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. RULEMAKING ACTIONS

A. Reporting Requirements for Pipelines

On March 20, 2008, the Federal Energy Regulatory Commission (FERC)
issued Order No. 7102 revising the financial forms, statements, and reports
required from interstate natural gas companies contained in the FERC Form Nos.
2, 2-A, and 3-Q. The FERC described the enhanced forms as better reflecting
the “current market and cost information” needed by the FERC in its regulatory
oversight of pipelines’ rates and terms of service. The FERC believes Order No.
710 will affect the reporting obligations of 118 companies within the FERC’s
jurisdiction.

The FERC has experienced a decline in Natural Gas Act (NGA)? section
four rate filings since Order No. 636 and the elimination of the triennial
restatement of rate filings. The FERC’s research shows that “as many as 15
major and 20 nonmajor gas pipelines have not filed a [NGA] section 4” rate case
in more than a decade.”™ In an era of reduced NGA section four tariff filings, the
FERC relies on NGA section four complaints filed by pipeline customers or state
public utility FERCs as the method for determining when it needs to review a
pipeline company’s rates outside of an NGA section four proceeding.” NGA
section four complaints often rely on FERC Forms 2, 2-A, and 3-Q financial data
to support the complaint and the need for a rate investigation.” The FERC,
therefore, intends the enhanced FERC forms to ensure that pipeline customers
have the financial data needed to evaluate the pipeline’s rates and, if appropriate,
support a NGA section four complaint.

2. Final Rulemaking, Revisions to Forms, Statements, and Reporting Requirements for Natural Gas
Pipelines, 70 Fed. Reg. 19,389 (2008) (to be codified at 18 C.F.R. pt. 158 and 260); See also F.E.R.C. Press
Release, FERC Adds Transparency, Clarity to Gas Company Financial Reporting Requirements, R-08-21
(issued Mar. 20, 2008).

3. 122 F.E.R.C.161,262.

4. Id. at pp. 19,389-90

5. FERC also may institute a NGA § 5 investigation on its own motion.

6. 73 Fed. Reg. 19,389 -90.
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The FERC describes the rules adopted by Order No. 710 as enhancing the
ability of shippers to assess the justness and reasonableness of pipeline rates.” In
particular, according to the FERC, the rules adopted in Order No. 710 ““will
require companies to submit additional revenue information related to the
disposition of shipper-supplied gas, affiliate transactions, rate treatment for new
facilities, discounted and negotiated rate services, deferred income tax and state
tax issues and regulatory assets and liabilities.”®

Order No. 710 revises FERC Form No. 2 (Annual Report for Major Gas
Companies), FERC Form No. 2A (Annual Report for Non-Major Gas
Companies), and FERC Form 3-Q (Quarterly Financial Report of Electric
Utilities, Licensees, and Natural Gas Companies), and eliminates FERC Form
No. 11 (Natural Gas Pipeline Company Quarterly Statement of Monthly Data).’

New schedules in FERC Forms 2, 2-A, and 3-Q require the pipeline to
report:

(1) [t]he difference between the volume of gas received from shippers and the

volume of gas consumed in pipeline operations each month; (2) the disposition of

any excess and the accounting recognition given to such disposition, including the

basis of valuing the gas and the specific accounts charged or credited; and (3) the

source of gas used to meet any deficiency, incl%iing the accounting basis of the gas
and the specific account(s) charged or credited.

Previously, FERC Forms 2 and 2-A required filers to report “Gas Operating
Revenues” ™ on an aggregate basis as a single entry. Under Order No. 710,
pipelines now must report sales by specific account (residential, commercial and
industrial, public authorities, sales for resale, and interdepartmental).12 In
addition, the following types of revenues must be separately reported on the new
schedules in FERC Forms 2 and 2-A:

(1) [c]lommissions on sale or distribution of gas of others; (2) compensation for
minor or incidental services provided for others; (3) profit or loss on sale of
material and supplies not ordinarily purchased for resale; (4) sales of steam, water,
or electricity, including sales or transfers to other departments; (5) miscellaneous
royalties; (6) revenues from dehydration and other processing of gas of others
except as provided for in the instructions to Account 495; (7) revenues for rights
and/or benefits received from others which are realized through research,
development, and demonstration ventures; (8) gains on settlements of imbalances
receivable and payables; (9) revenues from penalties earned pursuant to tariff
provisions, including penalties asslgciated with cash-out settlements; and (10)
revenues from shipper-supplied gas.

FERC Forms 2 and 2-A historically did not require any reporting of affiliate
transactions. The FERC believes that disclosure of affiliate transactions is
needed to prevent cross-subsidization between regulated and unregulated

7. ld.at 19,390.

8. Federal Energy Regulatory FERC, News Release: FERC adds transparency, clarity to gas company
financial reporting requirements (March 20, 2008), http://www.ferc.gov/news/news-releases/2008/2008-1/03-
20-08-M-2.asp.

9. 73 Fed. Reg. 19,391.

10. Id.
11, Id. at 19,392.
12, ld.

13, ld.
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companies. New schedules to FERC Forms 2 and 2-A require filers to report
affiliate transactions. Those new schedules include: “(1) [a] description of the
good or service transacted; (2) the name of the associated (affiliated) company;
(3) the FERC account charged or credited; and (4) the amount charged or
credited.”

Order No. 710 also adopted several other changes to FERC Forms 2, 2-A,
and 3-Q that address the pipeline’s rate treatment for new projects (i.e., rolled-in
or incremental rates), discounted and negotiated rate services, deferred income
taxes, state income tax expense, regulatory assets and liabilities, employee
1|?_ensionls5 and benefits, source of capital structure, and source of return on equity

igures.

On June 20, 2008, the FERC issued Order No. 710-A™ granting in part and
denying in part requests for rehearing and clarifying Order No. 710. In
particular, the FERC reinstated a minimum reporting threshold for the “Other
Gas Revenues” to be reported on page 308 of FERC Form Nos. 2 and 2-A and
clarified that the reporting requirements for the ten categories of discrete
miscellaneous revenues listed thereon be limited to transactions with annual
revenues of 250,000 dollars or greater.”

B. Standards of Conduct

On March 21, 2008, the FERC issued a Notice of Proposed Rulemaking
(NOPR) seeking comments on proposed reforms to its Standards of Conduct for
natural gas pipelines and electric transmission providers.’®* The March 21 NOPR
replaces the NOPR issued in January 2007, after the United States Court of
Appeals for the D.C. Circuit overturned the Standards of Conduct as applied to
natural gas pipelines.® The FERC stated the new NOPR was necessary to
correct “fatal flaws” in the current standards, which it described as overly broad,
complex and difficult to understand.”

While the FERC proposes to abandon the “corporate separation” approach
established in Order No. 2004 and to restore the “functional” approach that
existed in earlier versions of the Standards of Conduct under Order Nos. 497 and
889, it also proposes to retain large elements of the current rules.”* Under the
NOPR, the standards would be restructured into three per se rules: the
independent functioning rule, the no-conduit rule, and the transparency rule.
Failure to comply with these per se rules would automatically establish a

14. 1d.

15. Id. at 19,392-95.

16. Revisions to Forms, Statements, and Reporting Requirements for Natural Gas Pipelines, 123
F.E.R.C. 161,278 (2008).

17. Id.atP7.

18. Notice of Proposed Rulemaking, Standards of Conduct for Transmission Providers, 73 Fed. Reg.
16,228 (2008) (to be codified at 18 C.F.R. pt. 358).

19. Id.

20. Id.at 16,229

21. Id. at 16,230.
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sanctionable violation, although the FERC would retain the abl|lt2y to investigate
and determine whether specific conduct is unduly discriminatory.

1. Independent Functioning Rule

The NOPR proposes to carry forward its independent functioning rule.
However, the FERC proposes to abandon the corporate separation approach that
existed under Order No. 2004 standards and instead adopt an employee
functional approach. Under the FERC’s proposal, “transmission function
employees” must operate independently of “marketing function employees”
(whether employed within the corporate structure of the transmission provider or
by an affiliate of the transmission provider).”? The NOPR creates a “de
minimis” exceptlon so that only those officers and employees who spend more
than a de minimis amount of time engaged in those functions would be classified

“transmission function employees” or “marketing function employees.”®* In
addition supervisors, officers, or directors who are not actively and personally
engaged in transmission functions or marketlng functions, will not be con5|dered

“transmission function employees” or “marketing function employees.’”

Exceptions to the Independent Functioning Rule are provided for: (i)
bundled retail sales, (ii) incidental operational gas purchases and sales, (iii) gas
sales solely from the provider’s own production or own gathermg or processing
facilities, and (iv) intrastate pipeline and LDC on-system sales.®

2. No-Conduit Rule

The NOPR also proposes to continue the prohibition against the dlsclosure
of transmission system information to marketing function employees.”
However, the NOPR proposes to expand this rule to prohibit all employees (not
just transmission function employees) from disclosing transmission information
to marketlng function employees and to prohibit marketlng function employees
from receiving transmission system information.®® In addition, the NOPR
proposes to prohibit transmission providers from usmg a conduit to pass
restricted information to marketing function employees.?”

3. Transparency Rule

The NOPR also proposes to maintain a transparency requirement. Under
this rule, a transmission provider must post any inadvertent disclosure of non-
public information on Open Access Same-time Information System (OASIS)®
or its internet website (if an unauthorized disclosure includes non-public
transmission customer information, the posting need only reflect the fact that

22. 1d.at16,231.
23. Id.at16,232.
24. 1d. at16,233-34.

25. Id.
26. Id.
27. Id. at 16,235.
28. Id.
29. Id.

30. Id.at16,235.
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information was disclosed; the actual information that was disclosed need not be
posted).* In addition, contemporaneous records must be made of conversations
between transmission function employees and marketing function employees
(and such records must be maintained for FERC review).*

C. Capacity Release

On June 19, 2008, the FERC issued Order No. 712, which revised its Part
284 regulations governing the release of firm capacity on interstate natural gas
pipelines in several ways. ** First, the FERC removed, “on a permanent basis,
the rate ceiling on capacity release transactions of one year or less.”* Second,
the FERC modified its “regulations to facilitate the use of asset management
arrangements (AMAS), under which a capacity holder releases some or all of its
pipeline capacity to an asset manager who agrees to either purchase gas from, or
supply the gas needs of, the capacity holder.”® Third, the FERC clarified that its
prohibition against tying arrangements does not apply to conditions associated
with the sale and/or purchase of gas inventory held in storage that may be
required by releasors of firm storage capacity.*® Fourth, the FERC modified its
capacity release regulations to facilitate retail open access programs by
exempting capacity releases made under state-approved retail access programs
from the prohibition against tying arrangements and the bidding requirements of
section 284.8 “of the FERC’s regulations.”

With respect to the removal of the price cap, the FERC determined that it
would improve shipper options and market efficiency, particularly during peak
periods, by allowing the prices of short term capacity release transactions to
reflect short term variations in the market value of that capacity.® At the same
time, the FERC found that rates for short term capacity would remain just and
reasonable based on a review of data that showed that the value of such capacity
only exceeded the ceiling price during brief periods of constraint.** Moreover,
the FERC stated that it was not relying solely on the market to keep prices just
and reasonable because it was maintaining the rate cap on pipeline firm and non-
firm services.”” Finally, the FERC determined that certain informational posting
requirements that it would adopt would facilitate transparency and the filing of
complaints, if necessary.*

Turning to AMAs, the FERC found that these arrangements are in the
public interest because they are beneficial to numerous market participants and

31. Id. at 16,235-36.

32. Id. at 16,236.

33.  Final Rule, Promotion of a More Efficient Capacity Release Program, 73 Fed. Reg. 37,058 (2008)
(to be codified 18 C.F.R. 284).

34, 1d.
35. Id. at 37,059.
36. Id.
37, 1d.
38. Id. at 37,061.
39. 1d.
40. Id.

41. Id.
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the market in general.** In order to facilitate AMAs, the FERC exempted such
arrangements from the prohibition against tying so that a “releasing shipper in a
pre-arranged release [could] require that the replacement shipper agree to supply
the releasing shipper’s gas requirements and take assignment of the releasing
shipper’s gas supply contracts, as well as’ release [the shipper’s] transportation
capacity.”” The FERC also exempted pre-arranged releases necessary to
implement AMAs from the bidding requirements of section 284.8 of the
’FERC’s regulation. The FERC further clarified that the exemption from
bidding for AMAs applies to all releases to an asset manager, including those
made for a short term AMA.*

The Final Rule defined an AMA that qualified for the tying and bidding
exemptions as follows:

any pre-arranged release that contains a condition that the releasing shipper may, on

any day during a minimum period of five months out of each twelve-month period

of the release, call upon the replacement shipper to (i) deliver to the releasing

shipper a volume of gas to one-hundred percent of the daily contract demand of the

released transportation capacity or (ii) purchase a volume of gas up to the daily

contract demand of the released transportation capacity. If the capacity release is

for a period of less than one year, the asset manager’s delivery or purchase

obligation described in the previous sentence must apply for the lesser of five

months or the term of the release. If the capacity release is a release of storage

capacity, the asset manager’s delivery or purchase obligation need only be one-

hundred percent of the daily contract, demand under the release for storage

withdrawals or injections, as applicable.

The FERC further clarified that the price ceiling applicable to long term
capacity releases does not apply to any consideration provided by an asset
manager to a releasing shipper as part of an AMA.* The FERC also granted an
exemption from the prohibition against buy/sell transactions in the context of
AMAs in order to permit an asset manager to engage in a buy/sell to facilitate
the delivery of gas supplies to a releasing shipper.”” However, the FERC
declined to permit shippers to include Part 157 capacity in AMAs.*

With respect to the tying of storage capacity and inventory, the FERC
clarified that firm storage shippers wishing to release their storage capacity may
include conditions concerning the sale and/or repurchase of gas in storage
inventory both inside and outside the AMA context. Specifically, this exception
to the tying rule allows a shipper releasing storage capacity to require the
replacement shipper to: (i) take title to any gas in the released storage capacity at
the time the release takes effect, and/or (ii) return the storage capacity to the
releasing shipper at the end of the release with a specified amount of gas in
storage.”

42. 1d.

43. Id.

44. Id. at 37,062.

45. 18 C.F.R. §284.8 (2008).
46. 73 Fed. Reg. 37,063.

47. 1d. at 37,077.

48. Id. at 37,088.

49. Id. at 37,089.
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Finally, Order 712 clarified that the prohibition against tying does not apply
to releases by a local distribution company to a marketer that agrees to sell gas to
the LDC’s retail customers under a state-approved retail choice program. In
order to qualify for the exemption, the released capacity must be used by the
replacement shipper to provide the gas supply requirements of retail customers
pursuant to a retail access program approved by the state agency with
Jurlsdlctlon over the LDC that provides local delivery service to such retail
customers.*

D. Transparency

On December 20, 2007, the FERC took two steps intended to improve
transparency in the wholesale markets for physical natural gas. Order No. 704"
adopted final rules requiring certain natural gas market participants to report to
the FERC, on an annual basis, certain information regarding: (1.) their
wholesale, physical natural gas transactions; (2.) their reporting of transactions
to price index publishers; and (3.) their blanket certificate status. In a separate
NOPR, the FERC proposed to require interstate and certain “major non-interstate
pipelines” to post capamty, daily scheduled flow information, and daily actual
flow information.

1. Order No. 704

The final rules adopted in Order No. 704 for Parts 260, 284, and 385 of the
FERC’s regulations require buyers and sellers of more than a de minimis volume
of natural gas to report the aggregated volumes of relevant transactions in a new
FERC Form No. 552 on an annual basis. In particular, any buyer or seller of
more than 2.2 million MMBTUs (Million British Thermal Units) of physical
natural gas during a calendar year must report the aggregate volumes of the
relevant transactions to the FERC. The annual report is due on May first of the
year following the calendar year in which the natural gas was purchased or sold.
The new FERC Form No. 552 requires filers to provide the following
information:

a. The total volume of sales and purchases for the previous calendar year;

b. The volumes of transactions that were priced at fixed prices for next-day delivery

and were reportable to price index publishers;

c. The volume of transactions priced by reference to next-day gas price indices;

d. The volume of transactions that were priced at fixed prices for next-month

delivery and were reportable to price index publishers; and
e. The volume of transactions priced by reference to next-month gas price indices.>®

The FERC held technical conferences on April 22, 2008, and May 19,
2008, to discuss issues regarding preparation and submission of the new annual
reporting form. The FERC staff distributed a presentation providing answers to

50. Id. at 37,090.

51. Final Rulemaking, Transparency Provisions of Section 23 of the Natural Gas Act, 73 Fed. Reg.
1,014 (2008) (to be codified at 18 C.F.R. pts. 260, 282 and 385).

52.  Notice of Proposed Rulemaking, Pipeline Posting Requirements Under Section 23 of the Natural
Gas Act, F.E.R.C. STATS & REGS. 1 32,626, 73 Fed. Reg. 1,116 (2008).

53. Order No. 704, Transparenty Provisions of Section 23 of the Natural Gas Act, [Regs. Preambles
2007-2008] F.E.R.C. STATS. & REGS., 131,260 at P 14 (2008) (codified at 18 CFR pt. 260, 285, and 385).
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guestions regarding new Form No. 552 that had been submitted by industry
participants prior to the workshops.>*

2. NOPR - Pipeline Capacity and Flow Posting Requirements

The FERC proposes to modify Part 284 of its regulations to require
pipelines (including some intrastate pipelines) to post capacity and daily flow
information on their company websites.”> The FERC believes the proposed
reporting requirement will provide it with the information it needs to track daily
flows of natural gas throughout the United States.*

The FERC proposes to apply the new reporting requirements to interstate
pipelines and “major non-interstate pipelines.” The FERC defines “major non-
interstate pipelines” as all pipelines that flow more than ten Billion cubic feet
(Bcf) of natural gas per year (measured as a rolling three calendar year average)
except for pipelines that fall entirely upstream of a processing plant and pipelines
that dsegliver more than ninety-five percent of their gas volumes directly to end
users.

Under the proposed rules, interstate pipelines must post information on
actual flowing volumes at receipt points, on the mainline, at delivery points, and
in storage fields within twenty-four hours from the close of the gas day on which
the gas flowed.®® Similarly, major non-interstate pipelines must post within
twenty-four hours from the close of the gas day: (1.) the capacity of major points
and mainline segments, (2.) the amount scheduled on those major points and
mainline segments, and (3.) the actual gas flow volumes at those major points
and mainline segments.®

E. Revisions to Landowner Notification and Blanket Certificate Regulations

On October 18, 2007, the FERC issued Order No. 700, which modifies the
conditions for natural gas projects undertaken pursuant to blanket certificate
authority.® First, the Final Rule amends Part 157 of the FERC’s regulations by
expanding landowner notification requirements®® “to “enhance public
participation in the [FERC’s] consideration of proposed projects....”*® Second,
the new regulation requires sponsors to submit noise surveys for blanket projects
that include compressor facilities. By this change, the FERC “ensure[s] that
[compressor projects] completed under blanket certificate authority will not have

54. FERC TRANSACTION REPORT FERC FORM NoO. 552: ANNUAL REPORT OF NATURAL GAS
TRANSACTIONS, FERC, www.ferc.gov/docs-filing/eforms/form-552/form-552.pdf (last visited Sept. 10, 2008).
55. 73 Fed. Reg. 1,116.

56. Id.

57. 1d.

58. Id.at1,116-17.
59. Id.at1,122.
60. Id.

61. Final Rulemaking, Revisions to Landowner Notification and Blanket Certificate Regulations, 72 Fed.
Reg. 59,939 (2007) (to be codified at 18 C.F.R. pt. 157); see also, Notice of Proposed Rulemaking, Revisions
to Landowner Notification and Blanket Certificate Regulations, 72 Fed. Reg. 35,669 (2007).

62. 72 Fed. Reg. at 59,939.

63. Id.
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a significant adverse environmental impact[]....”** Order No. 700 is the first
adjustment of the Part 157 blanket certificate program, since the FERC expanded
the range of projects eligible for construction under blanket authority in 2006.%

1. Landowner Notification

Prior to Order No. 700, companies planning to construct or modify
compressor, or liquefied natural gas (LNG) facilities, were required to notify all
landowners whose property contains a residence within one-half mile of the
project site, before beginning construction.®* Order No. 700 removes the
residence qualification. As a result, sponsors are to notify all landowners within
one-half mile of the planned project site. The FERC explained that such notice
should enable stakeholders to “...raise land use issues, including existing non-
residential uses as well as planned future uses of undeveloped land.”®"

2. Noise Surveys

Adoption of the FERC’s blanket certificate program was premised on a
1981 Environmental Assessment, which adopted a noise-related standard
designated by the United States Environmental Projection Agency. That
assessment indicated that construction undertaken through blanket certificate
authority should not increase ambient noise levels at nearby noise-sensitive areas
(or NSAs) above an average day-night sound level (Ly,) of fifty-five decibels
(dBA).® The noise survey requirement will serve to document that project
sponsors have complied with the premise of the blanket certificate authorization,
by meeting established noise level limits (an L4, of fifty-five dBA at NSAs,
when operating at full load).®

The FERC clarified that it will review the composite noise level from a
compressor station’s new and existing facilities, operating at full load, to
evaluate whether a modification has met blanket certificate standards. An
“addition or modification to an existing compressor station that is operating at or
below an Lg, of 55 dBA at NSAs must not cause overall noise attributable to the
station to exceed an Lg, of 55 dBA at NSAs.”® Where an existing station
already operates above these limits, an addition or modification undertaken
pursuant to blanket authority, must not cause the overall station noise to increase
at any NSAs.™

To demonstrate its compliance with noise level limits, the blanket project
sponsor must submit a noise survey within sixty days of placing the new or
modified compression facility in service, measuring overall noise attributable to
the post-construction facility, operating at full load. Where the measured post-

64. Id.

65. Final Rulemaking, Revisions to the Blanket Certificate Regulations and Clarification Regarding
Rates, 71 Fed. Reg. 63,680 (2006) (to be codified at 18 C.F.R. pt. 157).

66. 72 Fed. Reg. at 59,939 (emphasis added).

67. Id.
68. Id. at 59,940.
69. Id.
70. Id.

71 1d.
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construction noise exceeds applicable limits at NSAs, the project sponsor has
one year from the facility in-service date to complete noise mitigation measures.
Within sixty days of remediation, the company must file a second survey to
demon7sétrate that the facility, as modified, is compliant with applicable noise
limits.

F. Fuel Cost Recovery

On September twentieth, the FERC issued a Notice of Inquiry (NOI)
seeking comments on its policy regarding the in-kind recovery of fuel and lost
and unaccounted for gas by natural gas companies.”” The FERC stated that in
response to concerns expressed by pipeline customers that fuel requirements are
excessive and provide pipelines with significant profits, a review of its policies is
warranted.” The FERC sought comments on whether its policies regarding the
in-kind recovery of fuel and lost and unaccounted for gas should be modified,
both for the purpose of providing pipelines a greater incentive to reduce their
fuel use and for the purpose of minimizing pipeline over-recoveries of costs. In
particular, the FERC requested comments on the following questions: (1)
whether it should continue to allow recovery of pipeline fuel costs through fixed
fuel retention percentages; (2) whether it should mandate that all pipelines must
have a tracker mechanism for the recovery of fuel; (3) whether if it required
pipelines to use a tracker, it should require a true-up mechanism; and (4) whether
it should retain its current policy.”

Il. ENFORCEMENT ACTIONS

The FERC’s Office of Enforcement (OE) continues to assess civil penalties
for violations related to the FERC’s “core” natural gas policies and regulations,
including for violations of its shipper-must-have-title requirement, buy/sell
prohibition and capacity release posting and bidding requirements. During the
past twelve months, there were four new settlements resulting in civil penalties
that ranged from 300,000 dollars to 7,000,000 dollars and for the most serious
offenses, parties were required to disgorge profits and provide periodic
compliance reports to the FERC.

In November 2007, the FERC also offered general guidance regarding OE’s
activities by publishing its “Report on Enforcement”” and holding a public
conference on enforcement.”” The Report and the accompanying Statement by
Chairman Kelliher provide data about the FERC’s recent enforcement activities
and useful information concerning the FERC’s enforcement philosophy and
approach. For example, Chairman Kelliher stated that “the most important
mitigating factor in determining the size of [the] civil penalty should be the

72, 1d..

73.  Notice of Inquiry, Fuel Retention Practices of Natural Gas Companies, 72 Fed. Reg. 55,762 (2007).

74. 1d. at55,673.

75. Id.

76.  Staff Report on Enforcement, Docket No. AD07-13-000, (FERC issued Nov. 14, 2007).

77. Enforcement Conference on Enforcement Policy, Docket No. AD07-13-000, (FERC issued Nov. 16,
2007).
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strength of a regulated company’s commitment to compliance,”’® thus removing
any remaining doubt that developing a “culture of compliance” should be a high
priority for energy companies.”

In addition, on May 15, 2008, the FERC adopted four related initiatives to
clarify its enforcement policies and practices:

e A Revised Enforcement Policy Statement® to provide guidance on
the factors that Enforcement Staff considers when determining
whether to open an investigation, the procedures that the FERC and
its staff will follow once an investigation is open, and how the
agency determines penalties;

e An Interpretive Order® expanding the FERC’s no-action letter
(NAL) process to allow market participants to seek enforcement
advice on all matters within the FERC’s jurisdiction except
hydroelectric project licensing, natural gas pipeline certification,
LNG terminal operations, and mandatory reliability standards
enforcement;

e A NOPR¥ to revise the rules governing off-the-record contacts and
separation of functions for the FERC employees; and

e A Final Rule® that establishes the right of entities to respond when
the FERC’s OE recommends that the FERC issue a Show Cause
Order.

Consistent with the requirements of the FERC’s Interpretive Order, on July
8, 2008, the FERC held a workshop to discuss various elements of a successful
compliance plan. The workshop panel included energy companies that provided
details of their company’s FERC regulatory compliance plans and discussed
ways to maintain a robust culture of compliance within their organizations. The
FERC is expected to hold additional workshops later in the year.

Details of the FERC’s recent enforcement settlements orders and policy
developments are summarized below.

78. Federal Energy Regulatory FERC, Statement: Chairman Joseph T. Kelliher's statement on
Enforcement  Policy Conference  (November 14, 2007), http://www.ferc.gov/news/statements-
speeches/kelliher/2007/11-14-07-kelliher.asp.

79. Id.

80. Enforcement of Statutes, Orders, Rules, and Regulations, 123 F.E.R.C. { 61,156 (2008) (2008
Revised Policy Statement).

81. Obtaining Guidance on Regulatory Requirements, 123 F.E.R.C. { 61,157 (2008) (Interpretative
Order Modifying No-Action Letter Process and Reviewing other Mechanisms for Obtaining Guidance).

82. Ex Parte Contacts and Separation of Functions, 123 F.E.R.C. 1 61,158 (2008) [hereinafter Ex Parte
NOPR].

83.  Submissions to the FERC upon Staff Intention to Seek an Order to Show Cause, 123 F.E.R.C. 61,159
(2008).
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A. FERC Enforcement Settlements

1. MGTC, Inc.®

MGTC owned and operated an intrastate pipeline system located in the state
of Wyoming. MIGC, a jurisdictional pipeline, provided open-access firm and
interruptible transportation services. MGTC held interruptible transportation
capacity on MIGC. Anadarko acquired MGTC and MIGC. After the
acquisition, Anadarko assessed MGTC operations which revealed violations of
the “shipper-must-have-title” requirement.*® The investigation revealed that
MGTC transported 17.2 Bcf of natural gas owned by Kinder Morgan customers
using interruptible transportation capacity on MIGC.%® Anadarko self-reported
to the FERC and the OE opened a preliminary, non-public investigation.

The OE and MGTC entered into an agreement wherein MGTC agreed to
pay a civil penalty of 300,000 dollars for violation of the FERC’s “shipper-must-
have-title” requirement and make a compliance report to the FERC.* In
assessing a penalty, the FERC relied on the following mitigating factors: (1)
Anadarko, MGTC’s new owner, promptly self-reported the violations; (2) the
violations occurred in a small geographic area in Wyoming; (3) there was no
demonstrable harm to the market or to market participants; and (4) Anadarko
exhibited exemplary cooperation.®

2. BP Energy Co.%

BP conducted a self-assessment to check its compliance with the FERC’s
capacity release policies and regulations. The self-assessment revealed
widespread violations of the applicable posting and bidding requirements for
capacity release, the shipper-must-have-title requirement, and the FERC’s
prohibition on buy-sell transactions. BP self-reported to the FERC and OE
opened a preliminary, non-public investigation that confirmed violations by BP
on fourteen interstate pipeline or storage facilities involving 49.3 Bcf of natural
gas.

Specifically, the FERC found that BP: (1) engaged in “flipping” 24.9 Bcf of
natural gas — a series of repeated short-term releases of discounted rate capacity
to two or more affiliated replacement shippers on an alternating monthly basis in
order to avoid the competitive bidding requirement for discounted long-term
capacity releases, (2) shipped 19.3 Bcf of natural gas owned by BP on
transportation capacity held by its asset management customers without a valid
release of that capacity to BP, and (3) transported and sold 5.1 Bcf of natural gas
through prohibited buy-sell transactions.® The OE concluded that BP’s
violations were primarily the result of inadequate internal review and approval

84. 121 F.E.R.C. 161,087 (2007).

85. Id.
86. Id.
87. Id.
88. Id.

89. 121 F.E.R.C. 161,088 (2007).
90. Id.
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mechanisms for identifying and correcting possible violations of the FERC’s
capacity release policies.

The OE and BP entered into an agreement wherein BP agreed to: (1) pay a
civil penalty of 7,000,000 dollars, and (2) make two semi-annual compliance
reports. In calculating the penalty, the FERC included the following mitigating
factors: BP (1) self-reported and cooperated with the investigation, (2)
uncovered the violations after conducting an internal investigation on its own
initiative, and (3) took immediate self-corrective action.”® However, the FERC
also had to take into account the seriousness, in terms of volume and scope, of
BP’s violations, as they involved 49.3 Bcf of gas transportation and storage over
fourteen pipeline systems. Moreover, the FERC found that BP’s flipping
violations were a deliberate attempt to circumvent FERC rules.

3. Entergy New Orleans, Inc. (ENOI).%

ENOI, a shipper with firm No Notice Service transportation capacity,
entered into a series of natural gas supply contracts wherein the supplier held
title to the gas while the gas was transported on ENOI’s capacity. ENOI self-
reported these shipper-must-have-title violations to the OE, which were
confirmed in a subsequent investigation. In this case, ENOI transported
approximately fifty Bcf of gas in violation of the shipper-must-have-title
requirement. However, ENOI argued that it arranged its contracts in this manner
in order to have the timing of the billing for the gas supply match the timing of
the delivery of the gas, for purposes of ENOI’s purchased gas adjustment filings
with New Orleans. According to ENOI, its staff did not realize until 2007 that it
was in violation of the shipper-must-have-title requirement.

ENOI and the OE reached an agreement wherein ENOI would pay a civil
penalty of 400,000 dollars for violation of the FERC’s “shipper-must-have-title”
requirement.®® In calculating the civil penalty, the FERC gave weight to the
following mitigating factors: (1) ENOI self-reported the violations, (2) ENOI’s
violations caused no demonstrable harm to the market or to market participants,
(3) the violations occurred on transportation used to serve only ENOI’s retail
customers, and (4) ENOI took prompt actions to remedy the violations.

4. Constellation New Energy - Gas Division, LLC (CNE-G.)*

CNE-G, a retail natural gas marketer, delivers natural gas to retail markets
in several states through interstate pipeline and storage capacity. An internal
review by CNE-G revealed possible violations of FERC requirements. An OE
investigation confirmed that CNE-G violated the FERC’s capacity release
policies, shipper-must-have-title requirements, and prohibition against buy-sell
transactions by engaging in flipping transactions. The flipping was part of a
scheme to circumvent the competitive bidding process for discounted, long-term
released capacity (12.9 Bcf of natural gas). CNE-G’s shipper-must-have-title
violations involved approximately 22.3 Bcf of natural gas transportation on

91. Id.
92. 122 F.E.R.C. 161,219 (2008).
93. Id.

94. 122 F.E.R.C. 161,220 (2008).
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eleven pipeline and storage facilities, and CNE-G transported and sold 266,085
decotherms (Dth) of gas through prohibited buy-sell transactions.

The OE and CNE-G entered into an agreement wherein CNE-G agreed to
pay a 5 million dollars civil penalty, disgorge unjust profits of 1,899,416 dollars
plus interest, and implement a compliance-monitoring plan pursuant to which
CNE-G would submit a compliance report on a semi-annual basis for a
minimum period of two years. In calculating the penalty, the FERC gave weight
to the following mitigating factors: (1) CNE-G self-reported and cooperated with
the investigation, (2) CNE-G uncovered the violations after conducting an
internal investigation on its own initiative, and (3) CNE-G took immediate self-
corrective action including disciplinary action against senior management.
However, the FERC also had to take into account: (1) the seriousness, in terms
of volume and scope, of CNE-G’s violations, as they involved 35.5 Bcf of gas
transportation and storage over thirteen pipeline systems; (2) the serious nature
of CNE-G’s flipping violations because those transactions were a deliberate
attempt to circumvent FERC rules; and (3) the role of CNE-G’s senior
management in the violations.*

B. FERC Enforcement Policy Developments

1. Revised Enforcement Policy Statement (Docket No. PL08-3)

The Revised Enforcement Policy Statement, which supersedes the 2005
Enforcement Policy Statement, carries forward many existing FERC
enforcement policies, but also provided some adjustments. For example, the
FERC provided additional guidance on factors considered in determining penalty
amounts, and identified the elements of a strong compliance program. The
FERC also adopted some procedural reforms, as discussed below.

With regard to penalty factors, the FERC again declined to create a standard
formula or schedule of penalties for specific types of violations. Instead, the
FERC provided more information on what it considers when assessing penalties
under its enforcement authority. For example, the FERC reaffirmed that a
primary consideration affecting the amount of a civil penalty is the seriousness
of the violation. In addition to those enumerated in the 2005 Enforcement Policy
Statement, the FERC identified several additional factors it examines in
determining the seriousness of a violation, including:®

e What, if any, harm was there to the efficient and transparent
functioning of the market?

e What are the earnings, revenues, and market share of the company
that is under investigation?

e What penalty amount best discourages improper conduct, while not
excessively discouraging beneficial market participation?

e What was the motivation of those accused of the improper conduct?

e Was the integrity of the regulatory process impaired?

95. Id.
96. Revised Policy Statement on Enforcement, 123 F.E.R.C. 1 61,156 (2008).
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e Was there risk of serious harm, even if the actual harm was slight or
non-existent?

The FERC also reaffirmed that, when calculating penalties, it considers the
nature and extent of the company’s internal compliance program in existence
when the violation occurred. Although the FERC’s assessments are made on a
case-by-case basis, the Revised Enforcement Policy Statement identified the
following actions as indicative of a strong compliance culture:”’

e Preparing an inventory of current compliance risks and practices;

e Creating an independent Compliance Officer who reports to the
Chief Executive Officer and the Board, or to a committee thereof;

e Providing sufficient funding for the administration of compliance
programs;

e Identifying measurable performance targets;

e Tying regulatory compliance to personnel assessments and
compensation, including management compensation;

e Providing for disciplinary consequences for infractions of the
FERC requirements;

e Providing frequent mandatory training programs, including relevant
“real world” examples and a list of prohibited activities;

e Implementing an internal “Hotline” through which personnel may
anonymously report suspected compliance issues; and

e Implementing a comprehensive compliance audit program,
including the tracking and review of any incidents of
noncompliance, with submission of the results to senior
management and the Board.*®

The Revised Enforcement Policy Statement reiterated the value of self-
reporting violations to the FERC, noting that in the cases where a self-report
ended in an enforcement action, the FERC would have imposed greater penalties
had the agency discovered the violation on its own. The FERC also identified
staff guidance as a factor in determining a civil penalty amount. If an entity
reasonably relies, in good faith, on staff guidance to engage in an activity that is
subsequently determined to violate the FERC’s rules and regulations, the entity
may still receive mitigation credit. On the other hand, if an entity seeks but then
ignores staff guidance on an activity that is subsequently found to violate the
FERC’s rules and regulations, ignoring the advice could be an aggravating factor
when the FERC sets a penalty. This addition to the list of factors the FERC uses
to determine a civil penalty is useful because the regulated community often
relies on informal (but non-binding) staff guidance, and may provide an
incentive to seek such guidance.

97. Id.
98. Id.
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2.990btaining Regulatory Guidance (Interpretive Order) (Docket No. PL08-
2)

The Interpretive Order was adopted in response to comments at, and
following the November 2007 Enforcement Conference, requesting more Staff
guidance on potential enforcement actions. A principal component of the
Interpretive Order is the expansion of the NAL process. Previously, the NAL
process was limited to questions concerning the Standards of Conduct for
transmission providers, Affiliate Restrictions for electric sellers, Codes of
Conduct for natural gas sellers, and the Market Behavior Rules. Now, market
participants can submit NAL requests on any issue that falls within the FERC’s
jurisdiction, except for issues related to hydroelectric project licensing, natural
gas pipeline certification, and LNG terminal operations.'® Enforcement of
reliability standards also is excluded because the North American Electric
Reliability Corporation (NERC)'™™ and the Regional Entities have front-line
responsibility for enforcement of those standards.

The Interpretive Order also announced the FERC’s intention to establish a
compliance “help desk” on the FERC website. The help desk will provide a
means for submitting questions on FERC’s regulations and will put a requestor
in touch with the right staff member at the FERC. In response to requests for
greater clarity in the FERC’s rules, the FERC directed its staff to hold occasional
workshops to discuss areas of concern regarding compliance. The FERC also
noted that Staff may use these workshops to develop and post additional FAQs
on the FERC web site.

3. NOPR on Ex Parte Contacts and Separation of Functions

In this NOPR, the FERC proposed that separation-of-function restrictions
between decisional employees (e.g., the FERC FERCers and their staffs) and
non-decisional employees would begin to apply when adversarial proceeding are
initiated, such as when a show cause order is issued or a civil action is
commenced.'® Prior to this time, all FERC employees may communicate with
each other on the investigation. In addition, as noted in the Revised
Enforcement Policy Statement, the subject of a Part 1b investigation cannot
communicate, in person or by telephone, with the FERC FERCers or their
assistants regarding the investigation. Such communications are limited to
written submissions.

The FERC also proposed to clarify that intervention is not permitted as a
matter of right in proceedings related to Part 1b investigations. The FERC may
allow interventions when a party has a clear interest in a matter and the
investigation is at a point where third-party involvement is warranted (e.g., in the
damages stage).

4. Submissions to the FERC upon Staff Intention to Seek a Show Cause

99. Obtaining Guidance on Regulatory Requirements, 123 F.E.R.C. 1 61,157 (2008).
100. Id.
101. Id.
102. Ex Parte Contacts and Separation of Functions, F.E.R.C. STATS & REGS. { 32,634 (2008).
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Order (Order No. 711)'®

The FERC has historically allowed its Enforcement Staff to determine
when an investigated entity could respond to a recommendation that the FERC
issue a show cause order. The FERC regulations now provide that, if Staff
intends to recommend that the FERC issue a show cause order, the subject, in
“all but extraordinary circumstances,” has the right to be informed of the
recommendation and to provide a written, non-public response to Staff’s
recommendation.’® After receiving staff’s notice, the subject has thirty days to
submit its response to staff.’®

I1l. RATES, TERMS AND CONDITIONS OF SERVICE
A. Rates

1. Florida Gas Transmission Company, LLC

On March 1, 2007, Florida Gas Transmission Company, LLC (Florida Gas)
filed to recover the depreciation expense and pretax return on certain defined
capital expenditures (Capital Costs) through a surcharge (Capital Surcharge)
under its Rate Schedules FTS-1 and SFTS pursuant to Article 1X of the
stipulation and agreement of settlement gsettlement), filed on August 13, 2004,
in Docket Nos. RP04-12 and RP00-387,'% and section twenty-six of the General
Terms and Conditions (GT&C) of its tariff. Following the receipt of a protest to
the filing, and Florida Gas’ answer, on March 30, 2007, the FERC accepted
and suspended the revised tariff sheet to become effective April 1, 2007, subject
to refund and further review. The March 30, 2007, order permitted the parties to
file a response to Florida Gas’ answer to the protests. Upon review of the record
in the proceeding, the FERC found that Florida Gas had sufficiently supported
its filing and removed the refund condition established by the March 30, 2007
Order.

Section twenty-six of the GT&C of Florida Gas’ FERC Gas Tariff defines
which costs are eligible for recovery pursuant to the Capital Surcharge.'®
Specifically, section twenty-six provides that Capital Costs are costs resulting
from capital additions placed into service and retirements of facilities removed
from service for those expenditures necessary to: “ (i) enhance system security
(Security Costs); (ii) comply with the provisions of the Pipeline Safety
Improvement Act of 2002 (PSIA) and regulations issued thereunder (Integrity
Costs); and (iii) relocate or replace portions of [Florida Gas’] system to
accommodate expansions or improvements to the Florida Turnpike, as required

103. Order No. 711, Submissions to the FERC upon Staff Intention to Seek an Order to Show Cause,
F.E.R.C. STATS & REGS. 131,270, 123 F.E.R.C. 1 61,159 (2008).

104. Id.
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106. Florida Gas Transmission Co., 109 F.E.R.C. 1 61,320 (2004) (The settlement was conditionally
approved by FERC order dated December 21, 2004).

107.  Florida Gas Transmission Co., 118 F.E.R.C. 1 61,264 (2007).

108. Id.



734 ENERGY LAW JOURNAL [Vol. 29:715

by the Florida Department of Transportation (Turnpike Costs) (collectively,
Capital Costs).”*®

The FERC stated that the central issue in this case involves the question of
how certain costs are to be allocated under a rate settlement between two rate
schedules on Florida Gas’ system: the “non-incremental system” Rate Schedule
FTS-1 and SFTS rates, or the “incremental system” Rate Schedule FTS-2 rates,
not the level of the Capital Costs to be recovered."® The FERC found that the
settlement and section twenty-six of the GT&C of Florida Gas’ tariff were
intended to establish a simple cost allocation process based on which facilities
are worked on, rather than requiring a difficult and highl}/ debatable analysis, of
which, customers benefit from the work performed." The FERC found,
consistent with the settlement and section twenty-six, that Florida Gas had
shown that the instant costs should be allocated to the Rate Schedules FTS-1 and
SFTS rates for non-incremental facilities.'*

2. Equitrans, L.P.

On March 1, 2007, Equitrans, L.P. (Equitrans) filed to institute a surcharge
to recover certain costs incurred by Equitrans under the PSIA.**® The surcharge
is based on a settlement approved by the FERC on April 6, 2006, in a “Section
4” rate case."* Equitrans asserted these costs are “Qualifying Costs” pursuant to
section thierty-eight of the GT&C of its tariff.™™ The filing was protested. On
March 29, 2007, the FERC issued an order,*® which accepted and suspended the
proposed tariff revisions, subject to refund and condition, and subject to the
outcome of a technical conference. A technical conference was convened and
comments were filed. On November 26, 2007, the FERC issued a letter order
which removed the refund condition, and accepted Equitrans’ proposal and the
subject tariff sheets effective April 1, 2007,**” without further condition.

3. NSTAR Gas Company v. Algonquin Gas Transmission, LLC"®

On February 14, 2008, the FERC issued an order on complaint and offer of
settlement that included approval of two limited Section 4 rate filing by
Algonquin Gas Transmission, LLC (Algonquin).**®* On April 9, 2007, NSTAR
Gas Company (NSTAR) filed a complaint against Algonquin alleging that
Algonquin’s potential curtailment of service on its J-2 pipeline, in order to
inspect the pipeline in compliance with the United States Department of

109. ld.
110. Id.
111, Id.
112, Id.
113.  Equitrans, L.P., 115 F.E.R.C. 1 61,007 (2007).
114. Id.

115.  Letter Order, Equitrans, L.P., 121 F.E.R.C. § 61,199 (2007) (§ 38 is entitled “Pipeline Safety Cost
Tracker (PSCT) Mechanism,”).

116. Equitrans, L.P., 118 F.E.R.C. 1 61,258 (2007).

117. Equitrans, L.P., 121 F.E.R.C. 1 61,199 (2007).
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Transportation (DOT) inspection requirements, violates Algonquin’s tariff and
firm service contract with NSTAR. Following the filing of the complaint,
Algonquin and NSTAR participated in FERC-sponsored mediation in an effort
to resolve the proceeding.

“On October 16, 2007, Algonquin and NSTAR filed a Stipulation and
Agreement pursuant to Rule 602 of the [’FERC’s] regulations purporting to
resolve all issues raised by the complaint.”**® The FERC found that, “the
proposed settlement contemplate[d] actions requiring separate authorizations
from the [FERC] which cannot be issued in this proceeding and which will affect
entities that are not parties to this proceeding and/or were excluded from the
negotiations leading to the proffered settlement.”** The FERC found that, “the
proposal set forth in the Stipulation and Agreement between Algonquin and
NSTAR generally provide[d] a reasonable framework for addressing the
problems highlighted by NSTAR’s complaint” and the proposal was
preliminarily approved by the FERC, “pending the filing and [FERC]
consideration of appropriate applications.™® Two of those applications
involved the filing of limited Section 4 filings.

The FERC authorized Algonquin to make a limited Section 4 filing to
provide that shippers who do not contract for service on the combined J-2
facility will not have access to delivery points downstream of the head of that
facility and to remove the costs of the existing facilities from its system rates.
The order noted that the limited Section 4 filing will not take effect until the in-
service date of the new J-2 facilities, which is not expected to occur until
approximately eight months after the end of the December 31, 2008, rate
moratorium. However, to the extent the timing of that filing raises issues related
to the rate moratorium, the FERC stated that those issues could be better
addressed in that proceeding.'?

In addition, the FERC noted that it cannot change Algonquin’s rates for its
existing services in a “Section 7” proceeding.””® The FERC stated that the
settlement’s proposal to remove the ability of existing shippers to access the
existing J-2 pipeline under the system rate is a change to an existing term and
condition of service, and cannot be approved in a Section 7 proceeding.’®
Therefore, the FERC authorized Algonquin to file a limited Section 4 proceeding
to remove the delivery point at the end of the J-2 system from the list of delivery
points available for use by shippers on the mainline system, and add to that list a
delivery point at the head of the facilities. The FERC found that,

[i]n proposing such a change, which will serve to remove the availability of the

existing J-2 pipeline from Algonquin’s mainline system and to designate it as a new
lateral pipeline that will be subject to the new incremental recourse rate, Algonquin
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must also remove all costs associated with the existing J-2 pipeline from its system
rate as the mainline rate will no longer provide any access to the J-2 facilities.

Until Algonquin receives authorization to make this change to its tariff, it
will be required to continue to provide service on the J-2 pigeline under its
existing interruptible and/or secondary firm service obligations.*

4. Discovery Gas Transmission, LLC'?®

On March 6, 2008, Discovery Gas Transmission, LLC (Discovery) filed
tariff sheets in Docket No. RP08-70-001 to comply with the FERC’s Letter
Order issued February 5, 2008."® The February fifth Order approved a
Stipulation and Settlement Agreement (Settlement) for all consenting parties. In
the March sixth compliance filing, Discovery included the calculation of its
initial Hurricane Mitigation & Reliability Enhancement (HMRE) surcharge to be
effective January 1, 2008. Discovery states that the calculation derives an initial
HMRE surcharge that is slightly less than that estimated in the settlement.**
The initial costs to be recovered by Discovery are 1,649,870 dollars for an initial
HMRE Surcharge of 0.0096 dollars/Dth. On April 4, 2008, the Director of the
Office of Energy Market Regulation issued a letter order that accepted the
compliance tariff sheets to become effective January 1, 2008.**

B. Policy Statement on the Use of Master Limited Partnerships (MLPs) for
Return on Equity (ROE) Determinations

On April 17, 2008, the FERC issued a statement of policy concerning
employing publicly traded MLPs as proxy companies for the purpose of
establishing the allowed rate of ROE in determining rates for jurisdictional oil
and natural gas pipelines.”** The MLP Policy Statement establishes a policy of
permitting MLPs to be included in proxy groups used to determine return on
equity for gas and oil pipelines, subject to case-by-case determinations of the
propriety of relying on the particular entities proposed and to other parameters
stated by the FERC."* The new policy will apply, the FERC held, to all oil and
gas pipeline rate proceedings pending before the FERC on the date of the

126. Id. at 61,136.

127, ld.
128. 122 F.E.R.C. 161,099 (2008).
129. ld.
130. Id.
131, Id.

132.  Composition of Proxy Groups for Determining Gas and Oil Pipeline Return on Equity, 123 F.E.R.C.
161,048 (2008) (The MLP Policy Statement was the culmination of a proceeding the FERC initiated with its
issuance of a proposed policy statement on July 19, 2007); see also, Composition of Proxy Groups for
Determining Gas and Oil Pipeline Return on Equity, 120 F.E.R.C. § 61,068 (2007) [hereinafter Proposed
Policy Statement]. The Proposed Policy Statement solicited initial and reply comments from interested parties.
After receipt of those comments, the FERC determined that it required additional information on the issue of
the proper growth rates to use for MLPs in the DCF analysis the FERC uses to establish pipeline rates of return
on equity. The FERC thus convened a technical conference and solicited additional comments and reply
comments on that topic. See also, Composition of Proxy Groups for Determining Gas and Oil Pipeline Return
on Equity, Notice of Technical Conference and Request for Additional Comments, 121 F.E.R.C. § 61,165
(2007).

133. 123 F.E.R.C. 161,048.
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policy’s adogption in which the return on equity had not yet been finally
determined.**

The FERC explained that changes in the pipeline industry created the need
for it to examine the use of MLPs as proxy companies for purposes of applying
the discounted cash flow (DCF) model it employs to establish the rate of return
on equity.® The FERC historically required proxies to meet three criteria: (1)
that “the [entity’s common] stock must be publicly traded”'*’, (2) that “the
company be recognized [by investors as a pipeline company] and [that] its stock
must be recognized and tracked by an investment information service such as
Value Line,”" and (3) that “pipeline operations constitute a high proportion of
the company’s business.”**® However, due to mergers, acquisitions and other
developments, the number of gas pipeline corporations that meet these criteria
has declined. Further, there are no oil pipeline corporations that can be used as
proxies for regulated oil pipelines.™*® Also, the FERC noted, the United States
Court of Appeals for the District of Columbia Circuit, in a decision handed down
approximately one month after the FERC issued the Proposed Policy
Statement,™®® established that it is “crucial that the firms in the proxy group be
comparable to the regulated firm whose rate is being determined,”*" i.e., the
proxies must be “risk-appropriate.”*

Based on the record developed in response to the Proposed Policy
Statement, the FERC determined that it will allow MLPs in proxy groups used to
determine return on equity for natural gas and oil pipelines. The FERC reasoned
that the transfer of increasingly extensive gas pipeline assets to publicly traded
MLPs, “whose business is narrowly focused on pipeline activities,”*** means that
pipeline MLPs “are likely to be more representative of predominantly pipeline
firms than the diversified gas corporations still available for inclusion in a proxy
group.”™* In addition, the FERC stated, proxy groups that include gas pipeline
MLPs should be more comparable in terms of business risk than the diversified

134. 123 F.E.R.C. 161,048 at P 54, 116.

135. The DCF model “is based on the premise that ‘a stock’s price is equal to the present value of the
infinite stream of expected dividends discounted at a market rate commensurate with the stock’s risk.”” 123
F.E.R.C. 1 61,048 at P 4, quoting Canadian Ass’n of Petroleum Producers v. F.E.R.C., 254 F.3d 289, 293
(D.C. Cir. 2001). The FERC uses the DCF formula to solve for the rate of return that investors require to invest
in jurisdictional pipelines’ equity securities (common stock, in the case of corporations, or limited partnership
(LP) units, in the case of MLPs). Since most jurisdictional oil and gas pipelines are subsidiaries of other entities
and do not have publicly traded equity securities, “the [FERC] must use a proxy group of publicly traded firms
with corresponding risks to set a range of reasonable returns for both natural gas and oil pipelines.” 123
F.E.R.C. 161,048 at P 7. After determining the range of returns for the proxy group, “the [FERC] assigns the
pipeline a rate within that range or zone, to reflect specific risks of that pipeline as compared to the proxy group
companies.” Id.

136. 123 F.E.R.C. 161,048 atP.8

137, ld.
138. ld.
139. Id.atP1.

140. Petal Gas Storage, LLC v. F.E.R.C., 496 F.3d 695 (D.C. Cir. 2007) [hereinafter, Petal].
141. 123 F.E.R.C. 161,048 at P 48.

142.  1d., quoting Petal, 496 F.3d at 699.

143. Id.at P 49.

144. |d.
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gas companies on which the FERC previously relied.'* MLPs are the only
publicly traded entities engaged in the oil pipeline business, so MLPs are “the
most representative group for determining the equity cost of capital for oil
pipelines.”**

The FERC did not, however, decide which corporations or MLPs should or
should not be included in proxy groups. Instead, it left that determination to be
made in individual pipeline rate cases.

Having determined that MLPs are eligible to be included in proxy groups,
the FERC also addressed a number of issues concerning how MLPs’ financial
data will be used in DCF calculations. Specifically:

The entire amount of an MLP’s cash distributions to unit holders will be
used to calculate the MLP’s yield. The FERC concluded that its previously
proposed cap on such distributions at an amount equal to the MLP’s earnings per
unit would be inconsistent with the DCF theory because it would use less than
the maLléet—determined yield of MLPs in the calculation of the required return for
MLPs.

It is unnecessary to address the long-term sustainability of MLP earnings
generally, or of any particular MLP proxy. If earnings are not sustainable, that
will be reflected in analysts’ projected rates of growth and, ultimately, in the
market price for the MLP units.**

The five-year earnings growth projections published by Institutional
Brokers’ Estimate System (IBES) should be used as the short-term growth factor
for MLP proxies, just as they are for proxy companies that are corporations.

The long-term growth factor for MLP proxies should be equal to one-half
the estimated rate of long-term growth in U.S. gross domestic product (GDP),
which is used as the long-term growth factor for corporation proxies. Based
primarily on evidence that several major investment banks use long-term growth
rates for MLPs that are less than the long-term GDP growth rate, the FERC
concluded that investors generally expect MLPs’ long-term rate of growth to be
substantially less than GDP growth.'* This is also consistent, the FERC stated,
with the fact that MLPs are limited by law to a narrower range of investment
opportunities than corporations and their relatively greater reliance on external
sources of capital, rather than retained earnings, to finance their growth."® The
FERC selected fifty percent of the long-term GDP growth projection based on
the range of long-term MLP growth rates used by investment houses.*

The short-term and long-term growth factors will be weighted two-
thirds/one-third, respectively, for MLP proxies, just as they are for corporation
proxies.

145.  Id.

146. Id.

147. Id. at PP 57-62.
148. Id. at PP 64-65.
149. Id.

150. Id. at PP 89-94.
151.  Id.atP 96.
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C. Hourly Flexibility for Transportation Service'*

On December 7, 2007, Columbia Gas Transmission Corporation
(Columbia) filed tariff sheets to establish an hourly no-notice summer-only
transportation service via Rate Schedule NTS-S (NTS-S Service) designed to
provide enhanced summer-only hourly flexibility exceeding 1/24th of a shipper s
MDQ.™* Columbia proposed NTS-S Service to allow electric generators, as
well as other shippers valuing enhanced hourly service, to take firm services
more tailored to their needs, especially for scheduling and dispatching gas-fired
electric generation and scheduling the gas necessary to fuel such generators. On
March 20, 2008, the FERC issued an order™* accepting the proposed tariff sheets
as proposed:

Columbia state[d] that NTS-S Service would allow shippers to accelerate flow rates
without notice during any hour within the gas day, by permitting them to take up to
their Maximum Hourly Quantity (MHQ) and up to the MDQ set forth in their
service agreement without submitting an accurate nomination.  Columbia
explain[ed] that, as with its existing Rate Schedule NTS... transportation service,
NTS-S Service will be provided on a no-notice basis and will benefit shipperslg)sy
providing the means of avoiding Columbia’s Delivery Point Scheduling Penalty.

* * %
[The proposed] “NTS-S Service will provide the flexibility on any hour during the
gas day to request deliveries of gas from Columbia that exceed the quantities of gas
the customer has scheduled to be received by Columbia, without incurring an
overrun charge except that a shipper’s MHQ cannot be less than 4.17 percent or
exceed 100 percent of its MDQ. Columbia’s shippers taking Off-Peak Firm
Transportation Service (OPT Service) and FTS Firm Transportation Service (FTS)
[had a] one-time right to convert their summer period service to NTS-Sls§ervice
while retaining their firm rights to winter firm capacity under OPT or FTS.

* * %
[Columbia stated that, as with Columbia’s existing NTS service] “customers will
have a running Gas Supply Quantity (GSQ) balance that, to the extent drawn upon
during the month (i.e., when deliveries exceed GSQ draws), must be replenished by
the customer no later than the last day of the month immediately following the
month in which the GSQ draws were taken. A shipper failing to replenish its GSQ
balance must pay a penalty equal to the unreplenished quantity multiplied by 120
percent of the applicable index price for gas delivered to “Columbia Gas
TransmE?iOn Corporation, Appalachia,” as reported in Inside FERC s Gas Market
Report.

However, Columbia noted that, unlike NTS Service, NTS-S Service will be
provided only during the summer season (April first through September
thirtieth).™™® Columbia stated that transportation capacity under Rate Schedule
NTS-S will be subject to capacity release.™™ However, the capacity will be
released as if under Rate Schedule FTS, unless the customer’s GSQ is also
released to the replacement shipper.

152. 122 F.E.R.C. 161,239 (2008).

153.  ld.
154. Id.
155. Id.atP4.
156. Id.
157. ld.atP5.
158. Id.

159. Id.atPé6.
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In order to provide NTS-S Service to a wide array of shippers, Columbia
stated that NTS-S Service would be provided to all primary points of delivery on
its system regardless of whether they are directly connected or are equipped with
electronic metering and flow control devices.® Instead of requiring this
equipment, Columbia stated that it will manage NTS-S Service using its SST
Service shippers’ coinciding summer season (April first - September thirtieth)
fifty percent contract demand reduction.'® If hourly customers abuse over-
takes, Columbia stated that it would require them to install flow control devices
at their own expense.’® Subject to operational availability, shippers may use
secondary points of receipt and other qualified points of delivery on Columbia’s
system as secondary points of delivery.

The March twentieth order noted that the FERC had approved hourly firm
transportation services for numerous pipelines,’® and hourly no-notice services
similar to the one Columbia is proposing here.’® The FERC found that NTS-S
Service will benefit electric generators (as well as other shippers valuing
enhanced hourly service) by providing firm services more tailored to their
specific needs. The order stated that NTS-S Service’s flexibility for scheduling
gas should improve both the scheduling of gas used to fuel electric generators,
and the scheduling and dispatch of gas-fired electric generation, thereby
furthering the FERC’s goal of improving reliability in the gas and electric
industries.*®®

With regard to charges for shippers converting to NTS-S service, Columbia
proposed that when considering a request to convert to NTS-S Service, it will
project the total demand revenues lost under the OPT or FTS contracts and
compare it to the total projected demand revenues for the requested NTS-S
Service.*® If conversion would cause Columbia to lose revenues, it reserved the
right to reject the request. The FERC found Columbia’s proposal is reasonable
as a condition of allowing conversion to the new service.’® The FERC found
this consistent with established precedent keeping pipelines whole (revenue-

160. ld.atP7.
161.  ld.
162. Id.

163. El Paso Nat. Gas Co., 112 F.E.R.C. 1 61,150 (2005), order on technical conference, 114 F.E.R.C. {
61,305 (2006), reh’g denied, 116 F.E.R.C. 1 61,016 (2006), order approving settlement, 120 F.E.R.C. 61,208
(2007); Great Lakes Gas Transmission Ltd. P’ship, 120 F.E.R.C. { 61,105 (2007); Vector Pipeline, L.P., 103
F.E.R.C. 1 61,391 (2003), order accepting settlement, 106 F.E.R.C. { 61,071 (2004); Portland Nat. Gas
Transmission Sys., 106 F.E.R.C. 1 61,289 (2004), reh’g denied, 110 F.E.R.C. | 61,375 (2005), order on
compliance filing, 111 F.E.R.C. { 61,430 (2005).

164. El Paso Nat. Gas Co., 112 F.E.R.C. 1 61,150 (2005), order on technical conference, 114 F.E.R.C. |
61,305 (2006), reh’g denied, 116 F.E.R.C. 1 61,016 (2006), order approving settlement, 120 F.E.R.C. 1 61,208
(2007) (approving implementation of hourly no-notice service under Rate Schedule NNTH).

165. Order No. 698, Standards for Business Practices for Interstate Natural Gas Pipelines; Standards for
Business Practices for Public Utilities, F.E.R.C. STATS. & REGS. { 31,251 (2007) (codifed at 18 CFR pts. 38,
284).

166. 122 F.E.R.C. 161,239 atn. 24.

167. Id.
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wise) when allowing shippers to convert their service'™ for example, allowing
pipelines to assess a surcharge for any revenue shortfall due to converting from
one rate schedule to another.

A comment was filed stating that Columbia’s proposed service was
unacceptable because Columbia has not demonstrated that it cannot provide a
comparable hourly service throughout the year.'® The FERC stated it does
not require pipelines to offer any hourly services.'® The FERC found
Columbia’s proposal to limit its proposed hourly service to the summer
reasonable, in light of its assertion that the service will use capacity made
available due to the fifty percent reduction in contract demand for SST Service
during the Summer Period.""

Parties asserted that because NTS-S Service will use capacity available
from seasonal reductions in contract demand for Rate Schedule SST, the costs of
NTS-S Service have been allocated to other services and are already being
recovered.'’” The FERC responded that in-between rate cases, the FERC accepts
initial rates for new services if designed properly based on a currently-approved
cost-based rate.'”® Issues regarding the levels and allocation of costs can be
addressed in the pipeline’s next rate case. Here, Columbia’s NTS-S Service
rates are appropriately based on its existing no notice NTS Service rates, and are
adjusted to give consideration to the hourly flexibility under this new service.
The FERC also found that the proposed rates were consistent with rates allowed
for enhanced hourly flexible no notice service on other pipelines.” Based on
these factors, the FERC found Columbia’s proposed rate formula to be
adequately supported.

D. Nonconforming Service Agreements

Pipelines must include in their tariff a form of service agreement, and file
for review any contract that deviates materially from that form of service
agreement.'” A material deviation includes ““any provision of a service
agreement which goes beyond the filling in of the spaces in the form of service
agreement with the appropriate information provided for in the tariff and that
affects the substantive rights of the parties.”*’® Where terms materially deviate
from the tariff, the FERC typically requires that the terms be removed from the

168. Transcontinental Gas Pipe Line Corp., 67 F.E.R.C. 1 61,372 at 62,269 (1994); Texas Eastern
Transmission Corp., 63 F.E.R.C. 1 61,100, at 61,445 (1993), order on reh’g, 64 F.E.R.C. { 61,305, at 63,274
(1993).

169. 122 F.E.R.C. 161,239 atn. 27.

170.  Id.
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172, ld.

173.  See, generally, Panhandle Eastern Pipeline Co., 90 F.E.R.C. 1 61,119 (2000).

174, 1d.

175. 18 C.F.R. §§8 154.1(d), 154.110 (2008).

176. Transwestern Pipeline Co., LLC, 121 F.E.R.C. { 61,110 at P 12 (2007) citing Columbia Gas
Transmission Corp., 97 F.E.R.C. 161,221 at 62,002 (2001).
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contract unless they are made available to similarly situated shippers under the
tariff. The FERC continues to refine the scope of “material deviation.”*"’

1. Northern Natural Gas Co.

Northern Natural Gas Co.,*"® filed for FERC approval of a non-conforming
service agreement that provided the particular customer with the right to receive
gas at an hourly flow rate of up to 4.16 percent of its contract entitlement, rather
than that percentage of the confirmed volumes scheduled, as was provided to
other customers under the general terms of the tariff. Certain other customers
protested that allowing only this one customer 4.16 percent of contract
entitlement rather than of scheduled volumes, provided that customer with an
undue preference.”® The FERC, affirming Columbia’® and Transwestern,*®
found that the enhanced hourly flow right was a material deviation from the form
of service agreement, which would not be approved because it would provide a
level of flexibility that is unavailable to other customers. The FERC, thus,
conditioned acceptance of the provision on the pipeline’s revising its tariff to
“offer the hourly flow right on a generally applicable basis to all similarly
situated shippers and operators.”*®? The FERC also found that a provision in the
filed contract that required that the pipeline to take certain actions depending on
the FERC’s disposition with respect to the filed agreement, was materially non-
conforming, but would be approved because it did not affect the quality of
service the customer would receive and thus did not pose a risk of undue
discrimination against similarly situated other customers.*®®

2. Stingray Pipeline Company, L.L.C.

In Stingray Pipeline Company, LLC,** as a part of an effort to standardize
and clarify its tariff provisions and procedures for implementing discounted
rates, the pipeline filed for FERC review a number of service agreements that
were potentially non-conforming in various respects. For the most part, these
agreements had been in effect and service provided there-under for some years.
The FERC found that all of the agreements contained provisions that deviated
from Stingray’s respective pro forma service agreements, and were thus each
“non-conforming.” It found that the “vast majority of material deviations”
identified in Stingray’s agreements [were] permissible, [because] they [were]
either “allowed under [the pipeline’s] generally applicable tariff, or [were]
administrative or non-substantive in nature and [thus] pose[d] no threat of undue

177. East Tennessee Natural Gas Company, 107 F.E.R.C. 161,197 (2004). (In various orders, the FERC
has determined that the following negotiated terms, among others, would be considered material changes to the
form of service agreement: assignment clause, predetermination (termination) clause, “regulatory matters and
the rights of parties to renegotiate the service if the [FERC] modifies the agreement,” choice of law, provider of
last resort rights, and pressure and hourly flow obligations.) 1d. at P 24.

178. 123 F.E.R.C. 161,014 (2008).

179. Id.atP3.

180. 97 F.E.R.C.161,221.

181. 121 F.E.R.C.Y61,110.

182. 123 F.E.R.C. {61,014 at P 10.

183. Id.atP14.

184. 121 F.E.R.C. 161,216 (2007).
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discrimination among shippers.”*® The FERC accepted the agreements subject
to certain conditions relating to specific non-conforming provisions, discussed
below.

The FERC required removal from certain agreements of provisions for
“retroactive billing,” which allowed the retroactive removal of a discount applied
if a shipper transported all natural gas produced from a specified block or blocks
on the pipeline’s system, but it was later revealed that the shipper violated that
condition.’® Applying an earlier order on the same pipeline system,'®’ the FERC
found that the discount could be removed only prospectively.™®

Relying on its ruling in ANR Pipeline Co.'® the FERC found that
provisions in one contract allowing a shipper to unilaterally adjust its contractual
MDQ during the term of the contract offered too much potential for undue
discrimination among shippers, and must be removed, unless the pipeline offered
the provision to all shippers through its tariff."®

The pipeline recognized that a provision in an agreement that a discount
would be removed if the capacity was assigned was against FERC policy™** and
stated it would not enforce it. The FERC ordered the provision removed from
the contract.*®?

The FERC in an earlier order on the same pipeline ruled that the pipeline
could require shippers to obtain its consent to the assignment of a reserve
dedication agreement that provided a discount and underlying service agreement
to another party, so that Stingray can review such matters as the creditworthiness
of the new shipper.193 It found, however, that, assuming consent to the
assignment of the underlying service agreement and reserve dedication, the
pipeline must permit assignment of the discounted rate to the new owner of the
dedicated reserves. Thus, the FERC required removal of a contract provision
which apPeared to give discretion to the pipeline to not allow assignment of the
discount."*

The FERC also granted the pipeline waiver of section 154.601 of its
regulations. The FERC allowed the agreements to remain in effect, subject to
the conditions set out in the order, pursuant to amendments to the contracts,
rather than superseding executed service agreements, as would otherwise have
been required by the regulation.'®

185. Id.atP 10.

186. Id.at11-16.

187.  Stingray Pipeline Co., LLC, 115 F.E.R.C. { 61,161 at P 7, order on clarification and compliance
filing, 117 F.E.R.C. 1 61,028 (2006).

188. 121 F.ER.C.161,216atP 12.

189. 97 F.E.R.C. 161,224 at 62,025 (2001).

190. 121 FE.R.C.161,216atP 14.

191. Natural Gas Pipeline Co. of America, 77 F.E.R.C. 1 61,028 (1996).

192. 121 F.ER.C.161,216atP 15.

193. 115F.E.R.C. 161,161 (2006), order on clarification and compliance filing, 117 F.E.R.C. 1 61,028 at
PP 10-11 (2006).

194. 121 FE.R.C. 161,216 at P 20.

195. Id.at PP 21-22.
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3. lroquois Gas Transmission, LP

In two orders involving a filing by Iroquois Gas Transmission, LP,*% the
FERC addressed a non-conforming, negotiated rate agreement that granted to a
particular customer flexible receipt point rights and the right to a contract
demand adjustment. The FERC had initially identified this contract as
potentially creating material deviations from the form of service agreement, and
sought additional information about the length of the agreement, whether it was
in fact interim in nature, and whether it would affect other shippers’ rights.'?’
The pipeline submitted further justification for the contract, explaining that the
contract provisions were not interim, but that following the completion of the
proposed “Market Access” expansion project, the shipper would have similar
rights, which could not be available to other shippers due to operational
constraints. In the February fifth Order, the FERC restated its conclusion that
providing one shipper with a “special right” to modify primary points and to
adjust contract demand posed the potential for harm to other shippers, but that it
had appeared that the right might be of an interim nature pending completion of
the expansion project.'® Although the FERC was potentially willing to permit
such non-conforming rights as a temporary measure, it found that the proposal to
make such rights permanent impermissibly conflicted with the FERC’s policy in
this regard, and required that these provisions be removed from the contracts.'”
On rehearing, the pipeline undertook to revise the long-term provisions of the
contract, but sought permission to include the special provisions permitting
flexibility as to primary point and contract demand based on the unique
operational needs of the shipper during the period prior to completion of the
pipeline expansion project, with the assurance that the special rights would not
be part of the long-term contract to take effect after the pipeline project is
completed. On rehearing, the FERC determined to permit the flexible receipt
point/contract demand adjustment provision during the duration of an interim
contract to terminate upon the in-service date of the Market Access Project.?®
The FERC noted the special operational circumstances and the lack of impact on
other cz%sl;tomers as grounds permitting these material deviations for an interim
period.

196. Iroquois Gas Transmission, LP, 122 F.E.R.C. { 61,102 (February 5, 2008), order on reh’g, 123
F.E.R.C. 161,171 (May 16, 2008).

197. Iroquois Gas Transmission, LP, 121 F.E.R.C. 1 61,212 (2007).

198. Iroquois Gas Transmission System, LP, 122 F.E.R.C. 1 61,102 (2008).

199. Id.at PP 10-11.

200. Iroquois Gas Transmission System, LP., 123 F.E.R.C. 161,171 (2008).

201. Id.at PP 14-15.
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IV. INFRASTRUCTURE

A. Pipeline Projects

1. CIG High Plains

On March 21, 2008, the FERC authorized CIG to construct an 899,000
dekotherms of gas per day (Dth/d) mainline that extends from Cheyenne to
Watkins and the Young Gas Storage (Young Storage) facility in the Front Range
of Colorado to expand CIG’s capacity and establish six new services utilizing
the new transportation and storage capacity.””> The lateral on the project from
Watkins to Young Storage will be adjacent to CIG’s existing mainline; the
lateral on the project from Cheyenne to a location on the Watkins-Young lateral
will not be adjacent to the existing mainline from Cheyenne to Watkins. (On
June 27, 2008, CIG asked the FERC to allow CIG to make an upward revision in
the incremental transportation rates that will apply to the Project.)

a. Bundled Storage-Transportation Service

CIG proposed to offer firm unbundled storage service (Rate Schedule FS-
Y), interruptible storage (Rate Schedule IS-Y), and an hourly balancing service
that relies on a bundling of CIG transportation capacity and Young Storage
capacity pursuant (Rate Schedule TSB-Y).?®® In order to provide these services,
CIG proposed to acquire capacity on Young Storage by acquiring Young Storage
capacity from Public Service Company of Colorado (PSCo), which is a large gas
utility in the Denver, Colorado area. Windy Hill Storage (Windy Hill) argued
that this bundling of Young Storage capacity, and CIG transportation capacity,
gives CIG an unfair competitive advantage over Windy Hill and other storage
companies. The FERC rejected this argument. The FERC said that CIG’s
proposal to acquire capacity on Young Storage is consistent with the FERC’s
policy of allowing a pipeline to acquire capacity on another pipeline.®® The
FERC said that although it does require a pipeline to offer services on an
unbundled basis, the FERC allows a pipeline to offer additional services that
involve bundling if this provides increased flexibility to customers. The FERC
cited no-notice service and enhanced hourly flow service as examples where
bundling of transportation and storage is allowed. The FERC said that the TSB-
Y hourly balancing service is similar to the bundled service that the FERC has
previously authorized.?® The FERC also noted that CIG developed TSB-Y
service in response to PSCo’s need for access to gas supply on short notice in
order to serve PSCo’s gas-fired generation in conjunction with wind power
currently being developed.

202. Colorado Interstate Gas Co., 122 F.E.R.C. 1 61,256 (2008).
203. Id.atP68.
204. Id.atP76.
205. Id.atP37.
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b. Interconnections with CIG Storage

Windy Hill argued that CIG’s plan to construct interconnections on High
Plains with CIG affiliate Young Storage and CIG’s proposed Totem Storage
Project (Totem) would give Young and Totem an unfair competitive advantage
over Windy Hill. CIG replied that Windy Hill never asked that High Plains
construct a tap with Windy Hill, and that CIG would review such a request when
and if High Plains submits the request. The FERC agreed. The FERC pointed to
its so-called Panhandle policy of requiring a pipeline to construct (though not
necessarily pay for) an interconnection sought by a party if the following
conditions are satisfied:

the party seeking the interconnection must be willing to bear the cost of

construction of the interconnection;(2) the proposed interconnection must not

adversely affect the pipeline’s operations;(3) the proposed interconnection and
resulting transportation must not diminish service to the pipeline’s existing
customers;(4) the proposed interconnection must not cause the pipeline to be in
violation of any applicable environmental or safety laws or regulations with respect

to the facilities required to establish an interconnection with the pipeline’s existing

facilities; and(5) the proposed interconnection must not cause the pipeline to be in

violation of its right-of-way agreemen%eor any other contractual obligations with
respect to the interconnection facilities.

The FERC said that this “Open Tap” policy means that if Windy Hill asks
CIG to interconnect the Windy Hill facility with High Plains, and these five
Open Tap conditions are satisfied, CIG must allow the interconnection. The
FERC said that CIG can agree to bear some or all of the costs of the
interconnection where it reasonably determines there are shipper commitments
and charges that provide an adequate economic basis for the connection or
otherwise creates commercial opportunities or other benefits for CIG’s
operations.””’

c. Incremental Rates

The proposed incremental maximum tariff reservation rate for firm
transportation on the High Plains Expansion Project (Rate Schedule TF-HP) is
3.7271 dollars per Dth, and the proposed commodity recourse rate is 0.0012
dollars per Dth (Sixth Revised Sheet No. 7A), resulting in a 100 percent load
factor incremental recourse rate on the High Plains Expansion Project of 0.1238
dollars per Dth.?®® The Indicated Shippers protested these rates because they are
significantly lower than the maximum tariff rate applicable to Existing System.
The Existing System recourse reservation rate for firm transportation (Rate
Schedule TF-1) is 9.6477 dollars per Dth, and the recourse commodity rate is
0.0170 dollars per Dth resulting in an existing 100 percent load factor rate of
0.3344 dollars per Dth.”® The Indicated Shippers argued that the FERC’s policy
is that a pipeline must apply its existing maximum applicable Part 284°™° rate as
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the initial recourse rate for an expansion if the calculated recourse rate is less
than the Part 284 rate. The Indicated Shippers said that this policy applies with
special force here because High Plains will essentially be an operational loop of
CIG’s mainline from Cheyenne to Watkins.*!

The FERC rejected the Indicated Shippers’ arguments, and approved the
proposed incremental rates.”** The FERC said that its policy is that an expansion
must rely on the pipeline’s existing transportation rate but only if the expansion
will be operationally integrated with the pipeline’s existing system.”® The
FERC determined that High Plains will not be integrated with CIG’s system.
The FERC noted that High Plains will not use any existing pipeline segment on
CIG’s mainline system and there are no interconnections between the facilities
that would allow gas to flow from one system to another.”* The FERC also
noted that the existing compression facilities on CIG’s mainline system will not
be used to effectuate High Plains’ receipts and deliveries.”” Instead, the
operation of the High Plains system will be driven by the pressure supplied by
the interconnecting pipelines, whether from the compression of Rockies Express,
WIC or Cheyenne Plains at the Cheyenne Hub or from the storage facilities of
Young Storage. The FERC noted that the only interrelationship between High
Plains and CIG’s existing system is the Watkins air blending facilities which will
be utilized to meet certain gas quality standards. But, the FERC pointed out that
these air blending facilities are incrementally priced to existing shippers and will
also be incrementally priced to High Plains’ shippers that use the air blending
facilities. The FERC also noted that High Plains’ shippers will pay the fuel
associated with the use of the air blending facilities. The FERC said that this
means that both CIG’s existing and expansion shippers will be responsible for
their proportional share of the costs of the air blending facilities.”® The FERC
also rejected the Indicated Shippers’ argument that PSCo will decontract its
capacity on CIG’s existing system to obtain the much cheaper capacity on High
Plains. The FERC said that this allegation is speculative, and that if
decontracting occurs, CIG would have to file a rate case to try to shift costs to
remaining shippers.?*’

2. REX-East

On May 30, 2008, the FERC authorized Rockies Express to construct the
639-mile segment of its system that will extend from an interconnection with
Panhandle Eastern Pipe Line (PEPL) in Audrain, Missouri to an interconnection
with Dominion Transmission, Dominion East Ohio, and Texas Eastern
Transmission, at the Clarington Hub in Monroe County, Ohio (the so-called
REX-East segment).?® REX-East will have capacity of 1,800,000 Dth/d day,
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and will constitute Zone 3 of the Rockies Express pipeline system.”® (Two
upstream segments of the Rockies Express system are already in-service: (1) the
Entrega segment (which extends northerly from Meeker to Wamsutter and then
easterly to Cheyenne); ?® and (2) the REX-West segment (which extends from
Cheyenne to PEPL-Audrain)).”* Rockies Express is a Delaware Limited
Liability Company that is wholly owned by West2East Pipeline, LLC
(West2East) but is managed by a Board of Managers that includes Managers of
West2East and Alenco Pipelines, Inc. Kinder Morgan W2E Pipeline, LLC
(KMWZ2E), which is an indirect wholly-owned subsidiary of Kinder Morgan
Energy Partners, L.P., has a fifty-one percent ownership interest in West2East.
P&S Project I, a wholly owned subsidiary of Sempra Global, of which Sempra
Energy is the sole shareholder, has a twenty-five percent ownership interest.
COPREX, LLC, a wholly owned subsidiary of ConocoPhillips Company, has a
twenty-four percent ownership interest, but this ownership interest will increase
by one percent to twenty-five percent when REX-East is completed; KMEP’s
interest will then drop by one percent to fifty percent.”> (On June 27, 2008,
Murray Energy Corporation, Consolidated Land Company, and American
Energy Corporation jointly filed a rehearing request that asks FERC to clarify
that the impact of the construction and operation of the REX-East on the
Petitioners’ coal mine operations must be addressed by REX-East in complying
with the environmental conditions imposed by FERC in the certificate.)?

a. Interconnections With Other Pipelines

MoGas, an interstate pipeline in Missouri, argued that Rockies Express
acted in an unduly discriminatory manner by refusing to pay for the construction
of an interconnection with MoGas, even though Rockies Express paid for
interconnections with several other pipelines, including Rockies Express affiliate
Natural Gas Pipeline Company of America (NGPL).** The FERC rejected this
argument, and said that:

[i]n developing a project to serve new markets or increase service to existing
markets, a pipeline applicant is required to advertise the availability of capacity on
its contemplated project via an open season. The open season is designed to alert
all interested shippers that they may subscribe to capacity on the contemplated
facilities.” “Once potential shippers have come forward, it is expected that the
pipeline will work with the shippers to determine the design of the facilities to meet
the market demand for the project.” “However, a pipeline applicant is free to
develop, design, and propose a new pipeline project as it sees fit with the
knowledge that the [FERC] must find its proposals to be in the public convenience
and necessity under the NGA before construction can commence.

In the development of the Rockies Express system, MoGas did not participate in the
open season held for the REX-West and REX-East projects, nor did the shippers on
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MoGas’ system request service from Rockies Express during the open season.”
“As a result, Rockies Expresg, states that it did not propose an interconnection with
MoGas as part of its project.

The FERC observed that “[n]o shipper requested an interconnection
between Rockies Express and MoGas during the open season and inclusion of
the costs of a MoGas interconnection in Rockies Express’ rates would result in
those costs being borne by all shippers when no shipper uses the
interconnection.””® The FERC said that, instead, “Rockies Express sought
authority to construct five interconnections on the REX-West project and 19
interconnections on the REX-East project because shippers requested service at
these points and the costs of the interconnections necessary to serve these
shippers are reflected in the rates those shippers will pay for service on Rockies
Express.””’ The FERC said that:

[s]ince it has not been demonstrated that a MoGas interconnection would provide

an actual benefit to any interested shipper or to the system as a whole, we see no

justification for inclusion of the costs in the system rates, or requiring Rockies

Express to pay for such an interconnection. Under the circumstancggspresented
here, we find that Rockies Express did not discriminate against MoGas.

The FERC also rejected the argument by MoGas that Rockies Express
favored its affiliate by proposing an interconnection with Natural Gas Pipeline
Company of America (Natural). The FERC said that:

[bleyond the described physical differences between the Natural and MoGas
systems, a Rockies Express shipper requested an interconnection between Natural
and Rockies Express.” “No shipper requested an interconnection between MoGas
and Rockies Express.” Further,“ although Natural has a lateral that serves some
customers south and east of St. Louis, there is no evidence in the record that
suggests that Rockies Express denied an interconnection with MoGas so that its
affiliate could obtain a competitive advantage with MoGas.

b. Roll-In

The FERC approved the unopposed request by Rockies Express for a
predetermination that Rockies Express may roll-in as part of the recourse rates
for Zones 1 and 2 the cost of the two compressors in the REX-East segment (the
Arlington and the Bertrand Compressor Stations). The FERC said that:

the two compressor facilities will serve to optimize the reliability and efficiency of

Rockies Express’ certificated facilities and will benefit shippers by providing

increased flexibility....” “The incremental costs of the facilities are less than the

revenues generated ggothe new contract capacity created by the addition of the two
compressor stations.

The FERC said that this positive cash flow associated with the two
compressors means that “no shipper will subsidize the roll in of these costs.”**
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3. Guardian Pipeline

The Guardian G-1lI Expansion project filed for a the FERC certificate in
October 2006. This project consists of 119.2 miles of twelve to thirty inch
pipeline running from Ixonia to Green Bay, Wisconsin, along with 39,000
horsepower of compression, and is designed to move up to 437,200 MMBtu per
day.” Other elements of the project on Guardian’s existing G-I system include
two 39,000 horsepower compression stations (78,000 total), seven new meter
stations, and additional facilities to transport an additional 537,200 MMBtu per
day from Joliet, Illinois to Ixonia, Wisconsin. Shippers include Wisconsin Public
Service Corporation, Northern Natural Gas, and Wisconsin Gas.?*

A final Environmental Impact Statement (EIS) was issued on October 26,
2007, and a final certificate was issued on December 14, 2007.** Construction
began in March 2008, and the expected in-service date is November 2008.
Northern Plains Natural Gas Company, LLC manages the construction of the
project. ONEOK Partners, LP owns Guardian Pipeline, LLC and ONEOK
Partners GP, LLC operates Guardian Pipeline.

4. Transwestern Pipeline Company, LLC

Transwestern submitted a certificate application for the Phoenix Expansion
Project on September 15, 2006. This project proposes to expand the
Transwestern system by constructing twenty five miles of thirty-six-inch
diameter pipeline that will loop Transwestern’s existing San Juan Lateral in New
Mexico, and 259 miles of thirty-six-inch and forty-two-inch diameter pipeline
that will interconnect the existing Transwestern mainline with the existing East
Valley Lateral in Coolidge, Arizona.®® In addition, Transwestern would
purchase a portion of El Paso’s ownership interest in the East Valley Lateral.?*°
This project is designed to transport 500,000 MMBtu per day from Ash Fork,
Arizona, to the markets in central and southern Arizona.*’

The Town of Buckeye, Arizona, and others, filed a series of motions in
opposition to the construction of this pipeline stating that the information
presented by Transwestern was insufficient and that the pipeline impact analysis
lacked rigor.?®® The FERC rejected these arguments and issued a certificate for
the Phoenix Expansion Project on November 15, 2007, deeming it
environmentally acceptable if built and operated in accordance with the
environmental mitigation measures recommended in the EIS.**

Requests for rehearing and reconsideration were filed by Buckeye on
December 17, 2007. On December 20, 2007, Buckeye filed a motion to stay
construction of part of the new pipeline, arguing that it would cause irreparable
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harm to local development interests.*® Oppositions to the Buckeye motion were
filed by Transwestern, Salt River Project, Southwest Gas, and Arizona Public
Service on January 4, 2008. On February 21, 2008, the FERC denied both the
request for rehearing and motion to stay.** As of June 2008, the Phoenix
Expansion Project is under construction. Partial authorization to begin service on
the San 2J4L21an loops and operate the Bloomfield compressor was granted on July
2, 2008.

5. Texas Gas Transmission

On July 11, 2007, Texas Gas filed a certificate application with the FERC
for the Fayetteville/Greenville Expansion (Fayetteville) project.*** Fourteen
motions to intervene were filed and granted. Memphis, Light, Gas and Water
was concerned that Texas Gas’s proposed rates could result in an under
collection of costs, and that under collected costs might be passed on to current
shippers. The Fayetteville project includes:

Expansion of the existing Texas Gas system through the construction about
166 miles of 36-inch diameter pipeline in Faulkner, Cleburne, White, Woodruff,
St. Francis, Lee, and Philips Counties, Arkansas, and Coahoma County,
Mississippi (Fayetteville Lateral);

96.4 miles of 36-inch diameter pipeline in Washington, Sunflower,
Humphreys, Holmes, and Attalla Counties, Mississippi (Greenville Lateral);

0.8 mile of 36-inch diameter tie-in lateral; and

0.4 mile of 20-inch diameter tie in lateral in Attalla County, Mississippi.***

In addition, a 10,650 horsepower compressor station is proposed in Atalla
County, Mississippi, along with related above-ground facilities along both
laterals.

The purpose of this project is to provide additional take-away capacity for
gas produced in the Fayetteville Shale production area in north-central Arkansas
for eventual delivery to Henry Hub, and the market areas in the Midwest and
Northeast. The new capacity will be approximately 1,200,000 MMBtu per day
for the Fayetteville Lateral and 1,000,000 MMBtu per day for the Greenville
Lateral.>* Texas Gas proposed an incremental rate treatment for service on the
laterals.

On May 2, 2008, the FERC issued an order certificating the project, and
affirmed that it would closely scrutinize all future filings to ensure that existing
shippers do not subsidize any under-collected costs.*® The first sixty miles of
the Fayetteville Lateral are planned to be in service in the third quarter of 2008,
and the rest of the pipeline targeted to be in service during the first quarter of
2009.
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