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United States Court of Appeals
FOR THE DI STRI CT OF COLUMBI A CIRCU T
Argued Septenber 9, 2002 Deci ded COct ober 15, 2002
No. 01-1187

Pacific Gas and El ectric Conpany,
Petitioner

V.

Federal Energy Regul atory Comm ssion,
Respondent

Enron Power Marketing, Inc., et al.,
| nt ervenors

Consolidated wth
No. 01-1190

On Petitions for Review of Orders of the
Federal Energy Regul atory Comm ssion

Stuart K Gardiner and Richard L. Roberts argued the
causes for utility petitioners. Wth themon the briefs was
Jennifer L. Key.

Lona T. Perry, Attorney, Federal Energy Regul atory
Commi ssion, argued the cause for respondent. Wth her on
the brief were Cynthia A Marlette, CGeneral Counsel, and
Denni s Lane, Solicitor, Federal Energy Regulatory Comm s-
si on.

Channing D. Strother, Jr. was on the brief for intervenor
Cty of Vernon, California.

Before: Edwards, Sentelle and Rogers, Crcuit Judges.
Opinion for the Court filed by Crcuit Judge Rogers.

Rogers, Circuit Judge: The principal issue in this appeal
whet her the review conducted by the Federal Energy Regu-
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| at ory Conmi ssion ("FERC') of the revenue requirenents of

a non-jurisdictional entity that is part of a jurisdictional
| ndependent system operator ("I1SO') was sufficient to ensure
that the 1SOs rates will be just and reasonabl e under s 205
of the Federal Power Act ("FPA"), 16 U S. C s 824d. South-
ern California Edison Conpany ("Edison") and Pacific Gas

and Electric Conpany (collectively, "P&E"), petition for
review of three Orders in which FERC approved the trans-

m ssi on revenue requirenent of Vernon, a nunicipally owned
utility and non-jurisdictional entity, for use in the California
SO s ("CAISO') transm ssion access charge. PG&E con-

tends that FERC did not properly evaluate, consistent with
its duty under s 205, Vernon's revenue requirenents, and
arbitrarily and capriciously approved Vernon's requirenents
based on findings that are unsupported by substantial evi-
dence. W hold that, although FERC has consi derabl e dis-
cretion in choosing howto inplenent its statutory duty, its
approach in the Orders on review fails to ensure that the
CAISO s rates will be just and reasonabl e under s 205.
Accordingly, we grant the petition and remand the case for
further proceedings.

In Order No. 2000, FERC encouraged the formation of
regi onal transm ssion organi zati ons. See Regional Transm s-
sion Organi zations, Order No. 2000, FERC Stats. & Regs.
p 31,089 (1999), 65 Fed. Reg. 810 (2000), on reh'g, Order No.
2000-A, FERC Stats. & Regs. p 31,092, 65 Fed. Reg. 12,088
(2000) (codified at 18 CF. R s 35.34), aff'd, Pub. Uil. Dist.
No. 1 v. FERC, 272 F.3d 607 (D.C. Cr. 2001). The State of
California created a regional transm ssion organization, the
CAI SO, to operate transmssion facilities within California.
The CAISO is subject to FERC s regul atory authority, see
Cal . Indep. Sys. Operator Corp., 91 F.E.R C. p 61, 205, at
61, 724 (2000), including the statutory requirenent under
ss 205 and 206 of the FPA that a utility's rates nust be "just
and reasonable.” 16 U S. C. ss 824d, 824e. The CAI SO
originally consisted of three investor-owned utilities (PG&E,
Edi son, and San Diego Gas & Electric Conpany), each of
which is subject to FERC s jurisdiction. Each of the utilities
I s conpensated by the CAISO for the use of its facilities
t hrough a transm ssion revenue requirenent ("TRR'), which

file:///K|/8.0%20Pacer/01-1187.htm (2 of 14) [10/22/2002 4:15:33 PM]



file:///K|/8.0%20Pacer/01-1187.htm

consists of the costs and rate of return to which the utilities
are entitled as participating transm ssion owners. FERC

| ndependent|ly exam nes each of these jurisdictional utilities’
TRRs to ensure that they are just and reasonable. See Cal.

| ndep. Sys. Operator, 91 F.E R C at 61,723 n.11. Initially,
the CAISO s rates, or transm ssion access charge ("TAC'),
reflected the TRRs of the participating transm ssion owners

in each of three TAC areas. 1d. at 61, 720.

This case arises out of California's efforts to encourage
non-jurisdictional, nmunicipal utilities to join the CAISO |Id.
at 61,720-21. As a general matter, publicly-owned utilities
are not subject to FERC s ss 205 and 206 jurisdiction, see
FPA s 201(f), 16 U.S.C. s 824(f), although FERC may ana-
| yze and consider the rates of non-jurisdictional utilities to the
extent that those rates affect jurisdictional transactions, see
S.C. Pub. Serv. Auth., 75 F.E R C p 61,209, at 61,696 & n.7
(1996); see also Pub. Uils. Commin v. FERC, 660 F.2d 821,

826 (D.C. Cir. 1981). The CAI SO proposed to anend its
tariff to allow non-jurisdictional utilities or governnental

entities that joined the CAISO to recover their TRRs through
the CAISO s transm ssion access charge. See Cal. |ndep.

Sys. Operator, 91 F.E.R C. at 61,720. Once a new transm s-
sion owner ("TO') joined the CAISO the TAC woul d refl ect
t he conbi ned TRRs of the owners in each of the three TAC
areas, and then, over a ten-year period, a single |ISO grid-
wi de TAC woul d be phased-in. 1d. However, the CAI SO s
original tariff proposal did not allow for any FERC revi ew of
the TRRs of governnental entities; instead, review was
limted to a CAl SO Revenue Review Panel. 1d. at 61,721. In
a May 31, 2000 Order, FERC concluded that the CAlI SO s
proposal was inconsistent with FERC s statutory responsibili -
ty to ensure that jurisdictional utilities' rates, nanely the
CAl SO s TAC, be just and reasonable. 1d. at 61,729. In
conpliance with the May 31, 2000 Order, the CAI SO submt-
ted a revised tariff proposal which provided:

If the Participating TOis not FERC jurisdictional, the
Participating TO shall at its sole option: (1) file its High
Vol tage TRR and Low Voltage TRR for those facilities

and Entitlenments under the Operational Control of the

| SO directly with the Comm ssion in accordance with the

rul es and requirenents established by the Conm ssion;
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or (2) submt to the ISOits TRR ... The decision of
t he [ Revenue Review] panel shall be subject to review
and acceptance by the FERC

Cal. Indep. Sys. Operator Corp., 93 F.E.R C. p 61, 104, at

61, 287 (2000) [hereinafter "TAC Order"] (alterations in the
original). In an Cctober 27, 2000 Order, FERC accepted this
revision. 1d. at 61, 288-89.

Pursuant to the CAISO s revised tariff, Vernon, a nunici-
pal | y-owned utility located in the sane TAC area as Edi son,
voluntarily submtted its TRR for FERC review. Wth cer-
tain revisions, FERC "accept[ed] Vernon's use of the rate
nmet hodol ogy utilized by [Edison] (an [investor-owned utility]
that has determned its TRR) which is a nethodology famliar
to [FERC]" and approved Vernon's TRR City of Vernon, 93
F.ER C p 61,103, at 61,285 (2000) [hereinafter "Vernon O -
der"]. PG&E sought rehearing, which was denied in an

order dated February 21, 2001. Cal. Indep. Sys. Operator
Corp., 94 FF.E R C p 61,148, at 61,565 (2000) [hereinafter
"Rehearing Order"]. PG&E now seeks review of the TAC
Order, Vernon Order, and Rehearing Order.

PG&E contends that FERC s review of Vernon's TRR was
insufficient to ensure that the CAISO s rates renai ned just
and reasonabl e because it was based on an i nadequate stan-
dard of review and contrary to FERC precedent. PG&E al so
contends that FERC violated s 205 by relying solely on a
review of Vernon's rate nethodology in order to approve
Vernon's TRR PGE further contends that by not requir-
ing the CAISOto file cost support for the part of its
transm ssion rate resulting fromuse of Vernon's facilities or
requiring Vernon to neet the CAISO s s 205 obligation,

FERC chose an i nperm ssible course and the court shoul d
remand with directions for a s 205 inquiry of Vernon's TRR

The court reviews FERC s Orders under the arbitrary and
capricious standard. 5 U.S.C. s 706(2)(A); Pub. Uils.
Commin v. FERC, 254 F.3d 250, 253-54 (D.C. Cr. 2001)

[ hereinafter "CPUC']. FERC therefore "nust be able to
denonstrate that it has nmade a reasoned deci si on based upon
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substantial evidence in the record.” Sithe/lndependence
Power Partners, L.P. v. FERC, 165 F.3d 944, 948 (D.C. Cr.
1999) (quotations omtted). Because of the highly technical
and policy-based nature of rate design, the court's review of
whet her a particular rate design is just and reasonable is
highly deferential. CPUC, 254 F.3d at 254. Absent proce-
dural or nethodol ogical flaws, the court may only set aside a
rate that is outside a zone of reasonabl eness, bounded on one
end by investor interest and the other by the public interest
agai nst excessive rates. Jersey Cent. Power & Light Co. v.
FERC, 810 F.2d 1168, 1176-77 (D.C. Cr. 1987) (describing

the standard in FPC v. Hope Natural Gas Co., 320 U. S. 591
(1944)). Pertinent here, the Suprene Court expl ai ned:

The court's responsibility is not to supplant the Conm s-
sion's balance of these interests [investor and public

interest] with one nore nearly to its liking, but instead to
assure itself that the Conm ssion has given reasoned
consideration to each of the pertinent factors. Judici al
review of the Comm ssion's orders will therefore function
accurately and efficaciously only if the Conm ssion indi-
cates fully and carefully the nethods by which, and the
pur poses for which, it has chosen to act, as well as its
assessnent of the consequences of its orders for the
character and future devel opnent of the industry.

In re Perman Basin Area Rate Cases, 390 U. S. 747, 792
(1968). FERC s findings of facts are conclusive if supported
by substantial evidence. FPA s 313(b), 16 U S. C. s 825l (b).

The CAI SO s TAC nethodology is a fornula rate through
whi ch the TRR of each participating transm ssion owner is
collected. See generally CPUC, 254 F.3d at 254. As such,
the TRR of each participating transm ssion owner can be
conceptualized not as its own rate but rather as a cost of the
CAl SO. Understood this way, Vernon's TRR need not be
| ndependently subjected to the just and reasonabl e standard
of s 205, as PGE contends. Wile FERC does subject the
TRRs of jurisdictional participating transm ssion owners to
an i ndependent s 205 just and reasonabl e review, FERC may
take a different approach as to Vernon, over which FERC
| acks i ndependent jurisdiction, so |ong as FERC can ensure
by exam ning Vernon's TRR that the CAISOs rates wll
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ultimately be just and reasonabl e.

FERC s approach is to allow a non-jurisdictional entity to
file its costs directly with the FERC, in effect reducing
paperwor k and speedi ng the regul atory process. See Public
Uils. Commin, 660 F.2d at 824. FERC then uses its review
of Vernon's filed costs--i.e., its TRR -to eval uate whet her
the CAISO s jurisdictional rates are perm ssible, a form of
I ndirect regulation. An anal ogous approach was upheld as to
smal | natural gas producers in FPC v. Texaco, Inc., 417 U S.
380 (1974). In Texaco, FERC allowed snmall gas producers to
sell gas at market prices even if those prices were above the
maxi mum area rates set by FERC, id. at 384, inasnuch as it
could indirectly regulate the rates of the small producers by

regul ating themas costs of the | arge producers, id. at 384,
386-87. The Suprene Court held that "the Comm ssion is
free to engage in indirect regulation of small producers by
review ng pipeline costs of purchased gas, providing that it

i nsures that the rates paid by pipelines, and ultinmately borne
by the consuner, are just and reasonable.” 1d. at 401.

In principle, then, there is no objection to the general
approach taken by FERC. Neither FERC nor Vernon sug-
gest that FPA s 201, exenpting "a State or any political
subdi vision of a State ... fromthe revi ew provisions of
s 205," 16 U S. C. s 824(f), bars FERC s review of Vernon's
TRR to the extent necessary to ensure that the CAI SO s
rates are just and reasonable. However, the only place
where FERC descri bed this approach--the approach it now

relies upon inits brief--was in its Rehearing Order. |Its
explanation there of the standard it applied in inplenenting
that approach is limted to the statenent: "[We eval uated

Vernon's proposed TRR as a neans of ensuring that the costs
ultimately charged by the 1SO are just and reasonable.™
Rehearing Order, 94 F.E. R C. at 61,564. Nowhere does

FERC el aborate on the application of this standard to Ver-

non's TRR or to the CAISO s rates; in other words, it is

uncl ear under what standard FERC revi ewed Vernon's TRR

to ensure that a pass through of its costs by the CAlI SO

woul d be just and reasonable. Typically, "[u]nder the Com

m ssion's cost-of-service ratenmaking, before a utility's costs of
providing jurisdictional service will be disallowed, those costs
must be exam ned and found to be excessive or inproper."”
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Ind. & Mch. Mun. Distribs. Ass'n, 62 FFE R C p 61,189, at
62,237 (1993), aff'd sub nom Ind. Muin. Power Agency V.

FERC, 56 F.3d 247 (D.C. Cir. 1995). In its brief, FERC
recogni zes that it generally judges pass-through costs using
this prudence test. But this prudence standard is nowhere to
be found in the Orders at issue.

In contrast, elsewhere in the adm nistrative proceedi ngs,
the nost promnently stated description of the approach that
FERC undert ook was as foll ows:

[ T] he purpose of our review is to determ ne whether
Vernon's rate nethodol ogy, in the context of Vernon's
participation in a Conm ssion jurisdictional public utility
SO wll result in a just and reasonabl e conponent of the
| SO s rates.

Vernon Order, 93 F.E.R C. at 61, 285; accord Rehearing

Oder, 94 FF.ERC at 61,563; TAC Oder, 93 F.E R C at
61,389. On its face, this statenent suggests that FERC did
not consider Vernon's TRR only as a cost conponent of the
CAISO s fornula rate, but rather reviewed Vernon's rate

nmet hodol ogy i ndependently to determne if Vernon's TRR

was itself just and reasonable, albeit under an arguably |ess
strict standard of just and reasonable. This is confirnmed by
other statenents in the Orders that FERC concl uded t hat
Vernon's TRR was itself just and reasonable and not nerely

t hat, when passed through into the CAISOs formula rate, the
CAl SO s rate remai ned just reasonabl e:

[ T] he Commi ssion finds that Vernon's proposed rate
nmet hodol ogy and resulting high voltage TRR, as nodi -
fied, are just and reasonable.

Vernon O der, 93 F.E R C. at 61, 283.

In the [Vernon Order], the Comm ssion found that the
proposed rate nethodology and resulting TRR fil ed by

the Gty of Vernon, in accordance with the 1SO s alterna-
tive filing procedure, were just and reasonable as nodi -
fied.

Rehearing Order, 94 F.E. R C. at 61, 562.
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The filed protests by P&E and Edi son argued that all
aspects of Vernon's TRR had to be found just and reasonabl e
under the s 205 or conparable standard, Vernon Order, 93
F.ERC at 61,284-85, and took issue with various clained
costs of services, including the proper rate of return. 1d.

The CAl SO sought gui dance on three aspects of Vernon's
calculation of its TRR, regarding cost deferrals and use of
Edison's rate of return and depreciation factor. 1d. at 61, 285.
FERC di d address sonme of these concerns. It directed

Vernon to nodify its TRR by (1) using Edison's capital

structure as well as its return on commbn equity as a proxy
and (2) deleting unused transm ssion capacity expense. |d. at
61, 286. I n concluding that Vernon's "resulting high voltage
TRR' was just and reasonable, see Vernon Order, 93

F.ERC at 61,282, and in addressing the evidence supporting
Its costs provided by Vernon, see Rehearing Order, 94
F.EER C. at 61,564, FERC al so considered the costs that
underlay Vernon's TRR W therefore reject P&E s con-
tention that FERC i nproperly relied solely on cost nethodol -
ogy. But FERC never clarified and devel oped either the
approach or the standard that it applied in this case.

In justifying its approach, FERC stated: "W believe that
t he approach we took properly bal ances our duty to ensure
t he justness and reasonabl eness of the 1SOs rates with the
fact that Vernon itself is not jurisdictional for purposes of
FPA Section 205." Rehearing Order, 94 F.E.R C. at 61, 564.
In none of the Orders on review did FERC expand on this
justification for its "approach” aside fromnoting that it may
approve ot her approaches in the future, id. at 61, 563.

FERC s efforts to defend its approach on appeal are to no
avail. First, FERC seeks to defend its vague standard under
the "end result” test identified in Hope Natural Gas, 320 U. S.
at 602. However, it is long settled that "[e] xperience has
taught that a determ nation of whether the result reached is
just and reasonabl e requires an exam nation of the nethod
enpl oyed in reaching that result.” Gty of Charlottesville v.
FERC, 661 F.2d 945, 950 (D.C. Cir. 1981) (citing Perm an
Basin Area Cases, 390 U S. at 791-92). Second, FERC
mai ntai ns, relying on CPUC, 254 F.3d 250, that as long as the
formula rate filed by the CAl SO has been approved, it need
not conduct any separate review under s 205 of the CAI SO s
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pass through of Vernon's TRR costs via that fornula rate.
But, FERC itself acknow edged in requiring FERC revi ew of
non-jurisdictional TRRs that it "nust be able to determ ne
that the pass through of costs by the [CAISO to its custom
ers are just and reasonable."” Cal. Indep. Sys. Operator
Corp., 91 FF.E R C at 61,724. Mreover, in CPUC, the court
hel d that separate s 205 revi ew was unnecessary for "con-
tracts that nerely affect jurisdictional rates" because the

CAl SO used a bi d-based process to ensure that it paid as
little as possible for those contracts. 254 F.3d at 255. The
Vernon TRR at issue, on the other hand, is filed directly with
FERC, and the CAlI SO has no authority to approve or
di sapprove it, see TAC Oder, 93 F.E R C at 61,287, giving
Vernon "unfettered discretion to set the level of" its TRR see
CPUC, 254 F.3d at 256 n.5. FERC al so appears to have
relied on its review of Vernon's TRR to deny future "coll ater-
al" attacks on the justness and reasonabl eness of the
CAl SO s pass through of Vernon's costs. See Cal. |ndep.

Sys. Operator Corp., 94 F.E R C p 61,147, at 61,558 (2001).
Finally, FERC s reliance for the first tinme on appeal on FPA

s 206, which allows FERC or consuners to retroactively
chal |l enge rates as not just and reasonable, as affording
consuners sufficient protections, is a post-hoc rationalization
of counsel, Burlington Truck Lines, Inc. v. United States, 371
U S. 156, 168-69 (1962), that cannot cure the deficiency of the
initial review

The only remaining question is what standard of review
shoul d apply, and on this point it is clear that s 205 i nposes a
"just and reasonabl e" standard. FERC acknow edges that it
Is required under s 205 to determne that the rate ultimtely
charged by an 1SOis "just and reasonable.” See Respon-
dent's Br. at 22-23. Yet the Orders on review reveal, as
noted, no nethod for ensuring this, neither specifying what
approach nor defining the standard FERC applied in deter-
mning that the CAISO s rates were "just and reasonabl e"
after the inclusion of Vernon's TRR On appeal FERC does
not claimthat its sonewhat anorphous standards ensure that
Vernon's TRR itself wll be just and reasonable. Wile
FERC s approach m ght be acceptable if FERC tested the
final 1SO conposite rate (which included Vernon's require-
nments) to determ ne whether it was just and reasonabl e,
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FERC acknow edged at oral argunent that the CAISO s rate

is filed without such review. See generally CPUC, 254 F. 3d

at 254. Thus, "[a]t the very least, the [approach] is so

anbi guous that it falls short of that standard of clarity that
adm ni strative orders nust exhibit," see Texaco, 417 U.S. at
395-96, and a renmand is required so that FERC can arti cu-

late with clarity what approach and standard are governi ng

its review and how both ensure the CAISO s rates are just
and reasonabl e under s 205.

In light of the remand, we briefly address P&E s conten-
tion that FERC s nethod of review of Vernon's TRR was
arbitrary and capricious on several procedural and substan-
tive grounds.

The cl ai med procedural error concerns FERC s denial of a
hearing. PG&E mai ntai ns FERC precedent establishes that
all material, factual disputes warrant a hearing and di scovery,
whi ch were both denied to P&E. [nasnuch as FERC nay
have to consider this question anew on remand, we need only
poi nt out that FERC may properly deny an evidentiary
hearing if the issues, even disputed issues, may be adequately
resolved on the witten record, at |east where there is no
| ssue of notive, intent, or credibility. Texaco, Inc. v. FERC,
148 F.3d 1091, 1100 (D.C. Gr. 1998). PGE does not con-
tend that the disputed i ssues could not be resolved on the
witten record and offers no evidence that would have re-
qui red such a hearing. |Its contentions pose |egal and policy
di sputes as to the appropriateness of the evidence provided
by Vernon, see Carnegie Natural Gas Co., 47 F.E R C
p 63,025, at 65,063 (1989), and as such do not warrant a
hearing, Union Pac. Fuels, Inc. v. FERC, 129 F.3d 157, 164
(D.C. Gr. 1997). Under the circunstances, the court defers
to FERC s determ nation that a hearing was not required.
See Ala. Power Co. v. FERC, 993 F.2d 1557, 1565 (D.C. Crr.
1993). That said, it does not follow that |egal and policy
di sput es about the sufficiency of the evidence m ght not
require further elaboration on remand.

The substantive errors, PG&E nmintains, arise because
FERC (1) failed to look for cost justification of Vernon's TRR
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and inproperly declined to exam ne certain costs because
they were de mnims, and (2) did not justify Vernon's reli-
ance on Edison's rates of return and depreciation. FERC s

t hreshol d response, that these contentions fail because PGE
does not claimthat the CAISO s rates are not just and

reasonabl e, m sses the mark. Wen P&E contends that

FERC | acked adequate support to conclude that Vernon's
TRR was just and reasonable, PGXE is necessarily contend-

ing that the CAISOs TAC, to the extent it has as a conpo-
nent Vernon's TRR, is not just and reasonable. |[|ndeed, any
failure by PGE to challenge explicitly the CAISO s resulting
TAC may well be a result of FERC s anorphous anal ysis
purporting to determ ne, under an unspecified standard of
review, that Vernon's TRR was a just and reasonabl e conpo-
nent of the CAISOs rate. In the end, FERC s responsibility
appears the sane: whatever standard it mght apply, it nust
be able to show that there was substantial evidence to sup-
port the conclusion that the CAISO s rates after the inclusion
of Vernon's TRR are just and reasonable and that this
concl usion was not arbitrarily and capriciously reached.

Regardi ng costs, "it has cone to be well established that
el ectrical rates should be based on the costs of providing
service to the utility's custoners, plus a just and fair return
on equity." Ala. Elec. Coop., Inc. v. FERC, 684 F.2d 20, 27
(D.C. Gr. 1982). FERC generally requires that rates be cost
supported. 1d. PG&E maintains that FERC i nproperly
relied solely on sworn cost support and testinony and that
there is a | ack of specific evidence to support FERC s concl u-
sions; according to P&E, this prevented FERC fromi nves-
tigating why Vernon's costs were proportionately so nuch
hi gher than Edison's. Wth respect to the adm nistrative and
general costs, PGE contends that FERC departed from
pre-existing precedent not to disregard de mnims costs,
citing People's Elec. Coop., 84 F.EER C. p 61,229 (1998); N.
Ind. Pub. Serv. Co., 66 F.E R C p 61,213 (1994), when it
justified its review of those costs by pointing out that Ver-
non's adm ni strative and general expense was approxi mately
0.04 percent of the CAISOs rate. Rehearing Order, 94
F.ERC at 61,564 n.7.

FERC persuasively responds that it did review the costs
underlying Vernon's proposed rate nethodol ogy and that in
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| arge part they were "objectively verifiable." Although the
supporting data for Vernon's TRR costs do not neet the
requirenents of 18 CF. R s 35.13, which apply to the rate

filings of jurisdictional utilities, PGE never specifically rais-
es this as a challenge to the Orders and, nore inportantly,

for reasons discussed in Part |1, FERC need not apply to
non-jurisdictional utilities the requirenents of its regul ations
applicable to jurisdictional utilities. |In the Rehearing O der,

FERC di scussed each el enent of Vernon's costs, noting that
nost of its costs were specified in work papers from vari ous
“transm ssion projects” in which Vernon had ownership inter-
ests and cane from expenses paid to other utility corpora-
tions for transm ssion of Vernon's electricity, expenses that
were "a pass through of verifiable transm ssion expenses”

paid to those utilities. Rehearing Oder, 94 F.E R C at
61,564. Wth respect to Vernon's adm ni strative and gener al
costs, FERC reviewed this cost, indicating that it was approx-
i mating 0.04 percent of the CAISOs rate, a sufficient analysis
to defeat P&E s contention that FERC departed from pre-

exi sting precedent not to disregard de mnims costs. @G ven
our deferential standard of review, FERC s review of Ver-
non's costs was not arbitrary and capricious. Rather, the
nore fundanental problemis the anorphous standard by

whi ch FERC has reviewed the inpact of Vernon's TRR on

the CAISO s rates.

Regardi ng Vernon's use of Edison as a proxy for the rate
of return on common equity and the depreciation rate, the
Orders on review provide only an i nadequate concl usory
statenment that FERC thought use of Edi son as a proxy was
appropri ate because Edi son and Vernon were in the sane
TAC area. Vernon Order, 93 F.E R C. at 61,286. Not only
does the record reflect that Vernon itself sought to distin-
guish itself from Edi son, at |east for the purposes of being
al l owed to include unused transm ssion expense in its TRR
the filed protests presented unanswered chall enges to all ow
ing Vernon to use Edison's rates. Vernon Oder, 93 F.E R C
at 61,284; see also Rehearing Oder, 94 F.E R C. at 61, 563.
Wil e use of a surrogate capital structure or return on equity
may be appropriate for a governnental entity, FERC did not
expl ain why such a proxy was necessary nor justify the
sel ection of Edison as a surrogate by considering and exam n-

file://IK|/8.0%20Pacer/01-1187.htm (12 of 14) [10/22/2002 4:15:34 PM]



file:///K|/8.0%20Pacer/01-1187.htm

i ng, for exanple, whether Vernon and Edi son share commobn

risks. Cf. S. Cal. Edison Co., 92 FERC p 61,070, at 61, 264-67
(2000). Vernon's use of Edison's rate-nmaking net hodol ogy
bears no obvious correlation to an appropriate return on
equity for Vernon, and nere geographical proximty hardly
appears, absent further explanation, a sufficient warrant for
the sane return on equity or the sane capital structure. A
simlar problemexists wwth regard to FERC s expl anati on of
Its approval of Vernon's reliance on Edison's 3.2%rate of
depreciation. FERC s conclusion that its choice is "reason-
able," Rehearing Order, 94 F.E R C at 61,565, is thus insuffi-
cient to survive arbitrary and capricious review

Per haps on remand FERC nmay be able to provide an
adequat e explanation for allowi ng Vernon to use Edison as a
proxy. FERC did adequately explain in the Rehearing O der
that the "alternative proposal to use a cost of capital equiva-
|l ent to the debt costs of other California municipals does not
represent a superior proxy for Vernon[, because] Vernon's
facilities were not financed with tax-exenpt debt or bonds of
any kind." Rehearing Oder, 94 F.E R C at 61,565. Howev-
er, the rejection of a single alternative does not al one warrant
adoption of Edison as a proxy. On appeal, FERC naintains
that it was necessary for Vernon to rely on Edison's capital
structure and overall return as a proxy because Vernon's
return could only be neasured indirectly, and Vernon and
Edi son had the sane risks because they provide services in
the sanme TAC area. The Orders on review do not provide
t hat expl anation and the court cannot rely on FERC s post
hoc justifications for its action. Burlington Truck Lines, 371
U S. at 168-69.

Accordi ngly, because the Orders on review provided no
explanation as to how or why FERC s review of Vernon's
TRR produced the necessary result, nanmely, just and reason-
able rates for the CAISO, we grant the petition and renand
the case for further proceedings. In doing so we are not
unm ndful of the conplexities underlying Order No. 2000 and
FERC s regi onal approach, and that FERC may wi sh to
retain flexibility regarding the nature of its review of the
TRRs of individual non-jurisdictional entities. Vernon Order,
93 F.E R C. at 61,285. Nevertheless, while FERC has di scre-
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tion in fornmulating its approach with respect to a non-
jurisdictional utility, the choice it makes nust ensure that the
CAISO s rates neet the just and reasonabl e standard of

s 205.
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