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1.
Lame Duck Congress Likely to Consider Energy Bill


Amid a host of rumors that conferees to H.R. 4, the energy bill, had arrived at a deal on a final version of the legislation, Congress adjourned last night without passing energy legislation.


Nonetheless, the conferees plan to continue hammering out a bill after the November 5 elections, with what one committee staffer described as a “50-50 chance” of the legislation passing in a lame duck session.  Congress will return shortly after the elections to take up “must pass” spending bills, to address any concerns that might arise in connection with the situation in Iraq, and to continue work on the beleaguered homeland security bill.  Congress’ ability to finish an energy bill this year, however, will depend greatly on election results.  Should the Senate, which is held by the smallest possible margin by Democrats, shift to Republican control, Republicans will likely end negotiations in favor of waiting until the next Congress, when they could better dictate the contents of legislation.


Assuming that there is no net change in control, some observers deem the prospects of a deal on the energy bill as hinging on finding consensus on electricity.  More particularly, agreement by the House to a renewable portfolio standard (“RPS”) requiring that 10 percent of energy sold at retail come from renewable sources is critical to Senate acceptance of legislation.  Similarly, House conferees steadfastly insist on including participant funding for upgrades to transmission in the legislation.  Finding agreement on these issues is critical to finalizing the electricity title, long thought to be a key stumbling block in the conference.


Conferees must also work out certain other big ticket items, such as the tripling of ethanol production and use, successful negotiations on liability waivers for fuel additives, and construction of an Alaska natural gas pipeline.  Concurrence on these issues, particularly the ethanol language, has been extremely elusive.  Conferees must also find common ground on tax provisions, which to date have received little attention given the focus on electricity, climate change, ethanol, and other priority issues.


Meanwhile, there is growing discontent among some members, as well as interest groups, with the path that the energy conference has taken.  Certain members have spoken out in favor of delaying energy legislation.  Senator Jon Kyl (R-AZ), for example, sent a letter late last week to Conference Chair Billy Tauzin (R-LA) and Senate Energy and Natural Resources Committee Chairman Jeff Bingaman (D-NM) expressing his dissatisfaction with the way the conference has been proceeding, and requesting that negotiations be suspended until next year.    


A copy of the Kyl letter is attached as Appendix A.

2.
FERC Expands Reporting Requirements for Derivatives

Returning to an issue that rose to prominence in the wake of Enron’s collapse, the Federal Energy Regulatory Commission last week issued a final rule that expands its reporting requirements for public utilities and licensees, natural gas companies, and oil pipelines engaged in certain investment securities, derivatives, and hedging activities.


According to the Commission, the expanded regulations are intended to “provide sound and uniform accounting and financial reporting” for such transactions.  Among other changes, the final rule makes a shift from the “mark-to-market” accounting method to the “fair value” method as the approach for calculating the present value of financial instruments.  Where no observable market exists for the instruments, companies must specifically disclose key assumptions in how they determine the value of those instruments.


In addition, the final rule establishes uniform accounting requirements and related accounts for the recognition of changes in the fair value of certain security investments, items of other comprehensive income, derivative instruments, and hedging activities.  Specifically, the final rule: 

· Adds new asset and liability accounts to the Uniform Systems of Accounts to record items of other comprehensive income and changes in the fair value of derivative instruments;

· Adds new general instructions for the accounting of derivative instruments and hedging activities, along with new instructions for the accounting of items of other comprehensive income;

· Revises existing investment asset accounts and general instructions to incorporate fair value accounting for trading and available-for-sale type security investments; and  

· Revises annual report forms filed with FERC to include the new accounts and a new schedule. 


Pressure for a switch to the fair value method increased amid allegations that Enron used creative mark-to-market accounting practices to boost its balance sheet.  The Commission’s new rules also stem, in part, from changes made by the Financial Accounting Standards Board (“FASB”) in accounting and reporting for certain types of financial instruments and hedging activities reported in utilities’ financial statements.


The Commission severed from the final rule an inquiry into whether independent and affiliated power marketers, gas marketers, and power producers should continue to be eligible for waivers of certain accounting rules and other regulations.  FERC staff plans to hold a series of technical conferences on this issue. 


The Commission’s final rule on “Accounting and Reporting of Financial Instruments, Comprehensive Income, Derivatives and Hedging Activities” is available at http://www.ferc.gov/Order_627-10-10-02.pdf. 
3.
Appeals Court Rules against FERC on CAISO Rate Issue


FERC lost a round in court on Tuesday, as the U.S. Court of Appeals for the District of Columbia Circuit remanded a case concerning the Commission’s treatment of non-jurisdictional entities that have joined the California Independent System Operator Corporation (“CAISO”).


Specifically, the court ruled that in reviewing the transmission revenue requirement (“TRR”) submitted by the City of Vernon, California (“Vernon”), FERC failed to ensure that the CAISO’s rates would meet the standards of Section 205 of the Federal Power Act (“FPA”).  Writing for a unanimous three-judge panel, Judge Judith Rogers stated that “[w]hile FERC has discretion in formulating its approach with respect to a non-jurisdictional utility, the choice it makes must ensure that the CAISO’s rates meet the just and reasonable standard.”


In its decision, the court stated that because the CAISO’s transmission access charge methodology is a formula rate through which the TRR of each participating transmission owner is collected, each such transmission owner’s TRR can be conceptualized not as its own rate, but as a cost of the CAISO.  For this reason, the Court rejected Pacific Gas and Electric Company’s argument that FERC must measure Vernon’s TRR independently against the just and reasonable standard.  Instead, the court stated that “there is no objection to the general approach taken by FERC” of using its review of non-jurisdictional entities’ filed costs, such as TRRs, to evaluate whether the CAISO’s jurisdictional rates are permissible.


The court, however, took FERC to task for the manner in which it put this general approach into practice.  In particular, the court emphasized that FERC must demonstrate that after the inclusion of Vernon’s TRR, the CAISO’s rates satisfy the just and reasonable standard of the FPA.  “[T]he most fundamental problem is the amorphous standard by which FERC has reviewed the impact of Vernon’s TRR on the CAISO’s rates,” the court stated.  Striking a similar note, the court added, “[FERC] must be able to show that there was substantial evidence to support the conclusion that the CAISO’s rates after the inclusion of Vernon’s TRR are just and reasonable and that this conclusion was not arbitrarily and capriciously reached.”


In addition, the court found that FERC may have erred by allowing Vernon, in submitting its TRR, to use Southern California Edison Company as a proxy for its rate of return on common equity and depreciation rate.  On this point, the court stated that Southern California Edison’s rate-making methodology “bears no obvious correlation to an appropriate return on equity for Vernon, and mere geographical proximity hardly appears, absent further explanation, a sufficient warrant for the same return on equity or the same capital structure.”  Despite this concern, the court left the door open for FERC to enhance its explanation, stating that “use of a surrogate capital structure or return on equity may be appropriate for a governmental entity.”  In turn, the court stated, “Perhaps on remand FERC may be able to provide an adequate explanation for allowing Vernon to use Edison as a proxy.”


The court’s decision is available on-line at http://pacer.cadc.uscourts.gov/common/opinions/200210/01-1187a.txt. 
4.
FERC Will Hold Natural Gas Conference Next Week

The Commission will hold a conference next Friday, October 25, to discuss short and long term policy issues facing the natural gas industry and the Commission’s regulation of the industry for the future.  In particular, the Commission stated that it wants to “explore whether the Commission’s current regulatory approach in natural gas fosters or impedes supply production and investment in development of the infrastructure needed to meet the anticipated long term growth to 30-Tcf annually.”  


According to the notice announcing the conference, the Commission expects a wide-ranging discussion of natural gas issues, including:

1. Supply Forecast:  The Commission will examine natural gas supply issues and their impact on the infrastructure needed to meet forecasted demand. 

2. Liquefied Natural Gas:  The Commission will discuss regulatory goals that will remove unnecessary barriers to the development of liquefied natural gas facilities and supply as a major source of natural gas to meet the forecasted future demand.  

3. Offshore Gathering Policy:  The Commission will explore future regulatory policies and goals that would promote the further development of offshore supply sources in the Outer Continental Shelf.  

4. Flexibility in Pipeline Operations:  The Commission will discuss issues related to serving new demand to meet current and future needs.   


The Commission will also provide an open forum for interested parties to “raise other issues for the Commission to consider in shaping its future regulatory policies concerning the natural gas industry.”
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