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- Developments in FERC's primary means to enforce Federal energy
laws:

— Market monitoring
- Audits
- Investigations

- Developments in FERC’s enforcement of energy laws embodied in
standards governing:

- Affiliate relations
- Business practices

- Electric grid reliability
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HOGAN &
FERC Enforcement -- General HARTSON

« 1935-2005: FERC was primarily an economic regulator
- Licensing agency : hydropower projects, natural gas pipeline facilities, and LNG facilities.
- Rate setting agency : wholesale sales of electric energy and natural gas in interstate commerce.

- Transmission oversight agency :terms and conditions of transmission of electric energy,
natural gas, and oil in interstate commerce.

- Safety regulator in just two areas : hydropower projects and LNG facilities.
- Enforcer in limited way : minimal enforcement authority, primarily authority to order
disgorgement of profits; however, formal complaints processed in adjudications.
« 2005-present: FERC is both economic regulator AND e  nforcement agency.

- Energy Policy Act of 2005 : $1 million/day penalties, explicit market manipulation authority,
expanded transparency authority, and reliability mandate.

- Status in U.S. Government: unusual if not unique with certain implications:
« Ethical considerations, e.g., separation of functions and ex parte communications.

« Practical ramifications, e.g., processing formal complaints alleging market manipulation.

- FERC Office of Enforcement: multi-faceted approach to “enforcement,” as reflected in 2009
Annual Report on Enforcement, issued on December 17, 2009.

02008 Hogan & Harson L. Al g s N




HOGAN &
HARTSON

Reliability Committee

Roger Morie, Chair

Office of Enforcement (OE)

Office of the Director
Norman C. Bay, Director
Larry D. Gasteiger, Deputy Director
Max Minzner, Special Counsel to the Director
Roger Morie, Reliability Enforcement Counsel

Administration Staff

Denice Smith, Chief

Division of Investigations

Lee Ann Watson, Acting Director
Lee Ann Watson, Dep. Dir.
Kathryn Kuhlen, Senior Counsel

Division of Audits

Bryan Craig, Director & Chief
Accountant
Timothy Smith, Dep. Dir.

Division of Energy

Market Oversight

Jerome Pederson, Director
Steven Reich, Dep. Dir.
Michelle Veloso, Special Asst.

Matthew Hunter, Senior Adviser

| f—  Audits Branch 1
Investigations Branch 1 Gerald Williams, Chief Market Monitor
Deme Anas, Chief — Relations Branch
- Steven Michals, Chief
| Audits Branch 2
|| fuvastigations bramch 2 Stephen Flanagan, Chief L ln?rr:::bnr:r;gemenmm t
Ted Gararden, Chief Wil Booth, Chiet
Audits Branch 3 Sl
— Beth Taylor, Chief Electric Market
- Analysis Branch

t——Investigations Branch 3

John Kroeger, Chief Keith Collins, Chief

— Audits Branch 4

Brian Harrington, Chief - ﬂ:lu::s“:aﬁh
s
Investigations Branch 4 . . .
| Daniel Mullen, Chief ) Christopher Peterson, Chief
|- Audits Branch 5
Teresina Stasko, Chief Transactions Analysis
Investigations Branch 5 Branch
" Todd Mullins , Chief Regulatory Sean Collins, Chief
|_Jtcm sting Rest Form Administration &
Timathy Smith, Acting |
Chief Data Branch

David Lengenfelder, Chiefl

©2009 Hogan & Hartson LLP. All rights reserved.

HOGAN &
HARTSON

Market Monitoring

- Conducted primarily in Market Monitoring Center  with access to plethora
of market data.

Assesses functioning of markets for education of Commission and its staff
— information shared with state agencies and members of the public.

Bolstered by expanded authority to facilitate transparency in electric and
natural gas markets that led to Order Nos. 704 (annual natural gas reports)
and 720 (posting of pipeline capacity information), and Notice of Inquiry in
Docket No. RM10-12-000 (expansion of Electric Quarterly Reports to
publicly-owned utilities’ sales information).

Supported by data collection on wholesale sales of electric energy and
regulated companies’ financial information.

- Focuses on natural gas and electric energy markets , but also watches
financial markets.

- Looks for anomalies that cannot be readily explained by supply and
demand fundamentals.

- Refers inexplicable anomalies to investigators.
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« Amaranth matters :
— Inre Amaranth Advisors,128 FERC 1 61,269 (2009) ($7.5 million settlement).
— Brian Hunter, 130 FERC { 63,004 (2010) (ALJ Initial Decision finding Hunter violated 18 CFR Part 1c).

- Dispute with Commodity Futures Trading Commission over jurisdictional lines.

- Energy Transfer Partners, L.P., etal. , 128 FERC 1 61,269 (2009) ($5 million in penalties and $25
million in disgorgement).
« Cheyenne Plains Gas Pipeline Co. cases:

- Inre Tenaska Mktg. Ventures, In re ONEOK, Inc., In re Klabzuba Oil & Gas, F.L.P. and In re Jefferson
Energy Trading, LLC, 126 FERC { 61,040 (2009) (total of $8.4 million in penalties and $3.9 million in
disgorged profits).

- Seminole Energy Services, 126 FERC 1 61,041 (2009); Nat'l Fuel Mktg. Co., 126 FERC { 61,042 (2009) (set
for hearing, which is currently in abeyance).

- Investigations of companies in Regional Transmissio n Organizations (RTOs) :
- New York Independent System Operator, Inc., 128 FERC 61,049 (2009).

— PJM Interconnection, LLC v. Accord Energy, LLC, 127 FERC 1 61,007 (2009), reh’g denied, 129 FERC |
61,010 (2009).

- New York Independent System Operator, Inc., 122 FERC 61,211 (2008).
- DC Energy, LLC v. H.Q. Energy Services (U.S.), Inc., 124 FERC 1 61,295 (2008).

- Richard Blumenthal, Attorney General for The State of Connecticut v. ISO New England Inc., et al., 128
FERC 1 61,182 (2009).
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Represents proactive function of FERC enforcement.

Focuses on compliance , not punishment.

Encompasses financial and operational audits.

Charged with examination of auditees’ compliance programs per October 2008 Compliance Policy
Statement.

Undertaken in FY09 :

- 33 audits of public utilities and natural gas pipelines and storage companies, leading to 112 recommendations for
corrective action and including $2.8 million in monetary recoveries from accounting and billing adjustments.

- 12 reliability audits and 3 agreed-upon-procedure audits on behalf of North American Reliability Corporation
(observer)

Notably in FY09 :

- Found Southern Star Central Gas Pipeline failed to file material deviations from its pro forma service agreement,
relsultlng in many other pipelines’ examining their situations to come into compliance with the gas open access
rules.

- Addressed concerns that NYISO's internal market monitor was not sufficiently independent from mana?ement, and
that NYISO failed consistently to notify Commission and market participants timely of tariff-related problems.

Notably so far in FY10 :

- Commenced audits of companies’ compliance with capacity release regulations, merger rules, Form No. 2, market
based rate authorizations, and electric quarterly reporting.

— Commenced several audits in reliability area (see later).
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- Detects violations of Commission’s rules, regulations, orders, and statutes
through Enforcement Hotline (over 500 calls in FY09), RTO market monitors,
other FERC staff, self-reports (122 in FY09), and, in reliability area, outside
regional and national staffs.

- Armed with $1 million/day/duration penalty authority

- Charged with examination of subjects’ compliance programs per October
2008 Compliance Policy Statement.
- Notably in FYQ9 :
- Collected over $30 million in civil penalties and $39 million in disgorged profits.

- Issued 22 orders approving settlements — exceeding number of settlements in FY08 and FY07
combined.

- Collected largest dollar penalties in market manipulation cases.
- Otherwise primarily settled alleged violations of natural gas open access rules.

- Since EPAct ‘05 : issued 38 orders approving settlements with $114.8 million
in penalties (including $25 million reliability settlement).
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- ldentification of priorities  (announced in Enforcement Staff's Annual Report):
— Fraud and market manipulation
- Serious violations of the reliability standards
— Anticompetitive conduct

- Conduct that threatens the transparency of regulated markets

Disclosure of exculpatory materials  (announced at 129 FERC 1 61,248):
- Reinforces current staff practice.

- Inspired by Brady v. Maryland, 373 U.S. 83, 88 (1963) (holding Due Process Clause requires disclosure of
exculpatory evidence “material to guilt or punishment ™ known to the government but unknown to the defendant
in criminal cases).

« Publication of staff's preliminary notice of violat ions (announced at 129 FERC |
61,247, rehearing pending):

- Authorizes Enforcement director, after staff has conducted its initial investigation and provided subject with its
views, to direct agency’s Secretary to issue a notice identifying the subject, the time and place of the alleged
conduct, the rules, regulations, statutes or orders that staff alleges were violated, and a concise description of
the aIIeged wrongful conduct.

- Does not confer a right on third %arties to intervene; but note, ex parte rules do not apply to investigations
conducted under 18 CFR Part 1

- While recognizing potential harm to the subject, especially those eventually exonerated, purports to provide
greater transparency to the regulated community on FERC investigations.

- Recently challenged by several major natural gas, electric, and financial trade associations claiming, inter alia,
irreparable harm could befall subjects of investigations.
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laws embodied in
standards
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Standards vs. Rules HARTSON

. Standards (general):

- Represent an established norm or requirement, usually a formal document that establishes
uniform engineering or technical criteria, methods, processes and practices.

- Developed privately or unilaterally, for example, by a corporation, regulatory body, military,
trade union, or by an organization often with more diverse input and adopted on voluntary
basis, becoming mandatory if adopted by a government, business contract, etc.

- The standardization process may be by edict or may involve the formal consensus of
technical experts.

« Rules (general):
- Comprise a principle or regulation governing conduct, action, procedure, arrangement.

- Adopted by government agencies through notice and comment rulemaking under
Administrative Procedure Act.

- Found in Code of Federal Regulations (CFR).
. Standards and Rules (at FERC ):

- Certain standards are law, but not found in CFR (reliability and business practices).

- Other standards are law and found in CFR (affiliates relations).

02008 Hogan & Harson L. Al g s B




|
HOGAN &
Standards of Conduct HARTSON

« Originally promulgated in Order No. 497 (1988) to govern relationship
between natural gas pipeline companies and their marketing affiliates.

« Imposed in Order No. 889 (1996) on investor-owned electric utilities providing
transmission service to govern their relationship with their marketing affiliates.

- Expanded in Order No. 2004 (2003) to govern relationship between natural
gas and electric transmission providers with any of their affiliates.

« Revised in Order No. 717 (2008) to return to 1988/1996 approach, reiterated
general prohibition against undue discrimination, and codified three sets of
principles called “rules”:

- Independent Functioning Rule
- No Conduit Rule

- Transparency Rule

- Found in Part 358 of Title 18 of the Code of Federal Regulat ions.
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« Prior to Order No. 2004

- Enforcement Hotline created in 1988 to handle anticipated complaints by shippers alleging discrimination by
pipeline in favor of their affiliates.

- Partly became true, although Hotline also became source for landowners to complain informally about pipeline
construction.

- Implicated in several investigations, e.g., Transcontinental Gas Pipe Line Corp., et al., 102 FERC { 61,302
(2003) and Cleco Corp., et al., 104 FERC 1 61,125 (2003).

- Between Order No. 2004 and Order No. 717

- Implicated in a few investigations before EPAct, e.g., Dominion Resources, Inc., et al., 108 FERC {61,110
(2004), Center Point Energy Gas Transmission Co., 111 FERC { 61,492 (2005), and The Williams Cos., et al.,
111 FERC ¢ 61,392 (2005).

- Implicated in only two investigations after EPAct, In re Duquesne Light Co., 123 FERC 61,221 (2008) and In re
Pacificorp, 118 FERC 1 61,026 (2007).

- Involved more in audits, e.g., Florida Power Corp., et al., 111 FERC 61,243 (2005) and MidAmerican Energy
Co., 112 FERC 1 61,346 (2005).

- Regarded generally as difficult to comply with and (by speaker) almost impossible to enforce.

Since Order No. 717

- Too new to form a picture as order is not final because rehearing of rehearing is pending.

- Likely candidate for investigation as fits into one of announced priorities — anti-competitive conduct.
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- Developed in aftermath of institution of natural gas and electric open access programs by
industry consensus managed by the North American Energy Standards Board
(NAESB) to simplify and expand electronic communications, and to simplify and
streamline business practices that will lead to a seamless marketplace for natural gas and
electric energy.

- Reflects input from all segments of both industries, using an American National
Standards Institute (ANSI) process  to develop standards covering, e.g., procedures for
critical business practices such as nominations; allocations, balancing, and measurement;
invoicing; and capacity release and standardized mechanisms for electronic
communication between the pipelines and those with whom they do business.

» Filed with and reviewed and subject to change by FERC, which seeks public comment
through notice and comment rulemaking  (Order No. 587 (1996) and its MANY
progeny). (Latest NOPR issued in Docket No. RM96-1 on 11/19/09.)

» Found in the NAESB manuals and incorporated by reference in Title 18 of CFR (section
284.12 for gas and section 38.2 for electric).

» Enforced primarily through audit process, and implicated in a few outstanding ones.

- Implicated in only one investigation since 2005, In re Northwestern Corp., 118 FERC
61,029 (2007).

- Represents (in speaker’s opinion) one of true success stories of the agency (and the
regulated industries).
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- Developed pursuant to Congressional mandate (EPAct '05) by industry
consensus managed by the North American Electric Reliability
Corporation (NERC) and eight Regional Entities to ensure reliability of the
nation’s bulk power system.

Reflects input from all segments of electric industry, using an ANSI process to
develop standards in 14 categories, e.g., resource and demand balancing,
communications, critical infrastructure protection, emergency preparedness
and operations.

Filed with, reviewed but not subject to change by FERC, which seeks public
comment through notice and comment rulemaking  (e.g., Order Nos. 693
(2006), 705 (2008), 706 (2008), 713 (2008), 716 (2008), 722 (2009), 724
(2009), 729 (2009), and 730 (2009). (Latest outstanding NOPR issued in
RMO08-13-000, Transmission Relay Loadability Reliability Standard on
5/21/09.) (Note: ex parte rules do not apply to FERC rulemakings.)

Found on NERC website and incorporated by reference in Part 40 of Title 18
of CFR.
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FERC

Electric
Reliability
Organization

(ERO)
NERC

Regional Entities
(RE’s)

TRE, MRO, NPCC, RFC, SERC,
SPP, WECC, and FRCC

Users, Owners and Operators
Of the Bulk-Power System
(Registered Entities)
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NERC Regional Entity and Reliability Coordinator Territories

T3 Regional Entities
TRE Texas Regional Entity

FRCC Florida Reliability Coordinating Council
MRO Midwest Reliability Organization

NPCC Northeast Power Coardinating Council
RFC RelisbilityFirst Corporation

SERC SERC Reliability Corporation

SPP Southwest Power Poclinc.

WECC Westem Elsctricity Coordinating Coundl

Reliability Coordinators:
PNSC Pacific Northwest Reliability Coardinator
@ ©MRC California Mexico Reliability Coordinator
RDRC Rocky Mountain Desert SW Reliability Coordinator
MISO Midwest IS0
SPP Southwest Pawer Pool
# ERCOT ERCOT IS0
ONT Ontario - Indepen dent Electricity System Operator
TE Hydro Quebec, TransEnergie
4 MBSO New Brunswick System Operator
I50-NE IS0 New England Inc.
40 NYIS0 New York Independent System Operator
4 PIM PIMInterconnection
ICTE Independent Coordinator Transmission - Entergy
@ TVA Tennessee Valley Authority
VACS VACAR-South
#2 Some BAsin this area receive RC services from Same BAs in this area receive RC services from S0CO Southemn Company Services.Inc.

5 RIS othars receive RC sarvices fram MISO. TuA while others receive RC services from SPR. FRCC Florida Power & Light
SASK SASKPower

August 2008 UPDATED <curoearch 2007 i, e comilez ogrelcocr r
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Reflects paradigm of responsibilities  applicable to entire scheme — regional
entities are responsible for enforcing the standards in the first instance, then
NERC, and ultimately FERC; however, NERC or FERC may initiate or take
over an investigation or an audit. Implicates the major forms of enforcing the
law — investigations and audits.

Uses several other tools laid out in the Compliance Monitoring and
Enforcement Program (CMEP) approved by FERC in April 2007 — audits,
investigations, complaints, self-reports, self-certification, spot checking,
periodic data submissions, and exception reporting.

Gives the final “word” to FERC , which reviews all penalties developed at
regional and national level; however, FERC stated early in 2008 that it would
generally defer to the RE’'s and NERC, and allow most penalties to go into
effect by operation of law.

Informed by several FERC decisions directed at reliability.

Subject generally to FERC enforcement policies and orders , with the major
exception that contemplates a formulaic determination  of the appropriate
remedy, considering the risk to the reliability of the grid and the severity of the
violation.
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» Notably with respect to investigations (6/18/07-2/2  /10):
— 884 violations reflected in 131 Notices of Penalty (approved or under review by FERC).

— 89 involved monetary penalties ranging from $2,500 to $250,000, totaling $3,226,650; remainder reflected
zero penalties.

- 564 violations of 54 standards involving $91,000 in penalties reflected in one Omnibus Notice of Penalty,
allowed by FERC to go into effect by operation of law on 11/13/09.

- Florida Blackout, 129 FERC 1 61,016 (2009):

«+ Approved a $25 million civil penalty as part of a settlement between FPL and Enforcement Staff, stemming from a February
2008 blackout in South Florida — in the first FERC-NERC enforcement action.

« Required FPL to pay $10 million to NERC to offset budget charges it assesses industry members, and $10 million to the US
Treasury, and to expend $5 million for extra reliability enhancements for its system beyond the minimum requirements which
FPL must implement to comply otherwise with settlement.

« Provided that the additional specific compliance improvements would require FPL to enhance its training procedures and
management processes, perform upgrades and add new protections to its system, and improve its compliance program and
transmission operations.

- Did not specify which standards were violated, only sets out the categories of standards — a situation leading two
commissioners to announce in concurrences they would not accept such an approach again.

» Notably with respect to audits (6/18/07-1/29/10):
- RE’s and NERC have performed hundreds of audits in this period.

— FERC has (1) observed 17 audits performed by RE'’s and 3 audits of RE’s, (2) issued guidance on lessons
learned from initial 8 audits observed, (3) audited (and found deficient) SPP-RE and Texas RE regarding their
independence from SPP-RTO and ERCOT, respectively, (4) commenced audits into independence of two
other RE's (WECC and FRCC), (5) performed 4 audits of compliance with CIP standards, and (6) and
commenced an audit of Entergy’s compliance with standards governing planning and operations.
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» New policies announced in a series of orders in beginning of FY10 (“Fall series”).

- Developed against backdrop of 7/3/08 order on initial Notices of Penalty submitted by

» Recognized that RE's had accumulated an immense backlog of cases

« Reflected in Order on Omnibus Notice of Penalty Filing ,129 { 61,119 (2009).

 Implemented in seven January 2010 orders staying effectiveness of penalties

NERC.

Started with Further Order on Filing of Reliability Notices of P enalties , 129 FERC
61,069 (2009) (stating its willingness to consider an abbreviated format for submitting

certain types of penalties).

Followed shortly by Order No. 728, 129 FERC { 61,094 (2009) (delegating to
Enforcement director authority to bypass Commission to allow routine Notices of
Penalty to become effective by operation of law, to stay Notices of Penalty, and to
request further data).

proposed by NERC and asking Registered Entities for more information about the
underlying violations.
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02008 Hogan & Harson L. Al g s I

Housing an economic regulator and enforcement agency in same “building” is a
practical and ethical challenge.

Publication of detailed information mid-way through an on-going investigation
could lead to the politicization of FERC enforcement.

FERC continues to emphasize importance of compliance programs but has not
articulated any further details on an acceptable program since issuance of
October 2008 Compliance Policy Statement.

Market monitoring activity could be diminished if pending legislation to give
CFTC more authority over physical energy markets is enacted.

Audits is the unsung “hero” of FERC enforcement.
Standards of Conduct are fair game for FERC enforcement action in future.
NAESB is a true regulatory success story

Reliability enforcement is at a cross roads as the application of the traditional
FERC enforcement model may be “overpowering.”

Thank you!
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