengthened the Commission’s ability to ensure the public’s
safety.

Dam Safety Construction Oversight. The Commission oversaw $48.8 million worth of dam safety
remediation work and $129.1 million of new capacity project construction. It also developed
additional technical guidance and expanded the instrumentation and monitoring information in the
Engineering Guidelines to include a chapter titled, “Performance Measurement and Monitoring.”

Interagency Cooperation. As agreed to in memoranda of understanding, the Commission inspected
dams under the jurisdiction of the U.S. Department of Energy and the Nuclear Regulatory
Commission. The Commission also contributed significantly to the ongoing work of many dam
safety organizations. Staff represented the Commission on the Interagency Committee on Dam
Safety and held Board of Directors positions on the U.S. Committee on Large Dams and the National
Performance of Dams Program. In addition, staff served as Chair and Vice Chair and held positions
as Task Force Members on the U.S. Committee on Large Dams, National Dam Safety Program,
American Society of Civil Engineers, and Training Aids for Dam Safety Committee.

Program Reorganization. The Commission established a new organizational structure with
streamlined staffing to take its hydropower program into the next century. To use its resources most
effectively, the Commission consolidated its licensing and compliance divisions. This allows for
maximum staffing flexibility and helps the Commission process its high level of post-licensing
filings and project administration.

Alternative Licensing and Relicensing Procedures. On October 29, 1997, the Commission issued
a Final Rule (Order No. 596) allowing licensees and potential license applicants to use alternative
procedures, if approved by the Commission, for preparing license applications. Under these
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procedures, the pre-filing consultation process, the environmental review process, and administrative
processes associated with statutes, such as the Clean Water Act, will be combined.

Also, applicants can choose the applicant-prepared environmental
assessment (APEA) or third-party contract process. Under Section
2403 of the Energy Policy Act of 1992, an applicant may choose an
APEA or a third-party contract to prepare an environmental impact
statement (EIS), and include the EIS in its license application.
During FY 1997, the Commission continued fostering APEAs
involving 31 projects. Through the APEA process, the Commission anticipates a substantial
reduction in the time required for environmental review after the relicense or license application is
filed. Early scoping of environmental issues and working closely with stakeholders are key
components of the APEA process. The first APEA process was successfully completed for the
relicensing of the Sinclair Project in FY 1996. This case, in which staff completed its environmental
review process in only 4 months — a significant decrease in processing time — demonstrates the
usefulness of APEAs. The Commission anticipates similar results with other applications using this
processing alternative.

During FY 1997, the Commission began the third-party contract process for the relicensing of the
New York Power Authority’s 912 MW St. Lawrence-FDR Project in New York. Scoping was
completed in September 1997, and depending on the status of negotiations among stakeholders, the
EIS may begin in 1999, or earlier.

Action on Relicenses and Post-licensing Activities. The Commission has completed action on 138
of the relicense applications for licenses that expired in 1993. The remaining applications are either
in settlement negotiations or awaiting state action to issue water quality certificates. Additional staff
resources were devoted to the many post-license compliance filings, most concerning environmental
matters. These filings included resource management plans and the outcome of other resource issues
decided during the relicensing process.

Decision on Edwards Project. In November 1997, the Commission ordered the removal of
Edwards dam, which is part of the Edwards Project, licensed to Edwards Manufacturing Company
and the City of Augusta, Maine. This project was one of eleven existing projects evaluated in an EIS
prepared on the Kennebec River basin. The EIS analyzed the cumulative effects of the eleven
projects along with other activities in the river basin. Edwards dam is the last dam on the lower part
of the Kennebec River. The primary factor in the Commission’s decision was that the project causes
significant adverse impacts to anadromous fish that available technologies cannot mitigate. The
Commission will continue to address issues raised by the licensee concerning removal expense and
compensation for its net investment.

Project Enhancements. New licenses issued for the licenses that expired in 1993 included many
conditions to protect or improve recreation, fisheries, and wildlife. The Commission developed
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these conditions after independently evaluating the environmental impacts and consulting with and
reviewing comments from resource agencies, non-governmental organizations, and the public. In
addition to the Federal Power Act (FPA) and the Commission’s regulations, many license conditions
are set based on provisions of other statutes, such as the Endangered Species Act and the Clean
Water Act. These requirements often are developed after extensively reviewing and analyzing the
cumulative impacts of several projects located within a river basin.

Approximately $43.5 million of recreational improvements and additions were included in these
licenses. These included boat ramps, canoe portages, hiking trails, and fishing access areas with
fishing and parking access under the Americans with Disabilities Act. In other licenses, measures
were included for downstream flow augmentation, recreational boating, fish viewing facilities, and
hydropower educational programs.

In this same group of new licenses, the Commission required minimum flows to protect sensitive
fisheries and aquatic resources in approximately 80 miles of river channel that would otherwise be
dewatered by generation flows. Additional enhancement measures have included structures for fish
passage, additional vegetative cover, operational constraints, and measures to reduce fish mortality.

Handling Allegations of Noncompliance. The Commission closed out over 200 investigations into
allegations of noncompliance with environmental and engineering requirements. To ensure that
licensees comply with the terms and conditions of the license, the Commission aggressively pursues
reported incidents of noncompliance. It directs the licensee to explain the circumstances surrounding
the incident and, if necessary, provide additional information. During FY 1997, the Commission
continued to develop cooperative relationships with resource agencies and local organizations to
assist in resolving the issues raised by these allegations.

Collection of Headwater Benefits. In FY 1997, the Commission collected approximately
$9.6 million in headwater benefits. Approximately $260 million has been returned to the Treasury
since the program began. Headwater storage projects may benefit owners of hydroelectric projects
located downstream. The construction of headwater storage projects in a river basin often allow
downstream hydroelectric projects to generate additional electricity. Under Section 10(f) of the FPA,
the Commission has to determine how much the owner of a downstream project must pay the
upstream (headwater project) owner for energy generation benefits. The Commission focuses its
efforts on assessing headwater benefits derived from upsteam federal storage projects constructed
and operated by the U.S. Army Corps of Engineers and Bureau of Reclamation.

Processing Recreation Reports. The Commission processed the Licensed Hydropower
Development Recreation Reports (Form 80), which licensees file every 6 years. The form contains
information on recreational facility usage and potential recreational use at licensed projects. The
Commission uses the data to analyze basin-wide and site specific project recreational needs. The
Commission also makes the information available to other agencies and to the public.
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FY 1998 AND FY 1999 PROGRAM ISSUES

The Commission’s changing hydropower program will raise new program issues. To address the
issues successfully, and to support its overall program goal, the Commission will need a highly-
trained, technically competent hydropower staff, employing innovative approaches.

Licensing and Relicensing

In its licensing and compliance programs for FY 1999, the
Commission will continue to emphasize new ways of doing
business to achieve increased efficiencies. In licensing and
relicensing, the Commission will encourage participants to work
together using alternative methods, foster increased interagency
cooperation, and facilitate settlements whenever possible. The
Commission is offering the participants the degree of flexibility
needed to produce a better license application that will allow for
more expeditious Commission processing.

Relicensing Larger Capacity Projects with Emphasis on Pre-filing Processes. Another round
of relicense applications is expected in FY 1998 and FY 1999 — 59 filings with average capacities
11 times larger than those in the last large influx of relicense applications. The Commission will
reduce the number of pending cases before this next group is filed. Also, we will strive to address
major issues during the pre-filing process. Further, the Commission’s llcensmg and relicensing
focus will remain balanced, looking to preserve the benefits of
hydropower generation in a regulatory framework that ensures both
comprehensive development and a comprehensive assessment of
development’s effects on resources in a river and its basin. These
approaches, together with the lessons learned from relicensing
those licenses that expired in 1993, will prepare the Commission
for reviewing this new round of relicense applications.

Reducing Processing Time for Docketed Workload. The Commission recognizes that delayed
licensing and relicensing decisions can postpone the realization of the generation, resource, and
safety benefits that come from sustainable hydropower. Therefore, the Commission will take steps
to reduce processing time under its control. Because parts of the process require extensive
interactions with other agencies, as well as compliance with other laws that have their own time
schedules, the Commission will focus its efforts on those parts of processes that it controls. This will
be accomplished primarily through the use of collaborative procedures and early involvement of
staff.
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Innovative Approaches to Public and Agency Participation. The traditional licensing and
relicensing processes involve extensive pre-filing consultations, often lasting several years. After
an application is filed, staff makes extensive efforts to ensure there has been proper consultation with
other federal and state agencies, compliance with a host of applicable environmental laws, multiple
interactions with other agencies and interested groups and individuals, and resolution of conflicting
resource values. Scoping and preparation of National Environmental Policy Act (NEPA) documents
usually occurs many months and sometimes years after an application is filed.

Increasingly, the Commission is trying a different approach to shorten the time for processing license
and relicense applications, including:

« active assistance to license and relicense applicants who choose to use the non-traditional APEA
or third-party contract process before applications are filed; and

e collaborative strategies to identify issues, resolve conflicts, and build consensus before
applications are filed.

The Commission has worked with licensees and potential applicants who chose to develop
environmental review and analyses that involve all affected stakeholders. Generally these applicants
have chosen to use either the APEA or third-party contract options, authorized by the Energy Policy
Act of 1992. Key components of these prefiling processes include distributing information on the
proposal, conducting an initial informational meeting open to the public, conducting early public
scoping of environmental, engineering, and economic issues, and involving Commission staff in
resolving environmental issues affecting large groups of stakeholders.

On October 29, 1997, the Commission issued a Final Rule (Order No. 596) that offers licensees and
potential applicants alternative administrative procedures for processing license and relicense
applications. By improving communication among stakeholders and combining the pre-filing
consultation and environmental review processes, the goal is to simplify and expedite the licensing
process. Getting participants together and focusing on the issues earlier in the process should help
to narrow the issues and encourage offers of settlements that can form the basis of faster licensing
decisions.

The Commission expects increased use of the optional APEAs and third-party contracting through
FY 1999 and beyond. Using the provisions of Order No. 596, which codifies alternative procedures,
the Commission will permit portions of the licensing or relicensing process to be consolidated,
thereby shortening the overall process. In effect, this alternative approach will rely on cooperative
efforts among the stakeholders to design the process best suited for a particular proposal. By
involving staff early in the process, before applications are filed, and by fostering approaches that
focus participants on cooperating and working out their differences, the Commission hopes to reduce
time and costs, while improving the decision-making process. Through increased staff oversight
during the prefiling process, the Commission expects to complete the NEPA review and other
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licensing and relicensing requirements, such as endangered species consultation, water quality
certification, and historic preservation consultation before an application is filed. Guiding relicense
applicants and other stakeholders through either process will require a commitment of significant
staff resources over the next several years.

The current relicensing of eight projects in the Upper Menominee
River basin serves as an example of how successful this process
can be. With Commission assistance, the relicense applicant
formed an APEA collaborative team composed of representatives
from federal and state resource agencies and nongovernmental
organizations. This team will assist the applicant and Commission
in the scoping process. The team engaged in a 2-year negotiation process resulting in a signed
settlement agreement before the relicense applicant filed its application with the Commission.
Significant environmental issues were resolved, with recognition and accommodation of the impacts
on project economics.

The issues and stakeholders, the needs of the participants, and the degree of controversy often
determine the approach for securing participation in the process. One very large project, the
912-MW St. Lawrence-FDR Project, is a good example of another innovative approach,
demonstrating the Commission’s commitment to flexible processes. The St. Lawrence-FDR Project,
whose license will expire in 2003, was developed as part of a much larger undertaking, known as
the St. Lawrence Power Project and Seaway. Both serve multiple purposes, and the International
Joint Commission governs the operations of both. The relicense
applicant has formed a cooperative licensing team to begin the
relicensing process. The team consists of the relicense applicant,
a third-party contractor, the Commission staff, and the state
resource agency — along with other stakeholders, including
representatives from federal and provincial agencies, industrial
corporations, local communities, and several Native American
communities. The team will identify issues, necessary studies, and
mitigative and enhancement measures.

The Commission has participated in cooperative team and individual subcommittee monthly
meetings, conducted monthly reviews, and met with the third-party contractor and the cooperating
state agency. Although complicated and requiring current staff involvement and significant travel
expenses, this pre-relicensing effort should expedite the relicensing process by soliciting and
resolving resource agency and stakeholder concerns early. The compressed time frame for
conducting the necessary studies and processing the application will result in significant savings in
time and in costs normally associated with resolving issues at later stages of the proceeding.

Processing the relicense applications for Idaho Power Company (IPC) projects on the Snake River
is another example of how the Commission is trying innovative approaches. IPC operates eight
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projects within a 360-mile-long reach of the Snake River that expire between 1997 and 2010.
Applications for four of these projects have been filed. The Hells Canyon Project, scheduled to be
filed in 2003, is comprised of a series of three large dams that block upstreamn passage of
anadromous fish, including three endangered species. Stakeholders have identified the cumulative
effects of all eight projects as a significant issue to be addressed during relicensing. The EIS
prepared on the four pending applications will include an analysis of the resources that will be
effected, but the Commission will defer the analysis of cumulative effects on anadromous fish until
it receives applications for some of the other expiring project licenses. The Commission will begin
reviewing the issue of cumulative effects on anadromous fish as it processes the first four
applications, to gain an understanding of the complex issues involved.

Conducting Outreach Meetings. The Commission will continue to conduct a series of outreach
meetings across the country in states where there will be significant relicensing activity. The
Commission will educate licensees and other potential participants in relicensing cases about the
advantages of alternative procedures codified in Order No. 596. The Commission recently
conducted four meetings — three in California and one in Vermont — focused on encouraging use
of alternative licensing processes. As a result of these sessions, two licensees have decided to use
the APEA process and several more are considering it. In FY 1998, the Commission is planning ten
more sessions, fostering a dialogue with and among federal, state, and regional governmental
agencies, hydropower licensees, Native American tribes, non-governmental organizations, and the
general public.

The Commission expects these efforts to increase substantially the percentage of applications
incorporating environmental documents prepared in the pre-licensing stage, as well as the number
of issuances based on settlement agreements.

Early in FY 1998, the Commission will pursue similar efforts with other federal agencies interested
in improving working relationships involving hydropower licensing and gas pipeline certificates.
The Commission also has appointed an ombudsman with specific responsibility to explore ways to
improve cooperation with other agencies. The Commission hopes these efforts will result in more
efficient working relationships among the many federal agencies with whom it shares
responsibilities.

Managing Licensing Activities in Alaska. In Alaska, hydropower is seen as a cheaper alternative
to diesel fuel, which must be shipped long distances. Presently, there are outstanding preliminary
permits for 35 proposed projects in Alaska. Many of these permits are likely to result in future
license applications.

Processing applications for proposed Alaskan projects will pose unique problems. Scoping meetings
and project site visits will be expensive because of the high costs associated with travel to remote
locations. There will be heightened resource concerns because of Alaska’s natural settings; there
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may also be limited information about sites and potentially affected resources. Also, required
resource studies may take longer to conduct because of the short summer season.

All of these factors will require flexible approaches and a substantial commitment of staff resources
to analyze issues and make licensing recommendations. Presently the Commuission is working with
six applicants using the APEA process. It expects future applicants to pursue this or other pre-filing
processes, and will work with them to improve the licensing process.

Post-licensing Administration. Post-licensing activities are now a more prominent part of the
Commission’s hydropower activities. Additional staff resources are being applied to these parts of
the program. Licensing can no longer be viewed as a one-time decision. Licenses are conditioned
to ensure that the development of water resources and the protection of sensitive resources takes
place over the full life of a project. The effectiveness of this balance depends on the Commission’s
ability to work with its licensees and other interests to ensure long-term conditions are met.

In post-licensing and administrative work, the Commission is using
cooperative procedures to achieve its compliance objectives.
These procedures recognize that a competitive marketplace
increases project owners’ sensitivity to the costs of compliance.
Without sacrificing the objectives of safety and environmental
protection embodied in its licenses, the Commission is using more
training and outreach efforts designed to help licensees satisfy their obligations in partnership with
other agencies and stakeholders. The Commission is providing licensees with the necessary
information and assistance to help them operate their projects as licensed, to minimize violations,
and to reduce the need for enforcement actions. The Commission is also increasing its efforts to
involve stakeholders in post-licensing actions, as a way of accommodating the continuing interest
of those who participated in recent licensing and relicensing actions, and ensuring the realization of
the resource protection measures included in administered licenses.

Monitoring Requirements and More Requests to Modify
Projects. Recently issued licenses include articles with terms and
conditions that require monitoring and reporting well into the
license term, and sometimes for the entire license term. These
articles permit licensees and the Commission to determine the
effectiveness of a variety of environmental mitigative and enhancement measures and supply a
means of monitoring changes to environmental conditions. Today’s licenses are designed to
accommodate the ever-increasing and changing demands on waterways. To ensure that licenses
enhance resource values, the Commission will analyze both the data submitted under the monitoring
requirements and other data the Commission collects or receives from other sources. Results of
these analyses will be entered in a database created to help the Commission in deciding what project
changes are needed to adapt to changing conditions in the river basin during the term of the license.
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For example, the demand for developing residential property and boat docks around large reservoirs
increases dramatically over time. Therefore, recently issued licenses require licensees to monitor
such trends and propose adjustments to land use and reservoir management plans during the term
of the license. The Commission’s responsibility to manage this process will become a significant
component of its post-licensing activities.

The Commission also expects an increase in the number of requests for municipal water supplies.
Requests in the Western states have generated controversy; now such requests in the south Atlantic
states are increasing and are also hotly contested. For example, the City of Virginia Beach, Virginia,
sought approval to withdraw water from the Lake Gaston Project, located on the Virginia-North
Carolina border. After 14 years the dispute continues under judicial review. As the number of these
applications increase and competition for limited water supplies mounts, so will the level of effort
required to process these requests.

Most licenses contain reopener provisions that allow the ——
Commission, after notice and opportunity for hearing, to requirc a - :Man;
licensee to change project operations and facilities. Reopener
requests focus on specific issues. Most requests from agencies,
nongovernmental organizations, and the public concem
enhancement of environmental resources. The Commission
expects the number of these requests to increase, largely due to federally-mandated fish restoration
programs and newly listed and proposed threatened and endangered species.

Most older licenses did not address the issue of fish passage facilities. The U.S. Fish and Wildlife
Service’s efforts to restore Atlantic salmon runs are dependent on installing fish passage facilities.
The Commission determines what projects may potentially affect the restoration program and,
therefore, what licenses need to be reopened. Analyses often encompass a large number of projects
in one or more river basins. Often the reopener process includes preparing an environmental
assessment (EA) or environmental impact statement (EIS). Staff will devote additional time to this
work as resource agencies continue to identify rivers for anadromous fish restoration programs.

———————————— Hydropower projects have the potential to affect water quality,
 Salmonspeciesfistedorproposedas . flow regimes, spawning areas, and fish movement. More
. endangered could impact morethan . Commission projects are affecting threatened and endangered fish
150 c“mw"_" m’ms on_the ~ species, because additional species have been listed or proposed for
: -'Pacaﬁn cnast. - v . . ..
listing. For example, salmon species listed or proposed for listing

in California, Oregon, and Washington coastal streams could affect
the operations of over 150 Commission hydroelectric projects. Addressing these impacts will be a
major effort.
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Dam Safety

Even as changes take place, one essential

element of the Commission’s strategic goal for Age of FERC Dams
hydropower remains constant. Dam safety, in =~ %°
actuality the protection of life and property, is a
paramount consideration. The Commission
achieves it through a series of interrelated
initiatives. A vigorous, state-of-the-art
inspection program is most important, including
over 1,600 projects and more than 2,000 dams.
A continuing remedial program requires
structural modifications to meet current safety
standards. Since almost 70 percent of the dams 0 o B i B
under the Commission’s jurisdiction are 50 years 10 20 30 40 50 60 70 80 90 100 100+
old, and almost 10 percent are over 100 years Years

old, the Commission’s dam safety program

remains vigilant and active. The Commission also develops and publishes Engineering Guidelines
for use by staff, dam owners and their consultants, and others in the dam safety community. These
guidelines provide the procedures and criteria to be used in engineering reviews and analyses of
hydropower projects, and in studies that applicants or their consultants conduct. In addition, since
even the most rigorous program of design, construction, inspection, and maintenance cannot
guarantee that emergencies will not occur, the Commission requires the development, maintenance,
and periodic testing of emergency action plans as another line of defense for the protection of life
and property. These plans specify preplanned actions that owners should take, in coordination with
state and local preparedness agencies, in the event of a flood, earthquake, or facility failure.

-
«n .

iy
o

Percentage of Dams in Age
L34
|

— ——— Monitoring and Remediation. The remediation phase of the

under-  Commission’s dam safety program is in transition. We have
implemented various types of dam safety remediation over the
years. Since 1991, 439 dams have undergone remediation and 90
are ongoing. Other dams are in stages of problem identification,
solution planning, and implementation — usually a structural modification. The Commission is
ensuring that dams satisfy the requirements of its Engineering Guidelines and conform to the
Federal Guidelines for Dam Safety. As these improvements are completed, the Commission is
focusing on problem identification: how best to determine which structures are developing
deficiencies.

The Commission will focus on monitoring and instrumentation to determine if the condition of dams
and their appurtenant facilities changes. As dams age and undergo various loading conditions (e.g.,
floods and earthquakes), they are subject to different ranges of structural stress. Measuring and
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identifying physical changes through instrumentation and monitoring are the keys to determining
whether new or additional remediation may be required. The Commission is preparing a new
Engineering Guidelines chapter on performance measurement and monitoring that covers the
monitoring and evaluation of existing instrumentation and requirements for additional
instrumentation to evaluate the structures. The objective is earlier detection of potential problems
before a serious problem develops.

The Commission is conducting training courses to give every inspecting engineer a complete
understanding of monitoring and instrumentation requirements. With this training, an inspecting
engineer can quickly identify the condition of the dams and their components, and any changes in
loading conditions. Re-evaluation is necessary if either the condition of the dam or the loading
conditions change.

With monitoring data available, the Commission will expect owners and their consultants to evaluate
continually the condition and performance of their projects. If the data indicate no significant trends
or changes in project performance, then future independent consultant reports will focus primarily
on operation and maintenance. This focus should ensure that maintenance and repairs are timely

made.

In addition to adding guidelines in the Instrumentation and
Monitoring section of the Engineering Guidelines, a team of senior.
civil engineers from the dam safety program is reviewing the dam
safety operation procedures. Staff civil engineers use these
procedures to perform operation inspections. The team will
determine where improvements can be made in the dam safety operation procedures to ensure that
inspections, instrumentation monitoring, and evaluation properly assess the performance of dams
and identify any other necessary dam safety investigations and evaluations. Improved inspection
procedures will also assist dam owners in identifying improvements that the Commission may
require in the routine and more extensive inspections the Commission conducts.

Once the operation procedures review is complete, the Commission will develop additional
Engineering Guidelines on dam performance and monitoring for staff civil engineers, dam owners,
and independent consultants. These additions will include the review of dam safety analyses —
coupled with instrumentation and monitoring data — to determine the safety of structures at any
given time. This is an important part of the transition from remediation to monitoring for aging
dams.

Licensees have benefited from our monitoring of advances in field investigative techniques. The
Commission requires licensees to use these new techniques for investigative and quality control
purposes. These efforts have typically resulted in cost savings associated with remediation and
sometimes have eliminated the need for dam safety modification work.
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Because lives are at stake, the Commission must keep abreast of the latest analytical techniques and
designs. The dam safety staff continually investigates new analytical methods and technological
advances in field and laboratory investigative and analytical procedures, including innovative designs
for proposed remedial modifications. Analyzing data and recommending modifications require more
time because of advancements in state-of-the-art analytical techniques and in the technology of
embankment and concrete dams. For example, the Commission examined the impact of the large
floods experienced in Pennsylvania and Maryland in 1996, and the unprecedented flooding in the
West and Midwest in early 1997, to determine if it needed to change its procedures for analyzing
dams under flood conditions. The Commission did not change its processes, but learned it must pay
careful attention to such events and be prepared to change its Engineering Guidelines as needed.
Also, identifying projects having complex geological formations or site characteristics requires more
time than it used to take because the Commission has more information to analyze. When necessary,
the Commission retains the services of renowned consultants to assist in specialized fields, such as
seismology and geotechnical engineering. The Commission routinely consults with experts in
specialized fields to learn about advancements in state-of-the-art engineering.

Expanding Cooperative Regulation. The founding philosophy
of the Commission’s dam safety program is cooperative regulation.
The Commission, however, is ultimately responsible for ensuring
that licensees and exemptees build, operate, and maintain safe
projects. The Commission’s regional offices conduct
approximately 2,800 inspections (about 2,500 dam safety and 300 environmental and public safety
inspections) every year. The five regional offices are the Commission’s direct link to day-to-day
project operations and construction activities. They also monitor compliance with license
requirements. The Commission distributes the responsibility for dam safety, however, among all
stakeholders — the owners and their engineering consultants as well as the Commission itself.
Today, with the list of identified stakeholders growing to include federal and state resource agencies,
the effort to include cooperative partners is also growing. The Commission has found that by
coordinating its activities and working cooperatively, objectives are more easily achieved, and
outcomes are usually enhanced. The Commission must develop the right combination of owner,
consultant, and federal and state government involvement in this cooperative dam safety effort.

stakeholders is growing

 federal and state

Providing Assistance to Other Federal and State Agencies. The Commission shares its dam
safety expertise with a variety of agencies. The Commission’s expertise is called upon nationally
and internationally. The Commission shares its knowledge with the community of dam safety
experts to meet a broad objective of universally improving dam safety. Exchanging information is
valuable to all participants and helps the Commission to refine and
improve its program. The Commission is an active member of the
Interagency Committee on Dam Safety (ICODS), which establishes
Federal Dam Safety Guidelines for all federal agencies involved
with the design, construction, operation, and regulation of dams.
ICODS provides agencies a forum and mechanisms to cooperate,
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share information, develop technical guidelines, discuss research needs and progress, and develop
dam safety training. Federal agencies have achieved agreement on numerous dam safety issues
through ICODS. The Commission provides important dam safety training and expertise to the
federal dam safety community, in addition to authoring several of the guidelines. The Commission
has developed and presented training courses in emergency action planning to the U.S. Army Corps
of Engineers, the Bureau of Reclamation, the Tennessee Valley Authority, and the Department of
Labor, Mine Safety Office. It also developed training courses for the Federal Emergency
Management Agency (FEMA), available to all state dam safety offices.

Through memoranda of understanding, the Commission assists the U.S. Department of Energy and
the Nuclear Regulatory Commission in meeting the Federal Guidelines for dam safety by inspecting
and evaluating dams under their jurisdiction.

The President recently signed legislation requiring the Commission to serve on a board of darmn safety
experts to assist the Director of the FEMA in implementing the National Dam Safety Program. This
program is intended to supply funding and technical assistance to State Dam Safety offices. The
Commission coordinates with states, conducting joint inspections, sharing results of the independent
consultant inspection reports, providing EAP training, and working under individual state MOAs to
share information.

The Commission actively participates in JCODS, which provides federal agencies with the forum
and mechanism to cooperate, share information, develop technical guidelines, discuss research needs
and progress, and develop dam safety training. ICODS has brought federal agencies into agreement
on numerous dam safety issues.
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PROPOSED APPROPRIATION LANGUAGE

For necessary expenses of the Federal Energy Regulatory Commission to carry out the provisions
of the Department of Energy Organization Act (42 U.S.C. 7101, et seq.), including services as
authorized by 5 U.S.C. 3109, the hire of passenger motor vehicles, and official reception and
representation expenses (not to exceed $3,000), [$162,141,000] $168,898,000 to remain available
until expended: Provided, That notwithstanding any other provision of law, [not to exceed
$162,141,000 of] revenues from fees and annual charges, and other services and collections in fiscal
year [1998,] 1999 shall be retained and [used] become available until expended on October 1, 1999,
for necessary expenses in this account.[, and shall remain available until expended: Provided
further, That the sum herein appropriated from the General Fund shall be reduced as revenues are
received during fiscal year 1998, so as to result in a final fiscal year 1998 appropriation from the
General Fund estimated at not more than $0.]
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ELECTRIC POWER WORKLOAD'

The following table includes FY 1995 and FY 1996 to provide a fuller picture of the growing
substantive workload in electric power.

CFY1987

Actual: -

Rate Filings 1,788 | 1,754 434 | 3,239 | 29857 776 | 5302 I 4176 | 1902 | 4000 | 4600 | 1,302 | 4,000 ; 4800 502
Formal Investigations m 65 134 188 9 231 100 ! 2 259 75 100 234 75 100 209
Compliance Filings 376 294 138 798 784 153 | 1,306 L3 346 | 1,400 1 1,400 346 | 1400 | 1.400 346
Small Power 3682 366 6 126 129 3 122 : 100 25 125 ; 125 25 125 i 125 25
Cogeneration 152 | 160 3| m 129 1 153 | 109 55 | 140 ' 140 55 [ 140 | 140 l 55
Corp. Applications 21 23 10 35 30 15 60 ‘ 47 28 100 ; 18 10 100 100 10
Transmission Service 8 4 12 n 6 17 10 \ 0 27 10 12 25 8 12 21
%fnﬁ?’ 93 98 n 123 127 7 149 [ 141 15 170 170 | 15 190 190 15
Securities 98 94 13 59 60 12 3k 32 16 55 E §5 . 16 55 55 16
Financial Avdits 40 42 69 a9 27 91 50 88 ‘ 53 40 ‘[ 40 I 53 40 40 53
gg:’:u‘;’r%yt‘ases 5 5 § 1 3 4 [V 1 E 3 1 2 2 1 2 1
FA Refund Reports 12 9 k] 2 6 5 z3 | 22 ] 3 5 9 : 2 5 6 1
Federal Rate Filings 12 12 5 14 16 3 k] ' 10 2 8 8 2 8 8 2
Declaratory Orders 38 E 33 3 64 36 62 439 f 62 48 60 60 49 60 60 49
Complaints 3 ‘ 24 37 22 15 44 14 ; 19 39 30 [ 30 39 35 35 38
HRehearings 143 i 120 98 179 138 139 158 ; 88 209 200 : 200 209 200 200 209
EWE Determinations 102 : 80 33 97 118 12 YEl . 73 18 110 110 ! 18 110 10 18
;Iiggl,;’!lglgians 2 , 0 2 0 1 1 1 1 1 1 1 1 1 1 1
:;%g;msg 95 70 18 86 g1 13 62 ‘ 123 ! 52 60 60 52 60 60 52

3501 | 3263 | 1,233 | 5224 } 4,764 | 1699 | 7.683 : 6,277 i 3105 | 6590 | 7,240 | 2455 | 6,613 | 7444 | 1624

1Kt.ay: R = Receipts; C = Completed; P = Year-End Pending.

Includes 190 one-time small power filings pursuant to the Solar, Wind, Waste, and Geothermal Power Production
Incentives Act of 1990.
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NATURAL GAS AND OIL PIPELINES WORKLOAD

| cemmFiCATES

Construction Filings 125 195 216 104 210 186 | 128 210 197 141
Prior Notice & Abandonments 121 461 470 112 460 ; 455 117 420 420 117
Meetings & Conferences 0 139 138 0 151 151 0 151 151 0
Compliance Filings & Reports 3 425 447 51 403 389 65 393 391 67
Environmental Analysis 101 468 | 475 94 4396 484 106 494 491 t 108
Environmental Compliance & ' ‘

Safety Inspections 50 1,103 998 | 155 847 897 105 840 840 105
Z:/c,le:rg?grs}gf:ﬁaim & 62 110 85 87 123 118 92 113 110 95
. ot 532 2,901 2,830 603 2,690 2,680 [ 613 2,621 2,600 634

Rate Fiings
Intrastate Activities 25 31 32 2% 42 49 17 a 41 17
f)f;’z%ﬁ”' Setlements & 104 65 88 81 83 83 81 83 83 81
Meetings & Conferences 31 146 156 21 187 182 26 187 184 29
Rehearings, Complaints, etc. 115 302 276 141 319 326 134 3211 343 112
Industry Analysis Functions 0 1,318 1,318 0 1,316 1,316 0 1,316 1,316 0
Accounting Actions 78 77 129 27 77 %5 | 9 7 7 9
. TotAL 572 | 3676 | 3723 525 | 33| 35| sar | 3262 | 3257 626
e
04 Fiings Nonformal 29 531 535 25 520 520 25 520 | 520 25
07 Fiings Formal 181 81 23 239 45 75 209 45 65 189
Litigation, Settlements &
Opinions 180 110 51 239 52 82 209 52 72 189
Rehearings, Rulemakings, &
Complaints 29 17 78 18 17 17 18 27 27 18
Meetings & Conferences 0 1,000 1,000 0 1,000 1,000 0 1,000 E 1,000 0
Accounting Actions 22 b4 i 61 | 15 52 52 15 52 52 15
o ome aar | 1703 | iges | s | vees | 1746 476 | 1,686 | 1736 436
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HYDROPOWER WORKLOAD

P |

~ Actual -
DAMSAFETYSINSPECTIONS | P
Operations Inspections® 138
Prelicense Inspections 0 n f n 0 60 60 0 60 60 0
Construction Inspections 175 315 315 175 275 : 275 175 255 255 175
Exemption Inspections 100 350 350 100 350 350 100 350 350 100
Special Inspections 125 246 24 125 210 210 125 210 210 125
Engineering Evaluation & Studles 149 600 600 148 600 600, 149 600 600 148
Part 12 Reviews 56 168 168 56 165 165 56 165 165 56
Dam Safety Reviews 28 40 40 28 2% 25 28 25 25 28
Environmental & Public Use Insp. 0 304 304 0 300 300 0 300 300 0
EAP Tests 0 35 35 0 40 40 0 40 40 0
o 377 m | 359 | 3500 m | 35| 3570 m

R

Original Licenses 85 4 21 68 10 20 58 10 2 48
Relicenses 103 7 37 73 28 30 7 31 30 72
Exemptions 6 1 6 1 3, 4 0 6 6 0
Preliminary Permits % i 2 16 15 2 7 16 15 8
Oeclaratory Orders 1 1 1 1 1! 1 1 1 1 1
Rehearings 39 19 82 7% n| s 95 58 60 ‘93
_ 259 146 170 235 131 134 232 122 132 222

3Includes about 50 inspections in each fiscal year for DOE and NRC.
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 ranstorcowrnances |

_ ADMINISTRATION

Amendments

Jurisdiction 17 32 33 16 25 25 I 16 25 25 16
Federal Lands 3 170 173 0 150 ] 150 0 150 150 0
Headwater Benefits 34 116 124 26 130 130 [‘ 26 130 130 i 26
Compliance 114 283 | 277 120 275 275 | 120 250 250 | 120
Penalty 1 7 ’ 12 6 6 6 6 6 6 6
Surrenders, Transfers 47 34 63 18 40 40 18 40 40 18
Endangered Species

Consultations 0 4 4 0 10 10 0 5 5 0
Abnormal Events 0 2 2 0 2 2 0 2 2 0
Compliance Audits 0 24 24 0 24 24 0 24 24 0
Complaints 8 2 3 7 1 3 5 2 3 4
Rehearings 35 26 50 1 45 46 10 40 45 ’ 5
- ‘f‘f'zldtki; . 804 | 2235 | 2288 751 | 2208 | 221 748 | 2224 | 2180 792
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OBJECT CLASS SUMMARY
($ in Thousands)

Obligations Fﬁlﬁ’/ M Fli_guge_gs?
11.9  Personnel Compensation $89,502 $95,578 $99,235
12.1 Benefits . 16,218 17,950 18,323
13.0  Benefits for Former Personnel 989 __ 550 25

Total, Personnel Compensation & Benefits 106,709 114,078 117,583
21.0  Travel & Transportation of Persons 1,989 2,099 2,093
22.0  Transportation of Things 31 10 10
23.1 Rental Payments to GSA 17,368 17,798 18,421
23.2  Rental Payments to Others 318 335 350
23.3 Communications, Utilities & Misc. Charges 2,708 3,083 3,439
24.0  Printing & Reproduction i,388 2,023 2,031
25.1 Adyvisory & Assistance Services 3,744 7,375 6,805
25.2  Other Services 11,606 12,215 11,723
25.3 i‘éﬁ%’ﬁ& of Goods & Services from Government 450 832 774
25.4  Operation & Maintenance of Facilities 370 16 16
25.7 Operation & Maintenance of Equipment 1,364 1,572 1,563
26.0  Supplies & Materials 1,380 939 953
31.0 Equipment 3,391 3,185 3,077
41.0  Grants, Subsidies & Contributions ‘ 10 55 55
42.0  Insurance Claims & Indemnities 7 S 5

TOTAL, OBLIGATIONS $153,863 $165,620 $168,898

Application of Prior Years’ Budget Authority (1.573) (3.479) 0

BUDGET AUTHORITY $146,290 $162,141 $168,898

Offsetting Receipts (146.290) (162,141) 0

NET BUDGET AUTHORITY 30 30 $168,898
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Information and Systems Technology

The Commission is continually enhancing its ability to provide Commission staff, the public, and
the regulated industries with the most effective and efficient means for obtaining and using
information. Staff must have the hardware, software, and electronic access to the information they
need to process complex, time-sensitive applications. Moreover, for competition to flourish,
industry needs timely access to information. The Commission is developing a major three-year
strategy for a comprehensive information management system to meet the needs of both internal
staff and outside parties.

Electronic Filing. The Commission has taken steps to expand the use of electronic filing by
industry, such as Order Nos. 581 and 582 which required electronic filing of natural gas pipeline rate
cases, index of customers, and discount reports. Once received at the Commission, these filings are
stored and are immediately available to staff for processing. The future comprehensive information
management system will encompass electronic filing over the Commission’s Internet World Wide
Web home page (Web Site), which will save industry costs associated with paper, postage, and
messenger services when filing documents with the Commission, and also will facilitate staff
working directly with electronically filed documents.

Sharing of Information. The timely availability of information is a key element in moving from
a heavily regulated environment to one where lighter-handed regulation and market forces combine
to assure just and reasonable rates. The Commission currently operates an electronic bulletin board
system accessible by modem, which includes the Commission Issuance Posting System (CIPS) and
facilitates the exchange of information with the pipeline and electric industries.

On November 10, 1997, the Commission introduced its new redesigned Web Site with many new
features and information, including CIPS. Future plans for the Web Site include access to additional
electronic bulletin board system information and to the Commission’s library of documents in
electronic format. To facilitate the exchange of information among Commission staff, the
Commission is developing an agency-wide Intranet (which uses Internet technology over the internal
local area network).

Information Technology Architecture. The Commission is in the process of developing an
Information Technology Architecture (ITA). The Commission is examining its core business
processes and developing a strategic information technology direction that supports the
Commission’s mission and goals and defines approaches for meeting them. A current initiative
involves the decomposition of processes to determine a better methodology for tracking workload
within the Commission. These processes are being modeled at a high level to allow the desired
broad agency focus while still being detailed enough to be useful in the Commission’s determination
of its workload information needs.
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At the same time that the Commission is modeling its business processes, it is conducting the
information flow and relationship phase of ITA development. Analysis of how the Commission
receives its workload and disseminates it to the various program offices is complete. The
Commission is now examining the flows within and between offices to determine what information
is needed at each stage of its movement and what information is shared by various offices to support
Commission functions. This phase will be completed in early FY 1998.

Access to Documents. During FY 1997, the Commission made a major enhancement to its on-line
image-based Records and Management Information System (RIMS), which is a library of documents
in electronic form. Key information about the documents and the related search capabilities have
been expanded. In addition, images of the documents dated after November 1995 can now be
viewed and printed on-line at the Commission. The RIMS index can currently be accessed remotely
by the public, via personal computer. Access to images of the documents will be made available to
the public over the Commission’s Web Site in FY 1998. About 90,000 new documents representing
more than 1.5 million pages are added to the RIMS information database each year.

Each year, the Commission processes 220,000 requests for information totaling more than 6 million
pages. The charts below show the primary means by which documents are requested and processed.

Number of Requests Pages Requested

(in thousands ) ( in millions )
140 25

120

100

80 —

60

40

20 —

| 1
1
i

RIMS Reference Room Micrographic Copier Service RIMS Reference Room Micrographic Copier Service

Through these and other initiatives, the Commission continues to work to reduce the burden on
regulated entities, to streamline and simplify operations and services, and to make the government
more responsive to the industries and public it serves.
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STATUTORY AUTHORIZATION

The Commission’s primary sources of authority are the following statutes:

Federal Power Act;

Natural Gas Act;

Department of Energy Organization Act;
Energy Policy Act;

Natural Gas Policy Act;

Interstate Commerce Act;

Electric Consumers Protection Act;
Energy Security Act;

Public Utility Regulatory Policies Act;
Public Utility Holding Company Act;
Pacific Northwest Electric Power Planning and Conservation Act; and
National Environmental Policy Act.
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FY 1997 PERFORMANCE MEASUREMENTS RESULTS

To date, the Commission has made significant progress on the performance measurements that were
established in its FY 1997 budget request.

Make Regulation Work Better and Integrate Market Forces, Where Possible, into an
Overall Regulatory Model.

Provide Refined Standards for Market-based Rates That Encourage Companies to ldentify Competitive
Services and to Apply for and Receive Market-based Regulation.

Traditionally, the Commission evaluates rate filings made by electric utilities on a cost-of-service
basis. In many recent cases, however, the Commission has allowed a utility to charge
market-based rates for sales of electric energy, i.e., rates negotiated by the public utility and its
wholesale customer. The Commission has approved market-based rates when the seller can
demonstrate that, among other things, it lacks market power. In Order No. 888, the Commission
clarified and liberalized its policies for obtaining market-based rates.

In the natural gas program, the Commission provided, under the Alternatives to Cost-of-Service
Ratemaking Policy Statement, refined standards for market-based rates that encourage companies
to identify competitive services, and to apply for and receive market-based regulation.

Develop Options for Performance-based Regulation for Areas That Cannot Be Competitive.

The Commission’s natural gas program developed options for performance-based regulation for
areas that cannot be competitive, and established a negotiated/recourse rate program as an
alternative available to pipelines that cannot demonstrate a lack of market power. During
FY 1997, the Commission focused its efforts on the negotiated/recourse rate program. It
accepted tariff language allowing natural gas pipelines to negotiate rates with individual
customers in the tariffs of over 20 pipelines who proposed such language. In so doing, the
Commission clarified the conditions to be applied to this program to insure that non-recourse
customers on a pipeline’s system had adequate information to insure non-discriminatory
behavior on the part of the pipeline. The conditions further insured that the non-recourse
customers would in no way be affected by a pipeline’s agreement with a negotiated rate
customer.

Provide Rate Certainty by Deciding Rate Treatment in Certificate Cases for New Natural Gas Pipeline
Construction.

Under the Policy Statement on the Treatment of Costs Relating to New Construction, the
Commission determined that it was important for the marketplace to be aware of how costs
relating to the construction of new natural gas facilities would be treated in a pipeline’s
subsequent rate case. This knowledge would allow the market to determine whether a project
was viable. As a result, the Commission determined it would issue such a determination at the
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certificate stage of a project. In FY 1997, it became standard procedure to address the costs and
rate impact of a project in the preliminary determination, provided the pipeline can show it has
contracts for the proposed capacity or the project operationally benefits the pipeline’s customers
as a whole.

Establish Fully Comparable Open-Access Transmission for All Transmission Owners under the
Commission’s Jurisdiction.

In its electric power program, the Commission has made great strides in substituting market
forces for traditional regulation. The key to this effort has been to open up access to the nation’s
transmission system for sellers and buyers in the wholesale power market. The Commission’s
major achievement of FY 1997 was the full implementation of the open access, comparability,
and stranded cost provisions of Order No. 888. This order signaled an historic change in the
way transmission services are provided in the nation. The Commission anticipates that this
restructuring of the electric industry will result in substantial savings for consumers.

To further promote a competitive electric market and to support its policy of nondiscriminatory
open transmission access, the Commission issued Order No. 889. That order requires utilities
with transmission to establish an electronic information and reservation system for transmission
services, OASIS, which transmission customers can use to check the availability and price of
transmission services and to reserve space on the grid. The OASIS system began nationwide on
January 3, 1997. Order No. 889 also imposes certain standards of conduct on utilities that own
both generation and transmission. They must use their OASIS system for their own wholesale
electric power sales and purchases, and are prohibited from exchanging certain information
between their power marketers and transmission operators, except through the OASIS.

Order Nos. 888 and 889 engendered a huge compliance process because they required more than
150 utilities to file open access transmission tariffs with the Commission. To deal with these
filings quickly, the Commission adopted a process of evaluating comments and issuing orders
dealing with key issues comprehensively, rather than on a case-by-case basis.

In response to the emergence of open access transmission and competitive pressures, many
electric utilities are opting to restructure themselves. Some mergers may enhance competition
by forming more effective competitors. But others may harm competition by reducing the
number of power suppliers available to customers. To protect competition in the newly
emerging market environment, on December 18, 1996, the Commission issued a new Merger
Policy Statement. It explains the factors used by the Commission to evaluate a merger
application — with particular emphasis on analyzing the effects of a proposed merger on
competition. Further, the Commission is making its regulations work better by setting out ways
for merger applicants to avoid a time-consuming evidentiary hearing on the effects of a proposed
merger. Since the Merger Policy Statement, merger applications have been better prepared,
providing the data that is needed to determine how to act on the proposed merger. The Merger
Policy Statement has enabled the Commission to act promptly on over a dozen merger
applications in the last nine months of 1997.
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Improve the Efficiency of The Commission’s Environmental Programs.
* Reduce Legitimate Complaints That People Have Been Excluded from Environmental Processes.

To reduce legitimate complaints that people have been excluded from environmental review
processes, the Commission required that each natural gas pipeline proposing a construction
project file a list of landowners affected by the route of the pipeline. The Commission mailed
to these landowners all environmental information, including a description of the project and its
location. The correspondence explained how the landowners could comment on the project and
participate in the process. The Commission also conducted public meetings in the locales
impacted by the pipeline route. In addition, the Commission prepared a landowner brochure to
explain the certificate process, the rights of landowners, and the ways their opinions can be
considered in the certificate process. Even though the Commission’s environmental mailing lists
now include thousands of affected landowners, letters still arrive indicating that landowners are
not aware of proposed construction.  The natural gas program will continue to seek better ways
of reaching and informing affected landowners.

* Reduce Processing Time for Environmental Reviews.

In FY 1997, there were a large number of gas pipeline construction projects on file with the
Commission, and according to press reports, more projects to be filed. The pipeline industry
claimed that there is large potential growth in the gas market in the Northeastern U.S. and many
pipelines proposed projects to serve this growing market. The Commission used its
environmental contractors to the maximum extent to help meet the deadlines indicated by the gas
markets. It maintained its natural gas environmental staff by assimilating personnel from
program areas that have a declining workload. The Commission experimented with new
approaches to analyzing projects, such as encouraging joint projects to minimize environmental
impact and allowing the completion of environmental work in phases when possible. This
measure allowed pipelines to build sections of their facilities within the time frame of the
expected market demand. As a result of these actions, the Commission issued authorizations for
the timely construction of more than 25 major onshore pipeline projects. In conjunction with
those authorizations, the Commission issued 6 environmental impact statements and over 90
environmental assessments.

The time required for environmental review in the hydropower program will decrease as more
applicants select the applicant-prepared environmental assessment (APEA) or third-party
contract process, instead of filing an application and then having the staff prepare the required
environmental documents. In FY 1997, several potential applicants used APEA processes, but
none were completed. The Commission anticipates that a greater percentage of future applicants
will use these new processes.
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Increase the Rate of Voluntary Compliance.

The Commission held outreach seminars for the natural gas industry to teach pipelines, pipeline
construction contractors, and environmental consultants how to comply with environmental laws
and the Commission’s regulations. The Commission required environmental inspectors on
construction projects to ensure that the construction methods were environmentally sound and
to take corrective action before major problems developed. The Commission analyzed pipeline
contractor suggestions on the procedures that it requires for construction, mitigation, and
restoration of the pipeline right-of-way. The Commission made revisions where necessary to
facilitate the construction of the pipeline while still protecting forests, landowner properties,
wetlands, endangered species, and cultural resources through significant mitigation measures,
analysis of alternatives, and strict enforcement of environmental compliance. As aresult of these
efforts, reports from 269 inspections completed during FY 1997 show an improvement in
pipeline construction methods and safety.

The Commission anticipated voluntary compliance would improve in the hydropower program.
Compared to FY 1996, the number of procedural noncompliance investigations initiated in
FY 1997 decreased by 47 percent. Improved compliance freed staff resources to address more
complex compliance and administrative matters. The number of overdue compliance filings in
FY 1997 increased 15 percent over the number in FY 1996. The licensing and compliance staff
continually develops communication with licensees, exemptees, federal and state agencies, and
non-governmental organizations. This approach ensures better compliance.

The Commission continues to assist hydropower project licensees and exemptees to help them
understand their responsibilities under the terms and conditions of their license or exemption.
In some cases, a telephone conference will suffice; in others a meeting at the project with all
involved parties is necessary. These conferences can involve detailed explanations and guidance
on settlement agreements, project operations, and compliance requirements.

Another tool to achieve a better rate of voluntary compliance in the hydropower program is the
compliance audit. Multi-disciplinary teams conduct on-site investigations to anticipate, identify,
and solve compliance problems. These visits, involving discussion of problems and possible
solutions, foster better communication. Spotting problems before they become serious can save
a licensee or exemptee and the Commission time and money. A substantial investment in staff
resources and time is required, but results in better long-term compliance results.

Increase the Percentage of Dams Meeting All Current Safety Guidelines.

In FY 1996, 89 dams under Commission jurisdiction were undergoing remedial work; in
FY 1997, this number was reduced to 72, a decrease of 19 percent. This decrease in necessary
remedial work demonstrates that a greater percentage of dams met current safety guidelines at
the end of FY 1997. As its top priority, the Commission continues to make sure the dams under
its jurisdiction are safe. The dam safety program is flexible, allowing it to assimilate advances
in technology and new technical challenges presented by the aging water resources infrastructure.
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With a state-of-the-art dam safety program, the Commission identifies those project structures
requiring remediation. Through this program it ensures that these structures meet the
Commission’s Engineering Guidelines and conform to the Federal Guidelines for Dam Safety.
To ensure accurate and timely identification of future deficiencies, the Commission is monitoring
performance to identify which structures have deficiencies, or are developing deficiencies, before
they become major dam safety problems. This will ensure the safety of the public and will also
reduce the costs of remediation.
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FEDERAL ENERGY REGULATORY COMMISSION
STRATEGIC PLAN
FY 1997 - FY 2002

Introduction

This document is the Federal Energy Regulatory Commission’s first strategic plan. The plan focuses
on the most basic questions:

e What strategic role must the Commission play in each industry over the next decade?

*  What are the Commission’s strategic goals and objectives?

e What are reasonable success indicators for achieving these goals?

* How will the Commission measure its performance in the future?

This document serves as the basis for developing more detailed, results-oriented measures in the
annual performance plans. The Commission is developing program evaluations and specific
measures for general success indicators.

Congress has charged the Commission with specific but different responsibilities for each of the
industries it regulates (see Table 1 on page 90 for an overview). In each industry, the Commission
plays key strategic roles specifically assigned by the Congress—for example, to protect consumers
through regulating rates and services. Many of the statutes setting forth the Commission’s roles date
to the 1930s or earlier, but the laws continue to evolve to match changing markets and technology.
As a result, the Commission’s roles continue to evolve also. This plan lays out the historical context
of the Commission’s responsibilities, as well as goals and objectives designed to capture the essence
of the Commission’s ongoing role in each industry. Goals for some of the industries overlap.
Therefore, the goals are grouped into broad categories that often span more than one industry.

Mission

The Commission regulates, in the public interest, essential interstate aspects of four of the nation’s
critical energy industries: electric power transmission and sales for resale, natural gas transportation
and sales for resale, oil pipeline transportation, and nonfederal hydroelectric power. The
Commission ensures that the rates, terms and conditions of service for the electric power, natural
gas, and oil industries are just and reasonable and not unduly discriminatory or preferential, and that
licensing, administration, and safety actions for the hydropower industry and other approvals for all
four industries are consistent with the public interest. It administers numerous laws and regulations
involving key issues, including:

In the electric industry:

e Transmission and sales for resale of electric energy in interstate commerce;

» Certification of exempt wholesale generators and qualifying facilities; and

» Corporate transactions, mergers, and security issues of electric public utilities.




Table 1:

Key Areas of Commission Jurisdiction

transmission lines and generation,
some aspects of retail transmission

of retail transportation, some
environmental permitting

. . e ! 0l | Nonfedsral
- Type of Regulation _ Electric Power _ Interstate Natural Gas Pipelines | Pipelines |  Hydropower Projects .
Regulation of Markets
and Rates, Terms, and
Conditions of Energy
Services ‘
Transmission Yes Yes Yes No
Sales for Resale Yes Yes No No
Corporate Yes No No _No
Authorizing and
Monitoring
Siting No. Under EPAct, the Commission Yes. The Commission issues No Yes. The Commission issues
can order transmission service, but certificates for construction of pipelines preliminary permits, licenses,
states site the lines and generation. | and related facilities. exemptions, and license
amendments.
Environmental No, except for programmatic EISs Yes, NEPA review and interagency No Yes, NEPA review and
for some major actions. consultation for pipelines to be interagency consultation for the
certificated. above authorizations, except
preliminary permits.
Safety No No, except as part of initial certification. No Yes, dam and puhﬁgﬁ;afety.
Related Responsibilities of Other Key Agencies -
States Retail sales, distribution, siting for Retail sales, distribution, some aspects Siting Projects that do not affect

navigable waters, interstate
commerce, or Federal lands or
dams

Other Federal Agencies

DOE: reliability, PMAs

EPA: air quality, emissions
allowances

NRC: nuclear power licenses

Dor: safety

DO/ offshore waters, federal lands,
endangered species, national parks
USFS: national forests

COE: water body crossings
Advisory Council on Historic
Preservation: cultural resources
EPA: PCBs

National Marine Fisheries Service:

offshore fisheries

00T safety

COE, Bureau of Reclamation,
and others: Congressionally
authorized projects without
private development
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In the natural gas industry:

e Transportation and sales for resale of natural gas in interstate commerce;
» Construction and operation of natural gas pipelines; and

» Oversight of related environmental matters.

In the oil pipelines industry:
» Transportation of crude oil and petroleum products by pipeline in interstate commerce.

In the hydroelectric industry:
» Licensing and inspection of nonfederal hydroelectric projects; and
» Oversight of related environmental matters.

Strategic Vision

At the most basic level, the Commission is moving away from a traditional command and control
approach to economic regulation, due to the evolving nature of the electric power and natural gas
industries and by heightened environmental concerns surrounding construction of energy projects.
The Commission will encourage restructuring in the electric industry to promote competitive
commodity markets, as it has in the natural gas industry. This may tend to reduce federal regulation
over the commodity portion of energy transactions, including natural gas and sales of power, but may
mean a continued and even enhanced importance for federal regulation of interstate electric
transmission and gas transportation grids. True open access to essential facilities is the underpinning
of competitive commodity markets for both electricity and gas and requires constant adjustment to
fit the changing industries.

The Commission will increase its emphasis on harmonizing its policies with those of states and other
federal agencies, especially in the electric and hydropower programs, since it is clearer than ever that
the different responsibilities of each of these entities have implications for all the others. Increasing
convergence of energy markets, especially between gas and electricity, will require greater creativity
in regulating gas transportation and electric transmission. Of necessity, economic market realities
and heightened environmental requirements will also increasingly affect the hydroelectric industry.

The Commission is under some pressure to meet the needs of the industries as they become more
competitive. The Commission must be flexible, quick, and innovative to meet these challenges, and
will therefore continue its efforts to reallocate staff among its major areas to respond to pressing
needs as they develop. As needs for regulation in the industries change, the ways of the Commission
must change to respond in real time to industries and intervenors alike. These changes will include
better use of electronic technology to facilitate the regulatory process, improved approaches to
handle the problems of increasingly market-responsive energy industries, and improvements in
environmental reviews.
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Historical Perspective

Electric Power

The electric industry is in the early stages of a restructuring that will bring the advantages of
competition to the generation and sale of electricity. The generation sector has historically accounted
for about 70 percent of the costs of the industry. If structured well, competition promises to bring
significant savings to customers throughout the nation, thereby benefiting individuals and making
American industry more competitive in world markets. Managing the transition to competition is
the most important task facing both this Commission and state public utility commissions around
the country.

The electric industry was traditionally a set of local monopolies, regulated at first by the states to
prevent abuses of monopoly power. In 1935, Congress passed the Federal Power Act (FPA), giving
the Federal Power Commission (FPC, the Federal Energy Regulatory Commission’s predecessor
agency) the responsibility to regulate interstate aspects of the industry — that is, wholesale power
sales and transmission service. The Commission’s basic statutory responsibility still traces back to
the FPA. The logic that governs its regulation remains the same: the public interest requires curbing
abuses of market power in interstate commerce.

The electric industry has evolved substantially since 1935, and the form of the Commission’s
regulation has changed with it. The economies of scale that made electric power generation a natural
monopoly have been almost completely exhausted, so that the public is now far better protected by
a system of robust competition in generation rather than traditional regulation. At the same time,
transmission and distribution remain natural monopolies. Left unregulated, companies could
leverage their ownership of transmission and distribution into a position of market power over
generation as well.

In 1978, Congress began introducing competitive pressure into the electric industry by enacting the
Public Utility Regulatory Policies Act (PURPA). This act required utilities to buy power from a new
class of non-utility generators. PURPA showed that independent generation is feasible.

Over time, it became clear that competition could lower generation costs. The biggest obstacle to
competition was that incumbent utilities could often deny independent generators access to the
transmission grid. In the late 1980s, the Commission began to encourage voluntary open access
where possible (for instance, as a condition for approving mergers). In 1992, Congress passed the
Energy Policy Act (EPAct), which authorized the Commission to order transmission access for
individual wholesale transactions upon request. In 1996, the Commission issued Order No. 888,
which required public utilities to offer open access to all wholesale market participants. However,
under current lJaw the Commission regulates only 67 percent of electric transmission plant in the U.S.
(measured by investment in transmission plant). Increasingly, states are initiating retail access
programs that may eventually extend the benefits of a competitive market to retail customers. The
future of the industry is likely to entail a more competitive generation sector, supported by
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transmission and distribution sectors that remain subject to market power and, therefore, to
regulation.

Natural Gas

In the natural gas industry, the Commission’s actions over the past 15 years have supported
Congressional mandates and fostered the emergence of basic competitive market institutions for the
commodity. In that sense, the natural gas industry is several years ahead of the electric industry.
Now the Commission’s main challenge is to continue its regulation of gas transportation in ways that
a) maintain existing competitive markets and b) foster a second generation of competitive market
institutions that will remove some of the market impediments that remain today and lower the costs

of trading. '

The early history of the natural gas industry is broadly similar to that of electric power. Gas
companies were initially local franchised monopolies, many of whom manufactured gas locally from
coal. With the discovery of large natural gas reserves in the southwest in the early part of the
century, large interstate pipelines soon became a major sector of the industry, but retained strong
features of a natural monopoly. As a result, Congress passed the Natural Gas Act of 1938 (NGA),
giving the FPC jurisdiction over interstate sales for resale and gas transportation. Unlike the FPA,
the NGA also gave the FPC jurisdiction over the construction of new interstate pipelines, which
accounts for the difference in environmental focus between the two programs today. Unlike electric
generation, natural gas production has probably never been a natural monopoly. However, a
Supreme Court decision in 1954 interpreted the NGA as requiring the Commission to regulate the
wellhead price of natural gas sold in interstate commerce just as it did wholesale interstate power
sales.

Comprehensive regulation of natural gas wellhead prices proved a failure. By the mid-1970s, there
were severe gas supply shortages in the interstate market as a result of artificially low prices. During
cold winters (like 1976 — 1977), these shortages translated into delivery curtailments for many
customers in the north. Congress began the phased deregulation of natural gas commodity prices
with the Natural Gas Policy Act of 1978 (NGPA). During the 1980s, the biggest obstacle to
competitive natural gas markets was the inability of customers to gain access through the pipeline
systems to competitive gas suppliers. As a result, the Commission issued a series of measures
(Order Nos. 436, 500 and 636) that opened pipeline transportation to all on equal terms and that
eventually resulted in interstate pipelines’ relinquishing their traditional merchant function. By
1993, the Wellhead Decontrol Act fully deregulated prices for natural gas production. However,
continued regulation of the interstate pipeline grid to ensure efficient, nondiscriminatory access to
transportation services at just and reasonable rates is the indispensable underpinning for competitive
gas commodity markets.

Natural gas open access has been a success. Today the gas market is growing, and customers have
more flexible, more reliable service than ever before. Gas supply curtailment of firm pipeline
customers is a thing of the past. Prices fluctuate with market conditions, but average prices for all
customer classes are lower than they were ten years ago (adjusted for inflation). The competitive
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revolution in natural gas has also had beneficial environmental effects. Gas is increasingly seen as
areliable, affordable fuel in comparison with other fuels such as coal and oil that tend to have higher
emissions affecting the environment, especially air quality.

Oil Pipelines

In 1977, as part of creating the Department of Energy, Congress gave the Commission respon51b111ty
for regulating oil pipelines under the Interstate Commerce Act.

The Commission’s role in regulating oil pipelines differs from its role in natural gas and electric
power, because the petroleum industry differs significantly from the natural gas and electric power
industries. The Commission has never been charged to regulate prices for either crude oil or
petroleumn products. Indeed, markets for these commodities have long been recognized as
competitive. Barges and tankers transport much of the crude oil and refined products used in the
United States. These parts of the oil transport industry are also widely recognized as competitive.
In many cases, they bring competitive forces to bear on oil pipelines. Oil pipelines remain critical
transporters of oil to some areas and often have market power, but they do not have the same
industry-wide roles that interstate gas pipelines or the electric transmission grid have in their
industries. As a result, the Commission has been able to move to lighter-handed methods of
regulation in some situations.

Hydropower

Water is one of the nation’s most precious resources. River systems satisfy many competing water
supply and economic needs, for hydropower, irrigation, domestic and industrial uses, navigation,
recreation, and preservation of environmental values. Hydropower generation represents 98 percent
of the country’s current renewable energy resources. The Commission has jurisdiction over about
half the hydropower generation in the United States. Its job is to: (1) look at all aspects of the project
proposals that come before it, including the cumulative impacts on given river systems, and consider
all competing interests; (2) administer over many decades the projects and associated resource
protection conditions it authorizes; and (3) ensure the safety of dams and other structures under its
jurisdiction.

The Federal Water Power Act of 1920 authorized the Federal Power Commission to license
hydropower projects that are best adapted to the comprehensive development of a waterway. In
1935, the Congress amended and recodified the Federal Water Power Act of 1920 as Part I of the
FPA. Later legislation — various flood control and river and harbor acts, PURPA, the Electric
Consumers Protection Act of 1986 (ECPA), and EPAct — broadened the Commission’s
responsibility for overseeing the development of water resources.

The Commission’s basic legal obligations have remained much the same, even as hydropower
development changed dramatically. By the 1930s, when the FPA was passed, hydropower plants
(both federal and nonfederal) had grown to provide 30 percent of the nation’s generating capacity
and 40 percent of the electric energy. In the 1950s and 1960s, even as additional plants continued
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to be licensed, some existing hydropower plants were abandoned. Less expensive fossil fuels began
changing the economics of energy generation. The energy embargo of the 1970s reversed the
economics and politics of hydropower, while the Energy Security Act and PURPA encouraged the
use of clean, domestic resources at facilities producing less than 80 megawatts. Between 1975 and
1991, over 950 nonfederal projects came on line, a majority of them small scale.

In recent years, water issues have become more important than ever, and hydropower’s national role
has come under greater scrutiny. First, hydropower remains an essential national energy resource.
It is domestically produced and renewable. It has very low operating costs and is often a highly
flexible resource since generation can be brought on line quickly. This flexibility may be quite
valuable in a competitive generation market. At the same time, new hydropower projects may be
less attractive to developers. They are capital intensive (and therefore risky), and the measures
needed for environmental and safety reasons can be costly.

Second, public concern about environmental issues is far greater now than even a few years ago.
These issues include preserving and restoring free-flowing streams, fish populations, water quality,
endangered species, and cultural and aesthetic values. The Commission granted many of the licenses
that currently govern hydropower projects decades ago, before the passage of the new environmental
laws. The environmental issues dealt with in these laws arise when projects come up for relicensing.

Third, other competing uses for water are important and politically sensitive. Continuing growth in
both population and industries only creates greater demands for water, power, recreational resources,
and resource protection. Hydropower licensing and administration have become part of a larger
debate about developing sustainable energy strategies and resources.

The increasing awareness of hydropower development and the Commission’s decisions have led to
expanded participation of federal and state resource agencies, nongovernmental organizations, and
the public in the Commission’s regulatory processes. In recent legislation, Congress sought both to
clarify the role of other agencies in the Commission’s licensing process and to strike a better balance
between the developmental and environmental values of concern to these entities. The Commission
increasingly is using up front consultation and settlement procedures to resolve conflicts and
accommodate the interests of these varied participants.

Commission Administration

The Commission has been working for several years to improve both the way it does business with
the industries it regulates and its own internal procedures.

Although the Commission must utilize the fact-finding capabilities of administrative litigation, it has
developed a number of alternatives to lengthy and costly formal hearings. It has made extensive use
of technical conferences, settlements, settlement judges, and mediators in its casework. It has also
made use of generic rules and blanket authorizations where possible. In addition, it has encouraged
the growth of regional transmission groups in electric power and development of national standards
in natural gas pipeline operations. These groups, composed of all stakeholders, can find fair
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solutions to potential disputes that would otherwise come to the Commission for decision. For
environmental aspects of both hydropower licensing and natural gas pipelines, the Commission uses
early staff involvement and prefiling meetings to identify potential areas of conflict early in the
review process. It also uses technical conferences, local public meetings, and collaborative processes
to promote understanding and compromise among the parties at various stages of the proceedings.

The Commission has introduced electronic filing and electronic bulletin boards. Electronic filing
is already in place for many purposes, and computer systems provide access to bulletin board data,
Commission documents, and information on obtaining Commission services.

While making these business improvements, the Commission has also reduced administrative staff
by 14 percent between FY 1994 and FY 1997.

Strategic Goals and Objectives

A number of the Commission’s responsibilities and approaches to meeting those responsibilities are
similar across industries. Therefore, the Commission’s goals for each industry can be grouped into
several broad categories that cut across industries. These broad categories are:

« regulation of markets and rates, terms, and conditions of energy services;
¢ authorizing and monitoring energy projects; and
¢ Commission administration.

Industry goals appear below under these categories.
Regulating Energy Markets

Electric Power
The Commission will regulate electric transmission and bulk power markets to
a) foster the growth of efficient, competitive commodity markets, and
b) protect customers from excessive transmission rates and service discrimination.

Natural Gas
The Commission will regulate natural gas pipelines to
a) ensure that pipeline transportation service supports efficient, competitive commodity
markets, and
b) protect customers from excessive transportation rates and service discrimination.

Oil Pipelines
The Commission will ensure fair access to the oil pipeline systems for all customers under just and
reasonable rates, terms, and conditions.
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Authorizing and Monitoring Energy Projects

Natural Gas
The Commission will regulate interstate natural gas pipelines to ensure that adequate capacity and
reliable, flexible service is available in the interstate natural gas transportation systems.

Hydropower
The Commission will regulate nonfederal hydropower projects to
a) ensure that sustainable hydropower resources are licensed for the public’s benefit,
b) maintain the nation’s existing hydropower development to serve all water resource interests,
and
c) ensure dam safety through inspection of facilities and operations.

Commission Administration

All Industries

The Commission will reduce regulatory burden by
a) reducing the processing time for docketed workload and for resolving disputes,
b) minimizing filing burdens, and
c) generating better information for use by industry and the public.

Relationship Between General Goals and Objectives
and Annual Performance Goals

Regulating Energy Markets
Efficient, Competitive Markets

Customers will have more new products and a reasonable range of suppliers from which to choose
in both the electric and natural gas industries.

The purpose of Commission policy on open access and unbundling for the natural gas and electric
industries is to increase the options of customers who historically had very limited choices of natural
gas and electric power suppliers. The Commission will assess whether customers have more new
products and a reasonable range of suppliers from which to choose as an indication that commodity
markets are reasonably competitive and responsive to customer needs.

- Natural gas and electric power prices will become more responsive to market conditions — that is,
prices will reflect changing supply and demand conditions more clearly and more quickly.

The natural gas and electric industries are both subject to relatively short peaks in demand that
customers cannot meet by storing the commodity on-site, despite the existence of substantial off-site
gas storage. (This differs from the coal industry, for example, where many customers can ride out
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short-term market fluctuations using on-site storage.) To analyze how responsive markets are
becoming, the Commission will combine basic price information with other indicators of market
conditions, such as weather in consuming areas, that will contribute to an assessment of market
operations. The Commission’s informal market tracking for natural gas suggests that both volatility
and pricing anomalies can point to areas where the market is either not working as well as it could
or working in ways that were not anticipated but are beneficial. Either way, the results are important
as guides to future policy. This will likely be true for electric power also.

Natural gas prices within each trading region will tend to converge, except to the extent there are
demonstrable transportation constraints or costs. Wholesale electricity price differences will also
tend to narrow.

Convergence of prices within a trading region is one sign that competition is working efficiently.

It will be less costly, administratively, to transact business on the interstate natural gas
transportation grid.

This is an important indicator of improved commodity markets. Transparent markets make it easier
for customers to understand what their choices are. Markets that are easy and convenient to use

lower the administrative costs for all customers using them. In both cases, the result is to lower the
cost of using the market for each customer’s transactions. With lower transactions costs, more
customers will have access to the market, which will be especially important as more states give
smaller customers the right to buy gas in the interstate market (rather than only from the local
distribution company). In addition, lower transactions costs can increase the liquidity of the market.

Constraining Market Power

Market participants will have confidence that natural gas markets, electric markets, and oil
transportation services are working efficiently and fairly and that market participants are not
subject to abuses of market power. That is:

e Broad customer classes (not necessarily every customer) will agree that buyers and
sellers have access to competitively priced commodity markets in the national gas
transportation and electric transmission grids.

e Customers will generally agree that gas pipeline, electric transmission and oil
transportation rates and services are just and reasonable, fairly balancing the competing
interests of the transporting or transmitting companies and their customers.

This indicator refers to the Commission’s success in eliminating unnecessary market power and in
fairly balancing the interests of all parties when market power cannot be eliminated. In both cases,
the best performance indicator will come from discussions with the industry and its customers.
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The first part of the indicator refers to customer perceptions of how much competition they see. The
reason for approaching the measure this way is that detailed, quantitative market power analyses are
extremely difficult and expensive to perform. Even when performed, such analyses almost never
tell the whole story by themselves. Non-quantified factors almost always substantially affect the
degree to which observed levels of market concentration translate into the possibility of market
power abuses. As a result, measuring customer perceptions is the most cost-effective way of judging
the Commission’s success in guaranteeing access to competitive markets where feasible.

The second part of the indicator reflects the fact that some degree of market power is inherent in the
natural gas pipeline, oil pipeline and electric transmission industries. That is why they are regulated
in the first place. In controlling market power, the Commission balances the legitimate interests of
different parties. There is no direct way of quantifying how well the Commission is performing its
balancing function. However, broad approval from each major industry sector and the ability of each
to operate profitably would not be possible unless the Commission was succeeding in this balancing
function.

Authorizing and Monitoring Energy Projects
Adequate Natural Gas Pipeline Capacity

The Commission’s certification program will allow the appropriate amount of new pipeline capacity
to be available to serve the market when needed.

This measure is meant to ensure that adequate capacity and reliable, flexible services are available
in the interstate natural gas transmission system, while considering the need to ensure that there are
no undue cost shifts or cross subsidization.

Certification of new pipelines will be timely, while fairly balancing the interests of the gas market,
project sponsor, landowners, and the environment.

The Commission must be able to process pipeline certificate cases in a fair and timely manner. In
general, depending on the level of complexity and the number of opposing parties and type of
opposition (e.g., landowner complaints), the Commission will act expeditiously and issue
construction certificates to allow the commencement of service in accordance with the general plans
of the applicant.

Licensing and Administering Hydropower Resources

Licensing conditions will protect and enhance beneficial public uses, both developmental and
nondevelopmental.

Tracking the beneficial public uses that result from licensing conditions and changes in capacity will
indicate that sustainable hydropower resources are being licensed for the public’s benefit.
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Administration of hydropower developments will accommodate increasing public use without
diminishing key water resource values.

Tracking the number of recreation facilities at projects, the number of visitor days, and the number
of improvements and enhancements made to facilities will indicate that existing hydropower
development is serving all water resource interests.

The Commission will reduce processing time under its control, particularly through the use of
collaborative procedures and early involvement of staff.

Timely issuances that take into account the interests of all involved entities will help ensure that the
Commission’s licensing program serves the public interest, taking into account all water resource
interests.

Dam Safety

The percentage of high- and significant-hazard dams meeting all current structural safety standards
will remain uniformly high.

The Commission’s dam safety program must ensure consistently high safety standards at high and
significant hazard dams to maintain the lowest probability of failure.

One hundred percent of high- and significant-hazard dams will be inspected annually.

Through inspections the Commission identifies safety problems at projects before they lead to dam
failure or jeopardize public safety.

One hundred percent of high- and significant-hazard dams will comply with emergency action plan
requirements.

Timely and effective emergency planning and recurrent monitoring should reduce or eliminate any
potential threat to life or property.

Commission Administration

To reduce administrative burden, the Commission will:
» reduce the processing time for docketed workload and for resolving disputes;
* minimize filing burden; and
» generate better information for use by the industries.

The Commission will hold a series of symposia during FY 1998, dealing with issues such as
expedited complaint procedures, electronic filing, certificate reforms, hydropower relicensing, and
the Internet. Participants in the symposia will include key policy makers and technicians from
industry, government, and academe, in addition to the Commission’s management and staff.
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Through this process the Commission will develop measurements to gauge progress toward its
administrative goals.

Means and Strategies: Regulatory Actions and Adaptations

Electric Power

The Commission’s goals for the electric industry reflect the rapid changes in that industry. The
Commmission’s statutory obligations remain the same: to administer the laws and regulations
involving issues of transmission and sales for resale of electric energy in interstate commerce,
certification of exempt wholesale generators and qualifying facilities, and corporate transactions such
as mergers and security issues of electric public utilities. Looking forward, to fulfil this mandate for
an industry that is changing as much as the electric industry is changing, the Commission will need
to play important new roles:

» Regulating interstate transmission to support competitive generation. Although transmission
accounts for only 7 percent of overall investment in the industry, it is critical to generation
suppliers who need access to customers. It is the Commission’s job to ensure that efficient,
reliable, nondiscriminatory access is available for all electric suppliers and customers. This is
the underpinning of future competition in generation.

* Addressing market power. The electric industry has been structured as a set of local franchised
monopolies for most of its history. As a result, there are significant concentrations of generation
in the hands of one or a few local companies in many parts of the country. The Commission will
monitor utilities and assess whether they can exercise generation market power that could
adversely affect wholesale electric prices in the relevant product and geographic markets. The
Commission must respond appropriately to market power issues in the context of market-based
pricing and in reviewing the effects of mergers on competition.

* Encouraging efficient wholesale commodity markets. To achieve the benefits of competition,
electric markets must function well. The Commission will encourage market structures that
allow quick, reliable, flexible trading (a key to capturing the most trade benefits) and have low
transaction costs (a key to getting useful access for smaller players).

Addressing External Factors

*  Working effectively with states to harmonize regional reforms. Many aspects of the electric
industry are regulated at the state level, including both retail sales and distribution services. As
more states opt to give retail customers access to the power markets, the result will be unified,
regional bulk power markets. However, since most of the electric industry’s assets are under the
jurisdiction of the states, coordination between the states and the Commission in the restructuring
of the industry is critical to realizing the goal of efficient, competitive markets. The Commission
will work with states to come up with cooperative solutions to the jurisdictional issues raised by
the change.
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» Working with other agencies to harmonize regulatory programs. The policies of several other
federal agencies have important implications for the future of the electric industry. For example,
the Department of Energy has important responsibilities in ensuring the reliability of the electric
grid, and EPA’s emissions responsibilities will inevitably affect the electric industry. The
policies of these agencies are critical to realizing the goal of efficient, competitive markets.

Natural Gas

The Commission’s goals for the natural gas industry reflect that industry’s continuing change. The
Commission’s statutory obligations remain the same: to administer the laws and regulations
involving the transportation and sales for resale of natural gas in interstate commerce, the
construction and operation of natural gas pipelines, and the oversight of related environmental
matters. To fulfil this mandate for an industry that is changing as much as the natural gas industry
is continuing to change, the Commission will need to play important new roles. It must:

» Ensure that open access under the Order No. 636 regulations continues to work as intended.

» Encourage efficient gas pipeline construction. Getting gas to market will require expansions in
the pipeline transportation and storage grid to handle new supplies and changes in the geographic
mixes of production and consumption.

» Take advantage of competition in transportation. It appears possible that some transportation
services can be subject to at least some greater competition than seemed likely a few years ago.
The Commission will look for ways to take advantage of such competition as a tool to assure just
and reasonable rates without reducing protection against the abuse of market power in

transportation.

» Encourage improved commodity markets. Natural gas commodity markets can be made to work
better by:

» continuing efforts to improve standardization among pipeline systems for both information
and business practices so that gas can be moved more efficiently;

» ensuring fair and effective short-terrn markets to assure that the parties obtain the capacity
and gas they have purchased and to ensure system reliability; and

» removing barriers to efficient secondary transportation markets.

e Develop regulatory systems based on Commission monitoring and customer complaints that can
respond to the increased pace of the market without unduly burdening market participants.

Addressing External Factors

» Work with states to address market and regulatory issues that arise as states adopt retail
unbundling for local distribution companies. State policies on retail unbundling can affect the
Commission’s goal of ensuring efficient, competitive commodity markets.
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» Coordinate with other federal agencies, state agencies, and the public when preparing
environmental reviews. Coordination with other entities that have interests in pipeline projects
often requires public notices, meetings, and comment periods, and is a factor in the processing
time for the Commission’s reviews.

The Commission must encourage the industry to solve these and other problems as they arise in the
continuing evolution of the gas commodity market. Put differently, the Commission must regulate
transportation in a way that fosters the growth of a second generation of gas markets that are more
flexible, more responsive to customer needs, and less costly to use.

Oil Pipelines

To meet its goal for the oil pipeline industry, the Commission’s role remains to ensure fair access
to the oil pipeline systems for all customers under fair terms and conditions at reasonable rates. In
some cases, the Commission can do this by allowing market-based rates where markets are
competitive. In others, the Commission needs to continue regulation, while remaining flexible, for
the pricing of services for new oil pipeline construction.

Hydropower

Despite the changes in the hydropower industry, the Commission’s statutory obligations remain the
same: to license and inspect nonfederal hydroelectric projects and to oversee related environmental
matters. To meet its goals for the changing hydropower industry, the Commission is adapting its
regulation to new realities — heightened environmental sensitivity, decision-making responsibilities
shared with other authorities, and a new competitive marketplace. This means evolving approaches
to regulation that include:

» Ensuring that regulation balances competing demands for limited water resources. The
Commission’s mandate to foster comprehensive plans of development while considering the
overall effect of proposed hydropower development on rivers and river systems changes as
society’s demands upon water resources change. The Commission will seek to maintain the
benefits of hydropower generation while enhancing environmental values and other beneficial
uses of water.

» Maintaining vigilance over project operations. The Commission has ongoing responsibilities to
ensure that balancing water uses and protecting sensitive resources continues over the life of a
project. License conditions are only as effective as the Commission’s ability to work with its
licensees to ensure they are met. Thus, administering a license over its life — when external
circumstances may change unpredictably — is an essential feature of the Commission’s
regulation. But its administration cannot be heavy-handed. Cooperation and flexibility in
achieving the desired ends will be necessary in a more competitive environment.

» Explaining the Commission’s hydropower program to new participants. The competitive market
may bring new business entities into the industry (just as PURPA attracted new entrepreneurs
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to develop small-scale hydropower). The Commission will integrate these new entities into its
processes and accommodate their concerns and needs as it does for all others.

Protecting life and property by ensuring the safety of dams and other structures. Here too, the
Commission’s regulation will evolve. The inventory of dams under the Commission’s
jurisdiction is aging; many dams are quite old, so vigilance is a necessity. Engineering
procedures are improving. The Commission will work with licensees, the engineering
community, and the localities where projects are located to ensure that its safety program
continues to match the state of the art as it develops.

Addressing External Factors

Coordinating Commission activities with those of other interested authorities. Although the
Commission is charged with making final decisions on actions before it, many other entities have
legitimate, recognized interests in the outcome of its cases. These other authorities include
federal and state land and resource management agencies, fish and wildlife agencies, water
quality agencies, Native American tribes, a variety of nongovernment organizations, and the
public. The timing of actions by these other authorities will affect Commission processing times
and the degree to which hydropower resources can be developed or sustained.

Meeting competitive conditions. Although competitive changes are now occurring in the electric
marketplace, the final impacts of those changes on sustainable hydropower are not yet known.
The Commission will have to assess competition’s effects on hydropower development and
operation, and in some cases use flexible approaches to accommodate market-driven changes.

Maintaining the benefits of hydropower regulation in the face of changing scientific and public
attitudes. Because hydropower projects operate over many decades, the Commission must be
sensitive to long term effects of these changes on resources protected by its licenses.

Commission Administration

Continued change will take advantage of improved information and automation technologies as well
as respond to the needs of changing industries. To meet its goals over the next 5 years, the
Commission will continue its administrative reforms involving:

Expediting decisions where practicable, while considering the due process rights of others.
Delay of good decisions almost inevitably means delay of benefits for consumers. As the
regulated industries become more subject to competitive forces, timing becomes ever more
important for companies as well as for consumers. Many of the proposals now coming before
the Commission are extremely time-sensitive, because they represent market opportunities that
can easily disappear if delayed. Examples include many new gas pipeline construction
proposals. In some cases, delay can mean disruption. A proposed electric merger, for example,
can bring many other intra-corporate changes to a stop until it is resolved. Delayed licensing and
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relicensing decisions can postpone the realization of generation, environmental, and safety
benefits.

» Developing new procedures for surgical, reactive intervention in markets. Competition is the
best customer protection when it is available. The Commission must develop ways to intervene
in markets only to the extent needed to correct particular problems. This means monitoring
markets rather than trying to manage them, reacting to problems as they arise (for example,
through complaints), and taking remedial action that has as little effect on well-functioning parts
of the market as possible.

* Improving regulatory certainty. All of the industries the commission regulates are capital-
intensive and therefore involve substantial risk. As natural gas and electric power commodity
markets become more competitive, both regulated companies and their customers see the
underlying risk in the form of changing market prices. It becomes ever more important to ensure
that both regulated companies and their customers can count on stable, timely regulatory
treatment. If regulation is uncertain, the result would be to add risk to products and markets and
therefore to add costs.

* Controlling regulatory costs. Good regulation provides substantial benefits to customers but
inevitably involves costs. The Commission has an obligation to ensure that the costs are
reasonable in relation to the benefits produced. The Commission will continue to discipline its
own costs. For example, it must reduce its overhead costs for administration and the costs of
treating similar issues in similar cases. Moreover, the Commission’s own cost is only a fraction
of the burden that industries incur, since companies pay for the legal and technical expertise
needed to bring their cases to the Commission. In controlling regulatory costs, the Commission
must be sensitive to these costs also.

* Improving communication and cooperation. Up front staff involvement, technical conferences,
public meetings, and collaborative procedures are essential tools for avoiding needless
confrontation, shortening processing, and maintaining litigation at appropriate and reasonable
levels in all program areas. These efforts are particularly important in gas pipeline construction
and hydropower licensing, which typically raise contentious issues that require balancing strong
competing interests.

» Taking advantage of new technology, especially for information. The Commission will continue
to automate internal processes and make its computerized information more easily accessible to
the public and more pertinent to the needs of the changing industries. Of particular importance,
the Commission must make all public information available electronically and will work with
the natural gas and electric industries to make market-monitoring information available while
preserving commercial confidentiality as appropriate.
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External Factors

These plans are based on current legislation and the current technological state of the industry. If
either of these should change significantly, the Commission would need to change its plans. While
the Commission cannot anticipate specific changes in either legislation or technology, the electric
industry (especially) is in the midst of a transition that could lead to changes in both. For example,
several proposals now before the Congress would lead to a significant further restructuring of the
industry nationwide. Similarly, distributed generation may become more economically viable. If
it does, it would change some of the Commission’s basic assumptions about what parts of the
industry can be competitive and in what ways.

Other external factors that can influence the Commission’s success in meeting its goals are noted
in the section, “Means and Strategies: Regulatory Actions and Adaptations.”

Program Evaluation

The Commission is committed to accountability in its programs. For the next year, the most
important task is to ensure that specific performance measures are developed along with the
quantitative information needed to support them. To do this, the Commission will establish a high
level working group, chaired by the Deputy Chief Financial Officer. The working group will include
one member from each of five Offices: the Office of General Counsel, the Office of Hydropower
Regulation, the Office of Pipeline Regulation, the Office of Electric Power Regulation and the Office
of Economic Policy. It will present quarterly progress reports to the Chairman on the status of the
Comimission’s performance measures.

To improve accountability in the longer run, the Commission will institute ongoing assessment
reviews at least annually. As part of each review, the Commission will report on how well it is
meeting its goals, how and why its goals and objectives should be modified (if at all) and what
changes to indicators are needed to improve how well it is measuring its perforrnance. A top priority
involves improving its information systems to provide credible measurements of key performance
indicators.
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BUDGET REQUEST FOR 2000

$179.9 M

1,320 FTEs

To accomplish its mission and goals in FY 2000, the Commission requests
funding of $179,900,000 and 1320 FTEs. The Commission will recover its
full costs of operation during FY 2000, resulting in a net appropriation of $0.

The funding request of $179,900,000 is 7.8 percent higher than the reduced
FY 1999 level of $167,500,000, approved by the House Appropriations
Committee. It is 6.5 percent higher than the Commission’s FY 1999 budget
request of $168,898,000, approved by the Senate Appropriations Committee.

The requested increase is due to three major factors. First, an increase of
$6 million is for mandatory salary and benefits increases of 5.5 percent.
Second, the request includes $2 million in one-time costs for FERC First, the
Commission’s reengineering initiative. The Commission anticipates that its
reengineered processes will lead to annual savings in the future, as well as
improved services for the Commission’s constituents. Third, an increase of
$5 million is for essential improvements in information technology (IT).
These IT initiatives will lead to annual savings of $2 million.

During FY 1998, the Commission undertook a complete reexamination of
how it does business. The one-time costs included in this budget request
reflect the findings of that reexamination. The Commission plans the costs
of this restructuring to be temporary. It is nevertheless essential to fund this
investment if the agency is to meet the needs of the industries it regulates. If
the Commission had recognized the need for these reengineering and IT
initiatives before making its request for FY 1999, it would have had to
request a higher funding level for that year to cover these costs, and the
FY 2000 proposal would not represent a significant increase over FY 1999.

The Commission’s reengineering and IT initiatives will enable the
Commission to provide valuable new services. These include electronic
filing and document retrieval, market monitoring, more rapid Commission
action on complaints and filings, and greater use of both alternative dispute
resolution and consensus-supported outcomes. These and other new services
are necessary for the Commission to keep up with its regulatory
responsibilities as the markets change. These services support the ongoing
industry restructuring that will result in billions of dollars of benefits to the
economy.

The request for 1,320 FTEs is level with current usage, and is 57 FTEs lower
than in the FY 1999 budget request. The Commission requested 1,377 FTEs
for both FY 1998 and 1999 to meet the regulatory challenges associated with
industry restructuring and its other statutory mandates. However, in
FY 1998, the need to find a new, more efficient approach to regulating the
changing energy industry became clear. Seeing the possibility of long-term
savings from reengineering, the Commission chose not to hire up to the 1,377
FTE level in FY 1998. Instead, it applied the salary savings to its FERC First
and IT initiatives. In FY 1999, to begin the implementation of these
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Full Cost Recovery

initiatives, the Commission will need to keep FTEs at 1,320 and again apply
the salary savings to implementation.

By the end of FY 2000, the Commission will have implemented its
reengineered processes so that it can meet its statutory mandates in line with
the rapidly changing realities of the regulated industries. Rapidly changing
industries mean significant increases in many aspects of the Commission’s
work. Without reengineering, the Commission could meet this increased
workload only with significant increases in staffing. The Commission
anticipates that the efficiency benefits of reengineering and IT initiatives may
mitigate the need for increased staffing in future years and may allow the
Commission to maintain the current lower level of 1,320 FTEs.

The Commission will recover the full costs of its operations through annual
charges and filing fees. It will deposit the revenue into the Treasury as a
direct offset to its appropriation, resulting in a net appropriation of $0.

Resources by Program
(Budget Authority Dollars in Thousands)
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EXECUTIVE SUMMARY

External Changes
Challenge the
Commission

The Commission is
Meeting the
Challenge

A year ago, the Commission prepared its first Strategic Plan and its budget
for FY 1999. These efforts made clear that the Commission faces long-term
challenges.

First, increasing competition in natural gas and electric power commodity
markets promises to create billions of dollars of benefit to the American
public. Realizing these gains depends on continued, effective regulation of
the essential transmission facilities — wires and pipes — that link suppliers
and customers. Traditional transmission regulation, based on cost-of-service
rate making, will remain a key part of the Commission’s overall regulatory
strategy, but new forms of regulation will become increasingly important.
These include monitoring markets, mitigating market power where it exists,
and interacting with new institutions such as independent system operators
(ISOs).

Second, energy projects — hydroelectric projects and gas pipeline
construction — are the subject of more extensive economic and
environmental scrutiny from environmentalists, landowners, state and federal
agencies, and project owners operating in more competitive markets. All
have major stakes in the decisions the Commission reaches. On one hand,
the Commission must be more sensitive to these diverse concerns. On the
other, the timeliness of decisions is becoming more important as projects
attempt to meet the changing demands of the marketplace.

Changes in each industry present new budgetary challenges. For example:

e  Electric. The Commission still has its traditional workload. In addition,
the electric industry is creating new institutions that the Commission
must work with to ensure development and maintenance of smoothly
functioning competitive markets.

e Natural Gas. The Commission’s efforts to respond to developing gas
markets include proposals to supplement traditional cost-of-service
regulation with new, more market-oriented approaches, especially for
short-term markets (including maximizing competition, mitigating
market power, and monitoring for undue discrimination).

e  Hydropower. The relicensing of projects, especially larger projects
affecting whole river basins, involves complex issues around
environmental impacts and other resource uses. On top of this, the new
license conditions that deal with these issues create an ever increasing
monitoring workload.

Changing the Traditional Way of Adapting. The Commission has long
been successful at adapting its traditional processes and structures to meet
new problems — after all, the transition to greater competition in natural gas
began almost a quarter century ago. However, the cumulative weight of
change in the industries is now putting extreme pressure on the Commission
to do more than adapt gradually. In particular, it became clear a year ago that
the Commission would require increasing staffing levels to meet its workload
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Reengineering
Affects the Budget

The Commission’s
Budget of the
Future

if it were to maintain its existing procedures. Even with modestly increasing
levels of staffing, doing all the new work required would be difficult if the
Commission is to meet its statutory obligations in the new energy world. The
FY 1999 budget requested staffing levels that were the same as FY 1998, and
slightly above those for FY 1997.

Reengineering: FERC First. At the same time, the Commission realized
that increasing staffing levels in the future could not be counted on. Partly
in response to this basic reality, the Commission undertook a complete
reexamination of all its processes during FY 1998 — the FERC First
reengineering initiative. The result is a blueprint for changing the
Commission’s processes and structures during FY 1999 and FY 2000 to
match the challenges it will face in the future.

This budget request reflects the results of FERC First in the following ways:

It requests 57 fewer FTEs for FY 2000 than the FY 1999 budget requested.
The Commission anticipates that FERC First reengineering efforts and its IT
initiatives will allow it to meet the challenges of the future with fewer people
than anticipated a year ago. The Commission’s traditional approach would
require much higher levels of staffing to meet its increasing challenges.
However, this request is predicated on the Commission being able to make
these basic investments.

It requests about $2 million for the expenses of FERC First itself. These are
the one-time costs that will lead to long-term savings as reflected in the lower
FTE request.

It requests about $5 million for information technology (IT) initiatives. These
include electronic filing and work flow management, key initiatives that will
let the Commission process its work in a more timely way and offer better
service to all its constituents. Other IT initiatives include efforts to replace
obsolete technologies, modernize critical parts of the Commission’s
infrastructure (such as human resources procedures), and greatly increase cost
accountability. IT is likely to require further initiatives in future years
because of the inherently dynamic nature of the field. However, the specific
initiatives funded here will save about $2 million each year, compared with
the systems now in place.

The Commission’s FY 2001 and FY 2002 budget requests will begin to
reflect the positive returns and the organizational results of the Commission’s
internal reengineering. This will be evident in three key areas. First, the
Commission’s reengineering will lead to significant improvements in the
Commission’s performance measurement. Second, the Commission will
design and implement new workload measurement systems that more
accurately reflect the changing nature of its work. Finally, the budget
narrative for FY 2001 will mirror the structure of the Commission’s newly
reengineered processes, and will identify funding and staffing requirements
by the new categories. It will also provide a way to compare the new request
format with the current request format by industry. The two main program
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areas will be (1) work related to markets, tariffs, and rates, and (2) work
related to authorizing and monitoring energy projects.
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EXTERNAL CHANGES

The Commission’s Redulatorv Responsibilities

Economic
Regulation

Environmental,
Siting, and Safety
Regulation

The Commission is obligated by statute to regulate key economic aspects of
the electric, natural gas and oil industries. The law requires the
Commission’s economic regulatory activity because the transmission of
electricity, natural gas, and oil is often a natural monopoly. There have been
no changes to the Commission’s basic organic statutes in the past year.
Pending before Congress, however, are a number of bills that would assign
the Commission new responsibilities related to electric restructuring.

The Comrmission is also charged by statute to regulate certain energy projects.
This includes siting and environmental aspects of natural gas pipelines and
both safety and overall usage of water resources for nonfederal hydroelectric
projects. Statutory environmental requirements, along with the public’s
increasing interest in the environment and participation in Commission
proceedings, make this aspect of the Commission’s regulation as vital ~ and
as difficult - as it has ever been.

Energy Markets

Statutory Obligations

In the electnc power industry:
» Ensure just and reasonable rates for transmission and sales for resale of electric energy in interstate

commerce;

» Ensure non-discrimination in rates, services, and access;
Certify exempt wholesale generators and qualifying facilities; and
» Review proposals for corporate transactions, mergers, and issuance of securities by electric public utilities.

In the natural gas industry:
» Ensure just and reasonable rates for transportation and sales for resale of natural gas in interstate

commerce; and

» Ensure non-discrimination in rates, services, and access.

In the oil pipelines industry:

» Ensure just and reasonable rates for pipeline transportation of crude oil and petroleum products in
interstate commerce; and

» Ensure non-discrimination in rates, services, and access.

Energy Projects

In the natural gas industry:
» Act on proposals for construction and operation of natural gas pipelines; and
» Oversee related environmental matters.

In the hydroelectric industry:

» Act on applications for licenses for nonfederal hydroelectric projects;
» Oversee related environmental matters; and

o Ensure the safety of nonfederal hydropower projects.
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Meeting the Legal
Mandate

Thus, the Commission operates under two imperatives:

e Its work is mandated by law, often down to detailed legislative
requirements.

* The industries it regulates are changing rapidly; old statutes must be
applied to new circumstances, including a new focus on markets.

This chapter describes how changes in regulated industries affect the way the
Commission must approach its work. The next chapter describes the
Commission’s overall strategy for addressing those changes.

Industry Changes Challenge the Commission

The industries the Commission regulates are rapidly changing their
structures, operations, and investment strategies. These changes reflect a
continuing evolution toward greater competition, an ongoing convergence of
gas pipeline and electric power markets, and greater environmental
accountability. Other government agencies, industry participants, and the
public are becoming increasing involved in the Commission’s activities.

One force behind these changes is support in Congress and successive
administrations for expanding competition in the natural gas, oil pipeline, and
electric power industries, reflected most recently by the enactment of the
Energy Policy Act;of 1992. Also contributing to the changes are the

-Commission’s open access policies, which require owners of electric

transmission and gas transportation systems to make their systems available
to all competitors. Other changes affecting the Commission’s activities
include:

e A global trend toward competition in industries that have been
traditionally viewed as monopolistic;

o Industry innovations, including organizational, technical, and financial
improvements developed to deal better with the evolving markets; and

« Heightened public awareness of environmental concerns, reflected in
statutory and regulatory changes that increase environmental, historic
preservation, and land use requirements for the administration and
relicensing of hydropower projects and the construction of natural gas
pipelines.

Major Challenges in the Year 2000

Regulating
Energy Markets

1
P

The challenge facing the Commission is to develop a regulatory approach that
promotes competitive markets while protecting customers and serving and
safeguarding the public. Natural gas markets have been competitive for some
time. Electric markets are becoming much more competitive in many parts
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of the country. In both industries, competition to supply the basic commodity
has required a new regulatory infrastructure. Without the open access
provided under the Commission’s Order No. 636 (for natural gas) and Order
No. 888 (for electric power), market power over transmission would have
reduced competition in commodity markets greatly. Going forward, the
continuing evolution of natural gas and electric commodity markets will
require further regulatory adaptations to ensure that the basic principles of
open access remain intact in a changing world.

Market Functioning. Both gas and electric markets are developing rapidly.
In natural gas, flexible short-term markets offer prices at many points around
the grid that vary rapidly with changes in supply and demand. These spot
market prices for gas imply a value for gas transportation that does not
depend on the traditional regulated rate. The divergence between value and
regulated price of transportation, and questions raised about the effectiveness
of traditional rate setting as a tool for addressing market power, led the
Commission to reexamine its approach to regulating short-term gas
transportation. As part of this review, the Commission is exploring how it
might:

* maximize competition in the short-term transportation market;
* mitigate the ability of firms to exercise residual market power; and

e monitor the market for instances of monopoly power or undue
discrimination.

On the electric side, new market institutions are developing rapidly. The
Commission is looking at ways to promote competition in regional power
markets. It is encouraging pricing and operational innovations in regional
market arrangements including establishing Independent System Operators
(ISOs) and Power Exchanges (PXs). The Commission must ensure that
competitive market structures continue to deliver just and reasonable rates.

In both natural gas and electric power, improved monitoring will be crucial.
Emerging markets involve far more individual transactions than can be easily
tracked in a traditional regulatory setting. They are inherently unpredictable,
with unforeseen opportunities and associated issues arising as often as the
entrepreneurial zeal of companies can find them. That makes it essential that
the Comrnission monitor gas and electric markets to ensure that competition
is working for the benefit of consumers, that market power is being mitigated,

- and that the Commission can identify any necessary regulatory adaptations.
In a related effort, the Commission will explore ways to enhance market
transparency so that market participants see their options more easily, can
better detect market power abuses, and can use improved complaint processes
to report them to the Commission. Thus, the Commission will move away
from hands-on, command-and-control regulatory methods, to focus more on
promoting competitive markets and keeping a vigilant watch on market
operations.

Industry Structure. By law, the Commission reviews changes in ownership
or control of electric power facilities. This aspect of the Commission’s work
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becomes even more important in an increasingly competitive world.
Companies are finding it necessary to repackage their assets by building on
their strengths and reducing their vulnerabilities, while the Commission must
ensure that changes in ownership patterns do not create market power
problems.

Both mergers and divestitures have increased since the Commission issued
its open-access policies. Competition has led to significant merger activity in
many industries, but mergers can create or enhance market power by reducing
the number of energy providers. The Commission’s challenge is first to
decide whether particular mergers are in the public interest and then to
monitor for overly concentrated markets and exercises of market power by
those companies. Many parties are also buying and selling electric generating
plants — asset acquisition can raise important market power issues.
Convergence between the gas and electric industries is leading to mergers and
alliances across the two industries. These raise novel issues for the
Commission. Corporate changes can also lead to regulatory issues in the
natural gas industry (when pipelines spin off to affiliates their merchant and
gathering functions) and in the hydroelectric industry (when companies seek
to spin off generation facilities that the Commission licenses).

The Commission has a basic statutory responsibility for authorizing and
monitoring certain energy projects. Its major challenge in carrying out this
responsibility is to ensure the licensing and relicensing of sustainable
hydropower projects and the construction of natural gas pipeline and storage
projects that are economically viable and protect the environment.

Gas Pipeline Certification. On the gas side, growing demand in New
England, the Mid-Atlantic, and the Midwest will lead to more applications
for major pipeline extensions and new pipelines. Many industry observers
believe that the pipeline grid must support a future industry that supplies up
to 30 trillion cubic feet of natural gas nationally per year. As customers have
become responsible for their own gas supply acquisition, they have demanded
more flexible arrangements. As a result, the Commission expects more
applications for storage development and liquefied natural gas facilities to
provide peaking capability and supply flexibility. As the national pipeline
grid ages, the Commission anticipates a significant number of applications
for replacement facilities in the interest of safety.

Increasingly, new pipelines propose to serve markets already served by
existing pipelines. In these cases, the Commission must balance the benefits
of competing supplies of natural gas against the environmental impacts of a
project and the potential market impacts of excess capacity. Landowners
increasingly question the right of pipelines to use eminent domain when the
Commission relies on evidence of market demand to establish need for the
project. Thus, determining project need and environmental consequences
will be an increasingly complex and contentious process.

Finally, the substance of these and other filings has changed. Very few
filings are now straightforward cases for which past Commission practice and
precedent can guide the analysis. The innovative, complex proposals many
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pipelines are presenting require a fresh look and new analytical techniques;
in addition, these filings attract many protests and interventions, further
complicating the proceedings.

Hydropower Administration. As electric markets grow, the challenge to
the Commission’s hydropower program is to ensure that sustainable
hydropower remains a part of the nation’s energy mix. Projects must be
economically viable, responsive to environmental needs, and sensitive to
other water use values. Hydropower’s low operating costs and flexibility can
make it valuable in competitive generation markets. But projects are capital
intensive, and the measures needed to bring them into environmental and
safety compliance can be costly.

Other federal and state agencies are permitted by law to impose mandatory
conditions on licenses issued by the Commission. This requires extensive
collaboration between the Commission and other agencies. Successfully
managing this collaboration is a significant challenge for the Commission’s
hydropower program.

New environmental issues arise whenever projects licensed decades ago
come up for license renewal. Many upcoming relicensing actions will be for
large, complex projects that affect important and regional environmental
resources such as fisheries, endangered species, and recreational
opportunities. The complexity of the cases increases the need for expediting
procedures and calls for prefiling consultation among all the participants.

Licensing decisions, complex as they are, do not end the Commission’s
responsibilities. Each relicensing case leads to an additional, ongoing
monitoring effort throughout the life of the license. (Such monitoring was
not required in the original licenses that were issued decades ago when
environmental concerns were less prominent.) Issues arising after licensing
can be very contentious and decisions difficult. The Commission is
conditioning licenses to ensure that water resource development and sensitive
resources are protected for the life of the license, which can be up to 50 years.
Lines of communication established during licensing and relicensing must
continue to function during the term of the license. In addition, the
Commission must determine which mitigation measures work best so that it
can impose those that are the most effective for protecting resources. In
addition, the aging population of hydropower dams poses a challenge in
terms of dam safety and public safety, requiring innovative approaches and
a shift in program emphasis to monitoring and instrumentation.

The Commission’s Response to the Challenge

Responsible
Regulation:

As Important as
Ever

As the electric and gas industries become more competitive, the Commission
must change its approach if it is to meet its statutory responsibilities. In the
past, the Commission acted to control monopolies by setting prices and
limiting profits. In the future, effective regulation must support the growth
of strong, competitive electric and gas markets, even though electric
transmission and natural gas pipelines retain market power. All parties need
to know that the regulatory system will treat them fairly, will not tolerate
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A New Approach
to Regulation:
Regional and
Collaborative

abuses of market power, and will not give any player an unfair advantage
over others. For some purposes, traditional cost-of-service rate making will
still be appropriate. For many other purposes, new methods will be
necessary.

Both gas pipeline projects and hydropower projects can, without mitigation,
significantly affect the environment and other social issues, such as land use
and recreation. These issues become more important every year — especially
for hydropower licenses, which extend over many years — even as
competitive markets constrain the project resources available to devote to
these 1ssues. A major role of the Commission is to lead the various parties
to the collaborative resolution of their legitimate, conflicting interests.

-

The Commission is developing a variety of new ways to deal with specific
challenges it faces. However, two themes run through most of its new
approaches.

First, the Commission’s focus must be increasingly regional. This is true for
both markets and projects. The focus must increasingly be on regional gas
and electric power markets rather than individual companies. For
hydropower, the Commission must focus increasingly on whole river basins
in assessing individual projects.

Second, the Commission’s focus must become more collaborative. For
energy projects, greater awareness of environmental concerns translates into
the need for greater collaboration between the Commission and all concerned
parties — other agencies, project proponents, nongovernmental
organizations, landowners, Native Americans, and the public. For markets,
the Commission must work more closely with state public utility
commissions, with existing and new market institutions such as ISOs and
PXs, with standard-setting groups such as the Commercial Practices Working
Group and the Gas Industry Standards Board, and with other key institutions
such as the North American Electricity Reliability Council. The Commission
has undertaken the following:

e Collaborative Process. The Commission has set up a new collaborative
process to work better with the concerned agencies, nongovernmental
organizations, and the public on hydropower licensing. Collaboration
begins before filing, to resolve as many issues as possible in a proposed
facility application. These measures can help to expedite processing after
the application is filed.

« Interagency Task Force. The Commission has formed an interagency
task force with other federal agencies (including the Departments of
Interior, Commerce, and Agriculture) to address issues arising in
hydropower relicensing. This task force will address key inter-agency
issues, including how to coordinate processes across agencies and how
to make the best use of the Commission’s new collaborative processes.

¢ Ombudsman Function. In 1998, the Commission created the function
of ombudsman. The ombudsman is part of the Commission’s external
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affairs organization specifically charged to develop new methods of
cooperation and consensual decision-making with other government
agencies and also with new industry institutions such as ISOs. Part of the
ombudsman role is to develop stronger ties between other agencies and
all of the Commission’s program offices.
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INTERNAL CHANGES

The challenges facing the Commission over the next few years are
substantial. To meet them, the Commission must retool the way it operates
or risk being unable to respond appropriately to the changing industries it
regulates.  During FY 1998, the Commission staff undertook a
comprehensive look at how it does business today and how it can meet the
needs of tomorrow — the FERC First effort. The Commission staff is
implementing the resulting changes during FY 1999 and FY 2000. This
chapter describes several key changes that the Commission will undertake:

» FERC First defined seven major process initiatives that will change the
way the Commission’s work is done. These initiatives will cover most
of the Commission’s major work processes.

e FERC First proposed a target organization for the Commission’s staff in
2000. This target organization is designed to reflect the Commission’s
reengineered processes. It may change slightly as the Commission
develops its blueprints more fully over the next two years.

» The Commission will refine its performance measures. The Commission
has not further developed the performance measures it proposed last year.
The overall review of work processes took precedence, and performance
measures are best refined during the implementation of the new
processes. That refinement will occur as FERC First recommendations
are put in place.

¢ The Commission will redesign its workload measures. Industry changes
have significantly reduced the usefulness of the Commission’s traditional
workload measures. As part of implementing the FERC First initiatives,
the Commission will overhaul these measures.

* The Commission will develop a new budget format. The Commission
has traditionally divided its programs by industry (gas and oil pipelines,
electric power, and hydroelectric projects). This division is increasingly
misleading and impractical. It does not take into account the similarity
and interconnectedness of gas and electric markets, nor the similarities
between hydroelectric and gas pipeline projects’ environmental and
public concerns.

Together, these changes will prepare the Commission for the 21st Century
and represent a comprehensive response to both the letter and the spirit of the
National Performance Review of 1993 and the Government Performance and
Results Act of 1993 (GPRA).

New Ways of Doing Business: FERC First Processes

FERC First began with a full review of the Commission’s operations. The
Chairman assembled a steering committee of managers and a team of 40
staff, assisted by consultants. This group assessed the external influences
affecting Commission operations, reviewed the Commission’s basic
operations as they exist and as they should be, and conducted interviews and
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Core Initiatives

Supporting
Initiatives

focus groups with staff and constituents. This initial phase of FERC First
resulted in a set of seven major initiatives to reshape the Commission’s work
processes.

Two primary initiatives reflect the core of the Commission’s responsibilities.

Promoting Competitive Markets. A major focus of FERC First is
integrating the economic regulation of the gas and electric industries.
Considering the convergence of the industries, it makes sense to bring
together these aspects of the Commission’s responsibilities. An integrated
approach will foster regulatory consistency, ease resolution of issues arising
from the convergence of the two industries, and maximize the realization of
economic benefits. This initiative will include a focused, periodic
examination of elements critical to competitive markets and appropriate
market monitoring to identify ways to promote and maintain competitive
markets and to identify potential market problems. Essential to this approach
will be early and continual collaboration among professional disciplines
within the Commission and greater outreach, including increased
coordination with market institutions and participants.

Authorizing and Monitoring Energy Projects. Both gas pipeline projects
and hydropower projects must adjust to competitive markets, heightened
environmental concerns and multiple jurisdictional authorities. The
Commission must find the best balance among a project’s economic viability,
its effects on the environment, and its effects on other legitimate claims on
the resources. Successful regulation of projects increasingly requires early
and continual cooperation with other authorities and all interested parties.

A key element of this initiative is the use of extensive collaboration among
the applicant, Commission staff, other agencies, non-governmental
organizations, affected landowners, and other interested members of the
public. Such collaboration is designed to resolve (as much as possible) issues
arising in a proposed gas or hydropower facility application. Such
collaboration may lead to the development before filing of a complete factual
record for a Commission decision.

Several other initiatives are closely related to, and integrally support, the
processes for markets and projects:

Resolving Disputes. The Commission seeks to promote early resolution of
contested matters and complaints through expanded use of consensual
decision-making, including alternative dispute resolution (ADR). Parties also
will have opportunities to participate in pre-filing ADR to resolve or narrow
the issues that would otherwise remain contested after a filing.

Building Bridges. FERC First identified the enhancement of two-way
communication between the Commission and its constituents as a critical
need in the future. Better communication will contribute to Commission
decision-making, improve interested parties’ understanding of Commission
policies and actions, allow for long-term collaboration between staff and

10
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Fixing the Year 2000
Computer Bug

The Year 2000 computer

¢ issue has been a challenge

{for both the Commission

. and its regulated industries
- because of the immovable
- deadline for ensuring Year

. 2000 readiness. The

Commission has been
addressing its own
computer systems, and has
a well developed
implementation schedule for
total readiness by

. January 1, 2000. The

; Commission is also a

. member of the President’s
¢ Council on Year 2000

Conversion, and is the
leader of the oil and natural
gas sector of the Council’s
Energy Working Group.

The Council is working with
federal agencies and
coordinating the outreach
and sharing of information

i across industries such as

telecommunications,

. bonking, transportation,
© and energy, raising

awareness and monitoring

i industry progress in

reaching Year 2000

! readiness.

outside parties, and establish an external constituent focus throughout the
staff. The proactive nature of this initiative is a departure from the past;
planning, staff training, and performance measurements will help ensure
positive outreach.

Strategic Planning. Building on the Commission’s initial response to
GPRA, the Commission will develop a specific process to do strategic
planning and overall performance measurement for the agency. This will
take into account the broad spectrum of industry trends in developing
Commission goals and objectives. Assessment of industry trends, market
needs and constituent wishes will depend on analysis of industry data,
guidance from the Chairman and Commissioners, and dialogue with the
public and Commission staff. Along with articulating strategic direction,
identifying goals, and measuring results, this process will identify necessary
funding and staffing levels, Commission skill mixes, and information
technology (IT) requirements to realize objectives.

Managing Information Technology. IT is one of two essential enabling
tools for all of the Commission’s future business. This initiative will set up
a largely paper-free environment with electronic filing and posting of
documents and automated work flow management. Putting these measures
into place will address the need for complete, accurate, and timely
information in an increasingly competitive marketplace. Planned major
improvements to IT will reduce processing time for workload without
statutory deadlines by streamlining and automating processes throughout the
Commission.

The web site will serve as the entry point for electronic filing, posting,
serving notifications of filings, and providing filings to interested parties. IT
will make information available faster through the Commission’s web site
and will simplify searching for specific information within the large body of
data the Commission maintains. Internal staff and external parties will have
access to filings within minutes or hours rather than days. A workload
processing system to be completed in FY 2000 will be linked to the
Commission’s Records and Information Management System and to the
electronic filing. Eventually it will also be linked to a data repository, to be
constructed in FY 2000 and linked soon after. The data repository will store
information in a variety of formats and use powerful search tools to find
specific information within multiple databases.

The Commission’s IT will also support the oversight of industry markets, by
enabling the monitoring of competitive markets engaging in electronic
commerce. Energy companies use a web of IT and telecommunications
systems to share information and coordinate delivery of energy products, and
to monitor and control energy operations. Together, these systems help
define the modern marketplace.

Overall, this initiative will strengthen strategic planning, expand access to

information, manage priorities, improve communications and operations,
allocate resources efficiently, and improve IT skills across the Commission.

1"
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Developing Employees. An enhanced human resources capability is the
second essential enabling tool for all of the Commission’s future business.
The Commission faces two overarching, long-term challenges to its human
resources systems. First, it must shift a significant part of its work force from
traditional forms of regulation to new forms more suited to markets and
collaboration with other agencies and parties. Second, it must improve the
productivity of all its employees by reducing its traditional reliance on
management hierarchies and encouraging greater initiative from all staff
members.

A key to handling the changing regulatory environment is meeting new
staffing requirements. Since the Commission cannot fully foresee all issues
before they arise, staff must look at circumstances, consider issues, and find
solutions in a rapidly changing environment. The Commission will align its
human resources and training efforts with its strategic plan and business
objectives. It must adopt the processes to attract, retain and develop the
highest caliber employees to support those objectives.

The Commission also must develop new forms of regulation while still using
its traditional approaches. This will require improving management culture.
Meeting the resulting workload with reasonable staffing levels will be
impossible unless the whole staff becomes much more versatile and
productive. Improving the Commission’s management culture is imperative
for achieving this change.

Reorganizing the Commission to Realize Benefits

FERC Organizational Structure by the Year 2000

Project

[ ]
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General

Markets, Tariffs }' Hydropower [ Adminisirative |/

Licensing ’ Litigation Counsel

Law Judges

and Rates

g Finance, %
Accounting and |
Operations

Strategy and |
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Development |

Sk 2oy Vo Bl P rasammsmmEI TR o Al 55 P A
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NOTE: ONice Thne e subject 10 turther eummination

A major aspect of the FERC First plan is bringing together all the experts
needed to handle each work process from beginning to end. Doing this
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enhances staff’s understanding of emerging markets, enables staff to build in
quality throughout the process, and eliminates the need for many layers of
internal review. The Target 2000 organization largely follows the lines of the
identified processes and optimizes skill mixes. The Commission will
gradually achieve the target organization as it puts the FERC First initiatives
into place, concluding in the first quarter of 2000.

Performance Measurement

FERC First makes clearer than ever the need for the Commission to measure
the outcomes of its actions and to use this information to make management
decisions. The FY 1999 Performance Plan began to develop outcome-based
measures for the three sets of goals and objectives contained in the strategic
plan: energy markets, energy projects and internal administration. The
FY 1999 Performance Plan proposed that the Commission set up cross-
agency teams to develop further the measures proposed for each area.

The onset of FERC First delayed the further development of outcome-based
performance measures, while strengthening the overall process for
performance measurement. The delay makes sense because performance
measures will be a natural outcome of the detailed process review undertaken
by FERC First. At the same time, a key FERC First initiative is to develop
a capability to do both strategic planning and performance measurement
much more rigorously than in the past.

During the corning.year, the Commission will work through the FERC First
process to develop its performance measures in the following ways:

» Energy Markets. The Commission will develop its capability to find and
analyze market data, develop baselines, and present outcomes for as many
measures as possible. It will refine its measurements as appropriate.

e Energy Projects. Existing proposals for performance measures reflect the
inherent difficulty of measuring the balance the Commission must strike
among competing interests in its energy project programs. These
proposals are too vague to serve as immediate guides. The Commission
will focus initial efforts in this area on hydroelectric projects, where the
environmental issues are most important. It will develop a data base of
all conditions included in hydro licenses and what each condition is
intended to achieve. In effect, this data base will embody all the specific
goals the Commission has decided to pursue in different hydropower
cases. It will develop a data base of objectives realized. This will let the
Commission review the overall direction of its policy, measure the degree
to which it has achieved the goals it has already set, and make any
necessary adjustments to license conditions. Finally, the Commission
will take the lessons of its hydroelectric measurement process and
consider how to measure its natural gas certificate program.

o Administration. The Commission will develop these proposals further,

using both new management systems being developed as part of its IT
initiatives and the process review undertaken by FERC First.

13
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Workload Analysis

* Human Resources. A major strategic challenge facing the Commission
today lies in more targeted hiring and training to keep its skill mix
optimal. During 1999, the Commission will develop specific goals,
outcomes and performance measures for its human resources programs
as part of FERC First.

The Commission must develop new ways to measure its internal workload,
Just as it must develop better ways to assess the outcomes of its policies. The
Commission’s current workload accounting system is increasingly inadequate
for its future needs, for the following reasons.

» Traditional workload categories are based mostly on traditional inputs
and outputs such as the number of filings received and the number of
orders issued. These measures do not easily capture the substance of
much of the Commission’s future workload. For example, the effort
required to monitor markets is likely to be largely independent of the
number of formal filings. Proactive and facilitative approaches to some
issues will be specifically designed to reduce the number of formal filings
and might better be judged from the number of filings avoided than the
number received. Similarly, the same regulatory problem in different
regions (for example, establishing regional markets) may come to the
Commission as many or few formal filings. Yet work required is likely
to be similar, no matter how many filings are involved.

» Current workload categories often include cases that vary greatly as to the
staff time and attention necessary to process them. Some cases are
straightforward and may be resolved based on precedents, while others
are complex and ground-breaking, requiring vastly greater resources.
However, each case is counted as one. This confounds the Commission’s
ability to connect workload trends with changes in resource requirements.

» Jtems in different workload categories require vastly different amounts of
staff time and attention. The Commission has not quantified these
differences well as part of its overall planning.

The FERC First initiatives give the Commission a rare chance to redesign its
workload measurement system systematically and agency-wide. FERC First
will make it possible (1) to redefine workload categories in ways that reflect
the Commission’s emerging workload and (2) to estimate the resources that
should be required to address different work items. This will help the
Commission tie its workload to its resource requirements and will help to
clarify the likely effects of changing resource levels on overall agency
performance.

By the budget request for FY 2001, the Commission expects to be able to
identify the future workload categories. The Commission also anticipates
that the FERC First process will identify reasonable baselines for the work
needed to address each category. The goal is to be able to link workload
levels to resource requirements by the request for FY 2002.

14
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Future Budqget Documents

The Commission’s FY 2001 and FY 2002 budget requests will embody
increasingly more of the Commission’s internal reengineering. This will
include new performance measures and new workload accounting systems as
these become available.

In addition, the Commission’s reengineered work processes and
organizational structure reflect changes in the industries and will dictate a
new orientation for future budget documents. The Commission anticipates
that the budget request for FY 2001 — the narrative and requests for funding
and staffing levels — will mirror the Commission’s new processes, rather
than the separate industries. Therefore, it will be organized around work
related to:

» markets, tariffs, and rates; and
» authorizing and monitoring energy projects.

The exact makeup of these work categories will depend on final decisions
during process implementation, and will incorporate the support functions.
In the budget request for FY 2001, the Commission anticipates that it will
identify funding and staffing requirements by the new categories. The
Commission recognizes the need to be able to compare the FY 2001 budget
with those for previous years. Therefore, it anticipates providing a means of
comparing the new request format with the current one.

15
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ELECTRIC POWER

FUNDING
FTEs

Operating Expenses
(Budget Authority Dollars in Thousands)
FY 1998 FY 1999 FY 2000

Actual Estimate Request
$52,250 $52,555 $56,665
439 440 440

Overview

! Managing the transition to
| competition is the most

© important task facing the

. Commission.

!

. Access to the transmission grid 1

; is the key to making
| competition work for

‘l wholesale electric markets.

r
|

|

The electric industry is in the early stages of a restructuring that will bring the
advantages of competition to the generation and sale of electricity, even while
the transmission grid remains a natural monopoly. Competition promises to
bring significant savings to customers throughout the Nation, thereby
benefitting individuals and making American industry more competitive in
world markets. The generation sector has historically accounted for about 70
percent of the costs of the industry, but customer savings will only appear if
the market power inherent in transmission is controlled. Therefore, the most
important task facing the Commission is to continue to regulate transmission
as required by law, by adapting its regulatory strategies to support the
emerging competitive market for electric power.

The electric industry has evolved substantially since enactment of the Federal
Power Act of 1935 (FPA). The Commission’s basic mission remains the
protection of the public by ensuring that wholesale electricity customers have
access to reliable service at a reasonable price. However, the means for
achieving this mission have changed dramatically in recent years. The
success of independent power suppliers over the past decade has shown that
electric power generation is no longer a natural monopoly. Accordingly; the
public is better served by competition in generation than by traditional
command-and-control, cost-based regulation. At the same time, transmission
and distribution remain natural monopolies. Left unregulated, companies
could leverage their ownership of transmission and distribution facilities into
a position of market power over generation as well.

Since the passage of the Energy Policy Act of 1992 (EPAct), the Commission
has aggressively pursued policies designed to foster competition in wholesale
power markets. EPAct strengthened the Commission’s authority to order
transmission access for wholesale transactions on a case-by-case basis,
thereby opening the markets to competitive generation. And in 1996, the
Commission followed the logic of the EPAct one step further. It issued Order
No. 888, which requires all public utilities that own, operate, or control
interstate transmission facilities to offer open access to all wholesale market
participants.

17
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Long-Term Goals Beyond FY 2000

The Commission will:

» Foster the growth of
efficient, competitive
commodity markets.

» Protect customers from
abuse of market power.

Program Challenges

The long-term goals of the Commission’s electric power program flow
directly from the first two parts of the Commission’s vision statement.

Foster the Growth of Efficient, Competitive Commodity Markets. The
Commission will continue to regulate transmission to support competition.
Because transmission is critical to those who need access to customers, the
Commission must ensure that efficient, reliable, nondiscriminatory
transmission access is available for all wholesale electric suppliers and
customers. This is the underpinning of future electric competition. The
Commission expects that this competitive market will offer consumers more
new products and many new suppliers. Additionally, as the electric industry
continues this transition to competition, wholesale electricity prices should
become more responsive to market conditions by reflecting changing supply
and demand conditions more quickly. Wholesale electricity price differences
within each trading region should narrow as competitive markets evolve.

Protect Customers from Abuse of Market Power. The electric industry
has been structured as a set of local franchised monopolies for most of its
history. As a result, in many parts of the country, significant concentrations
of generation are in the hands of one or a few local companies. The
Commission must monitor and assess whether utilities can exercise
generation market power that could adversely affect wholesale electric prices
in the relevant product and geographic markets. The Commission must
respond appropriately and timely to market power issues in the context of
market-based pricing and in reviewing the effects of mergers on competition.
Market participants must have confidence that electric markets are working
fairly and that they will not be subject to market power abuse.

The complexity of its electric workload has grown significantly as the
Commission has responded to the changes in the electric industry. This trend
of increasing complexity of the electric workload is expected to continue into
the future, until the restructuring efforts are complete.

The Commission is refocusing its electric regulatory efforts by shifting from
setting cost-based rates for wholesale power suppliers to allowing market
forces to set prices wherever possible. However, to safeguard workable
competition in wholesale power markets, the Commission must ensure open,
nondiscriminatory access to transmission facilities, and must monitor the
market to detect instances of market abuse or failure.

The issuance of Order Nos. 888 and 889 and the orders on rehearing were
merely the beginning of electric utility restructuring. Much remains to be
done:
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The tssuance of Order

Nos. 888 and 889 was only
the beginning. During

FY 1999 and FY 2000, much
remains to be done to further
the transition to a competitive

industry.

Restructuring
Initiatives

The Commission’s restruc-
tuning initiatives involve a
number of interwoven areas:
transmission access, state

| restructuring initiatives, I1SOs,

utility reorganizations,

reliability, and the potential for

Federal restructuring
legislation.

"

» Helping design and work with fundamentally new industry institutions,
- such as Independent System Operators or other Regional Transmission
Organizations;

Developing new regulatory strategies to match the needs of these
institutions and the evolving market;

» Addressing the remaining market power inherent in transmission in an
entirely new context — competition in electric generation. The
Commission’s experience in natural gas shows that a new approach to
regulating transmission will have many unexpected features, including
developing entirely new capabilities, such as market moritoring; and

* Cooperating much more closely with state regulators and other
government agencies as traditional jurisdictional lines blur.

Overall, this requires a substantial overhaul of our regulatory strategy and
organization over the next few years. It also suggests that the Commission’s
work will focus more on regional and national market issues, developing
continuing relationships with new industry institutions, and on monitoring
and intervening when necessary if markets are not functioning appropriately.

Comparability and Open-Access Transmission. In the open access final
rule, Order No. 888, the Commission directed all public utilities that own,
control, or operate interstate transmission facilities to offer service to others
under the terms of the pro forma tariff, and to use the tariff for their own
wholesale energy sales. Although this order was implemented in 1996, many
complex rate and policy issues continue in various stages of the decision-
making process and will require extensive analysis as they are processed
during FY 1999 and FY 2000.

The Commission also continues to review compliance with the standards of
conduct and the Open Access Same-Time Information System (OASIS)
requirements of Order No. 889. For example, in December 1998, the
Commission approved the North American Electric Reliability Council’s
(NERC) procedures for relieving constraints on transmission systems caused
by parallel loop flows, and ordered public utilities that use those procedures
to amend their pro forma open access tariffs accordingly. Standards of
conduct and the information networks are also necessary to ensure that
transmission owners and operators do not unfairly favor their own generation
over competitors’ generation, thereby interfering with competitive markets.
A continuous monitoring, oversight and enforcement effort by the
Commission, particularly the expeditious handling of complaints about
transmission system operations and affiliate preferences, is necessary to
ensure open, nondiscriminatory access to the nation’s transmission system.
This effort will consume considerable Commission resources in FY 1999 and
FY 2000 as the industry adapts to changes from its historical practices.

State Restructuring Initiatives. State restructuring efforts will continue to

move the industry toward more competition and retail customer choice of
electric power suppliers. Nearly all of the states are actively involved in
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' Examples of RTOs are
Independent System

i Operators (ISO), Transmission ‘

- Companies (TRANSCO), Grid
. Companies (GRIDCO), and
Wire Companies (WIRECO).
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investigating whether and how to restructure their retail electric power
markets. The Commission plays a critical role in implementing state
programs when they involve transmission by public utilities in interstate
commerce, over which the Commission has exclusive jurisdiction.

Some restructuring proposals, such as California’s, require a large
commitment of Commission time and staff resources because of the sheer
magnitude of the institutional changes and the large number of policy and
legal calls involved. For example, when a power exchange — a centralized
trading institution that receives power from various sellers and provides the
power to various buyers — is proposed, the Commission must ensure that
wholesale power sellers that are public utilities cannot exercise market
power. Where divestiture of ownership or control of transmission assets is
proposed, the Commission also must approve the disposition of transmission
assets. Some of these proposals may involve innovative transmission pricing
proposals. The Commission has adjusted its policies and procedures to fit the
special and regional characteristics of these new institutional structures.

In addition to California, the Commission in FY 1998 facilitated moves
toward retail electricity competition in a number of states, including
Washington, Nevada, New York, Idaho, Pennsylvania, Rhode Island, New
Hampshire, Massachusetts, and Illinois. The number of state restructuring
programs will grow significantly over the next few years

Regional Transmission Organizations (RTOs). The Commission supports
the creation of RTOs to help implement industry restructuring and reduce the
vertical integration of power generation and transmission. RTOs are being
explored because of their potential to remedy undue discrimination in the
provision of transmission service and to consider regional approaches to
transmission pricing.

The move to regional institutions represents a major evolution in industry
structure and is a central element in many state and regional restructuring
initiatives. This move has just begun, and the Commission has had a chance
to review and approve only a handful of regional proposals. When fully
implemented, the Commission believes that these new institutions can
resolve many issues that would otherwise consume the Commission’s
resources. In Order No. 888, the Commission provided guidance to the
industry on how to structure one kind of RTO, Independent System Operators
(ISOs), to make them work in a nondiscriminatory manner. The concept
underlying ISOs is that the existing owners of transmission facilities would
turn over operational control, but not ownership, of these facilities to an
independent grid manager. The Commission has approved several ISOs that
will operate in California, New York, New England, Texas, the Midwest, and
the Mid-Atlantic. Additional ISO proposals are pending. The Commission
held a public conference on April 15 and 16, 1998, to examine the future of
ISOs, and held several regional conferences during FY 1998.

In September 1998, the Chairman announced the Commission’s intention to
complete by December 31, 1999, a generic proceeding to accelerate the
establishment of RTOs in every region of the country. As part of this
proceeding, the Commission will consult with the states on the criteria for
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. Many traditional electric

© utilities are auctioning off their

. generation assets in order to
reposition themselves

I strategically or to comply with

. state mandated retail access

| programs.
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establishing RTO boundaries and on the role of the states in the formation
and governance of RTOs. RTOS would encompass not just ISOs but other
corporate and institutional forms of independent grid managers, including
ownership of the transmission facilities.

In September 1998, the Commission secured additional authority that will
help promote RTOs and the reliability of the grid. The Secretary of Energy
delegated Section 202(a) of the FPA to the Commission. This section grants
authority to delineate regional districts across the country to promote
interconnection and coordination within and between regions.

The Commission is committed to ensuring that RTOs can operate the
transmission system in a reliable, open, and nondiscriminatory manner. In
the long run, RTOs should reduce litigation before the Commission.
However, the creation of new regional transmission entities under new forms
of ownership or control requires the resolution of many technical and legal
issues to assure that the reliability of the system is maintained and statutory
requirements are met. For now, RTOs will require a significant investment
of Commission time and resources.

Utility Restructuring. The open-access rule and the restructuring activities
by many state commissions are leading many utilities to restructure their
corporate organizations in some manner. FY 1998 saw a dramatic increase
in the number of traditional electric utilities that auctioned their generation
plants as a first stage toward state-mandated direct retail access. These state
programs will allow the retail customer to select its power supplier and have
the electricity delivered by the local transmission/distribution utility, much
as retail telephone customers can now select their own long distance provider.
Electric utilities also may choose to reorganize their corporate structures for
a variety of reasons, including strategic alliances with other utilities,

- diversification, or as part of state retail choice programs. Such restructuring

often involves a disposition of facilities under the FPA that requires the
Commission’s authorization.

The Commission continues to see a significant increase in the number and
types of corporate reorganizations being proposed. For example, in addition
to unprecedented numbers of mergers involving combinations of electric
utilities, the Commission is receiving a number of proposals for
“convergence mergers” — that is, electric utilities merging with natural gas
distributors and pipelines. Convergence mergers raise many new and
difficult vertical market power issues. Some ISO proposals are being made
as part of proposed mergers, and others are at the direction of state retail
choice initiatives. Finally, we expect that the transformation to competitive
markets may also cause utilities to create separate transmission, generation,
and distribution entities to replace the existing vertically integrated corporate
structure. Reorganizations along functional business lines, in turn, may
include further consolidations in each functional area with new regional
organizations.

With respect to the effect of a merger or other corporate restructuring on

competition, the Commission must be assured that no significant increase in
market dominance will result from the transaction. The Commission must
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also be assured that ratepayers will be protected from any negative effects of
the merger. When the merger involves a registered public utility holding
company, the Commission must know that the merged entity will abide by
the Commission’s inter-company policies designed to protect ratepayers from
affiliate abuse. The Commission has decided to employ the Department of
Justice/Federal Trade Commission’s merger guidelines for these purposes.
The Commission also examines barriers to entry of new competitors into the
market. Such entry is important in mitigating adverse effects of the corporate
mergers.

The Commission recognizes that merger proposals are business decisions
made in response to market pressures and opportunities, and are thus entitled
to timely decisions and regulatory certainty. Accordingly, the Commission
in FY 1998 issued proposed streamlined merger regulations to reduce further
the regulatory burden on public utilities seeking to merge, while continuing
to safeguard the public interest. While this proceeding will consume
considerable staff resources in the short term, it will save time and resources
in the long run for the Commission and its regulated entities.

Merger applications are often contested and extremely complex. For
example, competitors who view proposed business combinations as imposing
greater barriers to market entry or eroding their relative market share may
vigorously oppose mergers and acquisitions. One example of an extremely
complex merger is the proposed combination of Central and SouthWest
Corporation and American Electric Power Company, which the Commission
set for hearing in November 1998. The merger would create one of the
largest electric utility systems in the country. The number of corporate
applications filed with the Commission, including mergers, is expected to
increase seven times from FY 1995 to FY 2000. This increase, combined
with the complexity of these cases resulting from the competitive dynamics
of electricity markets, including cases set for investigation, has created a
significant workload burden on the Commission.

Reliability. System reliability is critical to the success of a competitive
electric industry. Currently, there is no clear federal authority to establish
reliability standards for the bulk power transmission grid or to enforce such
standards. Historically, regulators and industry participants have relied upon
voluntary industry organizations such as NERC and its regional reliability
councils to establish reliability rules and standards to maintain the security of
the grid. However, compliance with those standards has been neither
mandatory nor applicable to all market participants.

As the electricity market becomes highly competitive, the number of market
participants and the volume of transactions that affect the operational
demands on the system are expanding. This has created a situation where
reliability standards need to be mandatory and enforced to protect the
integrity of the bulk power system.

It is also becoming more apparent that reliability rules may have commercial
impacts on competitive electric markets. The Commission has of necessity
become involved in determining whether certain reliability provisions are just
and reasonable terms and conditions of transmission service under the FPA.
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Increasingly, the Commission is receiving complaints that reliability rules are
being administered in a discriminatory way. In FY 1998, the Commission
held a public conference to discuss the process it may follow, in the absence
of federal legislation on reliability issues, for evaluating the effect of
reliability standards on jurisdictional electric transmission service.

Federal Legislation to Restructure the Electric Utility Industry. In
June 1998, the Administration submitted the Comprehensive Electricity
Competition Act (CECA) to Congress. CECA provides for a number of
significant changes to the electric utility industry. Some of these provisions,
if enacted, could significantly affect the Commission in FY 1999, FY 2000,
and beyond. For example, the retail customer choice provisions of CECA,
if enacted, could significantly increase the number of restructuring and
merger proposals submitted for Commission review. CECA would give the
Commission authority to approve and oversee a private, self-regulating
organization that develops and enforces mandatory reliability standards for
electric service. It would also give the Commission explicit authority to
require utilities to turn over operational control of their transmission facilities
to an ISO. Other provisions of CECA would give the Commission the
authority to mitigate market power when a company acquires excessive
control over retail electricity markets, would repeal the Public Utility Holding
Company Act of 1935 (PUHCA), and prospectively repeal the provisions in
the Public Utility Regulatory Policies Act (PURPA) that require utilities to
purchase power from qualifying facilities.

A number of bills were introduced by members of the House of
Representatives and the Senate that also would restructure the electricity
industry and expand the role of the Commission in ways similar to those in
the Administration proposal.

These provisions could significantly affect the resource needs of the
Commission’s electric regulatory program. The Commission estimates that
the provisions of the program, as currently envisioned, would require a
significant increase in electric program staffing. However, future needs will
depend on the final provisions of any legislation Congress eventually enacts.
Because of the uncertainty, the Commission is requesting no additional
resources at this time to address these potential responsibilities.

Market-Based Rates. Recent entrants into wholesale electric markets
include nontraditional sellers such as independent power producers and
power marketers. They are usually permitted market-based rates because
they lack market power in generation and transmission. The Commission
may conclude there is a lack of market power where neither the new entrants
nor their affiliates own transmission facilities or control significant amounts
of generation. Increasingly, the Commission also is allowing some
traditional public utilities and their affiliates to sell at market-based rates if
they can demonstrate certain conditions. They need to show that they have
mitigated generation and transmission market power, they cannot keep
competitors from entering the bulk power market (through control of other
inputs to the production of bulk power, such as fuel), and they are not
engaged and will not engage in affiliate abuse or self-dealing.
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Power marketers, both independent marketers and those affiliated with
traditional utilities, have become a major category of power sellers. Power
marketers usually do not produce power themselves, but buy and sell power
produced by others. Thus, while they do not increase the capacity available
to meet the needs of consumers, they can contribute to increased market
efficiency to the benefit of ultimate consumers. Power marketers increase the
Commission’s workload because it must authorize their market-based rate
schedules and monitor their actions in the marketplace.

The Commission also ordered a Texas utility in FY 1998 to provide open
access transmission for power sales to Mexico.

The growing interest in market-based rates is key to the Commission’s
responsibility to protect electric power customers. Under traditional cost-
based regulation, where the Commission establishes a cost-based rate for a
particular public utility, the Commission requires that particular cost-based
information useful to the rate-setting process be filed periodically with the
Commission. Under market-based pricing, these cost-based data become less
important to the Commission and may, indeed, be considered to be
proprietary or commercially sensitive by the power supplier itself.

However, under market-based pricing, the Commission must still ensure that
market participants do not exercise market power. The Commission will
therefore need to increase its monitoring of the market for wholesale power
and refine its capabilities to handle complaints of market manipulation. The
Commission is already engaging in increased market surveillance. For
example, the Commission put together a task force to study certain very high,
short-term energy prices that occurred in the Midwest during the summer of
1998. The Commission anticipates that such market surveillance efforts will
continue and will require shifting of resources from other areas.

Stranded Costs. Some utility investment could go unrecovered if departing
customers use their former suppliers’ transmission systems to secure power
elsewhere; these unrecovered investments are termed stranded costs. The
opportunity to recover legitimate, prudent, and verifiable stranded costs is
essential to ensure a fair and orderly transition to a market-oriented electricity
industry. Utilities that made large capital investments or contractual
commitments in the past under a different regulatory regime, with the
expectation of serving customers into the future, should have a fair
opportunity to recover those costs'if those customers leave their traditional
utility to purchase electricity from new, more competitive electricity
suppliers. In November 1997, the Commission clarified its position on
recovery of stranded costs in the case of municipalizations and municipal
annexations, where customers previously served by a public utility become
customers of a municipal utility instead. Many of these stranded cost
requests will be contested and will require litigation to resolve complex,
factual issues related to the recovery of transition costs. As competition
increases, the Commission forecasts that the number of stranded cost cases
will triple by FY 2000, and the Commission will need to allocate substantial
resources to this area.
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Auditing. The Commission will continue to expand the scope of auditing
as part of monitoring, oversight, and enforcement related to developing
competitive markets. Audits will target industry compliance with the
Commission’s rules and regulations. Oversight of competitive markets
requires auditing of industry-wide practices to help the Commission foster
competitive markets. Audits also focus on topical areas relating to
Commission policy.

Power Pools. Power pools require complex agreements that provide for
coordinated operation to lower costs for pool members. The changes
occurring in the industry, including nondiscriminatory open-access
transmission, require changes to existing pooling agreements. For example,
pooling agreements must ensure nondiscriminatory membership criteria and
the modification or termination of unduly preferential transmission
agreements. The Commission directed that revised pooling agreements, as
well as joint pool-wide transmission tariffs, be filed by December 31, 1996,
to comply with the provisions of Order No. 888. Many pools went beyond
the requirements of Order No. 888 and, in conjunction with their compliance
filings, made additional restructuring filings that raise complex issues. These
issues will need to be resolved on a case-by-case basis during FY 1999 and
FY 2000.

Transmission Service Requests Under FPA Section 211. Congress
modified Section 211 of the FPA through the EPAct to expand the
Commission’s authority to compel transmitting utilities (which include
nonpublic utilities under the FPA, such as municipal utilities and
cooperatives) to provide transmission service. Reliance on Section 211 to
obtain transmission services from jurisdictional public utilities should
decline, since open-access transmission tariffs of general applicability are
now on file with the Commission. Nonetheless, Section 211 will continue to
provide a necessary mechanism for customers who have specialized
transmission service needs or who require transmission service from
nonpublic utilities that are not required to have nondiscriminatory open-
access tariffs on file with the Commission.

Exempt Wholesale Generators (EWGs).. The EPAct directs the
Commission to determine, upon application, the EWG status of certain
electric power producers/operators. EWG status exempts the facility’s
owners and operators from the requirements of PUHCA. EWGs will provide
a significant percentage of new domestic generation requirements. Although
the Commission’s role in acting on EWG certification applications is largely
ministerial, most EWGs located in the United States are also public utilities,
and must file their wholesale power rates with the Commission. The number
of rate filings and other applications by EWGs will increase as projects
currently under construction begin to operate.

Power Marketing Administrations (PMAs). The Commission reviews the
rates for the four federal PMAs (the assets of the fifth PMA, the Alaska
Power Administration, were recently sold to non-federal entities). The
approximately 130 federal hydroelectric projects comprise 21 reporting units,
some of which make multiple applications with the Commission for rate
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review. These reporting units may submit rate filings with the Commission
as frequently as every year, but not less than once every 5 years. The
frequency of such applications depends on the economics of marketing the
surplus federal power and transmission services. The number of applications
will remain level through FY 2000, but the complexity of the applications
will increase as the PMAs respond to the new competitive environment. In
addition to rate reviews, PMAs are subject to the transmission reciprocity
provisions of Order No. 888. The Commission recently approved Bonneville
Power Administration’s reciprocity filing, and Western Area Power
Administration and Southwestern Power Administration both filed
reciprocity open-access tariffs with the Commission in early 1998.

Qualifying Facilities and Public Utility Regulatory Policies Act Issues.
PURPA authorizes the Commission to certify small power production and
cogeneration facilities as qualifying facilities (QFs) and, in certain cases, to
exempt them from some Federal and state regulations. PURPA regulations
require electric utilities to buy electricity from QFs at a rate that does not
exceed the utility’s cost of producing the electricity itself or acquiring it
elsewhere (i.e., the “avoided cost™).

Current PURPA issues include: (1) requests by purchasing utilities to be
relieved of obligations under QF contracts that have allegedly become
uneconomic, and (2) challenges to QF status by purchasing electric utilities
in an effort to invalidate contracts with the QFs. The Commission expects
to see the continued filing of complaints involving allegations of QF
noncompliance. Other PURPA-related workload will continue at the current
level over the next several years.

Interlocking Directorates. To prevent adverse effects on the public interest
through self-dealing and other abuses, the FPA restricts the activities of

- public utility officers and directors. Careful review from the Commission on

interlocking positions is ever more critical as public utilities diversify.
Moreover, formation of ISOs, which may have directors who are officials of
other public utilities, will raise new issues regarding interlocking directorates.

FY 1998 and First Quarter FY 1999 Achievements

The Commission’s electric power program attained several major
achievements in FY 1998.

Continuing Implementation of Order Nos. 888 and 889. The Commission
is well into the implementation stage for Order Nos. 888 and 889. These
orders require all public utilities that own, control or operate facilities used
for transmission of electric energy in interstate commerce to have on file
open-access, nondiscriminatory transmission tariffs, to create or participate
in OASIS that will allow customers to obtain critical transmission-related
information, and to implement standards of conduct that ensure the functional
separation of the transmission and wholesale merchant functions within each

public utility.
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In November 1997, the Commission issued Order Nos. 888-B and 889-B. In
Order No. 888-B, the Commission clarified its position on the recovery of
stranded costs in the case of municipalizations and municipal annexations,
where customers previously served by a public utility become customers of
a municipal utility instead. Order No. 889-B denied all rehearing requests
related to OASIS. In May 1998, the Commission issued revised standards
and protocols for OASIS. These changes were designed to allow for more
public access to transmission information and will foster greater integrity and
confidence in the OASIS system.

Approval of Major Restructuring Initiatives. The Commission has
recently approved a number of significant state and power pool restructurings
that should ultimately reduce electric rates to consumers by greatly increasing
their access to lower cost power. In response to a state-mandated retail access
initiative in California, the three investor-owned electric utilities in that state
(Pacific Gas and Electric Company, San Diego Gas & Electric Company, and
Southern California Edison Company) made a series of filings to
comprehensively restructure the way companies buy and sell electricity in
California. The California ISO and Power Exchange (PX) were able to
successfully begin operations on April 1, 1998, as a consequence of the
Commission’s timely response to the numerous filings submitted by the
parties.

In April 1998, the Commission approved a major East Coast electric power
pool’s restructuring plan, which, among other things, established an ISO and
provided open-access = transmission service on a pool-wide basis.
The ISO plan was submitted by a group of companies comprising
the Pennsylvania—-New Jersey-Maryland Interconnection (PIM). The
Commission approved PIM’s use of single transmission rates, which are
based on the costs of the transmission system where the point of delivery is
located. The Commission also approved PJM’s proposed locational marginal
pricing for transmission congestion costs, which called for the price of
transmission over constrained interfaces to be based on price differences on
opposite sides of the constraint.

The Commission also approved in April 1998 a major restructuring of the
New England Power Pool (NEPOOL), a major northeast power pool which
consists of over 130 separate entities. The restructured pool will provide
broad, region-wide service using a pool-wide tariff intended to ensure
nondiscriminatory access to the regional transmission network with a
postage-stamp type rate for all transactions, and employing a nonpancaked
rate structure. The restructured NEPOOL includes an ISO whose primary
responsibilities are to ensure system reliability, administer the NEPOOL
tariff, and oversee the efficient and competitive functioning of the regional
power market. Market participants will be able to buy and sell various
services at bid-clearing, rather than cost-based, prices through bilateral
transactions or through a regional power exchange that will be administered
by the ISO. In December 1998, the Commission approved market-based
rates for the New England Power Pool (NEPOOL). NEPOOL’s new bid-
based pricing system is a key component of the pool’s restructuring.
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In June 1998, the Commission approved the creation of the New York ISO,
which assumed the functions of the New York Power Pool. The Commission
also approved the proposals of the New York State Reliability Council to
develop bulk power reliability standards, and a New York Power Exchange,
which is designed to facilitate transmission open to all market participants.
The Commission has deferred action on the rates, terms, and conditions of
the ISO’s open-access tariff and other issues.

In September 1998, the Commission conditionally approved the application
of ten transmission-owning public utilities to transfer operation of their
jurisdictional transmission facilities to the Midwest ISO, and conditionally
accepted for filing the ISO’s open access transmission tariff.

The Commission held a public conference on April 15 and 16, 1998, to
examine the future of ISOs, and held several regional conferences during
FY 1998. The Commission wishes to examine whether any changes to its
policies that affect the development of ISOs (including improving the OASIS
system and reforming transmission pricing) are appropriate to further
promote competition and reliability in bulk power markets.

Reduction of Backleg. In the first phase of the FERC First initiative, the
Commission staff interviewed a number of representatives of regulated
industries, state commissions, and other interested entities. One theme
common to many parties was a concern with a backlog of pending decisions.
“Justice delayed is justice denied,” they stated. In response, the Commission
quickly embarked upon a concerted effort to reduce the backlog, especially
in the areas of pending initial decisions, complaints, and orders on rehearing.
The project was successful — the backlog has been virtually eliminated, and
new teams and procedures have been set into place which will ensure that it
does not resurface.

Reliability Round Table. In response to increasing numbers of complaints
that reliability rules are being administered in a discriminatory way, the
Commission held a public conference in FY 1998. It convened the
conference to discuss the process it may follow, in the absence of federal
legislation on reliability issues, for evaluating the effect of reliability
standards on jurisdictional electric transmission service.

One reliability-related issue that has been raised by a complainant is the
“tagging” of power sales transactions. On April 7, 1998, the Commission
issued an order addressing NERC’s requirement that information be
submitted to the control area operator at the time a power sales transaction is
scheduled so that the transaction can be “tagged” for reliability purposes.
Petitioners had claimed that the NERC requirement required prior approval
by the Commission. The Commission rejected the argument, finding that the
NERC requirement is consistent with the information that the transmission

tariffs already require.

Issuance of Proposed Streamlined Merger Regulations. On December 18,
1996, the Commission issued its Merger Policy Statement which revised the
factors the Commission considers in determining whether a proposed merger
is consistent with the public interest. In April 1998, the Commission took
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further steps to lessen the regulatory burden on public utilities seeking to
merge with other companies by issuing proposed streamlined merger
regulations designed to continue the protection of the public interest. The
proposed regulations would: codify existing Commission merger policy
based on the Merger Policy Statement and recent precedent-setting merger
cases; provide for more descriptive filing requirements that clarify what
materials the Commission requires to review proposed mergers; streamline
filing requirements for mergers that do not raise competitive concerns; and
reduce the industry’s regulatory burden by eliminating outdated filing
requirements. The Commission also announced that it would schedule a
technical conference on the use of a computer simulation model which would
facilitate prompt and accurate market power analysis for both applicants and
Commission staff.

The Commission’s renewed commitment in the 1996 policy statement to
process merger applications promptly has yielded dramatic results. In
FY 1997, the Commission took final action on 15 merger applications, up
from two the year before. These 15 actions also were five more than the
number of merger applications filed that year, thus significantly reducing the
backlog of these extremely resource-intensive cases. The backlog reduction
continued into FY1998, when the Commission received six major merger
applications and it took final action on seven.

Record Keeping Burden Reduction. The Commission issued Order
No. 589 on February 5, 1998, which will reduce the public reporting burden
for the electric and natural gas and oil pipeline industries by an estimated
$5 million annually. The order removed the Commission’s prescribed units
of property listings and gave electric utilities the flexibility to develop their
own property listings and corresponding fixed asset records. Electric utilities
must maintain a written unit of property listing for use in accounting for
additions and retirements of fixed assets and must apply the list consistently.
The order also clarifies that electric utilities may use estimates when it is
impractical or unduly burdensome to identify the actual cost of retired
property. The increased flexibility reduces the record keeping burden on the
industry and provides electric utilities with the ability to maintain records that
are in line with their business needs. The order was developed in
collaboration with the affected industries.
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NATURAL GAS AND OIL PIPELINES

Operating Expenses

(Budget Authority Dollars in Thousands)

FY 1998 FY 1999 Fy 2000

Actual Estimate Request
FUNDING $64,742 $65,749 $70,522
FTEs 514 515 515
Overview

The natural gas industry has seen dramatic changes over the last few years.
It is no longer a heavily regulated industry, with the Commission authorizing
all aspects of gas sales and transmission. Now competition governs
commodity markets, and market forces play an important role in the
Commission’s regulation of the transportation of natural gas. Significant
market power remains in the transportation market, however, requiring
continuous regulatory oversight. There is also a need for gas transportation
to mesh with competitive commodity markets. Indeed, market-friendly
regulation of transportation is an essential part of the infrastructure needed
to ensure the full benefit of competitive commodity markets as well as to
protect customers. Thus, the Commission’s essential mission is to fulfill its
legal mandate to protect customers in new ways that both support and make
full use of competition. The one area that has remained regulated in a
traditional way is the authorization of gas pipeline construction projects. But
even there, the Commission is looking at different approaches for meeting the
time-sensitive needs of the competitive market while properly addressing
environmental and landowner concerns.

In light of the changes in the industry, the Commission is undertaking a
natural gas policy initiative to improve the efficiency, transparency, and
competitiveness of short-term markets. In FY 2000, the Commission expects
to complete this initiative to revamp significantly its regulation of short-term
markets and to begin systematic changes in regulation of long-term gas
markets. As part of this initiative, the Commission is exploring expanded use
of competitive market forces in its oversight of the natural gas transportation
market. The Commission expects to enhance market competition by
modifying its regulations and methods to constrain market power. At the
same time, the Commission would improve mitigation measures to better
curtail the exercise of market power by capacity holders and would broaden
the Commission’s and customers’ ability to decide through monitoring when
residual market power is being abused. The Commission is assessing the
effects of short-term markets on long-term pricing and the impact of long-
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term market issues on short-term markets. The Commission will also look
at all issues regarding certification of new construction.

As the shape of the natural gas industry changes, the nature of the
Commission’s role as a regulator is also changing. The Commission will not
dictate the functioning of the industry. Instead, it will ensure that a well
functioning, efficient market is delivering natural gas and transportation fairly
and at reasonable rates — set mostly by the marketplace — while dealing
with the market power that still exists. Further, the Commission will be
responsible for assuring that the gas industry can grow and meet the needs of
the increasing market demand for gas by permitting pipeline construction as
appropriate. The Commission must be sensitive to the need for quick
construction decisions in the competitive marketplace, while facing growing
landowner and environmental concerns.

The oil industry is also changing to deal with cross-energy competition
among oil, gas, electricity, and coal. One aspect of the oil industry that will
be prominent for the Commission in FY 2000 is the review of the indexing
mechanism for setting oil pipsline transportation rates.

Simultaneously, the Commission will continue to regulate those aspects of
the natural gas and oil pipeline industries where competition is currently
unworkable for protecting against the abuse of market power. In addition, the
Commission has proposed to revise its complaint procedures to make
complaint resolution faster and to ensure that the markets can work fairly and
efficiently. The Commission will continue to set rates for long-term service
while ensuring just and reasonable rates for consumers and addressing
complaints and allegations of abuses quickly to ensure nondiscriminatory
access to the national pipeline grid.

The Commission expects to respond to a continuing need to construct new
pipelines or expand existing facilities to serve growing markets or to compete
in existing markets. New market potential is expanding due to demand for
supply alternatives. The Commission will continue the important task of
balancing and protecting the competing interests of companies, individuals,
organizations, and resources affected by the application of eminent domain
for new and replacement construction of the natural gas pipeline
infrastructure. Increased participation by landowners will require creative
efforts by the Comimnission to address their concerns adequately.

- Long-Term Goals Beyond FY 2000

The long-term goals of the natural gas and oil program support the
Commission’s mission. The Commission acts in the public interest to protect
customers by promoting competition where possible and regulating services
subject to market power where competition does not adequately exist. The
Commission also acts to safeguard the environment and ensure service

reliability.

Ensure that Pipeline Transportation Service Supports Efficient,
Competitive Commodity Markets. Improving standardization among
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pipeline systems for both information and business practices results in gas
moving more efficiently. Establishing fair and effective markets ensures that
the parties obtain the capacity and gas they have purchased and ensures
system reliability. Removing barriers to efficient secondary transportation
markets is an additional method for improving commodity markets.

As competitive markets mature and the Commission adjusts its regulatory
structures, customers will have more new transportation service products and
a reasonable range of suppliers from which to choose. Natural gas prices will
become more responsive to market conditions — that is, prices will reflect
changing supply and demand conditions more clearly and more quickly.
Natural gas prices within each region will converge, except to the extent that
demonstrable transportation constraints exist, making it less costly,
administratively, to transact business on the interstate transportation grid.

Protect Customers From Excessive Transportation Rates and Service
Discrimination.  As pipelines are permitted to implement more
nontraditional forms of pricing and service, the Commission will monitor the
industry to ensure the pipelines are not being preferential or unduly
discriminatory, charging unjust and unreasonable rates, unduly exercising
market power, or providing services that are inadequate or undesirable. The
Commission’s regulatory systems will be based on Commission monitoring
and information availability to permit customer complaints that can respond
to the increased pace of the market without unduly burdening market
participants. The Commission will ensure that both buyers and sellers have
access to competitively priced commodity markets in the national gas
transportation grid and that gas pipeline rates are just and reasonable, fairly
balancing the competing interests of the pipelines and their customers.

Ensure That Adequate Capacity and Reliable, Flexible Service Is
Available in the Interstate Natural Gas Transportation System. Getting
gas to market will require expansions in the pipeline transportation and
storage grid to handle new supplies and changes in the geographic mixes of
production and consumption. The Commission will encourage efficient gas
pipeline construction to provide individual customers and market entrants
with increased reliability of service by providing them with multiple supply
and delivery options. The Commission’s certification program will allow
new pipeline capacity to be available to serve the market when needed.
Certification of new pipelines will be timely, while fairly balancing the
interests of the gas market, project sponsor, landowners, and the environment.

Ensure Fair Access to the Oil Pipeline Systems for All Customers under
Just and Reasonable Rates, Terms, and Conditions. The Commission will
continue to ensure fair access to the oil pipeline systems for all customers
under fair terms and conditions at reasonable rates. In some cases, this can
be done through allowing market-based rates where markets are competitive.
In others, the Commission needs to continue regulation, while remaining
flexible, for the pricing of services for new oil pipeline construction.
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Program Challenges

Rates & Services

The most significant change in the gas pipeline industry is the increase in
competition to provide gas services. With this increase in competition has
come an increase in the number of pipeline certificate filings and the number
of unique and innovative rate filing proposals. Many of the new pipeline
certificate projects are proposed to be built in congested areas, in more
environmentally-sensitive areas, or in competition with existing pipelines in
the same geographic area. To deal with the increasing difficulty presented by
the rate filings and the more contentious proceedings for certificates, the
Commission has undertaken an examination of its regulatory programs.

A Notice of Proposed Rulemaking (NOPR) issued in late summer of 1998
seeks to revise the regulation of natural gas short-term transportation market
to a more market-based approach. A Notice of Inquiry (NOI) issued at the
same time requests comments on options for dealing with the long-term
issues facing the gas transportation industry, in light of marketplace changes
and the proposed regulation changes for the short-term market. In addition,
the Commission issued two NOPRs and held several technical conferences
to improve the certification process, meet the need of the competitive market
for timely construction decisions, address landowner concerns, and meet
statutory requirements. The Commission also issued a NOPR revising its
ex parte rules to make them more responsive to the current needs of the
industry while continuing to meet the requirements of the Administrative
Procedure Act. Finally, the Commission issued a NOPR proposing to revise
its procedures to ensure fair, timely resolution of complaint filings.

Through FERC First, the Commission is further modifying its internal
processes to implement case triage, to route cases quickly to the appropriate
process path for speedier processing, and interdisciplinary teams, to improve
coordination of some cases and eliminate layers of supervisory review. These
and other changes will allow the Commission to more timely process its
workload to meet the competitive needs of the marketplace while still
ensuring just and reasonable rates in the noncompetitive sectors of the
market. By taking these approaches, the Commission should be able to handle
its increasingly complex workload without the need for additional staffing.

As the Commission moves toward more light-handed regulation, with
increasing reliance on market-based solutions and reduced regulatory burden
on the industry, the nature of natural gas and oil pipeline filings has changed.
Many of the routine filings are no longer required or are now done on a self-
implementing basis. As the pipelines continue to redesign their services and
rates to respond to the changing competitive environment, the resultant
filings often raise issues not yet addressed by the Commission. The result is
that, while the total number of rate filings is lower than in previous years, the
complexity of the workload has increased dramatically. In addition, many of
these new approaches are filed as part of certificate applications for new
projects rather than in rate filings. Pipelines are experimenting with
variations of negotiated rates, incentive rates, and market-based rates. This
trend is likely to continue as pipelines devise creative approaches to a
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changing and increasingly competitive market. In addition, the industry’s
efforts to standardize business practices in coordination with the Gas Industry
Standards Board (GISB) have resulted in many, often complex filings. The
Commission expects that the number of GISB filings will decline somewhat
in FY 2000. However, the Commission expects an increase in filings related
to the NOPR revising regulation of the short-term natural gas transportation
market.

Capacity Turnback. While several pipelines have already faced
renegotiation of a substantial amount of capacity on their systems, significant
volumes of currently contracted capacity will be up for renegotiation under
expiring contracts beginning in 1999 and for several years after that. The
pipelines’ ability to resell this capacity will affect not only recovery of their
costs but the rates to shippers whose contracts are not yet eligible for
renegotiation or that choose to remain on a pipeline’s system. As state
programs instituting retail unbundling become reality, distribution companies
are not likely to require their historical levels of pipeline firm transportation
quantities, and capacity turnback levels could then grow unless other shippers
contract for the capacity. To date, the Commission has been able to foster
settlements between the pipeline and its departing and remaining customers.
As pipelines experience more capacity turnback situations with unique issues,
such settlements may be more difficult to accomplish.

Kansas Ad Valorem Tax Refunds. Before the passage of the Natural Gas
Policy Act of 1978, the Commission permitted natural gas producers to treat
Kansas ad valorem taxes as severance taxes to be added on to the area or
national prices of gas. In 1997, the Court of Appeals ruled that the Kansas
ad valorem tax was not a severance tax and thus was not an appropriate add-
on to the price of gas. Thus, the Kansas ad valorem taxes passed through by
the pipelines to consumers of gas must be refunded with interest for gas sales
dating from 1983. Since the refund requirement could present serious
individual financial problems for the owners of the gas wells, the
Commission stated that it would entertain individual requests for adjustment
relief to alleviate the hardship. This refund program will engender many
workload items for the Commission over the next five years as the refunds
are made. Refund report filings will be made by the pipelines, and the
producers will be filing hardship relief applications. In addition, the
Commission will be contacting those producers that do not make the refunds
required and seeking necessary actions to enforce the refund obligation. This
program will cover a five-year period to allow for the refunds to be made
over a longer period to lessen the economic burden that a one-time full refund
would entail.

Standardization of Business Practices. In FY 1997, the Commission
started implementing standardized business practices through the auspices of
GISB. As a voluntary organization, GISB made significant progress in the
standardization of business practices relating to nominations, confirmations,
invoicing, and other areas. However, it also became apparent that
standardization involving financial or regulatory interests would require
stronger Commission involvement. Because of the often competing financial
interests of segments of the industry, this process is expected to be time
consuming and staff-resource intensive. The standardization effort will
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continue to result in many tariff filings as natural gas pipelines carry out the
standards. Many of these filings are complex and will require interpretation
and analysis of waiver requests due to the unique nature of individual
pipeline business operations.

Complexity of Issues. As the pipelines continue to adjust their operating
terms and conditions to meet the changing needs of their shifting customer
base, which now includes many more marketers and new industrial Joads, the
Commission expects complex tariff filings to continue. The Commission
also expects tariff filings that will revise penalty provisions, supply pooling
provisions, capacity awarding mechanisms such as auctions, and operating
restriction requirements that the pipelines believe are necessary to maintain
balance and flexibility in their systems. These types of filings are likely to be
increasingly complex and often heavily protested, thus requiring significant
resources for review and analysis.

Many proceedings before the Commission involve issues that are hotly
contested by affected parties. The Commission uses procedures such as
technical or settlement conferences and alternate dispute resolution to resolve
contested issues quickly and without protracted litigation. For oil pipeline
cases, the Commission’s regulations require that all protested rate filings be
referred to a settlement judge and that the parties enter into good faith
negotiations. If these alternative procedures cannot bring resolution of the
contested issues, the Commission sets the case for an administrative law trial.
These proceedings permit extensive discovery by the parties and allow for at
least two sets of testimony by each party. During the trial phase, staff
continually attempts to encourage settlement among the parties.

The complexity that can occur with litigated gas cases is illustrated by the
Tennessee Gas Pipeline Company case. This case started out as a filing to
recover more than $153 million in gas supply realignment (GSR) costs
incurred by Tennessee as the claimed result of its implementation of Order
No. 636. After a technical conference, hearing, settlement discussions,
consolidation with other GSR cost filings, and an alternative dispute
resolution minitrial proceeding, the parties and staff reached a settlement.
The settlement resolves a total of 34 Commission dockets and 39 D.C.
Circuit Court appeals, and limits the issues to be pursued in seven additional
appeals. The settlement was approved by the Commission nearly four years
after the case was filed.

The Commission expects to see more of these difficult filings in cases where
the parties are unable to resolve contested issues through settlement or

alternative procedures.

Monitoring and Auditing of Industry Practices. The Commission will
continue to expand the scope of its auditing activity as part of its continuing
monitoring, oversight and enforcement effort. The auditing activities will
stress the oversight of the development of competitive markets and will target
industry compliance with the Commission’s rules and regulations. Such
oversight requires auditing of industry-wide practices to provide information
for the Commission to employ in its choice of regulatory approaches to foster
competitive markets. Audits include data gathering and analysis that could
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result in systemic findings about the state of the industry. For example,
during FY 1998 the Commission began an audit of the pipeline marketing
affiliates’ compliance with the Commission’s standards of conduct and
reporting and record keeping requirements. Audits are also effective tools to
resolve material issues of fact in complaint proceedings. In the NOPR on the
short-term gas market, the Commission is proposing an increased monitoring
effort as an integral part of its proposed new market-oriented approach to
regulating the short-term market.

Pipeline Expansion. The pipeline industry is aggressively pursuing new
markets after completing restructuring and gaining operating experience in
the restructured environment. In the new competitive environment, pipelines
are proposing to serve markets already served by other pipelines. Many of
these proposals are vigorously contested by the competing pipelines and by
landowners who question the need for the new projects. Processing these
contested proposals requires significant resources. The environmental review
of such projects has become more complex and time-consuming, with
additional public meetings and conferences and voluminous pleadings by the
various parties. The Commission must address the competing interests of
affordable, reliable supply versus the environmental impact and grant of
eminent domain for potentially duplicative facilities. Competing proposals
are likely to increase with the coming of retail unbundling and the
convergence of the electric and gas markets.

The issues the landowners raise fall into three basic categories: (1) questions
concerning the need for new pipeline facilities when the project displaces
service through existing facilities instead of serving new markets;
(2) concerns about disruption of current rights-of-way; and (3) concerns about
the environmental and economic impacts of new construction, including the
expansion of rights-of-way and the use of eminent domain to take additional
landowner property. These issues can become very difficult to resolve; thus,
as more landowners intervene and raise their concerns, the Commission will
need to expend additional resources in this area. In this regard,
implementation of the Commission’s FERC First initiatives and other
collaborative approaches may enhance dispute resolution and strengthen
relationships with the various constituencies.

Increasing availability of Canadian supplies and the growing market for
natural gas in the Northeast will continue to result in large construction
projects. The Commission also expects that Canadian gas and oil suppliers
will seek additional markets for their products in the U.S. and that producers
will explore options to export gas to Canadian and Mexican markets, which
may require pipeline construction. Increased competition in these markets
and customers’ desires for multiple, competing sources of supply will
generate more Natural Gas Act (NGA) Section 3 filings and related requests
for Presidential permits for importing and exporting gas and oil. The
Commission will also continue to see projects related to the extensive
exploration effort on the outer continental shelf and construction of pipelines
to reach significant new gas supplies.
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Growing demand in the New England, Mid-Atlantic, and Midwest regions of
the country will continue to lead to applications for major pipeline extensions
and new pipelines to serve these regions. Meeting construction and service
time frames will require analyzing contractual arrangements among parties
and monitoring interconnection policies to assure that competing pipelines
may obtain access to markets and that customers have choices for their gas
supply needs. Processing of major construction projects will entail technical
conferences and public meetings as well as the analysis of data responses,
comments, protests, and other filings. Where multiple pipelines propose to
construct facilities in the same area, either for the same or discrete markets,
the Commission will explore options for reducing the cost and environmental
impact of the facilities by encouraging joint facility construction. Significant
environmental compliance work will be ongoing in FY 2000 for projects that
propose construction in 1999 and 2000.

Construction Project Complexity. With the increased awareness of
landowners and citizens’ groups, pipelines proposed in densely populated
areas result in many interveners, more organized opposition to pipeline
projects, and greater scrutiny of the Commission’s environmerntal review.
Also, many of these proposals present difficult rate issues involving the use
of negotiated rates, rather than the Commission’s traditional cost-based rates.
The Commission expects more of these difficult cases to be filed in the
future.

The complexity of construction projects is illustrated by a number of
competing projects proposed to serve different markets. In New England,
review of several projects is complicated by overlapping markets and
construction areas and by strong local opposition. At the Commission’s
urging, two pipelines that had proposed parallel facilities through a congested
and environmentally-sensitive corridor proposed a joint pipeline that was
ultimately approved by the Commission. The sheer size of two projects
proposed to transport gas into Chicago has contributed to the complexity of
these projects; the two projects combined involve the construction of 1,660
miles of pipeline at a cost of $2.58 billion. In addition, three large,
contentious competing projects have been proposed that will transport gas
from Chicago to Eastern Canada and the U.S. Northeast. All three projects
have already drawn opposition from various landowner groups and other
parties. In each case an environmental impact statement will be prepared.
Staff has held scoping meetings and site visits, and has received hundreds
and, for one project, thousands of written and verbal comments.

Review of these pro_]ects requires extensive coordination among the
Commission’s engineering, environmental, rate, legal, and economic staffs,
as well as among the Commission and a variety of federal, state, local
agencies, and the public, in particular on environmental matters.

Storage Development. The Commission expects to continue to receive
applications for storage development to be used for peaking capability and
supply flexibility, since customers will continue to be responsible for their
own gas supply acquisition. Anticipated storage facilities include depleted
gas fields, new leached-salt caverns, and liquefied natural gas (LNG) tanks.
Commission review and approval of these projects, many of which will be
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located near market areas, is likely to generate significant public interest
regarding competition, need, and environmental impact. As a result, the
Commission will hold technical conferences and public meetings before
making a decision as to whether these proposals are in the public interest.

Replacement Facilities. The Commission anticipates many applications for
replacement facilities as a result of the aging of the national pipeline grid.
Replacing aging facilities is necessary for safe pipeline operations. A
replacement project may be fairly straightforward, with the pipeline
proposing to merely remove old pipe and replace it with new pipe of the same
diameter in the old right-of-way. The replacement projects can become much
more difficult if the pipeline proposes to replace the old pipe with new pipe
of a larger diameter, or to leave the old pipe in place, seal it off, and install
new parallel pipe. These types of proposals can engender minimal to
significant opposition depending upon the change in the size of the pipe, the
environmental disturbance caused by the construction activities, and whether
additional right-of-way must be acquired. The more contested the proposal,
the more resources that will be required to deal with the issues; however,
engineering review and environmental review will be required for all
applications.

Acquisition of Excess Capacity. The Commission expects to continue to
receive filings in response to its policy allowing natural gas pipelines to
acquire capacity on other pipelines under certain circumstances. Where the
costs of new construction and the related environmental impact render
construction uneconomic, the policy makes excess capacity on upstream or
downstream pipelines attractive to markets. However, this policy is not
expected to reduce construction requests where new, firm load cannot be met
by capacity releases.

" Construction Cost Impact on Rates. As the gas market has become more

competitive, the need for rate certainty has risen. In response to the
industry’s concern that the Commission’s certificate process did not provide
sufficient rate certainty for the pipeline applicants or their customers, the
Commission issued its FY 1996 policy statement, Pricing for New and
Existing Facilities Constructed by Natural Gas Pipelines. As a result,
processing certificate applications includes analyzing the rate impact of the
project’s cost and the system benefits. This analysis determines whether the
project cost may be rolled into current rates or must be incrementally priced
in the next rate case. As part of the changes proposed in the NOPR on the
regulation of the short-term gas market, the Commission has asked for
comments on whether its rolled-in versus incremental pricing policy should
be revised. Additionally, the Commission has sought comments on the
necessity of any modifications to traditional cost-of-service rates to serve the
future needs of the industry.

Other Construction Issues. The Commission will continue to receive
certificate cases involving jurisdictional issues concerning its NGA Section
1(b) and 1(c) and Natural Gas Policy Act Section 311 authority over facilities
and services. As retail unbundling accelerates and the lines between
interstate and intrastate services blur, the Commission expects growing
concern over the different treatment of intrastate and interstate services.
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The Commission will continue to improve its certificate process to meet the
needs of a changing gas market. The Commission expects to focus on
overhauling the certificate process to make it more efficient and less
burdensome on the industry and the public. A recent proposed rulemaking
would streamline the certificate regulations and clarify and update certain
regulations to conform to the Commission’s present policies. At the same
time, the Commission will continue to ensure that it has the information to
determine, according to statute, that certificate applications are in the public
convenience and necessity and meet environmental requirements.

Competing Interests. Environmental concerns play a significant role in the
review of certificate construction applications. Pipelines are facing increased
opposition from landowners as new projects are proposed in more heavily
populated areas. When new pipelines propose to serve markets currently
served by existing pipelines, the benefits of alternative supplies of natural gas
must be balanced with the environmental impact of a project. Landowners
increasingly question the right of pipelines to use eminent domain in cases
where the need for the project is determined by the market. Also, pipelines
face timing concerns based on various environmental permitting
requirements. As the certificate cases become more contentious, the
Commission must devise new ways to issue certificates and address the
intervening parties’ concerns in a timely fashion. The FERC First effort and
the Commission’s proposed rulemakings will provide new, more effective
ways to address the diverse concerns, by developing collaborative processes
among all affected parties and revising the ex parte rules to facilitate open
communication.

Protection of the environment remains a top consideration in the processing
of certificate applications. Under the National Environmental Policy Act, the
Commission will continue to perform required environmental analysis of all
gas pipeline construction proposals. The purpose of this analysis is to avoid
or mitigate adverse effects on water quality, vegetation and wildlife, historic
and cultural resources, soils and geological resources, land use, and air and
noise quality. The Commission conducts a thorough analysis of each of these
areas before any certificate project can proceed.

The Commission will work to balance the thoroughness of such analysis with
the need to improve processing time. To this end, the Commission will
continue to pursue methods and formats to review construction applications
more quickly while continuing to produce complete environmental
documents. The Commission continues to encourage the use of third-party
contractors and applicant-prepared - environmental .documents. These
alternatives have reduced the resources required for this workload area, and
they offer the potential for accelerating the review process. However,
Commission staff resources are still required to review the contractors’ work
to ensure accuracy and compliance with Commission policies.

Outreach. The Commission will continue to work with other agencies. The
Commission has executed Memoranda of Understanding (MOUs) with the
Department of Transportation on LNG and on natural gas transportation
facilities and with the Environmental Protection Agency on pipeline facilities
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contaminated with polychlorinated biphenals (PCBs). MOUs with other
agencies are under consideration. The Commission will also enter into
agreements with other agencies and state historic preservation offices to
evaluate the impact of specific natural gas facilities on cultural resources.
These agreements will ensure the Commission’s compliance with Section
106 of the National Historic Preservation Act.

The Commission will continue to update its training seminars on
environmental compliance, environmental report preparation, and cultural
and historical resource requirements. In the past, incomplete filings have
impeded the environmental review process. These seminars aid applicants
in preparing complete filings and significantly improve the processing of
certificate filings.

The Commission’s public information program on pipeline construction also
enhances the review process. Informing the public of Commission processes
and actions has helped to resolve problems more quickly. The public
information program includes:

» notification through mailings to all landowners whose land is crossed by
pipeline right-of-way and/or who may be affected by noise levels;

» public notification of local environmental scoping meetings on proposed
projects;

* public notification of preconstruction site inspections conducted by the
Commission staff and other agencies on controversial projects;

» casy-to-understand brochures on the Commission’s certification process;
* enhanced coordination with state agencies; and
e outreach programs explaining the Commission’s environmental policies.

Other Environmental Considerations. The Commission plans to continue
its field compliance inspections of projects under construction. The
Commission expects this work to increase substantially as the major pipelines
discussed above are certificated and built. The Commission will also monitor
restoration of rights-of-way on pipelines greater than two miles in length,
which were built under the automatic blanket authority, and projects
completed under Sections 2.55(b) and 284 of the Commission’s regulations.
Safety inspections of jurisdictional LNG plants will continue biennially
according to the NGA and an agreement with the Department of
Transportation.

While a substantial effort in the environmental area continues to be directed
toward improving the current process, the Commission will undertake new
initiatives as resources are available. The Commission will evaluate the
effectiveness of various environmental mitigation techniques implemented
by pipelines pursuant to Commission orders. This study will guide the
industry and the Commission in conducting the most effective mitigation at
the most economical cost. In coordination with industry groups and other
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federal agencies, the Commission is exploring an electronic geographic
information system (GIS) to allow the filing of digital maps, graphics, and
photographs for use in environmental analysis.

The primary goals of the Commission’s oil pipeline regulatory program are
to ensure that (1) shippers and consumers do not pay unjust and unreasonable
transportation rates; (2) transportation services are not discriminatory; and
(3) oil pipelines have appropriate levels of incentives to continue to make
prudent investments in their systems.

In Order Nos. 561, 571 and 572, the Commission established a generally
applicable indexing methodology that allows for greater efficiency and ease
in filing rate changes and delineated three alternatives to that methodology:
traditional cost-of-service rates; market-based rates; and negotiated or
settlement rates.

The three orders all became effective concurrently on January 1, 1995, in
accordance with the Energy Policy Act. Since then, many pipelines have
taken advantage of the new relaxed regulations when filing rate changes
under the simplified indexing program and waiver requests for short-notice
filings. Several pipelines have also obtained market-based rates for certain
areas of their systems upon showing a lack of market power. As an integral
part of the generally applicable indexing methodology, the Commission will
conduct a review of the selected index after five years of experience, in 2000.
This first review will examine the relationship of the annual change in the
index to the actual cost changes experienced by the industry.

Like natural gas certificate and rate filings, oil pipeline filings also are
becoming increasingly complex. An example of the complexity of the
proposals in the oil pipeline area is a filing by Express Pipeline Partnership
(Express). This was a proposal for an international pipeline from Alberta to
interconnect with other crude oil pipeline systems in Wyoming. The U.S.
portion of the pipeline consists of 515 miles of pipeline with a capacity of
172,000 barrels per day. In the first of its kind proposal, Express proposed
preconstruction rates that differed depending upon the timing of service
acquisition and the nature of the service acquired. The Commission was
required to develop new policy and legal bases for its analysis of the proposal
and to justify permitting these new types of rates to become effective upon
construction of the pipeline. The Commission’s rate, accounting, and legal
staffs coordinated to review the cost study to decide the reasonableness and
legality of the proposed extended term rates, depreciation schedules, and
differentiation of rates among customers.

Work on formal cases involving the Trans Alaska Pipeline System has
resulted in several settlements resolving numerous intricate and contentious
issues. For example, a settlement on the Quality Bank case resolved issues
in dispute for over nine years. These settlements, in concert with a drop in
the level of pipeline throughput to below full capacity, have resulted in a
more competitive atmosphere and the likelihood of less litigation on this
pipeline system in the future.
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However, the Commission expects to face further challenges as oil pipelines
submit contentious filings designed to serve more specific market niches.
Novel filings such as those made by Express are likely to become the rule
rather than the exception as oil pipelines move to compete in energy markets.

The Commission will continue to encourage novel approaches for new
pipeline projects. Providing timely issuance of decisions will aid in the
establishment and acquisition of financing for prudent new projects such as
its efforts in approving the Express Pipeline Partnership, Longhorn Partners
Pipeline, and Rio Grande Pipeline Company projects.

FY 1998 and First Quarter FY 1999 Achievements

Proposed Rule Would:

i » Maximize short-term
competition

» Mitigate residual market
power

» Monitor for abuse of
market power

Besides processing its traditional statutory work, the Commission undertook
the following significant projects.

Examination of Issues and Priorities for the Natural Gas Industry. In
FY 1997, the Commission held a conference with industry participants that
focused on the future of the industry and also on issues relating to service
flexibility, pricing, pipeline capacity, and Commission procedures. As an
outgrowth of this conference, the Commission launched a comprehensive
review in FY 1998 of its regulatory methods, which culminated in its gas
policy initiative. The Commission issued a NOPR proposing a more market-
based approach to regulation of the short-term transportation market. The
primary NOPR proposals include the following: removal of the rate cap for
all short-term transportation services, required auctions for all short-term
transportation capacity, and negotiation of terms and conditions of services.
The NOPR also requested comments on possible changes to its certificate
policies to ensure that needed construction without overbuilding will occur.
The changes include reviewing the test used to determine the need for
construction of new capacity and revising the Commission’s pricing policy
for new capacity. The Commission simultaneously issued a NOI requesting
comments on a variety of long-term transportation issues in light of market
changes and the regulatory changes proposed in the NOPR. The NOI seeks
comments on whether the Commission should modify its long-term market
pricing policiés by moving away from traditional cost-of-service ratemaking
or by modifying the current ratemaking methods.

Financial Conference. As a part of its gas industry review, the Commission
held a conference on the financial outlook of the natural gas pipeline
industry. The purpose of the conference was to improve its understanding of
the regulated natural gas pipelines’ current financial circumstances and to
gain perspective on whether it appropriately recognizes the industry’s
financial condition in a newly competitive environment. The Commission
also explored its rate of return methods and its overall ratemaking policies.

The conference and comments formed the basis for a new Commission policy
on rate of return and capital structure initiated in FY 1998.

Focus on the Complaint Process. After reviewing public comment on two
petitions on procedural reforms to its complaint process, the Commission
held a conference to provide a public forum for the parties to share their
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views. The comments and the conference, along with recommendations
generated by the Commission’s FERC First effort, led the Commission to
propose changes to its complaint procedures. The Commission then issued
a NOPR proposing revised procedures that will ensure fair, timely resolution
of complaint filings.

Implementation of Electronic Filing. Pursuant to the requirements of Order
Nos. 581 and 582, the Commission received for the first time electronic
filings for certain natural gas program filings during FY 1997. These filings
included the Index of Customers, Discount Reports, Form Nos. 2, 2-A, and
11, and rate cases. The Commission worked with the industry to develop
filing requirements to ensure proper formatting and content compatible with
the pipelines’ and the Commission’s computer systems. As a result, the
Commission developed a means for receiving these filings in electronic
format and distributing the filed information to the public. The gas staff
developed a system that loaded the filed data into databases for access by the
public through the Commission’s electronic bulletin board. During FY 1998,
the Commission received more than 1,300 electronic filings. Similar
numbers of electronic filings are expected in FY 1999.

Development of the Gas and Oil Web Site. Electronic filing of the rate
cases and the Forms 2, 2-A, and 11 generated a need to develop a method for
distribution of the electronically-filed information to the staff. Thus, the gas
staff developed an intranet web site, the Office of Pipeline Regulation
Intranet (OPR Web), that made the electronically-filed information, and other
pertinent Commission information, orders, and data, available to staff for
review and for analysis. When the Commission upgraded its Internet Web
site, it moved much of the information available on the OPR Web to the
Commission Web site, to allow the public additional access to electronically
filed information and other Commission records.

Standardization of Industry Business Practices. With the encouragement
of the Commission, GISB has adopted additional business practice standards.
These include standards relating to electronic communication over the
Internet, aimed at simplifying the process of transacting business across the
interstate natural gas pipeline grid. In FY 1998, the Commission issued a
final rule adopting Version 1.2 of the GISB standards, further simplifying
business processes, and providing policy guidance for continued
standardization. To implement the standards, each natural gas pipeline was
required to make a tariff filing with the Commission. The Commission
reviewed the filings and any comments, requiring revisions as appropriate.
Most filings required at least one compliance filing in order to effect
implementation. In total, we processed more than 100 GISB implementation
filings. In FY 1998, the Commission also issued a final rule adopting
additional GISB standards dealing with intra-day nominations and revisions
to nomination and confirmation procedures. In FY 1999, the Commission
issued a NOPR proposing to adopt Version 1.3 of the GISB standards. It also
issued a final rule establishing a required date for pipelines to enter into
operational balancing agreements with interconnecting interstate and

intrastate pipelines.
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Certification to Build Major Facilities. The Commission authorized many
major projects, including system expansions of such pipelines as National
Fuel Gas Supply Corporation, Northern Natural Gas Company, Questar
Pipeline Company, Southern Natural Gas Company, Great Lakes
Transmission Limited Partnership, Transwestern Pipeline Company,
Transcontinental Gas Pipe Line Corporation, East Tennessee Natural Gas
Company, and PG&E Gas Transmission, Northwest Corporation. The
Commission approved a proposal by KN Wattenberg Transmission Limited
Liability Company to construct the Front Runner Pipeline Project. This
project will provide a needed transportation alternative in the Front Range
area of the Rocky Mountains that will increase competition among pipelines.
The Commission also approved applications by Pacific Interstate
Transmission Company, Northwest Alaskan Pipeline Company, PG&E Gas
Transmission, Northwest Corporation, Transwestern Pipeline Company,
Northwest Pipeline Company, and Pan Alberta Gas (U.S.) Inc., which
restructure natural gas sales and transportation agreements of the Alaska
Natural Gas Transportation System. The new agreements will more
efficiently meet new market situations.

The Commission issued certificates for new projects into the Chicago and
Northeast markets for Alliance Pipeline, L.P. and Maritimes & NE Pipeline,
L.L.C., respectively, and issued a preliminary determination for Vector
Pipeline L.P. to move gas from Chicago toward the Northeast. The Alliance
project is a major new pipeline that is part of a combined Canadian-United
States pipeline project. A new 975-mile long Canadian pipeline will
interconnect with the 887-mile long United States facilities. The $1.34 billion
Alliance project will be a high-pressure system to transport high-Btu, high-
ethane gas to Chicago.

The Commission also certificated proposals to construct new LNG facilities
for Granite State Gas Transmission, Inc. and to operate existing LNG
facilities for Total Peaking Services and Hopkinton LNG Corp. In addition,
the Commission authorized a major salt cavern storage proposal by N.E. Hub
Partners, L.P. To ensure compliance with environmental regulations, the
Commission monitored pipeline construction and right-of-way restoration
activities on almost 400 construction compliance trips in FY 1998.

Certification to Build Offshore Facilities. The Commission has recognized
the importance of current gas production on the outer continental shelf and
its potential as a source of new gas supplies. In FY 1998, the Commission
acted on nine pipeline applications or requests for declaratory order on
jurisdiction of facilities. Of these, eight were to develop offshore supplies in
the Gulf of Mexico with deliverability of more than 900,000 MMBtu per day,
and one was to develop offshore supplies in the North Atlantic with
deliverability of 590,000 MMBtu per day. These offshore pipeline projects
raise the issue of which statutory authority, the Natural Gas Act or the Outer
Continental Shelf Lands Act, applies to the Commission’s regulation of
transportation from the offshore platforms to the mainland and how the
Commission should exercise that authority. The Commission issued a NOI
soliciting industry comments on these issues in June 1998, and will be
devising a policy informed by these comments in FY 1999 for application in
late 1999 and beyond.
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Proposal for Research and Development Funding. The question of
funding for research, development, and demonstration in the natural gas
industry has been an issue since open access and competition have hampered
the pipelines’ ability to collect the current Gas Research Institute (GRI)
surcharge. The Commission convened a public conference to explore
alternatives to the current GRI funding mechanism. After the conference, the
Commission issued an order extending the current GRI funding mechanism
for one year, simultaneously with a NOPR to address long-term funding
issues including the funding for a voluntary noncore program. In response
to the NOPR, parties proposed a settlement, and early in FY 1998, the
Commission referred resolution of the GRI funding mechanism to a
settlement judge. A modified settlement agreement was subsequently
certified and approved by the Commission in FY 1998. The settlement
results in the continued funding of GRI for a core program that would provide
for research and development for the general benefit of the gas-consuming
public. The settlement provides for the phase-in to fully-voluntary funding
by the end of its seven-year term. The Commission also analyzed GRI’s
program filing for 1999 and approved its program plan and budget for that
year.

Record Keeping Burden Reduction. The Commission issued Order
No. 589 on February 5, 1998, which will reduce the public reporting burden
in total for the electric and natural gas and oil pipeline industries by an
average of $5 million annually. The Order, developed as a collaborative
effort with the three industries, removed the Commission’s prescribed units
of property listings. ~
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HYDROPOWER

Operating Expenses
(Budget Authority Dollars in Thousands)
Fy 1998 FY 1999 Fy 2000

Actual Estimate Request
FUNDING $49,176 $49,196 $52,713
FTEs 365 365 365

Overview
The Commission regulates nonfederal hydropower projects that use and
affect a variety of important natural resources. Electricity generated from the
power of falling water is economic, renewable, available for peak demand,
and without emissions — a valuable contribution to the Nation’s energy mix.
Hydropower regulation must provide economic, environmental, and other
public benefits.
External The Commission’s regulation of hydropower is changing to fit new realities
Changes Affect and challenges. Today’s hydropower projects must adjust to competitive
Licensing and electric markets, inc_:reasipg concern fqr the environment, cumu'lative effects
Oversight of hydropower projects in a river basin or region, and shared jurisdictional
authorities.

Competitive Electric Markets. A major impetus for change in the

1
Hydropower is and will | hydropower industry is the increasing competitiveness of the electric power
continue to be a signfficant ycropo try g pe P

component of the Nation’s markets. Applications foy new h'yd:opower projects have fallc;n dramatica:l]y
renewable energy mix. and are expected to remain low into the next century. Electric restructuring
is prompting some licensees to begin reevaluating their existing hydropower

» Hydropower represents 98 assets, and sometimes to divest themselves of hydro generating plants.
percent of all renewables Others are finding new opportunities in obtaining such assets as part of a

) Eggg;%t‘;ﬁi;;;l 660 generation portfolio. Competitive electric markets will increase pressure on

representing 50 percent of | all licensees to control operating and maintenance costs to ensure that the
total hydropower capacity in | projects remain competitive.

the US. ;
| * Hydropower is regulated to Increasing Environmental Concerns. The public’s concern about the
promote long-term safety environmental impacts of hydropower operations increases every year. This

iﬂ;:ﬁ'zi’e | heightened concern and a host of environmental laws result in many
« Today's hydropower . requirements in new licenses. In its alternative licensing process and
projects must be able to . monitoring activities, the Commission is focusing on resolving many
compete in rapidly changing ©  conflicts over licensing before the filing of an application and is continuing
energy markets i staff involvement through post-licensing. Early and sustained collaboration

s among diverse participants is effective in finding solutions.
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Because the values and circumstances of a project may change over time,
license conditions may require revisiting and modification to make sure they
continue to address the intent of the license adequately. Collaborative
solutions can be written into a license and implemented during the term of the
license. Collaborative efforts should lead to improvements in environmental
outcomes, accountability, and river basin management, and are often
beneficial for licensees, resulting in less costly, equally effective measures.

Focus on River Basins and Regions. Entire river basins and regions can
be affected by the operation of hydropower projects. One or more projects
in a basin can have significant impacts on water quality, endangered species,
public use, water supply, and other aspects of environmental quality in the
river basin and beyond. Therefore, when considering impacts and
determining the licensing requirements for individual projects, the
Commission takes into account the impacts and operations of other projects
throughout the river basin.

Shared Jurisdictional Authorities. Successful hydropower regulation
requires fostering cooperative regulatory approaches, such as up-front
collaboration with other agencies to resolve conflicts, accommodate varied
interests, and avoid duplication of efforts. This is increasingly necessary,
both because others control some significant aspects of the regulatory
process, and because issues are contentious. In the end, of course, the
Commission still must make most final decisions about hydropower
development.

Dam Safety Hydropower projects must continue to meet the high standards of the
Commission’s dynamic, state-of-the-art dam safety program and must be
administered to protect the public. With almost 70 percent of Commission

-dams more than 50 years old and almost 10 percent more than 100 years old,
the Commission must remain vigilant. A sound, comprehensive inspection
and maintenance program detects and corrects small problems before they
become big ones. The Commission continues to gain knowledge and develop
information for the assessment of structural soundness under extreme
conditions, such as flooding and earthquakes.

Through cooperative regulation, the Commission distributes responsibility for
dam safety among all participants — project owners, their engineering
consultants, the states, and the Commission itself. The Commission also
shares its dam safety expertise with other agencies and dam safety experts
worldwide.

Long-Term Goals Beyond FY 2000

The Commission has identified the following three long-term goals of the
hydropower program.

Ensure that Sustainable Hydropower Resources Are Licensed for the
Public’s Benefit. The Commission will continue to encourage the use of
alternative licensing processes that emphasize collaboration and consensus
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The Commission will:

» Ensure that sustainable
hydropower resources are
licensed for the public's
benefi.

+ Ensure that the nation's
existing hydropower serves
multiple water resource
interests.

» Ensure dam safety through
inspection of facilities and
operations.

FY 1999 and FY 2000 Program Challenges

Licensing and
Oversight

decisions, reduce the length of the process, and foster good working
relationships. The Commission will seek to ensure that environmental
licensing conditions are effective, mitigate environmental impacts, and
enhance beneficial public uses over the term of the license. Finally, the
Commission will evaluate the effectiveness of license conditions over time
and allow for adjustments during the life of the license.

Ensure that the Nation’s Existing Hydropower Serves Multiple Water
Resource Interests. The Commission is challenged to accommodate
increasing public uses without diminishing key water resource values. Each
time the Commission must consider an adjustment related to one resource
value at a project, it must equally consider potential impacts on all resource
values. Furthermore, over the life of a license, external circumstances may
change unpredictably. - The Commission has seen that proactive
administration over the life of the license is the most successful strategy.
Cooperation and flexibility in achieving the desired ends will be necessary in
a more competitive environment.

Ensure Dam Safety Through Inspection of Facilities and Operations.
The Commission’s dam safety program will ensure that the dams under its
jurisdiction are properly constructed, operated and maintained. Vigilance is
particularly necessary because of the increasing number of older dams under
the Commission’s jurisdiction. As engineering procedures improve, the
Commission must work with licensees, the engineering community, Federal
Emergency Management Agency (FEMA), federal and state agencies, and
localities to ensure that its safety program continues to protect the public and
resources. The Commission will focus on improving cooperation and
coordination among all participants, and will inspect high- and significant-
hazard dams annually, to ensure that these dams will comply with safety and

emergency action plan requirements.

Hydropower licensing considerations must address competitive electric
markets, heightened environmental concerns, the increasing need for a
regional focus, shared jurisdictional authorities, and maintaining the safety
of hydro generating facilities.

Relicensing currently makes up a large part of the Commission’s hydropower
licensing workload. Between the years 2000 and 2010, more than 220 project
licenses will expire. These projects represent about 22 gigawatts, or 37
percent of the total generating capacity of all licensed projects. During
relicensing, particularly in recent years, hydropower issues undergo intense
scrutiny, involving many participants. This process considers economics and
environmental requirements.

Licenses and license amendments involving new capacity also raise these

issues. In all cases, the Commission must deal with these issues using
cooperative, flexible, and innovative approaches. In addition, it must follow
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. The Commission will promote |
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' resolving issues, use of
applicant-prepared EAs and
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. collaborative processes —1o
significantly improve
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through with monitoring and oversight throughout the life of the license to
ensure compliance with the substance and intent of the license requirements.

Following is a discussion of how the main challenges facing the Commission
for FY 2000 affect the Commission’s work. At the end of this section is an
example — the Snake River relicensing — which illustrates several of these
1Ssues.

Competitive Electric Markets. Hydropower’s future is promising. New
and existing hydropower may benefit from some initiatives. Certain federal
and state restructuring plans and legislative proposals would require blocks
of energy to be generated from renewable sources. Also, worldwide
initiatives to minimize greenhouse gases favor conventional hydropower
projects.

License Transfers. Some utilities are choosing or are required to divest
themselves of all generating sources, not just hydropower. As a result, the
Commission is receiving more applications to transfer hydropower project
licenses. For example, Niagara Mohawk Power Corporation is a licensee or
exemptee for 38 jurisdictional projects scheduled to be sold in FY 1999,
Before approving a transfer, the Commission reviews the proposed
transferee’s compliance history and scrutinizes marginal projects for potential
compliance problems. The Commission will work with transferees, as
necessary, to ensure they understand their responsibilities under the license
or exemption.

Recent sales of hydropower projects have sparked great interest and have
involved prices well above book value. Hydropower projects supply ancillary
services that increase their value, especially in the case of existing, operating
projects. Large licensed but unconstructed pumped storage projects are
finding it hard to obtain adequate power sales contracts and the long-term
financing required for these capital-intensive investments. However, the
peaking capacity system benefits of pumped storage and other peaking
projects appear useful in the restructured market.

Heightened Environmental Concerns. Operations from hydropower
projects have the potential to affect water quality, flow regimes, fish
spawning areas, and fish movement. Endangered species listings are
increasing, and the Commission is receiving requests to look at effects of
projects on this growing list. The Commission must ensure compliance with
the Endangered Species Act, and beyond this must balance a project’s
economic viability and power generation with the need to protect the
environment and other water values. To address these needs, the
Commission will rely on increased use of the alternative licensing process
and on monitoring for environmental effects.

Alternative Process. In licensing and relicensing, the Commission will
increasingly encourage participants to work together, foster increased
interagency cooperation, and facilitate consensus decisions whenever
possible. The Commission is offering the participants the flexibility needed
to produce a better license application that will allow for more expeditious
Commission processing. In the alternative process, Commission staff must
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Actively involving our
' participants in post-licensing
. activities achieves more
. positive results for everyone.

be involved with a project from the pre-filing stages and continue its
involvement right through post-authorization monitoring. All participants
— including the prospective applicant, Commission staff, other agencies,
non-governmental organizations, Indian tribes, affected landowners, and
other interested members of the public — collaborate to resolve issues as far
as possible before the application is filed. The same collaboration will be
important during post-authorization.

Monitoring and Proactive Compliance Assistance. Monitoring ensures that
license conditions are met. As facilities age and environmental concerns
increase, the Commission’s monitoring and enforcement responsibilities also
increase. Additional staff resources are being allocated to post licensing
administration.

In post-licensing and administrative work, the Commission has been
successfully using cooperative procedures to achieve its compliance
objectives, and these efforts will increase. These procedures recognize that
a competitive marketplace increases project owners’ sensitivity to the costs
of compliance. The Commission is helping licensees to satisfy their safety
and environmental protection obligations in partnership with other agencies
and participants, to minimize violations and required audits, and to reduce the
need for enforcement actions. Efforts have focused on helping project
owners with small projects and those with recently issued licenses and
exemptions. In FY 1999 and beyond, the Commission will extend this
proactive effort to all licensees and exemptees.

Monitoring for Changing Conditions. Licensing and license administration
are more and more ongoing processes, rather than one-time decisions. From
the point of view of the licensee, the Commission, environmentalists, or other
concemned persons, conditions may change after a license is issued, to an
extent that requires revisiting the license conditions to assure attainment of
objectives. The Commission is reevaluating its hydropower oversight
processes to confirm that the measures required in licenses have the intended
outcomes. This assures participants that as times and situations change,
licenses can be flexible enough to meet the requirements of the licensees and
other participants. It should also facilitate licensing, since participants will
know that changes can be made during the new license term.

For instance, the Commission must give increasing attention to license
requirements for monitoring the development of residential property and boat
docks around the reservoir and considering adjustments to land use and
reservoir management plans during the term of the license. Another issue
requiring monitoring is that of increasing and disputed requests to withdraw
municipal water supplies from hydropower reservoirs. As the number of
these applications increases and competition for limited water supplies
mounts, so will the effort required to process these requests on an individual
and cumulative basis.

Another monitoring issue concerns requests to examine project impacts on
federally listed endangered fish and to modify project operations if
appropriate. For example, salmon species listed or proposed for federal
listing in California, Oregon, and Washington coastal streams could affect the
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Listings or proposed listings of .

salmon species as endangered
could impact more than 150
Commission projects in the
Pacific Northwest and
California.

operations of more than 150 Commission hydroelectric projects. The
Commission has initiated consultation with the National Marine Fisheries
Service (NMFS) to address the effects of current project operation of the
large Hells Canyon Hydroelectric Project on listed salmon species. In
addition, the Commission staff is working cooperatively with the NMFS,
licensees, and other participants in further developing and implementing
habitat conservation plans for the Columbia River that will address the effects
of multiple hydropower projects on listed species.

Flexible Approaches in Alaska. In Alaska, hydropower is cheaper than diesel
fuel, which requires long-distance shipping. Currently, preliminary permits
exist for 10 proposed projects, many of which are likely to result in future
license applications. Processing applications for proposed Alaskan projects
will pose unique problems requiring flexible approaches and a substantial
commitment of staff resources. Scoping meetings and project site visits will
be expensive, because of the high costs associated with travel to remote
locations. There will be heightened resource concerns because of Alaska’s
natural settings, and conducting required resource studies will be complicated
by the short summer season. Presently the Commission is working with six
applicants using the applicant-prepared environmental assessment (APEA)
process. The Commission expects future applicants to pursue this or other
pre-filing processes, and will work with them to improve the licensing
process.

Focus on River Basins and Regions. When considering impacts and
determining the licensing requirements for individual projects, the
Commission must take into account the cumulative impacts and operations
of other projects throughout the river basin.

Relicensing Larger Projects Affecting Entire River Basins. Another round
of relicense applications began in FY 1997 and will continue in FY 1999 and
FY 2000 — 79 filings representing 5 percent of the capacity of all licensed
projects. In these three years the Commission will receive the initial filings
of the larger group of 220-plus projects with licenses that expire in FY 2000
through FY 2010. The 22-gigawatt capacity of these projects is 37 percent
of the total generating capacity of all hydropower projects. On average, they
are 10 times larger than the projects whose licenses expired in 1993, have
multiple developments, and some affect very significant environmental
resources in entire river basins and regions. The larger number of
participants with diverse interests and objectives will increase the difficulty
of relicensing these projects. The Commission will strive to address major
issues during the pre-filing process and attempt to bring the many participants
together. Further, the Commission will focus on assessing the project’s
effects on resources in a river and its basin, and balancing interests to ensure
comprehensive development.

Shared Jurisdictional Authority. The Commission is increasing efforts to
work cooperatively with other agencies to balance competing interests.
Licenses contain many environmental requirements developed by other
agencies that are often imposed through these agencies’ mandatory
conditioning authority. Shared jurisdiction lengthens the time of the
licensing process, and the resulting license articles add additional costs to the
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relicensing projects on the
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River, and the Snake River
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project. These additional costs are often at odds with pressures of the
competitive market to keep costs to a minimum. For all these reasons,
interagency cooperation is critical in fulfilling the Commission’s role and
ensuring that hydropower is part of the Nation’s energy future.

The Commission must provide leadership and bring participants together to
resolve the difficult issues associated with projects. Traditionally, the burden
of greater public and agency participation was left to prospective applicants
of hydropower projects. However, the size of the projects, the scope of
environmental issues, and the large number of participants are placing
increasing pressure on the Commission to facilitate processing. Innovative
approaches such as APEAs and third party environmental impact statements
(EISs) are excellent processes to improve public and agency participation.
The Commission staff has been participating actively in the pre-filing
process and during administration of licenses to facilitate consultation and
dialogue regarding endangered species, water quality certification, historic
preservation, and other matters. Guiding licensees and other participants
through such processes will require a commitment of significant staff
resources over the next several years.

The Snake River relicensing, discussed below, is an example of a
collaborative river basin approach to consensus decision-making, designed
to resolve issues before applications are filed with the Commission. Other
examples of innovative public and agency participation include the St.
Lawrence-FDR Project in New York, the Cabinet Gorge-Noxon Rapids
Projects in Montana, and the Lake Gaston Project in Virginia.

The Snake River Relicensing. Processing the relicense applications for
Idaho Power Company projects on the Snake River is an example of how the
Commission is dealing with environmental and river basin issues and using
a collaborative approach. The Snake River is one of the most heavily
developed basins in the west, with more than S0 percent of its 1,050 miles
impounded. The main issues in the Snake River Basins are salmon
restoration options and allocation of scarce water resources. Resolution of
Snake River Basin issues will be a component in the recovery of Pacific
Northwest salmon resources.

Idaho Power Company operates eight projects on or adjacent to the Snake
River in Idaho and Oregon, spanning 360 miles, whose licenses have expired
or will expire between 1997 and 2008. Four applications already have been
filed. Of particular importance is the Hells Canyon Project, whose license
will expire in 2005. This project, consisting of a series of three large
mainstream dams and producing almost 1,200 megawatts, has blocked access
to about one third of the basin by salmon, including three endangered species.

Idaho Power Company and stakeholders have developed a collaborative
process to address issues associated with relicensing the Hells Canyon Project
and other projects. Members of the collaborative team are diverse —
including federal, state, and local agencies; Indian tribes; conservation
organizations; recreational users; industrial power purchases; and the public.
The team, focusing on study needs and environmental protection measures,
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works together to frame public issues, resolve controversy, and identify
stakeholder needs. The Commission staff is working with the team. The
collaborative process has been successful in fostering a good working
relationship among the participants and in reaching consensus on many
issues. The Commission has conducted extensive scoping to decide how to
process these eight projects, and participants have identified as significant
issues water quality, fish habitat, riparian vegetation, other flow-related
resources, and the cumulative effects of all eight projects.

After discussion with stakeholders, the Commission staff decided to prepare
a multi-project EIS for the first four projects, to include a basin-wide
cumulative analysis of affected resources. However, because of the limited
effects of the first four projects on anadromous fish, the Commission will
defer the analysis of the cumulative effects on anadromous fish until it
receives applications for some of the other expiring project licenses.
Meanwhile, the Commission will begin a preliminary review of the
cumulative effects on anadromous fish as it processes the first four
applications, to gain an understanding of the complex issues involved.

The evaluation of project-specific and cumulative impacts in the basin will
represent a significant commitment of staff resources. Complicating factors
are the size of the basin, the number of projects involved, the complexity and
controversy of the issues, the intense public and agency interest, past
cumulative impacts, and the many competing uses and demands for limited
water resources.

One essential and constant element of the Commission’s hydropower
program is dam safety. The protection of life and property is of paramount
consideration. Most important, in its inspection program, covering more than
1,600 projects and more than 2,600 dams, the Commission’s regional offices

-conduct about 2,800 inspections every year. Other important elements

include maintaining vigilance, both to meet the challenges of aging dams and
to deal with changing dam ownership in the dynamic electricity market;
dealing with many remediation and monitcring issues; overseeing the
development and testing of emergency action plans; using cooperative
regulation; and providing assistance to other federal and state agencies.

Maintaining a Vigilant and Active Dam Safety Program. Remaining
vigilant is important to maintain safety as the population of jurisdictional
dams ages. Vigilance is also necessary as dams change hands in the
competitive electric industry.

Aging Dams. Many older dams were constructed without the knowledge of
design and construction practices in use today. Older embankment dams, for
example, were constructed using techniques and equipment different from
those used today. As research and technology advance, new engineering
theories and solutions develop. This does not imply that dams are unsafe,
but rather that dams constructed today would be designed and built
differently. Even with older dams, the majority are stable for most
conditions, but the Commission must continually evaluate dams under
extreme conditions, such as earthquakes and floods.
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Competition in the Electric Power Market. The competitive market brings
additional strains to dam safety. As some large utilities begin to sell their
hydropower projects, the Commission must make certain that the projects are
properly monitored and maintained. Through its inspection program, the
Commission will be aware of changes and observe any resulting effects of
these changes. These effects may require more dam safety inspections and
even more communications and meetings with licensees.

Remediation and Monitoring. As the population of dams ages, the
remediation phase of the Commission’s dam safety program includes more
monitoring.

During construction, the Commission’s projects comply with all applicable
federal and state environmental regulations and include appropriate
environmental protection measures, such as erosion control plans and flow
monitoring systems. Other dams are in stages of problem identification,
solution planning, and implementation — usually a structural modification.
The Commission ensures that dams satisfy the requirements of its
engineering guidelines and conform to the federal guidelines for dam safety.

As dams age and undergo various stress conditions (e.g., floods and
earthquakes), they are subject to different ranges of structural stress. The
Commission will use monitoring and instrumentation to decide whether the
condition of dams and their appurtenant facilities is changing. This
procedure is the key to detecting potential problems before they become
serious and deciding whether new remediation is necessary. With monitoring
data available, the Commission will expect licensees and their consultants to
evaluate continually the condition and performance of their projects. If the
data show no significant trends or changes in project performance, then future
independent consultant reports will focus on operation and maintenance to
ensure timely maintenance and repairs.

An important part of the transition from remediation to monitoring for aging
dams is the development of additional engineering guidelines on dam
performance and monitoring for staff civil engineers, dam owners, and
independent consultants. These guideline additions will include the review
of dam safety analyses, along with instrumentation and monitoring data, to
determine structural safety at any given time.

With lives at stake, the Commission keeps abreast of technological advances
in field and laboratory investigative and analytical procedures, including
innovative designs for proposed remedial modifications. The dam safety staff
continually investigates new analytical methods. Keeping abreast of
advancements in state-of-the-art analytical techniques and in the technology
of embankment and concrete dams can add time to the process of analyzing
data and recommending modifications. However, licensees have benefited
from the Commission’s monitoring of advances in field investigative
techniques. The Commission requires licensees to use these new techniques
for quality control. These efforts have typically resulted in cost savings
associated with remediation and have sometimes eliminated the need for dam
safety modification work.
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Flood Evaluations Require New Methods. The Commission evaluates the
ability of projects to withstand large floods as part of dam safety
assessments. Maximum rainfall that can be expected in an area determines
the magnitude of the flood the dam has to pass. Estimates of flood
magnitudes derived from these values showed many projects to be
inadequate. This meant that remediation would be necessary for the
structures to withstand floods greater than those for which they were
originally designed. The Commission is conducting site specific evaluations
to avoid the possibility of unnecessary project remediation.

Liquefaction Evaluations of Dams. Liquefaction occurs when significant
portions of a dam or its foundation suddenly lose strength during an
earthquake, potentially affecting its ability to retain the reservoir. The -
Commission staff must evaluate several embankment dams to determine
their ability to withstand earthquakes. The state-of-the-art methods required
in these evaluations are being pursued internationally and are the subject of
many technical papers and conferences throughout the world. The
Commission staff must conduct extensive reviews and attend several
meetings to address the critical issues.

Commission staff and its consultants are giving direction on these issues and
holding periodic meetings with the licensees and their consultants. This
process expedites the licensee’s analysis and preempts any possible
disagreement regarding the methodology or results. This procedure will also
serve to develop a consistent approach in dealing with similar issues on other
dams. The Commission staff is discussing these issues with other dam safety
organizations, such as the Bureau of Reclamation.

Emergency Action Plans. All of the inspections, remediation, and
monitoring the Commission maintains, however, cannot guarantee that
emergencies will not occur. Therefore, the Commission requires the
development, maintenance, and periodic testing of emergency action plans.
These plans are another line of defense for the protection of life and property.
They specify preplanned actions that owners must take, in coordination with
state and local preparedness agencies, in case of flood, earthquake, or project
facility failure. The Commission is recognized as a national leader in
emergency action plans and regularly shares its expertise with many other
agencies. (See the following section, FY 1998 and First Quarter FY 1999
Achievements, for further information.)

Expanding Cooperative Regulation. The Commission is responsible for
ensuring that licensees and exemptees build, operate, and maintain safe
projects. The Commission’s five regional offices conduct the inspections and
are the Commission’s direct link to day-to-day project operations and
construction activities. They also monitor compliance with license
requirements. ‘

A fundamental philosophy of the Commission’s dam safety program is
cooperative regulation. The Commission distributes the responsibility for
dam safety among all participants — project owners, their engineering
consultants, and the Commission itself. Today, with the list of identified
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participants growing to include federal and state resource agencies, the effort
to include cooperative partners is also growing.

When the licensee, the independent consultant, and the Commission staff —
known as the Dam Safety Triad — work together, with each focusing on its
established area of responsibility, the necessary checks and balances are
maintained. In addition, this cooperative approach results in comprehensive
evaluations, while using Commission resources efficiently. The public and
the environment are protected throughout the construction, operation, and
maintenance of the hydro facilities.

Providing Assistance to Other Federal and State Agencies. The
Commission’s dam safety expertise is called upon nationally and
internationally.

The Commission shares its knowledge with the community of dam safety
experts to meet a broad objective of universally improving dam safety.
Exchanging information is valuable to all participants and helps the
Commission to refine and improve its program. The Commission is an active
member of the Interagency Committee on Dam Safety (ICODS), which
establishes Federal Dam Safety Guidelines for all federal agencies involved
with the design, construction, operation, and regulation of dams. The ICODS
provides agencies a forum and mechanisms to cooperate, share information,
develop technical guidelines, discuss research needs and progress, and
develop dam safety training.

The Commission shares its knowledge with a variety of other agencies, and
has trained many agencies in emergency action planning. Through
memoranda of understanding, the Commission helps the U.S. Department of
Energy and the Nuclear Regulatory Commission meet federal dam safety
guidelines by inspecting and evaluating dams under their jurisdiction.

The President recently signed legislation requiring the Commission to serve
on a board of dam safety experts. These experts assist the Director of FEMA
in carrying out the National Dam Safety Program and advise the Director of
FEMA on institutional, managerial, technical, legislative, and policy issues
affecting national dam safety. The Commission coordinates with states to
conduct joint inspections, to share results of the independent consultant
inspection reports, to provide emergency action plan training, and to share
information.

FY 1998 and First Quarter FY 1999 Achievements

Licensing
and Oversight

In FY 1998 and the first quarter of FY 1999, the hydropower program
realized many significant achievements.

Interagency Task Force. To improve relations with federal and state
agencies, the Commission is participating in the Interagency Task Force. It
consists of five work groups: federal agency coordination; state agency
coordination; ex parte; collaborative process; and economics. The goal of
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these work groups is to improve routine communication, reduce duplication,
and find practical ways to work together more efficiently.

Alternative Licensing and Relicensing Procedures. On October 29, 1997,
the Commission issued Order No. 596, allowing licensees and potential
license applicants to use alternative procedures, if approved by the
Commission, for preparing license applications. The order promotes
communication among participants for resolution of issues. Under these
procedures, the pre-filing consultation process, the environmental review
process, and administrative processes associated with other federal statutes,
such as the Clean Water Act, will be combined. The rule also allows the
Commission to manage its communication with the participants effectively
through ex parte communications protocols.

Licensees and applicants can choose to submit an APEA or third-party
contract EIS as part of their application. The first APEA process was
successfully completed for the relicensing of the Sinclair Project in FY 1996.
This case, in which staff completed its environmental review process in only
4 months and issued the new license in 7 months — a significant decrease in
processing time — shows the potential usefulness of APEAs. Through the
APEA process, the Commission anticipates that the participants can resolve
all issues with a substantial reduction in the time required for environmental
review after the filing of the relicense or license application. During
FY 1998, the Commission continued fostering APEAs involving 34 projects.
The Commission issued four licenses using the APEA process in FY 1998.

During FY 1998, the Commission continued the third-party contract EIS
process for the relicensing of the New York Power Authority’s 912 MW
St. Lawrence-FDR Project in New -York. Scoping was completed in
September 1997, and depending on the status of negotiations among
participants, staff may begin directing the preparation of the EIS in FY 1999.

Outreach. The Commission staff undertook a major outreach effort to
provide information on alternative licensing processes and to discuss other
licensing and post-licensing programs. Meetings were held in California,
New York and Vermont, Alabama and Georgia, North and South Carolina,
Utah and Colorado, Maine, Oregon and Washington, Michigan, Idaho and
Montana, Wisconsin, and Alaska. The objective was to provide a forum for
licensees, federal and state agencies, tribes, nongovernmental organizations,
and the general public to get information on these programs and to ask
questions and give feedback on their experiences. Outreach sessions have
been very well attended. These sessions have resulted in increased
understanding of and interest in the use of APEAs, third-party contracts, and
other collaborative licensing processes.

The first of a series of informal regional presentations discussing the
alternative licensing process and other pre- and post-licensing concerns was
held in Sacramento, California, in December 1998. 1t was attended by federal
and state agencies, industry representatives, non-governmental organizations,
and the public. The objective was to help the industry and others decide
whether to use the alternative process by giving everyone a thorough
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understanding of the process. Discussions focused on the nuts and bolts of
the process and how to sustain it.

Action on Relicenses and Post-licensing Activities. The Commission has
completed action on 143 of the relicense applications for licenses that expired
in 1993. The remaining 14 applications are either in settlement negotiations
or awaiting state action to issue water quality certificates.

Project Enhancements. New licenses issued for the projects whose licenses
expired in 1993 included many conditions to protect or improve recreation,
fisheries, and wildlife. = The Commission included approximately
$43.5 million in recreational improvements in these licenses. These included
boat ramps, canoe portages, hiking trails, and fishing access areas with
fishing and parking access. In other licenses, measures were included for
downstream flow augmentation, recreational boating, and fish viewing
facilities.

In this group of new licenses, the Commission required minimum flows to
protect sensitive fisheries and aquatic resources in approximately 80 miles of
river channel that would otherwise be partially or wholly dewatered for
generation flows. Additional enhancement measures have included structures
for fish passage, additional vegetative cover, operational constraints, and
measures to reduce fish mortality.

The Commission developed these conditions after independently evaluating
the environmental impacts and consulting with and reviewing comments
from resource agencies, non-governmental organizations, and the public. The
Commission develops requirements often after extensively reviewing and
analyzing the cumulative impacts of several projects located within a river
basin. The Commission bases many license conditions on provisions of
statutes — such as the Endangered Species Act and the Clean Water Act —
besides the Federal Power Act and the Commission’s regulations.

Handling Allegations of Noncompliance. To ensure that licensees comply
with the terms and conditions of the license, the Commission aggressively
pursues reported incidents of noncompliance. It directs the licensee to
explain the circumstances surrounding the incident and, if necessary, provide
additional information. During FY 1998, the Commission closed out more
than 200 investigations into allegations of noncompliance with environmental
and engineering requirements. The Commission continued to develop
cooperative relationships with resource agencies and local organizations to
- help resolve the issues raised by these allegations.

Recreational Fisheries Report. On June 7, 1995, the President signed
Executive Order 12962, directing federal agencies to “improve the quantity,
function, sustainable productivity, and distribution of U.S. Aquatic resources
for increased recreational fishing opportunities...” Until 1998, the
Commission participated, through the Department of Energy (DOE), with
the National Recreational Fisheries Council established by the order. Given
the unique nature of the Commission’s role in overseeing large expanses of
the Nation’s waterways affected by hydropower development, the
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Dam Safety

Commission developed its own plan in 1998. The plan sets forth proposals
for enhancing recreational fishing opportunities at licensed facilities.

Settlement on the Edwards Project. With Commission staff assistance,
parties involved in the proceedings for the relicensing of the Edwards Project
in Maine and various proceedings regarding fish passage at seven upstream
dams filed an offer of settlement on May 28, 1998. The settlement would
provide for the transfer of the license for the Edwards Project to the State of
Maine, followed by removal of the dam and all project facilities in 1999, and
would resolve disputes regarding fish passage.

Decision on Platte River Projects. In July 1998, the Commission approved
a comprehensive settlement and issued new licenses for Kingsley Dam and
North Platte/Keystone Division Dam Projects in Nebraska. The two projects
share a 150-mile reach of the Platte River and affect one of the most
important migratory bird habitats in North America, providing habitats for a
number of threatened or endangered species. Approval of the settlement
concluded a 14-year, controversial proceeding. The settlement covers all
major issues in the proceeding and is supported by all major parties, including
both licensees, the US Department of the Interior, the States of Nebraska,
Colorado, and Wyoming, the Platte River Whooping Crane Critical Habitat
Maintenance Trust, National Audubon Society, American Rivers, Sierra
Club, Nebraska Wildlife Federation, and Nebraska Water Users.

Decision on Thunder Bay Projects. In December 1998, the Commission
approved a settlement and issued a new license for the Thunder Bay Project.
Comprised of six developments in the Thunder Bay River Basin in Michigan,
this project is a combination of two former projects with licenses that expired
in 1993. Approval of the settlement covered all major issues in the
proceeding and was supported by all the parties. Issues settled included
project operation, impoundment water levels, compliance monitoring, fish
and wildlife protection and management, bald eagle protection and
management, and nuisance plant control. .

Decision on the Cushman Project. In July 1998, the Commission issued a
license to the City of Tacoma, Washington, to continue to operate the
Cushman Project on the North Fork of the Skokomish River, resolving a 23-
year-old, frequently gridlocked, relicensing proceeding. Licensing conditions
required increased flows, additional recreational facilities, flood control
measures, measures to improve fisheries habitat, measures to improve water
quality and wildlife habitat, and measures to protect cultural resources.

Safe Operations During 1998 Flooding. The unusually strong El Nifio
weather pattern directed a steady series of heavy and prolonged storms with
substantial rainfall into the Southeastern United States. Both Alabama and
Georgia suffered record flooding in several river basins. Commission
projects safely passed all flows, and licensees assisted in flood warning
notifications, in coordination with emergency management agencies, to
populated areas downstream of the projects. In southeast Georgia, the Flint
River basin, which experienced record flooding and heavy damage during the
July 1994 flood, again experienced near record flood levels. Commission
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staff worked closely with project personnel to coordinate spillway operations
during the flood, ensuring the safe passage of flood waters and giving
downstream population centers accurate emergency action notifications and
flood forecasting. FEMA commended the owners of the two Commission
projects on the Flint river for their cooperation during the flood.

Rapid Response Inspection Team Deployed to Milner Project. In
September 1998, the licensee of the Milner Project notified the Commission’s
Portland Regional Office that a hazardous condition had developed at the
South Milner Dam. First reports from the field indicated that dam failure was
imminent. A sinkhole had developed in the crest of the dam, a vortex
appeared a short distance away in the reservoir, and muddy water was being
discharged from downstream drains. The project’s emergency action plan
had already been activated. Commission staff was in constant contact with
the licensee as the Rapid Response Inspection Team was en route to the site.
Commission staff gave directions that ultimately prevented the failure of the
dam. Nine years earlier, the Commission’s dam safety staff had required the
licensee to construct several features to safeguard against possible failure of
the dam during concentrated leakage incidents. Dam failure was averted
because of the Commission’s careful analysis, sound preparation, availability,
and on-the-spot engineering judgment.

Spillway Gate Design Review and Inspection. Commission staff initiated
a comprehensive design review and physical inspection of all spiliway tainter
gates at the Commission’s high- and significant-hazard potential projects.
(Hazard potential refers to the potential for loss of life or significant property
damage if a dam were to fail, not to the condition of the dam.) The
Commission used lessons learned from the failure of the Bureau of
Reclamation’s Folsom Dam tainter gate in 1995. The Folsom Gate failure
demonstrated the importance of carefully inspecting for corrosion on tainter
gates designed and constructed in the 1950's, and ensuring that they have
acceptable maintenance and lubrication plans in place.

Sabotage Protection at Commission Dams. The Commission, along with
the Army Corps of Engineers, Bureau of Reclamation, Tennessee Valley
Authority (TVA), and DOE, formed the Interagency Forum on Infrastructure
Protection of Hydroelectric Facilities to protect major water-retaining
structures from sabotage. The forum is focusing on promoting information
exchange on security issues, improving interagency communication on threat
reporting, and mobilizing private sector and Government cooperation in
resolving security related issues.

Electronic Dam Safety Reports. Commission staff developed procedures
to submit dam safety inspection reports electronically. The reports, including
digitized photographs, are now available to all parties faster, more efficiently,
and at less cost.

Seismic Repair on Environmentally Sensitive Project. The Commission
completed the fast-tracked seismic remediation project at two Commission
dams with the successful refilling of Butt Valley Dam in November 1997.
Two high hazard potential embankment dams, Lake Almanor and Butt Valley
in California, were modified to withstand an earthquake loading condition.
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The project, completed within 20 months of identifying the problem, was
accomplished within several very sensitive environmental parameters.
Commission staff conducted public meetings and coordinated extensively
with many government and non-government resource agencies. This
cooperative effort resulted in successfully mitigating impacts to the trophy
trout fishery and endangered species, and identifying and protecting historic
sites within the construction area.

Expanded Emergency Action Plan Cooperation. In response to requests
from other federal and state agencies, the Commission’s Emergency Action
Plan Exercise Design Course for dam safety expanded its coverage to include
additional agencies. The primary objective of the course is to help
Commission licensees better prepare for the testing of their emergency action
planning process. Many agencies, including the Bureau of Reclamation,
Corps of Engineers, TVA, and FEMA, have attended the course in past years.
Additional participants include licensees, the National Weather Service, the
National Emergency Management Association, the Association of State Dam
Safety Officials, the Association of State Floodplain Managers, and local
emergency response agencies. This iniegrated approach will bring to the
table the viewpoints of key agencies responding to potential dam
emergencies, further strengthening the Commission’s dam safety program.
It will also greatly increase communication and understanding among
licensees and local, state, and federal contacts.

Federal Dam Safety Guidelines. FEMA, with substantial contributions
from Commission staff, revised and published several Dam Safety
Guidelines, including Federal Guidelines for Emergency Action Plans,
Inflow Design Floods, and Hazard Potential Classifications in November
1998.

Actions Taken To Improve States’ Dam Safety Programs. The National
Dam Safety Program Review Board reviewed the dam safety programs of all
of the states. A Commission staff member is on the Board and the
Commission’s dam safety expertise was influential in this effort. Actions
were instituted to help improve the state programs. The Board is presently
preparing performance measures to evaluate improvements to dam safety
programs on a national basis. Because of these actions, two states without
dam safety programs developed programs, and one state, with no dam safety
legislation, is developing legislation for a program The state legislature will
be considering the proposed legislation.
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introduction

The Commission’s Strategic Plan identified strategic goals and objectives for '
each of its program areas (electric power, natural gas pipelines, oil pipelines,
and hydropower) and for administration. It also proposed success indicators
that, if measured appropriately, would indicate how well the Commission was
succeeding at meeting its goals and objectives.

The next stage is to develop performance measurements that accurately
reflect the success indicators. The Commission’s Performance Plan for
FY 1999 noted that development of appropriate performance measures would
be particularly challenging for the Commission. The challenge was attributed
to three considerations:

e« The complexity of developing outcome-based measures from the
economic impact of the Commission’s activities and the impact on issues
such as environmental protection;

e The inherent infeasibleness of crafting single numerical measurements to
gauge the Commission’s success in balancing competing economic,
environmental, and social interests; and

» The difficulty in determining which data is most useful in accounting for
the nuances inherent in the Commission’s judicial and legislative
processes.

In response to these challenges, the Commission established agencywide
committees to review the performance measurements proposed for each of
the three sets of goals and objectives contained in the strategic plan. The
committees met regularly to discuss possible performance indicators and
sources of data. The goal of the committees was to have a comprehensive
system of measurement and associated baseline data in place by the start of
FY 1999.

As the committees met to discuss performance indicators, attention focused
on the Commission’s ongoing review of its procedures for handling gas
certificate applications. It became clear that, generally speaking, the
Commission’s procedures for processing its workload had not kept pace with
the Commission’s new regulatory vision. Traditional processes dominated
despite the move away from traditional, heavy-handed regulation. The FERC
First project was a natural outgrowth of this realization.

Initially, the Commission planned to use the experience in the gas program
as a prototype for possible action in the hydropower area. This traditional
model, however, failed to account for the speed with which the regulatory
environment and the industries are changing. FERC First involved a
simultaneous review of all Commission processes. Further, FERC First
examined the manner in which the Commission’s organization structure
contributed to its ability to process its workload.
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Mission

The result of FERC First is a model for a new regulatory infrastructure
designed to meet the needs of a modern regulatory environment. At a time
when the natural gas and electric industries are converging, the Commission
will consolidate the economic regulation of these industries. The
Commission will also reduce the layers of internal review by gathering the
experts needed to handle workload at the start of the process and allowing
them to follow it to conclusion. The collaborative process necessary for
environmental reviews and regulation of natural gas pipelines, liquefied
natural gas terminals, and hydropower projects will also be enhanced. The
Commission’s organization chart will be a reflection of the goals outlined in
the Commission’s Strategic Plan, enhancing the Commission’s ability to
measure its performance in these areas. The Commission plans to complete
implementation of these changes by the middle of 2000.

Change, however, rarely comes without cost. The Commission’s decision to
enter into the resource-intensive FERC First project came just as the
Commission’s effort to review and perfect its performance measurements
gained momentum. Forty staff worked full-time on FERC First, with many
others also participating part-time and in other ways such as focus groups.
Many people who participated in the performance measurement committees
found themselves assigned to FERC First as well. The Chairman had little
choice but to postpone work on the performance measurements until FERC
First moved into the implementation phase.

Because of FERC First, the Commission finds itself a minimum of 6 months
behind in developing the baseline data, performance indicators, and data
sources necessary to meet the challenge of the FY 1999 performance plan.
The performance measurement committees have been reconstituted and are
engaged in developing the mechanisms required to measure the
Commission’s performance in FY 1999. The development of improved
measurements and performance indicators for FY 2000 have been similarly
affected.

Yet FERC First also has the benefit of positioning the Commission to
measure its performance more efficiently through realigning its infrastructure
to match the Commission’s goals and objectives. Other initiatives derived
from FERC First, such as implementing a largely paper-free environment
with electronic filing and posting of documents and automated work flow
management, feed directly into the Commission’s performance
measurements.

In summary, the delay experienced by the Commission in refining its
performance measurements for FY 1999 will have the long-term effect of
serving the Commission as it measures its performance in FY 2000 and

beyond.

The Commission regulates, in the public interest, essential interstate aspects
of four of the nation’s critical energy industries: electric power transmission
and sales for resale, natural gas transportation and sales for resale, oil pipeline

64



FY 2000 Congressional Budget Request Performance Plan

Goals and Objectives

Regulating
Energy Markets

transportation, and nonfederal hydroelectric power. The Commission ensures
that the rates, terms and conditions of service for the electric, natural gas, and
oil industries are just and reasonable and not unduly discriminatory or
preferential, and that licensing, administration, and safety actions for the
hydropower industry and other approvals for all four industries are consistent
with the public interest. It administers numerous laws and regulations
involving key issues, including:

In the electric industry:

» Transmission and sales for resale of electric energy in interstate
commerce at just and reasonable rates;

e Certification of exempt wholesale generators and qualifying facilities;
and

» Corporate transactions, mergers, and security issues of electric public
utilities.

In the natural gas industry:

« Transportation and sales for resale of natural gas in interstate commerce
at just and reasonable rates;

» Construction and operation of natural gas pipelines; and

« Oversight of related environmental matters.

In the oil pipelines industry:
e Transportation of crude oil and petroleum products by pipeline in
interstate commerce.

In the hydroelectric industry:
» Licensing and inspection of nonfederal hydroelectric projects; and
* Oversight of related environmental matters.

The Commission’s goals and objectives fall into three broad categories:

those for regulating energy markets;
¢ those for authorizing and monitoring energy projects; and
» those for Commission administration.

The Commission will regulate electric transmission and bulk power
markets to
a) foster the growth of efficient, competitive commodity markets, and
b) protect customers from abuse of market power.

The Commission will regulate natural gas pipelines to
a) ensure that pipeline transportation service supports efficient,
competitive commodity markets, and
b) protect customers from excessive transportation rates and service
discrimination.
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Authorizing
and Monitoring
Energy Markets

Commission
Administration

The Commission will ensure fair access to the oil pipeline systems for all
customers under just and reasonable rates, terms, and conditions.

The Commission will regulate interstate natural gas pipelines to ensure that
adequate capacity and reliable, flexible service is available in the interstate
natural gas transportation systems.

The Commission will regulate nonfederal hydropower projects to
a) ensure that sustainable hydropower resources are licensed for the
public’s benefit,
b) maintain the nation’s existing hydropower development to serve all
water resource interests, and
c) ensure dam safety through inspection of facilities and operations.

The Commission will reduce regulatory burden by
a) reducing the processing time for docketed workload and for resolving
disputes,
b) minimizing filing burden, and
c) generating better information for use by industry and the public.

Measuring Success Indicators for Requlating Enerqy Markets

Efficient,
Competitive Markets

Customers will have more new products and a reasonable range of suppliers

from which to choose in both the electric and natural gas industries. This
will indicate that commodity markets are reasonably competitive as well as
responsive to customer needs.

Order Nos. 636 and 888 put forward basic principles of open access and
unbundling for the natural gas and electric industries. In both cases, the
purpose was to increase the options of natural gas and wholesale electric
customers who historically had very limited choices of natural gas and
electric power suppliers. Implementation of these principles by the natural
gas industry has resulted in the continuing development of new transportation
services to fill the needs of customers. The electric industry is at an earlier
stage of implementation, but the Commission anticipates that similar
development will occur in that industry.

To provide new services, pipelines and electric utilities must file revisions to
their tariffs governing their offerings. To measure the provision of new
services, the Commission established an indicator in its filing tracking system
for each filing that proposes to offer a new service or expand the availability
of an existing service. The Commission will categorize the services that have
been proposed, and explain the impact of the service on natural gas and
electric customers.

Order Nos. 636 and 888 were intended to give natural gas pipeline and

wholesale electric power customers the ability to choose commodity
suppliers. In the case of natural gas, the Commission collects data from
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pipelines on the identity of their customers. Using this data from the Index
of Customers, the Commission will determine the range of pipelines being
used by individual customers. This data will be supplemented with data for
capacity in the secondary market through the Commission’s capacity release
data. Analysis of this data is expected to show that for most suppliers a range
of sources is being used to provide transportation services. Open access in
the electric industry is much newer. Over the next year, we will identify ways
to assess the number of suppliers from which customers may choose.

One of the most important benefits of open access is to allow many
companies other than electric utilities and interstate natural gas pipelines to
develop and offer innovative services. While the Commission does not
generally collect data directly on such third party services in either industry,
it will work to develop ways to inventory the new services being offered.

Natural gas and electric power prices will become more responsive to market
conditions — that is, prices will reflect changing supply and demand
conditions more clearly and more quickly.

The natural gas and electric industries are both inherently subject to relatively
short peaks in demand that customers cannot meet by storing the commodity
onsite. (This differs from, for example, the coal industry, where many
customers can ride out short-term market fluctuations using on-site storage.)
As a result, a performance measurement for market responsiveness must rest
on the collection and analysis of short-term (hourly, daily and weekly) natural
gas and electric price information.

The Commission does not collect short-term price data for natural gas or
electric power. However, several trade press publications publish price
information for many points around the natural gas grid. Others have started
doing so for electric power also. Each publication uses a different
methodology for collecting price data, and even casual review of the data for
some peak periods suggests that it is difficult to interpret the published
information precisely. Nonetheless, the Commission proposes to use the
trade press information for two reasons:

e It is independently collected. The Commission need not undertake a
new data collection effort with the burden for respondents that would
entail. And the performance measure will be based on information the
Commission does not itself control, which is desirable.

o It is the information that is most easily available to those who buy
and sell gas and power in the market. As a result, the quality and
interpretability of the data are themselves important diagnostics about
how well the market is performing.

For electric power, trade press data will be supplemented by price data from
power pools when and as such data become available. Power pool price
information may be more reliable than trade press reports, because it may be
more comprehensive and more consistent. If so, it may become the primary
data source of electric power price information where it is available. In
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addition, power pool price information is likely to have both of the
advantages noted above for trade press information.

The Commission has been collecting and analyzing trade press pricing
information for natural gas for some time. For example, Figure 1 shows a
map of the range of spot prices for 1995 and 1996 at various points around
the country, while Figure 2 shows the average price of natural gas at several
locations for the last few years. Similar information is now becoming
available for electric power, and the Commission has begun to collect and
analyze this information as well. Figure 3 shows a map of average electric
prices around the country.

To analyze how responsive markets are becoming, the Commission will
combine this basic price information with other indicators of market
conditions. The most important of these is normally weather in consuming
areas. Extreme or prolonged cold weather in key consuming areas increases
natural gas demand and should lead to price increases. Similarly, unusually
hot weather in the summer typically increases electric demand and should
lead to price increases. Weather information is available from the National
Oceanic and Atmospheric Administration.

Other key factors for natural gas include storage levels and production losses
from bad weather in supply areas. For electric power, they include generating
plant and transmission line outages.

In the case of this performance measurement, the result cannot be a single
quantitative measure of success. This is because in a well-functioning
market, the only single measure that summarizes supply and demand forces
accurately is price. Price cannot be used as a summary indicator of demand
and supply here because it is precisely the responsiveness of prices to
changing conditions that is at issue. Therefore, the performance indicator
will necessarily be a narrative analysis of how demand and supply conditions
relate to prices, supported by substantial quantitative information presented
in both graphic and tabular form.

Finally, the Commission anticipates using price information to diagnose other
aspects of market performance. For example, it will measure and report price
volatility and pricing anomalies (cases where prices move in counter intuitive
ways). The Commission’s informal market tracking for natural gas suggests
that both volatility and pricing anomalies can point to areas where the market
is either (a) not working as well as it could or (b) working in ways that were
not anticipated but are beneficial. Either way, the results are important as
guides to future policy. This will likely be true for electric power also.

Natural gas prices within each trading region will tend to converge, except
to the extent there are demonstrable transportation constraints or costs.
Wholesale electricity price differences will also tend to narrow.

The Commission will use the trade press and power pool price information
to develop its performance measurement for this success indicator also. The
result will be a similar narrative explanation of what the price information
shows and how it correlates with measures of transportation costs and
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Figure 1.
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Figure 3.

Range of Weekly Electricity Spot Prices. 1995-96
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Figure 4.
Percent Differance from Henry Hub for Daily Prices in South Louisiana Region
January 1994 - March 1996 .
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constraints. The Commission will use interstate pipeline and electric utility
transmission tariff terms, conditions, and rates that are already on file to
derive measures of transportation costs. (This information may be
supplemented with publicly available reports of prices for capacity in
secondary gas transportation markets or power pools.) The Commission does
not now have formal information on transportation constraints for natural gas
(that is, when pipelines are so full that no more gas can move). It will work
on developing measures in this area.

To see an example of how the Commission would use price information,
consider the case of natural gas in South Louisiana, an area that is especially
rich in pricing points. Within South Louisiana, the Henry Hub is the best
known and most liquid market. Figure 4 shows the percentage price
differences between the Henry Hub and a wide range of other pricing points
reported for South Louisiana. The figure shows that:

e Major price differentials occur only when the industry is under severe
strain (the same periods that showed up as price spikes in Figure 1). The
peak price differentials in the figure are large, but there is no clear pattern
as to which points have relatively high prices. The Commission does not
yet have information that would show whether the differentials occur
because transportation links between pricing points become constrained
(as the success indicator would suggest) or for other reasons (which
would indicate the potential for market improvements).

» Minor price differentials occur almost all the time and are probably larger
than one would expect if markets were functioning as well as they could.

Over the next year, the Commission will continue to develop this success
indicator by:

« creating data bases with all available pricing point information for both
natural gas and electric power;

e using tariffs and other data sources to get measures of short-term
transportation and transmission costs; and

-

 developing indicators of when transportation and transmission constraints
occur and where.

It will be less costly, administratively, to transact business on the interstate
natural gas transportation grid.

This is a very important success indicator. Transparent markets make it
easier for customers to understand what their choices are. Markets that are
easy and convenient to use lower the administrative costs for all customers
using them. In both cases, the result is to lower the cost of using the market
for each customer’s transactions. With lower transactions costs, more
customers will have access to the market, which will be especially important
as more states give smaller customers the right to buy gas in the interstate
market (rather than only from the local distribution company). In addition,
lower transactions costs can increase the liquidity of the market.
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Constraining
Market Power

It is also the hardest of the Commission’s success indicators to measure. The
Commission does not have any good information sources that would let it
measure success in lowering transactions costs, nor will such information be
easily collected. For example, one might propose surveying customers to
obtain the information. However, it would be difficult to justify the burden
of such a survey, and it is unclear how one could structure questions to get
meaningful responses.

As a result, over the next year the Commission will attempt to develop
options for measuring this success indicator and report on its degree of
success in devising a viable measurement strategy.

Market participants will have confidence that natural gas markets, electric
markets, and oil transportation services are working fairly and that they are
not subject to abuses of market power. That is:

»  Broad customer classes (not necessarily every customer) will agree that
buyers and sellers have access to competitively priced commodity
markets in the national gas transportation and electric transmission
grids.

e Customers will generally agree that gas pipeline, electric transmission
and oil transportation rates and services are just and reasonable, fairly
balancing the competing interests of the transporting or transmitting
companies and their customers.

This success indicator refers to the Commission’s success in eliminating
unnecessary market power and in fairly balancing the interests of all when
market power cannot be eliminated. In both cases, the best performance
indicator will come from discussions with the industry and its customers.

The first part of the indicator refers to customer perceptions of how much
competition they see. The reason for approaching the measure this way is
that detailed, quantitative market power analyses are extremely difficult and
expensive to perform. Even when performed, such analyses almost never tell
the whole story by themselves. Non-quantified factors almost always
substantially affect the degree to which observed levels of market
concentration translate into the possibility of market power abuses. As a
result, measuring customer perceptions is the most cost-effective way of
judging the Commission’s success in guaranteeing access to competitive
markets where feasible.

The second indicator reflects the fact that some degree of market power is
inherent in the natural gas pipeline, oil pipeline and electric transmission
industries. That is why they are regulated in the first place. In controlling
market power, the Commission is essentially balancing the legitimate
interests of different parties. There is no direct way of quantifying how well
the Commission is performing its balancing function. However, broad
approval from each major industry sector would not be possible unless the
Commission was succeeding in this balancing function.
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In an important sense, the Commission is almost always engaged in seeking
feedback on both current and potential future policies. In issuing generic
proposed rulemakings, it seeks out comment from all parts of the industry
affected and uses the comments to fashion its long-term policies. Recent
examples of proceedings that have given the Commission widespread
feedback on generic policies are proposed rules on secondary transportation
markets for natural gas, alternatives to traditional cost of service rate making
for interstate gas pipelines and capacity reservation tariffs for electric
transmission.

There are several additional ways that the Commission might seek input from
the industries on its success for these two indicators. The Commission has
used two in the last few years:

» A letter requesting (voluntary) feedback on its performance sent to all
major trade and interest groups affected by the Commission’s electric,
natural gas and oil pipeline regulation.

» A two-day technical conference on the status of regulation in the natural
gas industry today.

Both approaches yielded important information about whether the
Commission has made appropriate policy choices and whether its
administration of the law is up to date. During the next year, the Commission
will refine these two approaches and design further options for measurement
that are more precisely targeted as success measures. It will then choose the
most cost-effective mix of options as its measurement strategy for the future.
Thus, formal technical conferences may be appropriate every few years, but
too costly to hold every year.

Measuring Success Indicators for
Authorizing and Monitoring Energy Projects

Adequate Natural
Gas Pipeline
Capacity

The Commission’s certification program will allow the appropriate amount
of new pipeline capacity to be available to serve the market when needed.

Certification of new pipelines will be timely, while fairly balancing the
interests of the gas market, project sponsor, landowners, and the
environment.

Both of these performance indicators are linked directly to the Commission’s
ability to process pipeline certificate cases in a fair and timely manner. In
general, depending on the level of complexity and the number of opposing
parties and type of opposition (e.g., landowner complaints), the Commission
will act expeditiously and issue construction certificates to allow the
commencement of service on the date requested by the applicant. More
specifically, the Commission will seek to develop targets for the amount of
time it takes to process each of several types of cases:

» Prior notice filings

n



FY 2000 Congressional Budget Request

Federal Energy Regulatory Commission

Licensing and
Administering
Hydropower
Resources

A\

vy

13

» Certificate Cases where no precedential issues are present. The
processing time will generally be less for unprotested filings than for
protested ones.

» Cases of first impression or that have larger policy implications. The
target processing times will need to take account of the fact that similar
policy issues may be intertwined through a variety of cases, sometimes
requiring the Commission to consider all aspects of the policy together.

* Major Certificates, generally requiring environmental impact statements
or major environmental assessments. The target processing times will
need to take account of the need for inter-agency consultations.

Licensing conditions will protect and enhance beneficial public uses, both
developmental and nondevelopmental.

Administration of hydropower developments will accommodate increasing
public use without diminishing key water resource values.

o / The Commission builds environmental requirements into the conditions

under which hydropower projects are licensed. These requirements are as
varied and complex as the number of projects within the Commission’s
jurisdiction. Balance must be reached between the economic interests of the
licensee and the varied interests of other interested parties. Each project is
unique in its environmental considerations.

In response to the growing complexity and sensitivity of the environmental
impact of hydropower projects, the Commission will develop a data base of
all conditions included in hydro licenses and what each condition is intended
to achieve. This data base will represent the specific goals the Commission
has decided to pursue in different hydropower cases. The next steps will be
to collate the overall objectives embodied in the license conditions and
develop a data base of objectives realized for each project.

Once the data bases are functioning, it will take some time to develop
sufficient background data to determine whether the Commission’s
environmental policies are yielding the desired results. The improved data
collection will also lead to improved performance measurements in the
environmental area. Until that point is reached, the Commission will attempt
to track its environmental performance using the measurements above. In the
case of the first measurement, the Commission will track: (1) the beneficial
public uses that result from environmental licensing conditions; and,
(2) changes in capacity data by year. In the second measurement, the
Commission will rely on a number of statistical components to determine its
success in this performance indicator. These include the number of
recreation facilities at projects, the number of visitor days, and the number of
improvements and enhancements made to facilities.

The Commission will reduce processing time under its control, particularly
through the use of collaborative procedures and early involvement of staff.
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Dam Safety

The Commission will track and compare: (1) historical (post-Electric
Consumers Protection Act) data on processing times and numbers and
percentages of filings having settlements or using other collaborative
processes; (2) processing times for Commission activities associated with
applications filed in FY 1997 and in each subsequent year; and,
(3) percentage of issuances — starting in FY 1997 — for projects using
settlements or collaborative processes.

The percentage of high- and significant-hazard dams meeting all current
structural safety standards will remain uniformly high.

Progress on this success indicator will be based on a mathematical formula.
To arrive at a percentage, the formula will divide the number of high- and
significant-hazard dams not meeting safety standards by the total number of
high- and significant hazard dams.

One hundred percent of high- and significant-hazard dams will be inspected
annually.

The information for this indicator will come from the Commission’s annual
inspection data.

One hundred percent of high- and significant-hazard dams will comply with
emergency action plan requirements.

The information for this indicator will come from the Commission’s
emergency action plan data.

Measuring Success Indicators For Commission Administration

Reducing
Administrative
Burden

To reduce administrative burden, the Commission will:

1) Reduce the processing time for docketed workload and for resolving
disputes.

Delayed hydropower licensing and pipeline certification decisions can
postpone the benefits of sustainable hydropower and available natural gas.
While parts of the licensing and certification processes require extensive
interactions with other agencies and compliance with other laws that have
their own time schedules, the Commission will focus its efforts on those parts
of the processes that it controls. These areas include processing systems,
conflict resolution strategies, and information technology developments.

Processing Systems. The Commission is in the midst of a comprehensive
review of its procedures for handling gas certificate applications. The
intention is to improve the processing system by establishing achievable
targets for reducing processing time. These changes will redefine how staff
handles applications and will include revising employee standards to support
the new procedures. Guidelines will specify how long various processes
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should take for the majority of cases. By FY 1999, the Commission should
be able to measure improvements in timeliness in processing certificates.
After developing new procedures in the gas area, the Commission will use
these as a prototype to apply as appropriate in the hydropower area.

Conflict Resolution Strategies. In hydropower licensing in particular, but
also in gas certificates, the Commission will continue to develop
collaborative strategies to identify issues, prevent or resolve conflicts, and
build consensus. By involving staff early in the process, before applications
are filed, and by fostering approaches that focus participants on cooperating
and working out their differences, the Commission hopes to reduce time and
costs while improving the decision-making process. The aim of early staff
involvement is to prevent conflicting interests from developing into formal
disputes. However, when disputes do arise between parties after the
application is filed, the Commission will focus on alternative dispute
resolution techniques, including technical conferences, to keep processing
times to a minimum.

Information Technology Developments. Information technology
development will reduce processing time for docketed workload by
streamlining and automating processes throughout the Commission. The
Commission is developing a major three-year strategy for a comprehensive
information management system, to include electronic filing and information
dissemination through the Commission’s web site in FY 1999. Electronic
filing, combined with electronic posting and service over the web site, will
permit staff and outside parties to obtain filings within minutes or hours
rather than days.

Additional improvements to internal workload processing will arise from the
construction of a work flow tracking system. This system will be linked to

- the Commission’s Records and Information Management System (RIMS), the
electronic filing system, and a planned data repository that can accommodate
a variety of format types. Process re-engineering will streamline business
processes and permit the future work flow tracking system to function
efficiently.

Information technology improvements will occur incrementally. Preparation
for major enhancements will include fundamentals such as ensuring the
reliability of the local area and wide area networks (LAN and WAN),
implementing inclusive information technology resource management,
resolving all Year 2000 compliancy issues, and comprehensive planning.

Change management and configuration management of individual computers
will also contribute to improved network stability and security. A standards-
based system that monitors all software releases and guarantees the
Commission is in compliance with all licensing restrictions will be a major
part of these management enhancements.

All Year 2000 compliancy issues will be identified and prioritized for
elimination or replacement and implemented during FY 1999, in conjunction
with the development of a comprehensive, flexible workload tracking and
routing system. The Commission will complete construction of the work
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flow tracking system during FY 1999. In addition, the planned data
repository will be available to Commission staff and the public in FY 2000.
As electronic filing is incorporated, the infrastructure will facilitate working
directly with electronically filed documents.

2) Minimize filing burden.

The Commission will expand and standardize the use of electronic filing to
ease the filing burden on the regulated industries. Electronic filing pilots via
the Commission’s Web Site will be in place in FY 1999. When complete,
electronic filing will eliminate the cost of paper, copying, postage, and
messenger services for those who file with the Commission. Developing
standards for electronic filing will minimize and standardize the number of
filing types, and will simplify and streamline filing requirements. Electronic
service and notification of availability and receipt of filings will also
contribute to reducing filing burden.

In FY 1999, standards committees — under the direction of the Chief
Information Officer and the Secretary, and in consultation with the industries
— will complete development of electronic filing standards. The
Commission will evaluate and re-engineer processes performed by the Office
of Information and Technology and complete planning for the physical
infrastructure needed to implement electronic filing.

A goal of the future comprehensive information management system will be

the development of a common, multi-purpose, standards-based infrastructure

that accepts electronic filings and maintains all Commission data in a data

repository accessible electronically by Commission staff, and eventually by

the public. The system components will be flexible enough to meet a mix of

needs throughout the Commission as well as the needs of industry filers and
- members of the public.

3) Generate better information for use by the industries.

The availability of information is a key element in moving from a heavily
regulated environment to one where lighter-handed regulation and market
forces combine to assure just and reasonable rates. Information technology
development will make information available in a more timely manner
through the Commission’s web site and will facilitate searching for specific
information within the large body of data the Commission maintains.

The web site will serve as the entry point for electronic filing, posting receipt
of filings, serving notifications of filings to interested parties, providing
filings to interested parties, and other similar activities that have traditionally
required paper. Internal staff and external parties will have access to filings
within minutes or hours rather than days.

A future data repository will store information in a variety of formats and use
powerful search tools to locate specific information within multiple
databases. All public information will be searchable by key words and by
index, and privileged information could be made accessible to users through
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Program Evaluation

a system of assigned passwords. The web site will also supersede the current
bulletin board system that is accessed by modem.

In FY 1999, the Commission will develop and implement plans for archiving
data stored on the LAN and will complete plans for the data repository,
including incorporating RIMS into the data repository. In FY 1999, the
public will have access to RIMS and all bulletin board information via the
web site. Electronic service over the web site will be implemented in
FY 1999.

The Commission is committed to accountability in its programs. For the next
year, the most important task is to ensure that more specific performance
measures are developed along with the quantitative information needed to
support them. To do this, the Commission has established a high level
working group, including the directors of five Offices: the Office of
Hydropower Regulation, the Office of Pipeline Regulation, the Office of
Economic Policy, the Office of Finance, Accounting Operations, and the
Office of Strategy and Organizational Management. It will present quarterly
progress reports to the Chairman on the status of the Commission’s
performance measures.

To improve accountability in the longer run, the Commission will institute
ongoing assessment reviews at least annually. As part of each review, the
Commission will report on how well it is meeting its goals, how and why its
goals and objectives should be modified (if at all) and what changes to
indicators are needed to improve how well it is measuring its performance.
A top priority involves improving its information systems to provide credible
measurements of key performance indicators.
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Proposed Appropriation Lanquage

For necessary expenses of the Federal Energy Regulatory Commission to
carry out the provisions of the Department of Energy Organization Act (42
U.S.C. 7101, et seq.), including services as authorized by 5 U.S.C. 3109, the
hire of passenger motor vehicles and official reception and representation
expenses (not to exceed $3,000); [$167,500,000] $179,900,000 to remain
available until expended: Provided, That notwithstanding any other
provision of law, not to exceed [$167,500,000] $179,900,000 of revenues
from fees and annual charges, and other services and collections in fiscal year
[1999] 2000, shall be retained and used for necessary expenses in this
account, and shall remain available until expended: Provided further, That
the sum herein appropriated from the General Fund shall be reduced as
revenues are received during fiscal year [1999] 2000, so as to result in a final
fiscal year [1999] 2000 appropriation from the General Fund estimated at not
more than $0.
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TRADITIONAL WORKLOAD
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Quantifving Commission Workload

This appendix shows the part of the Commission’s workload covered by the
traditional workload categories now in use. These categories have changed
only minimally over the years, and are increasingly inadequate for the
Commission’s future needs. As part of the FERC First reengineering project,
the Commission anticipates developing a new workload tracking system that
will mirror the evolving workload mix that the Commission faces now and
in the future.

Inadequacies of the Key problems with the Commission’s current workload measurement system
Current System include the following:

e Current workload categories are based mostly on traditional inputs and
outputs such as the number of filings received and the number of orders
issued. These measures do not capture the substance of much of the
Commission’s present and future workload.

For example, the effort required to monitor markets is likely to be largely
independent of the number of formal filings. Proactive and facilitative
approaches to some issues will be specifically designed to reduce the
number of formal filings and might better be judged from the number of
filings avoided than the number received. Similarly, the same regulatory
problem in different regions (for example, establishing regional markets)
may come to the Commission as many or few formal filings. Yet work
required is likely to be similar, no matter how many filings are involved.

As part of FERC First’s overall process reengineering, the Commission
will design new workload categories to cover the Commission’s
nontraditional workload.

e Items in different workload categories require vastly different amounts of
staff time and attention. For instance, many electric mergers require
extensive involvement from many staff members over a period of many
months, while electric power rate filings on average consume much less
staff time. As part of FERC First’s overall process reengineering, the
Commission will develop estimates of the level of effort that should be
required for items within each future workload category.

e Within a particular workload category, cases sometimes vary greatly as
to the staff time and attention necessary to process them. However, each
case is counted as one. This confounds the Commission’s ability to
connect workload trends with changes in resource requirements. For
example, some natural gas pipeline construction certificate cases are
relatively straightforward and can be resolved quickly. Others are
extremely complex and require vastly greater resources. As part of FERC
First’s overall process reengineering, the Commission will address this
problem.
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Future Changes to
Workload
Accounting

FERC First will allow the Commission to redesign its workload
measurement system systematically and agency-wide. FERC First will make
it possible (1) to redefine workload categories in ways that reflect the
Commission’s emerging workload and (2) to estimate the resources that
should be required to address different work items. This will help the
Commission tie its workload to its resource requirements and will help to
clarify the likely effects of changing resource levels on overall agency
performance.

By the budget request for FY 2001, the Commission expects to be able to
identify the future workload categories. The Commission also anticipates
that the FERC First process will identify reasonable baselines for the work
needed to address each category. The goal is to be able to link workload
levels to resource requirements by the budget request for FY 2002.
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ELECTRIC POWER WORKLOAD'

The following numerical report of Commission workload does not reflect many newly
emerging aspects of the Commission’s work that often entail high levels of complexity
(e.g.. utility mergers). Furthermore, the level of effort required to process workload items
varies greatly among and within workload categories. Therefore, the numbers reported
here do not provide a complete or accurate representation of the Commission’s overall
workload. The information is provided purely for consistency with workload presentations
in prior year budget documents.

FY 1997 FY 1888 FY 1939 FY 2000
Actusl - Actual Estimats ‘Estimate
ELECTRIC POWER P R c P R c P Rt | P
Rate Filngs 1663 | 4478 4435 1626 [ 3500 4100 102 | 2800 ' 2800 | 1.0
Formal Investigations 217 w1 m 150 150 m 00 1250 24
Complisnce Filngs 1| et 1ss a3 | 1800 1800 w3 | 1800 | 1800 L
Smal Power 1 156 . 157 0 w10 0 wo . o 0
Cogeneration 16 ng! 120 15 00! W0 15 w . w0l 1
Comorate Applications 3 2, %, 15 5. 150 | 150 Lo
Transmission Service 2 3 30 n 30 150w 2 | 7 7
Interdocking Positions 13 29| 216 16 0 190 1 00 00
Securities o o &1 2 ] s 9 | 55 I 9
Financial Audits 82 1 i 13 65 4 } 270 a2 6 15, 3
Contested Accounting Cases ] 0 ] 0 ‘ 0 0 1 0 0 0 DL 0
FA Refund Regorts 4 sl 5 3 4 5 2 4 5:L 1
Federal Rate Filngs 2 n ' 4 si 8 ' a 8| 8| 4
Declaratory Orders 55 3 as a %, % 4@ B %, 4
Complaints a 38 3 a7 51 L 510 a4 56 56 ; a7
Rehsarings 216 %7 | 20 285 Pl ( | 285 220 2 | s
EWG Determinations 9 80 80 9 w0 | 100 9 100 100 9
Accounting Interpretations 1 2 3! 0 0 0 0 0 0 0
| Degreciation Filings s 59 ul 1w } 0 0 0 0
Accounting Approvals® - n 7% " 75 ? 1" 61 I 61 i 1" 61 | 61 1

1Key: R = Receipts; C = Completed; P = Year-End Pending.

2Beginning in FY 1999, this category combines accounting approvals and interpretations.
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NATURAL GAS AND OIL PIPELINES WORKLOAD

The following numerical report of Commission workload does not reflect many newly
emerging aspects of the Commission’s work that often entail high levels of complexity
(e.g., utility mergers). Furthermore, the level of effort required to process workload items
varies greatly among and within workload categories. Therefore, the numbers reported
here do not provide a complete or accurate representation of the Commission’s overall
workload. The information is provided purely for consistency with workload presentations
in prior year budget documents.

FY 1897 FY 1958 . Fr1ems FY 2000
. Actual Actual Estimats Estimate
CERTIFICATES P R { c 1 P R f c P R ! c i P
Construction Activity 108 181 04 85 2. 197 88 22 209 109
FPrior Notice & Abandonnents 12 456 | 456 12 420 420 12 400 425 . 87
Meetings & Conferences 0 151 | 151 0 151 151 0 151 151 0
Compliance Filings & Regorts 51 09 4 39 383 /4 393 0 u
Environmental Anslysis N 453 . 486 6 a4 491 64 as 1
Environmental Compliance & i »
Satety Inspections 15| 113 1,163 05| 1000 1000 105 | 1000 1000 ; 105
Dectatary g™ & 88 %, 90 93 97 9. 90 88 B
GASRATES Pl n{ c { P R i ot 7 P R ¢ | e
Rate Fiing Activities 85 1288 13530 20| 120 129 | 12 uw2| M
Intrastate Activives w| 23 ari 2| el a3l 8| w2 w2 8
Litigation, Settlements & ‘ ' i :
Opinians 87 6! 89! B 66 i) 58 66 68 56
Mestings & Conferences 21 Wl . m. w6 m. om %
Rebearings, Complsints, etc. 141 200 239 132 273 297 108 mi o 295
Industry Analysis Functions 0 1,6757; 1671 ‘ a| g8 1em o| 1esei vsse 0
Atcaunting Actions 18 vl 2 0 a2l a2l 4 ., %! 1%
UGN P ;|¥ S I P R ;* L } Sps ni B ;v,_:'i P
0i Fiings Nonformal 25 a7 4% 28 50 50 28 50 52,0 28
0 Fiings Formel 240 W, 93 % 45 83 B 45 7
i ! i ;
f)ﬁ%ﬁ"’ Settlements & 242 136 ‘ 282 | 95 4 5 85 a 54 73
. : ( :
gm%? Pulemakings. & 25 17 ) 2 | 19 . 30 | 7 8 20! 5
Meetings & Conferences o| 1000/ 1000 o| 1000 1000 o 1o0' vom ! 0
Accounting Actions 6 39 | 39 6 39 3 6 R 39 | §




FY 2000 Congressional Budget Request Appendices

HYDROPOWER WORKLOAD

The following numerical report of Commission workload does not reflect many newly
emerging aspects of the Commission’s work that often entail high levels of complexity
(e.g., utility mergers). Furthermore, the level of effort required to process workload items
varies greatly among and within workload categories. Therefore, the numbers reported
here do not provide a complete or accurate representation of the Commission’s overall
workload. The information is provided purely for consistency with workload presentations
in prior year budget documents.

FY 1987 FY 1998 FY 1899 FY 2000
Actual g Actual Estimate Estimate

DAM SAFETY & INSPECTIONS P R c P R c P R c P
Operstions Inspections” 138 | 1685 | 1685 138 | 1565 1,565 138 | 1565 . 1565 . 138
Prelicense Inspections 0 39 ! 39 0 60 ' 60 0 60 60 ; 0
Construction Inspections 175 285, 285 175 255 255 175 25 255 . 175
Exemption Inspections 100 02 a2 100 350 350 100 B0 30 100
Special Inspections ws | s s ws| a0 20 | a0 20, s
Engineering Evaluation & Studies 148 630 | 630 | 149 600 ' 600 . 148 600 - 600 148
Part 12 Reviews 49 Wl 1 49 165 | 165 49 165 165 49
Dam Safety Reviews 8 R 8 % 5 8 B 25 8
Environmental & Public Use Insp. 0 ® 0 25 0 30 300 0 300 300 - 0
EAP Tests 0 12 | 32} 0 40 0 0 40 « 40 0
<WypropoweRucensg | el oa e e o e e bRt e e
Oniginel Livenses | 7 7 14 63 10! 20 53 10 2! 43
Relicenses 75 7 20 76 3 20 | 7 2 30 67
Exemptions 1 o 2| 3 3 3l 3 3! 3 3
Preliminary Permits 15 10 20 5 0 | 12! 3 0 10 3
Decisratory Onders 1 ! 1 1 1, 1] 1 v 1 1
Rehesrings 7 " | 55 | 95 58 | 60 ! 93 56 60 | 91

3includes about 50 inspections in each fiscal year for DOE and NRC.
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FY 1887 FY 1888 FY 1398 FY 2000
Actual Actust Estimate Estimats
PROJSECT COMPLIANCE & ! % ; i ;
ADMINISTRATION P R i c P R ; c : P R c : P

Amendments 566 1,768 1,858 477 1,700 1,650 527 1,600 1,650 477
Jurisdiction 17 10 25 2 10 10 2 10 10 2
Federal Lands 0 59 56 3 150 150 3 150 150 3
Headwater Benefits 26 m 19 18 130 130 18 130 130 18
Lompliance 121 275 325 71 250 250 n 250 250 71
Penalty 7 6 6 7 6 - 3 7 6. 3 7
Surrenders, Transfers 18 55 34 39 7% 55 59 50 55 54
Endangered Species 0 10 10 0 5 5 0 5 5 0
Consultations
Abnormal Events 0 2 ’ z . 0 2 2 ] 2 2 0
Compliance Audits & Assistance 1} 24 24 ‘ 0 24 24 . 1} 24 24 1}
Complaints 7 2. 3 6 1] 3! 4 2 ' 3 3
Rehearings 1A 45 46 j 10 45 46 | 8 a0 45 4
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OBJECT CLASS SUMMARY
($ in Thousands)

Obligations wg Ezti}r?z?lg };Zquzu%(g(t)
11.9 Personnel Compensation $92,045 $95,203 $100,156
12.1  Benefits 17,502 18,620 19,900
13.0  Benefits for Former Personnel 799 55 25

Total, Personnel Compensation & Benefits 110,346 113,878 120,081
21.0 Travel & Transportation of Persons 1,727 2,108 2,243
22.0  Transportation of Things 38 10 10
23.1 Rental Payments to GSA 17,139 17,672 18,252
23.2  Rental Payments to Others 504 350 366
23.3 Communications, Utilities & Misc. Charges 2,432 2,896 2,829
24.0  Printing & Reproduction 2,232 2,261 2,325
25.0  Other Services 24,615 23,928 24,339
25.1 Advisory and Assistance 5,695 7,248 8,919
252  Non-Federal ' 14,972 12,918 12,155
25.3  Federal 545 726 778
254  Operation & Maintenance of Facilities 1,779 444 100
25.7  Operation & Maintenance of Equipment 1,624 2,592 2,387
26.0  Supplies & Materials . 1,439 1,182 1,318
31.0  Equipment 5,560 3,145 8,067
41.0  Grants, Subsidies & Contributions 50 65 65
42.0  Insurance Claims & Indemnities 86 h] 5

TOTAL, OBLIGATIONS $166,168 $167,500 $179,900

Application of Prior Years’ Budget Authority (4.027) 0 0

GROSS BUDGET AUTHORITY $162,141 $167,500 $179,900

Offsetting Receipts (162.141) (167.500) (179,900)

NET BUDGET AUTHORITY $0 50 $0
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Statutory Authorization

The Commission’s primary sources of authority are the following statutes:

Federal Power Act;

Natural Gas Act;

Department of Energy Organization Act;
Energy Policy Act;

Natural Gas Policy Act;

Interstate Commerce Act;

Electric Consumers Protection Act;
Energy Security Act;

Public Utility Regulatory Policies Act;
Public Utility Holding Company Act;
Pacific Northwest Electric Power Planning and Conservation Act; and
National Environmental Policy Act.
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FEDERAL ENERGY REGULATORY COMMISSION
STRATEGIC PLAN
FY 1997 - FY 2002

Introduction

This document is the Federal Energy Regulatory Commission’s first strategic plan. The plan focuses on the
most basic questions:

*  What strategic role must the Commission play in each industry over the next decade?
*  What are the Commission’s strategic goals and objectives?

*  What are reasonable success indicators for achieving these goals?

* How will the Commission measure its performance in the future?

This document serves as the basis for developing more detailed, results-oriented measures in the annual
performance plans. The Commission is developing program evaluations and specific measures for general
success indicators.

Congress has charged the Commission with specific but different responsibilities for each of the industries
it regulates (see Table 1 on page 90 for an overview). In each industry, the Commission plays key strategic
roles specifically assigned by the Congress—for example, to protect consumers through regulating rates and
services. Many of the statutes setting forth the Commission’s roles date to the 1930s or earlier, but the laws
continue to evolve to match changing markets and technology. As a result, the Commission’s roles continue
to evolve also. This plan lays out the historical context of the Commission’s responsibilities, as well as goals
and objectives designed to capture the essence of the Commission’s ongoing role in each industry. Goals
for some of the industries overlap. Therefore, the goals are grouped into broad categories that often span
more than one industry.

Mission

The Commission regulates, in the public interest, essential interstate aspects of four of the nation’s critical
energy industries: electric power transmission and sales for resale, natural gas transportation and sales for
resale, oil pipeline transportation, and nonfederal hydroelectric power. The Commission ensures that the
rates, terms and conditions of service for the electric power, natural gas, and oil industries are just and
reasonable and not unduly discriminatory or preferential, and that licensing, administration, and safety
actions for the hydropower industry and other approvals for all four industries are consistent with the public
interest. It administers numerous laws and regulations involving key issues, including:

In the electric industry:

» Transmission and sales for resale of electric energy in interstate commerce;

e Certification of exempt wholesale generators and qualifying facilities; and

» Corporate transactions, mergers, and security issues of electric public utilities.

In the natural gas industry:

» Transportation and sales for resale of natural gas in interstate commerce;
« Construction and operation of natural gas pipelines; and

e Oversight of related environmental matters.
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In the oil pipelines industry:
» Transportation of crude oil and petroleum products by pipeline in interstate commerce.

In the hydroelectric industry:
» Licensing and inspection of nonfederal hydroelectric projects; and
» Oversight of related environmental matters.

Strategic Vision

At the most basic level, the Commission is moving away from a traditional command and control approach
to economic regulation, due to the evolving nature of the electric power and natural gas industries and by
heightened environmental concerns surrounding construction of energy projects. The Commission will
encourage restructuring in the electric industry to promote competitive commodity markets, as it has in the
natural gas industry. This may tend to reduce federal regulation over the commodity portion of energy
transactions, including natural gas and sales of power, but may mean a continued and even enhanced
importance for federal regulation of interstate electric transmission and gas transportation grids. True open
access to essential facilities is the underpinning of competitive commodity markets for both electricity and
gas and requires constant adjustment to fit the changing industries.

The Commission will increase its emphasis on harmonizing its policies with those of states and other federal
agencies, especially in the electric and hydropower programs, since it is clearer than ever that the different
responsibilities of each of these entities have implications for all the others. Increasing convergence of
energy markets, especially between gas and electricity, will require greater creativity in regulating gas
transportation and electric transmission. Of necessity, economic market realities and heightened
environmental requirements will also increasingly affect the hydroelectric industry.

The Commission is under some pressure to meet the needs of the industries as they become more
competitive. The Commission must be flexible, quick, and innovative to meet these challenges, and will
therefore continue its efforts to reallocate staff among its major areas to respond to pressing needs as they
develop. As needs for regulation in the industries change, the ways of the Commission must change to
respond in real time to industries and intervenors alike. These changes will include better use of electronic
technology to facilitate the regulatory process, improved approaches to handle the problems of increasingly
market-responsive energy industries, and improvements in environmental reviews.

Historical Perspective

Electric Power

The electric industry is in the early stages of a restructuring that will bring the advantages of competition
to the generation and sale of electricity. The generation sector has historically accounted for about 70
percent of the costs of the industry. If structured well, competition promises to bring significant savings to
customers throughout the nation, thereby benefiting individuals and making American industry more
competitive in world markets. Managing the transition to competition is the most important task facing both
this Commission and state public utility commissions around the country.

The electric industry was traditionally a set of local monopolies, regulated at first by the states to prevent
abuses of monopoly power. In 1935, Congress passed the Federal Power Act (FPA), giving the Federal
Power Commission (FPC, the Federal Energy Regulatory Commission’s predecessor agency) the
responsibility to regulate interstate aspects of the industry — that is, wholesale power sales and transmission
service. The Commission’s basic statutory responsibility still traces back to the FPA. The logic that governs
its regulation remain$ the same: the public interest requires curbing abuses of market power in interstate
commerce.
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The electric industry has evolved substantially since 1935, and the form of the Commission’s regulation has
changed with it. The economies of scale that made electric power generation a natural monopoly have been
almost completely exhausted, so that the public is now far better protected by a system of robust competition
in generation rather than traditional regulation. At the same time, transmission and distribution remain
natural monopolies. Left unregulated, companies could leverage their ownership of transmission and
distribution into a position of market power over generation as well.

In 1978, Congress began introducing competitive pressure into the electric industry by enacting the Public
Utility Regulatory Policies Act (PURPA). This act required utilities to buy power from a new class of non-
utility generators. PURPA showed that independent generation is feasible.

Over time, it became clear that competition could lower generation costs. The biggest obstacle to
competition was that incumbent utilities could often deny independent generators access to the transmission
grid. In the late 1980s, the Commission began to encourage voluntary open access where possible (for
instance, as a condition for approving mergers). In 1992, Congress passed the Energy Policy Act (EPAct),
which authorized the Commission to order transmission access for individual wholesale transactions upon
request. In 1996, the Commission issued Order No. 888, which required public utilities to offer open access
to all wholesale market participants. However, under current law the Commission regulates only 67 percent
of electric transmission plant in the U.S. (measured by investment in transmission plant). Increasingly, states
are initiating retail access programs that may eventually extend the benefits of a competitive market to retail
customers. The future of the industry is likely to entail a more competitive generation sector, supported by
. transmission and distribution sectors that remain subject to market power and, therefore, to regulation.

Natural Gas

In the natural gas industry, the Commission’s actions over the past 15 years have supported Congressional
mandates and fostered the emergence of basic competitive market institutions for the commodity. In that
sense, the natural gas industry is several years ahead of the electric industry. Now the Commission’s main
challenge is to continue its regulation of gas transportation in ways that a) maintain existing competitive
markets and b) foster a second generation of competitive market institutions that will remove some of the
market impediments that remain today and lower the costs of trading.

The early history of the natural gas industry is broadly similar to that of electric power. Gas companies were
initially local franchised monopolies, many of whom manufactured gas locally from coal. With the
discovery of large natural gas reserves in the southwest in the early part of the century, large interstate
pipelines soon became a major sector of the industry, but retained strong features of a natural monopoly.
As a result, Congress passed the Natural Gas Act of 1938 (NGA), giving the FPC jurisdiction over interstate
sales for resale and gas transportation. Unlike the FPA, the NGA also gave the FPC jurisdiction over the
construction of new interstate pipelines, which accounts for the difference in environmental focus between
the two programs today. Unlike electric generation, natural gas production has probably never been a natural
monopoly. However, a Supreme Court decision in 1954 interpreted the NGA as requiring the Commission
. to regulate the wellhead price of natural gas sold in interstate commerce just as it did wholesale interstate

power sales.

Comprehensive regulation of natural gas wellhead prices proved a failure. By the mid-1970s, there were
severe gas supply shortages in the interstate market as a result of artificially low prices. During cold winters
(like 1976 — 1977), these shortages translated into delivery curtailments for many customers in the north.
Congress began the phased deregulation of natural gas commodity prices with the Natural Gas Policy Act
of 1978 (NGPA). During the 1980s, the biggest obstacle to competitive natural gas markets was the inability
of customers to gain access through the pipeline systems to competitive gas suppliers. As a result, the
Commission issued a series of measures (Order Nos. 436, 500 and 636) that opened pipeline transportation
to all on equal terms and that eventually resulted in interstate pipelines’ relinquishing their traditional
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merchant function. By 1993, the Wellhead Decontrol Act fully deregulated prices for natural gas production.
However, continued regulation of the interstate pipeline grid to ensure efficient, nondiscriminatory access
to transportation services at just and reasonable rates is the indispensable underpinning for competitive gas
commodity markets.

Natural gas open access has been a success. Today the gas market is growing, and customers have more
flexible, more reliable service than ever before. Gas supply curtailment of firm pipeline customers is a thing
of the past. Prices fluctuate with market conditions, but average prices for all customer classes are lower than
they were ten years ago (adjusted for inflation). The competitive revolution in natural gas has also had
beneficial environmental effects. Gas is increasingly seen as a reliable, affordable fuel in comparison with
other fuels such as coal and oil that tend to have higher emissions affecting the environment, especially air
quality.

Oil Pipelines

In 1977, as part of creating the Department of Energy, Congress gave the Commission responsibility for
regulating oil pipelines under the Interstate Commerce Act.

The Commission’s role in regulating oil pipelines differs from its role in natural gas and electric power,
because the petroleum industry differs significantly from the natural gas and electric power industries. The
Commission has never been charged to regulate prices for either crude oil or petroleum products. Indeed,
markets for these commodities have long been recognized as competitive. Barges and tankers transport
much of the crude oil and refined products used in the United States. These parts of the oil transport
industry are also widely recognized as competitive. In many cases, they bring competitive forces to bear on
oil pipelines. Qil pipelines remain critical transporters of oil to some areas and often have market power,
but they do not have the same industry-wide roles that interstate gas pipelines or the electric transmission
grid have in their industries. As a result, the Commission has been able to move to lighter-handed methods
of regulation in some situations.

Hydropower

Water is one of the nation’s most precious resources. River systems satisfy many competing water supply
and economic needs, for hydropower, irrigation, domestic and industrial uses, navigation, recreation, and
preservation of environmental values. Hydropower generation represents 98 percent of the country’s current
renewable energy resources. The Commission has jurisdiction over about half the hydropower generation
in the United States. Its job is to: (1) look at all aspects of the project proposals that come before it,
including the cumulative impacts on given river systems, and consider all competing interests; (2) administer
over many decades the projects and associated resource protection conditions it authorizes; and (3) ensure
the safety of dams and other structures under its jurisdiction.

The Federal Water Power Act of 1920 authorized the Federal Power Commission to license hydropower
projects that are best adapted to the comprehensive development of a waterway. In 1935, the Congress
amended and recodified the Federal Water Power Act of 1920 as Part I of the FPA. Later legislation —
various flood control and river and harbor acts, PURPA, the Electric Consumers Protection Act of 1986
(ECPA), and EPAct — broadened the Commission’s responsibility for overseeing the development of water
resources.

The Commission’s basic legal obligations have remained much the same, even as hydropower development
changed dramatically. By the 1930s, when the FPA was passed, hydropower plants (both federal and
nonfederal) had grown to provide 30 percent of the nation’s generating capacity and 40 percent of the
electric energy. In the 1950s and 1960s, even as additional plants continued to be licensed, some existing
hydropower plants were abandoned. Less expensive fossil fuels began changing the economics of energy
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generation. The energy embargo of the 1970s reversed the economics and politics of hydropower, while the
Energy Security Act and PURPA encouraged the use of clean, domestic resources at facilities producing less
than 80 megawatts. Between 1975 and 1991, over 950 nonfederal projects came on line, a majority of them
small scale.

In recent years, water issues have become more important than ever, and hydropower’s national role has
come under greater scrutiny. First, hydropower remains an essential national energy resource. It is
domestically produced and renewable. It has very low operating costs and is often a highly flexible resource
since generation can be brought on line quickly. This flexibility may be quite valuable in a competitive
generation market. At the same time, new hydropower projects may be less attractive to developers. They
are capital intensive (and therefore risky), and the measures needed for environmental and safety reasons

can be costly.

Second, public concern about environmental issues is far greater now than even a few years ago. These
issues include preserving and restoring free-flowing streams, fish populations, water quality, endangered
species, and cultural and aesthetic values. The Commission granted many of the licenses that currently
govern hydropower projects decades ago, before the passage of the new environmental laws. The
environmental issues dealt with in these laws arise when projects come up for relicensing.

Third, other competing uses for water are important and politically sensitive. Continuing growth in both
population and industries only creates greater demands for water, power, recreational resources, and resource
protection. Hydropower licensing and administration have become part of a larger debate about developing
sustainable energy strategies and resources.

The increasing awareness of hydropower development and the Commission’s decisions have led to expanded
participation of federal and state resource agencies, nongovernmental organizations, and the public in the
Commission’s regulatory processes. In recent legislation, Congress sought both to clarify the role of other
agencies in the Commission’s licensing process and to strike a better balance between the developmental
and environmental values of concemn to these entities. The Commission increasingly is using up front
consultation and settlement procedures to resolve conflicts and accommodate the interests of these varied
participants.

Commission Administration

The Commission has been working for several years to improve both the way it does business with the
industries it regulates and its own internal procedures.

Although the Commission must utilize the fact-finding capabilities of administrative litigation, it has
developed a number of alternatives to lengthy and costly formal hearings. It has made extensive use of
technical conferences, settlements, settlement judges, and mediators in its casework. It has also made use
of generic rules and blanket authorizations where possible. In addition, it has encouraged the growth of
regional transmission groups in electric power and development of national standards in natural gas pipeline
operations. These groups, composed of all stakeholders, can find fair solutions to potential disputes that
would otherwise come to the Commission for decision. For environmental aspects of both hydropower
licensing and natural gas pipelines, the Commission uses early staff involvement and prefiling meetings to
identify potential areas of conflict early in the review process. It also uses technical conferences, local public
meetings, and collaborative processes to promote understanding and compromise among the parties at

various stages of the proceedings.

The Commission has introduced electronic filing and electronic bulletin boards. Electronic filing is already
in place for many purposes, and computer systems provide access to bulletin board data, Commission
documents, and information on obtaining Commission services.
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While making these business improvements, the Commission has also reduced administrative staff by 14
percent between FY 1994 and FY 1997.

Strategic Goals and Objectives

A number of the Commission’s responsibilities and approaches to meeting those responsibilities are similar
across industries. Therefore, the Commission’s goals for each industry can be grouped into several broad
categories that cut across industries. These broad categories are:

* regulation of markets and rates, terms, and conditions of energy services;
» authorizing and monitoring energy projects; and :
» Commission administration.

Industry goals appear below under these categories.
Regulating Energy Markets

Electric Power
The Commission will regulate electric transmission and bulk power markets to
a) foster the growth of efficient, competitive commodity markets, and
b) protect customers from excessive transmission rates and service discrimination.

Natural Gas

The Commission will regulate natural gas pipelines to
a) ensure that pipeline transportation service supports efficient, competitive commodity markets, and
b) protect customers from excessive transportation rates and service discrimination.

Oil Pipelines
The Commission will ensure fair access to the oil pipeline systems for all customers under just and
reasonable rates, terms, and conditions.

Authorizing and Monitoring Energy Projects

Natural Gas
The Commission will regulate interstate natural gas pipelines to ensure that adequate capacity and reliable,
flexible service is available in the interstate natural gas transportation systems.

Hydropower

The Commission will regulate nonfederal hydropower projects to
a) ensure that sustainable hydropower resources are licensed for the public’s benefit,
b) maintain the nation’s existing hydropower development to serve all water resource interests, and
-c) ensure dam safety through inspection of facilities and operations.

Commission Administration

All Industries
The Commission will reduce regulatory burden by
a) reducing the processing time for docketed workload and for resolving disputes,

b) minimizing filing burdens, and
c) generating better information for use by industry and the public.
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Relationship Between General Goals and Objectives
‘ and Annual Performance Goals

Regulating Energy Markets

Efficient, Competitive Markets

Customers will have more new products and a reasonable range of suppliers from which to choose in both
the electric and natural gas industries.

The purpose of Commission policy on open access and unbundling for the natural gas and electric industries
is to increase the options of customers who historically had very limited choices of natural gas and electric
power suppliers. The Commission will assess whether customers have more new products and a reasonable
range of suppliers from which to choose as an indication that commodity markets are reasonably competitive

and responsive to customer needs.

Natural gas and electric power prices will become more responsive to market conditions — that is, prices
will reflect changing supply and demand conditions more clearly and more quickly.

The natural gas and electric industries are both subject to relatively short peaks in demand that customers
cannot meet by storing the commodity on-site, despite the existence of substantial off-site gas storage. (This
differs from the coal industry, for example, where many customers can ride out short-term market
fluctuations using on-site storage.) To analyze how responsive markets are becoming, the Commission will
combine basic price information with other indicators of market conditions, such as weather in consuming
areas, that will contribute to an assessment of market operations. The Commission’s informal market
tracking for natural gas suggests that both volatility and pricing anomalies can point to areas where the
market is either not working as well as it could or working in ways that were not anticipated but are
beneficial. Either way, the results are important as guides to future policy. This will likely be true for
electric power also. '

Natural gas prices within each trading region will tend to converge, except to the extent there are
demonstrable transportation constraints or costs. Wholesale electricity price differences will also tend to
narrow. '

Convergence of prices within a trading region is one sign that competition is working efficiently.
It will be less costly, administratively, to transact business on the interstate natural gas transportation grid.

This is an important indicator of improved commodity markets. Transparent markets make it easier for
customers to understand what their choices are. Markets that are easy and convenient to use lower the
administrative costs for all customers using them. In both cases, the result is to lower the cost of using the
market for each customer’s transactions. With lower transactions costs, more customers will have access
to the market, which will be especially important as more states give smaller customers the right to buy gas
in the interstate market (rather than only from the local distribution company). In addition, lower
transactions costs can increase the liquidity of the market.

Constraining Market Power

Market participants will have confidence that natural gas markets, electric markets, and oil transportation
services are working efficiently and fairly and that market participants are not subject to abuses of market

power. That is:,
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* Broad customer classes (not necessarily every customer) will agree that buyers and sellers have
access to competitively priced commodity markets in the national gas transportation and electric
transmission grids.

*  Customers will generally agree that gas pipeline, electric transmission and oil transportation
rates and services are just and reasonable, fairly balancing the competing mterests of the
transporting or transmitting companies and their customers.

This indicator refers to the Commission’s success in eliminating unnecessary market power and in fairly
balancing the interests of all parties when market power cannot be eliminated. In both cases, the best
performance indicator will come from discussions with the industry and its customers.

The first part of the indicator refers to customer perceptions of how much competition they see. The reason
for approaching the measure this way is that detailed, quantitative market power analyses are extremely
difficult and expensive to perform. Even when performed, such analyses almost never tell the whole story
by themselves. Non-quantified factors almost always substantially affect the degree to which observed
levels of market concentration translate into the possibility of market power abuses. As a result, measuring
customer perceptions is the most cost-effective way of judging the Commission’s success in guaranteeing
access to competitive markets where feasible.

The second part of the indicator reflects the fact that some degree of market power is inherent in the natural
gas pipeline, oil pipeline and electric transmission industries. That is why they are regulated in the first
place. In controlling market power, the Commission balances the legitimate interests of different parties.
There is no direct way of quantifying how well the Commission is performing its balancing function.
However, broad approval from each major industry sector and the ability of each to operate profitably would
not be possible unless the Commission was succeeding in this balancing function.

Authorizing and Monitoring Energy Projects
Adequate Natural Gas Pipeline Capacity

The Commission'’s certification program will allow the appropriate amount of new pipeline capacity to be
available to serve the market when needed.

This measure is meant to ensure that adequate capacity and reliable, flexible services are available in the
interstate natural gas transmission system, while considering the need to ensure that there are no undue cost
shifts or cross subsidization.

Certification of new pipelines will be timely, while fairly balancing the interests of the gas market, project
sponsor, landowners, and the environment.

The Commission must be able to process pipeline certificate cases in a fair and timely manner. In general,
depending on the level of complexity and the number of opposing parties and type of opposition (e.g.,
landowner complaints), the Commission will act expeditiously and issue construction certificates to allow
the commencement of service in accordance with the general plans of the applicant.

Licensing and Administering Hydropower Resources

Licensing conditions will protect and enhance beneficial public uses, both developmental and
nondevelopmental.

[
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Tracking the beneficial public uses that result from licensing conditions and changes in capacity will indicate
that sustainable hydropower resources are being licensed for the public’s benefit.

Administration of hydropower developments will accommodate increasing public use without diminishing
key water resource values.

Tracking the number of recreation facilities at projects, the number of visitor days, and the number of
improvements and enhancements made to facilities will indicate that existing hydropower development is
serving all water resource interests.

The Commission will reduce processing time under its control, particularly through the use of collaborative
procedures and early involvement of staff.

Timely issuances that take into account the interests of all involved entities will help ensure that the
Commission’s licensing program serves the public interest, taking into account all water resource interests.

Dam Safety

The percentage of high- and significant-hazard dams meeting all current structural safety standards will
remain uniformly high.

The Commission’s dam safety program must ensure consistently high safety standards at high and significant
hazard dams to maintain the lowest probability of failure.

One hundred percent of high- and significant-hazard dams will be inspected annually.

Through inspections the Commission identifies safety problems at projects before they lead to dam failure
or jeopardize public safety.

One hundred percent of high- and significant-hazard dams will comply with emergency action plan
requirements.

Timely and effective emergency planning and recurrent monitoring should reduce or eliminate any potential
threat to life or property.

Commission Administration

To reduce administrative burden, the Commission will:
» reduce the processing time for docketed workload and for resolving disputes;

* minimize filing burden; and
¢ generate better information for use by the industries.

The Commission will hold a series of symposia during FY 1998, dealing with issues such as expedited
complaint procedures, electronic filing, certificate reforms, hydropower relicensing, and the Internet.
Participants in the symposia will include key policy makers and technicians from industry, government, and
academe, in addition to the Commission’s management and staff. Through this process the Commission
will develop measurements to gauge progress toward its administrative goals.
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Means and Strategies: Regulatory Actions and Adaptations
Electric Power

The Commission’s goals for the electric industry reflect the rapid changes in that industry. The
Commission’s statutory obligations remain the same: to administer the laws and regulations involving
issues of transmission and sales for resale of electric energy in interstate commerce, certification of exempt
wholesale generators and qualifying facilities, and corporate transactions such as mergers and security issues
of electric public utilities. Looking forward, to fulfil this mandate for an industry that is changing as much
as the electric industry is changing, the Commission will need to play important new roles:

* Regulating interstate transmission to support competitive generation. Although transmission accounts
for only 7 percent of overall investment in the industry, it is critical to generation suppliers who need
access to customers. It is the Commission’s job to ensure that efficient, reliable, nondiscriminatory
access is available for all electric suppliers and customers. This is the underpinning of future
competition in generation.

* Addressing market power. The electric industry has been structured as a set of local franchised
monopolies for most of its history. As a result, there are significant concentrations of generation in the
hands of one or a few local companies in many parts of the country. The Commission will monitor
utilities and assess whether they can exercise generation market power that could adversely affect
wholesale electric prices in the relevant product and geographic markets. The Commission must respond
appropriately to market power issues in the context of market-based pricing and in reviewing the effects
of mergers on competition.

» Encouraging efficient wholesale commodity markets. To achieve the benefits of competition, electric
markets must function well. The Commission will encourage market structures that allow quick,
reliable, flexible trading (a key to capturing the most trade benefits) and have low transaction costs (a
key to getting useful access for smaller players).

Addressing External Factors

» Working effectively with states to harmonize regional reforms. Many aspects of the electric industry
are regulated at the state level, including both retail sales and distribution services. As more states opt
to give retail customers access to the power markets, the result will be unified, regional bulk power
markets. However, since most of the electric industry’s assets are under the jurisdiction of the states,
coordination between the states and the Commission in the restructuring of the industry is critical to
realizing the goal of efficient, competitive markets. The Commission will work with states to come up
with cooperative solutions to the jurisdictional issues raised by the change.

» Working with other agencies to harmonize regulatory programs. The policies of several other federal
‘agencies have important implications for the future of the electric industry. For example, the Department
of Energy has important responsibilities in ensuring the reliability of the electric grid, and EPA’s
emissions responsibilities will inevitably affect the electric industry. The policies of these agencies are
critical to realizing the goal of efficient, competitive markets.

Natural Gas

The Commission’s goals for the natural gas industry reflect that industry’s continuing change. The
Commission’s statutory obligations remain the same: to administer the laws and regulations involving the
transportation and sales for resale of natural gas in interstate commerce, the construction and operation of
natural gas pipelines, and the oversight of related environmental matters. To fulfil this mandate for an
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industry that is changing as much as the natural gas industry is continuing to change, the Commission will
need to play important new roles. It must:

* Ensure that open access under the Order No. 636 regulations continues to work as intended.

* Encourage efficient gas pipeline construction. Getting gas to market will require expansions in the
pipeline transportation and storage grid to handle new supplies and changes in the geographic mixes of
production and consumption.

» Take advantage of competition in transportation. It appears possible that some transportation services
can be subject to at least some greater competition than seemed likely a few years ago. The Commission
will look for ways to take advantage of such competition as a tool to assure just and reasonable rates
without reducing protection against the abuse of market power in transportation.

* Encourage improved commodity markets. Natural gas commodity markets can be made to work better
by:

» continuing efforts to improve standardization among pipeline systems for both information and
business practices so that gas can be moved more efficiently;

» ensuring fair and effective short-term markets to assure that the parties obtain the capacity and gas
they have purchased and to ensure system reliability; and

» removing barriers to efficient secondary transportation markets.

» Develop regulatory systems based on Commission monitoring and customer complaints that can respond
to the increased pace of the market without unduly burdening market participants.

Addressing External Factors

e Work with states to address market and regulatory issues that arise as states adopt retail unbundling for
local distribution companies. State policies on retail unbundling can affect the Commission’s goal of
ensuring efficient, competitive commodity markets.

» Coordinate with other federal agencies, state agencies, and the public when preparing environmental
reviews. Coordination with other entities that have interests in pipeline projects often requires public
notices, meetings, and comment periods, and is a factor in the processing time for the Commission’s
reviews.

The Commission must encourage the industry to solve these and other problems as they arise in the
continuing evolution of the gas commodity market. Put differently, the Commission must regulate
transportation in a way that fosters the growth of a second generation of gas markets that are more flexible,
more responsive to customer needs, and less costly to use.

Oil Pipelines

To meet its goal for the oil pipeline industry, the Commission’s role remains to ensure fair access to the oil
pipeline systems for all customers under fair terms and conditions at reasonable rates. In some cases, the
Commission can do this by allowing market-based rates where markets are competltlve In others, the
Commission needs to continue regulation, while remaining flexible, for the pricing of services for new oil

pipeline construction.
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Hydropower

Despite the changes in the hydropower industry, the Commission’s statutory obligations remain the same:
to license and inspect nonfederal hydroelectric projects and to oversee related environmental matters. To
meet its goals for the changing hydropower industry, the Commission is adapting its regulation to new
realities — heightened environmental sensitivity, decision-making responsibilities shared with other
authorities, and a new competitive marketplace. This means evolving approaches to regulation that include:

Ensuring that regulation balances competing demands for limited water resources. The Commission’s
mandate to foster comprehensive plans of development while considering the overall effect of proposed
hydropower development on rivers and river systems changes as society’s demands upon water resources
change. The Commission will seek to maintain the benefits of hydropower generation while enhancing
environmental values and other beneficial uses of water.

Maintaining vigilance over project operations. The Commission has ongoing responsibilities to ensure
that balancing water uses and protecting sensitive resources continues over the life of a project. License
conditions are only as effective as the Commission’s ability to work with its licensees to ensure they are
met. Thus, administering a license over its life — when external circumstances may change
unpredictably — is an essential feature of the Commission’s regulation. But its administration cannot
be heavy-handed. Cooperation and flexibility in achieving the desired ends will be necessary in a more
competitive environment.

Explaining the Commission’s hydropower program to new participants. The competitive market may
bring new business entities into the industry (just as PURPA attracted new entrepreneurs to develop
small-scale hydropower). The Commission will integrate these new entities into its processes and
accommodate their concerns and needs as it does for all others.

Protecting life and property by ensuring the safety of dams and other structures. Here too, the
Commission’s regulation will evolve. The inventory of dams under the Commission’s jurisdiction is
aging; many dams are quite old, so vigilance is a necessity. Engineering procedures are improving. The
Commission will work with licensees, the engineering community, and the localities where projects are
located to ensure that its safety program continues to match the state of the art as it develops.

Addressing External Factors

Coordinating Commission activities with those of other interested authorities. Although the
Commission is charged with making final decisions on actions before it, many other entities have
legitimate, recognized interests in the outcome of its cases. These other authorities include federal and
state land and resource management agencies, fish and wildlife agencies, water quality agencies, Native
American tribes, a variety of nongovernment organizations, and the public. The timing of actions by
these other authorities will affect Commission processing times and the degree to which hydropower

-resources can be developed or sustained.

Meeting competitive conditions. Although competitive changes are now occurring in the electric
marketplace, the final impacts of those changes on sustainable hydropower are not yet known. The
Commission will have to assess competition’s effects on hydropower development and operation, and
in some cases use flexible approaches to accommodate market-driven changes.

Maintaining the benefits of hydropower regulation in the face of changing scientific and public attitudes.

Because hydropower projects operate over many decades, the Commission must be sensitive to long
term effects of these changes on resources protected by its licenses. .

m
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Commission Administration

Continued change will take advantage of improved information and automation technologies as well as
respond to the needs of changing industries. To meet its goals over the next 5 years, the Commission will
continue its administrative reforms involving:

Expediting decisions where practicable, while considering the due process rights of others. Delay of
good decisions almost inevitably means delay of benefits for consumers. As the regulated industries
become more subject to competitive forces, timing becomes ever more important for companies as well
as for consumers. Many of the proposals now coming before the Commission are extremely time-
sensitive, because they represent market opportunities that can easily disappear if delayed. Examples
include many new gas pipeline construction proposals. In some cases, delay can mean disruption. A
proposed electric merger, for example, can bring many other intra-corporate changes to a stop until it
is resolved. Delayed licensing and relicensing decisions can postpone the realization of generation,
environmental, and safety benefits.

Developing new procedures for surgical, reactive intervention in markets. Competition is the best
customer protection when it is available. The Commission must develop ways to intervene in markets
only to the extent needed to correct particular problems. This means monitoring markets rather than
trying to manage them, reacting to problems as they arise (for example, through complaints), and taking
remedial action that has as little effect on well-functioning parts of the market as possible.

Improving regulatory certainty. All of the industries the commission regulates are capital-intensive and
therefore involve substantial risk. As natural gas and electric power commodity markets become more
competitive, both regulated companies and their customers see the underlying risk in the form of
changing market prices. It becomes ever more important to ensure that both regulated companies and
their customers can count on stable, timely regulatory treatment. If regulation is uncertain, the result
would be to add risk to products and markets and therefore to add costs.

Controlling regulatory costs. Good regulation provides substantial benefits to customers but inevitably
involves costs. The Commission has an obligation to ensure that the costs are reasonable in relation to
the benefits produced. The Commission will continue to discipline its own costs. For example, it must
reduce its overhead costs for administration and the costs of treating similar issues in similar cases.
Moreover, the Commission’s own cost is only a fraction of the burden that industries incur, since
companies pay for the legal and technical expertise needed to bring their cases to the Commission. In
controlling regulatory costs, the Commission must be sensitive to these costs also.

Improving communication and cooperation. Up front staff involvement, technical conferences, public
meetings, and collaborative procedures are essential tools for avoiding needless confrontation,
shortening processing, and maintaining litigation at appropriate and reasonable levels in all program
areas. These efforts are particularly important in gas pipeline construction and hydropower licensing,
which typically raise contentious issues that require balancing strong competing interests.

Taking advantage of new technology, especially for information. The Commission will continue to
autornate internal processes and make its computerized information more easily accessible to the public
and more pertinent to the needs of the changing industries. Of particular importance, the Commission
must make all public information available electronically and will work with the natural gas and electric
industries to make market-monitoring information available while preserving commercial confidentiality

as appropriate.

.
<.
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External Factors

These plans are based on current legislation and the current technological state of the industry. If either of
these should change significantly, the Commission would need to change its plans. While the Commission
cannot anticipate specific changes in either legislation or technology, the electric industry (especially) is in
the midst of a transition that could lead to changes in both. For example, several proposals now before the
Congress would lead to a significant further restructuring of the industry nationwide. Similarly, distributed
generation may become more economically viable. If it does, it would change some of the Commission’s
basic assumptions about what parts of the industry can be competitive and in what ways.

Other external factors that can influence the Commission’s success in meeting its goals are noted in the
section, “Means and Strategies: Regulatory Actions and Adaptations.”

Program Evaluation

The Commission is committed to accountability in its programs. For the next year, the most important task
is to ensure that specific performance measures are developed along with the quantitative information
needed to support them. To do this, the Commission will establish a high level working group, chaired by
the Deputy Chief Financial Officer. The working group will include one member from each of five Offices:
the Office of General Counsel, the Office of Hydropower Regulation, the Office of Pipeline Regulation, the
Office of Electric Power Regulation and the Office of Economic Policy. It will present quarterly progress
reports to the Chairman on the status of the Commission’s performance measures.

To improve accountability in the longer run, the Commission will institute ongoing assessment reviews at
least annually. As part of each review, the Commission will report on how well it is meeting its goals, how
and why its goals and objectives should be modified (if at all) and what changes to indicators are needed to
improve how well it is measuring its performance. A top priority involves improving its information
systems to provide credible measurements of key performance indicators.
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EXECUTIVE SUMMARY

External Changes
Challenge the
Commission

Over the next few years, the Commission must meet three major challenges.

First, the competition that the Commission has long encouraged is changing
dramatically the nature of the natural gas and electric industries:

¢ Regulated monopolies have given way to open networks that support
change and competition.

+ Energy commodity and service markets move much faster than ever
before.

¢ Energy industries create new services and institutions as quickly as they
sense new commercial opportunities.

+ The markets for natural gas and electric power have become very closely
intertwined, raising many new regulatory challenges.

« Regulated energy companies restructure themselves frequently, acquiring
new assets and divesting old ones.

The challenge for the Commission is to understand the market much more
fully and respond to new issues much more quickly than ever before, even as
it continues to fulfill its traditional responsibilities. Developing the tools for
more effective market monitoring will help the Commission to identify and
address issues such as continuing market power and helping to refine market
structures.

Second, the Commission’s energy projects programs (natural gas pipeline
construction and hydroelectric power) face growing public involvement. For
example, relicensing a large hydroelectric project can affect a whole river
basin and inevitably raises complex issues around environmental impacts and
other resource uses. Such concerns lead to more sharing of responsibility
among agencies with jurisdiction by law or with special expertise. At the
same time, energy projects are increasingly subject to the pressure of industry
competition, which creates an ever-increasing need to act quickly. The
challenge for the Commission is to address a greater number of more difficult
issues, while keeping to the tightest time frames it can.

Third, all government agencies must become more accountable for the results
of their programs. This means developing and living by outcome-based
performance measures as required under the Government Performance and
Results Act (GPRA). It also means finding way= to work more efficiently
every year. The challenge for the Commissior: is to develop regulatory
programs to match changing industries while simultaneously improving
service and lowering real (inflation-adjusted) costs.
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The Commission is
Meeting the
Challenge

The Commission is responding to these challenges by reengineering both its
approach to regulation and its own internal workings.

New Approaches to Regulation. In order to realize benefits to consumers
and the economy, the Commission now is focusing as much on markets and
regions as on individual compan