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1.
FERC Proposes Incentive Pricing Policy


At its open meeting on Wednesday, the Federal Energy Regulatory Commission announced a new proposal that would allow additional percentage points on a utility’s return on equity (“ROE”) when a utility participates in a regional transmission organization (“RTO”), divests its RTO-operated transmission assets, or pursues additional measures that promote the efficient operation and expansion of the transmission grid.  


Specifically, the Commission’s proposal is as follows:

1. Any entity that transfers operational control of transmission facilities to a Commission-approved RTO would qualify for an incentive adder of 50 basis points on its ROE for all such facilities transferred.

2. Independent transmission companies (“ITCs”) that participate in RTOs and meet an independent ownership requirement would qualify for an additional incentive equivalent to 150 basis points applied to the book value of facilities at the time of the divestiture.  

3. A generic ROE-based incentive equal to 100 basis points would be allowed for investment in new transmission facilities that are found to be appropriate expansions, pursuant to an RTO planning process.  In the proposal, the  Commission encourages investment in the following technologies:  (1) improved materials that allow significant increases in transfer capacity using existing rights-of-way and structures; (2) equipment that allows greater control of energy flows, enabling greater use of existing facilities; (3) sophisticated monitoring and communications equipment that allows real-time rating of transmission facilities, facilitating greater use of existing transmission facilities; and (4) other measures.  

The statement proposes a December 31, 2004 deadline for companies to qualify for the higher rates of return, which would be in place for RTO members until 2012 and for those companies completing asset divestitures until 2022. 


Comments on the proposed policy statement are due within forty-five days from its date of publication in the Federal Register.  FERC Chairman Pat Wood stated that he looks forward to feedback on the proposed policy statement, not only on “if we got the numbers right, but if there are additional gradations between RTO membership and independent transmission company status that are worthy of some gradation in between the 50 basis points and the total of 200 basis points that are awarded for those two end points on the bookshelf.”  


Likewise, Commissioner William Massey stated that “the mix of transmission incentives that we propose, as far as I’m concerned, is not chiseled in stone.  I’m open to ideas about how to improve this proposed policy statement.  But I do believe it’s time for this Commission to send a clear statement that good performance in transmission ownership and expansion and in transmission operation will be rewarded.”

2.
Chairman Wood Outlines FERC’s Plans for 2003, Announces SMD White Paper

Last week FERC Chairman Wood outlined the Commission’s vision for the coming year in an address at the Edison Electric Institute’s (“EEI”) winter chief executive officer and board of directors meeting.  “The three key elements for a strong and secure energy market are the same in 2003 as they were in 2002 – balanced market rules, adequate infrastructure and vigilant oversight,” said Wood.


Wood stated that the Commission plans to wrap up much of the Western market proceedings in the first quarter of the year and to focus on the long-term health of the nation’s energy markets.  Wood also announced that the Commission will issue in April a white paper on its proposed Standard Market Design (“SMD”) rule and invite comment on the document.  The announcement of the white paper came after Wood promised incoming Senate Energy and Natural Resources Committee (“Energy Committee”) Chairman Pete Domenici (R-NM) that the Commission would put the brakes on its SMD proposal to give the Energy Committee more time to consider its options on electric industry restructuring and other key energy policy issues. 


Some industry observers believe that FERC’s decision to delay a final SMD rule and issue a white paper reflects the considerable pressure both the Commission and Congress are receiving from utilities and state regulators, who are apprehensive about SMD’s impact on the way they currently operate.  According to FERC spokesperson Barbara Connors, the white paper will give industry members and observers a better understanding of the direction in which the Commission is heading for its final SMD rule.  The paper will address concerns expressed to FERC and explain where the Commission stands.  

In his address to EEI, Wood indicated his support for regional flexibility while moving forward on the implementation of RTOs and SMD.  Wood said that not all new transmission construction should be put up for bid in a competitive auction as called for in the Commission’s SMD proposal.  Instead, he believes that new transmission should be screened, along with other potential resources, through a regional planning process.  The move from a competitive auction reflects concern that such a process could delay near-term transmission investment.  

While elements of SMD may develop on a staggered timetable, regional development through RTOs is proceeding.  “To have a level playing field, enhance wholesale competition and remove economic inefficiencies, we need to get the structure right and then let the market operate.  While this may delay SMD in some parts of the country, it is more important to do it right than do it fast.  Customers deserve no less,” Wood stated.

3.
With Two Commissioner Chairs Open, Bush Renominates Kelliher to Join FERC

Since the departure of Linda Breathitt shortly before Thanksgiving, the Commission has had two empty slots among its five commissioners (see November 22nd edition of the WER).  Late last week, however, President Bush moved to fill one of those vacancies by resubmitting his nomination of Joseph Kelliher.


The Bush Administration originally sent official paperwork concerning Kelliher’s nomination to the Energy Committee in May 2002.  The Energy Committee, however, did not take action on the Kelliher nomination during the remainder of the 107th Congress, instead holding it for paired consideration with the candidacy of Suedeen Kelly, a New Mexico attorney whom several leading Senate Democrats endorsed for the Commission’s other vacant slot.  The Bush Administration did not submit Kelly’s nomination for consideration last year, and it remains unclear whom the President will nominate to fill the remaining open Democratic seat at the Commission.


If Kelliher wins Senate confirmation, he would join the Commission for a term scheduled to expire on June 30, 2007.

4.
FERC Gathers Industry Input on Capital Availability for Energy Markets


Addressing the mass deterioration of creditworthiness in domestic energy markets and subsequent lack of capital liquidity that now plagues many energy companies, the Commission this week gathered industry comments on the causes of these developments and, in turn, recommendations on how to ensure greater capital availability in the future.


These issues claimed center stage at a technical conference on Thursday regarding capital availability for energy markets.  Some industry observers see the conference as a move by the Commission to allay criticisms -- particularly as raised in the context of the Commission’s SMD rulemaking -- that its actions have been detached from non-regulatory market realities.  Toward that end, the conference offered industry participants an open forum to testify concerning capital availability, in a formal manner and on the record, and gave the Commission an opportunity to demonstrate publicly its concern with regard to the issue.

Speakers at the conference represented a wide spectrum of energy industry participants, including investment banks, commercial banks, insurance companies, hedge funds, credit rating agencies, market participants, and other regulatory agencies.  Conference participants cited domestic generation overcapacity, over-leverage, weakened and non-transparent balance sheets, lack of energy trading liquidity, ongoing federal investigations, and regulatory uncertainty as leading factors underlying investors’ current hesitancy to invest in energy markets.  Most participants also recognized the difficulties and overstated profit potential that the trading and marketing sector has faced, but stressed the important role that these parties will play in market recovery and as intermediaries in efficient energy markets.  With regard to overall energy market recovery, participant opinion was fractured.  Some participants stated that they have already seen signs of recovery, while others do not project recovery until 2005.


Conference participants identified six areas in which the Commission should act in order to create a more liquid capital investment environment:

· Consistency and clarity of rulemaking and application of the Commission’s policies;

· Continued implementation of plans to incentivize transmission infrastructure development, and eventual application of incentives to generation and distribution;

· Resolution of past disputes, such as those involving allegations of price manipulation in California’s energy markets;

· Respect for sanctity of current contracts, particularly when the final SMD rule is implemented;

· Increased regulatory monitoring and oversight; and

· Reconsideration of energy company consolidation restrictions.


Speakers also suggested that in future consideration of prices, particularly in an environment which is expected to be hypersentive to price escalation due to recent price shocks, the Commission should be vigilant and maintain the goal of true market-based prices that incentivize innovation and efficiency.    


In addition, conference participants discussed non-Commission related actions that might spark greater capital investment.  Such suggestions included better balance sheet unbundling of energy company lines of business, increased corporate separation between regulated and unregulated businesses within a corporate family, increased transparency of financial information, greater independence of accountants, and passage of President Bush’s recently announced proposal with regard to the removal of taxation on dividends. 

5.
Effect of Dividend Tax Repeal on Energy Market Participants
On Tuesday, the Treasury Department issued a fact sheet giving some technical detail to the operation of the dividend tax repeal proposed by President Bush on January 2, 2003.  The fact sheet can be accessed at http://www.ustreas.gov/press/releases/kd3761.htm.  Based on this fact sheet, we can now begin to consider some of the likely consequences that this proposal will have on participants in the energy market.  We believe more benefits accrue to regulated utilities (subject to one offsetting revenue effect), but that all energy market participants should benefit to some degree.

The Dividend “Savings” Effect

· Any proposal to eliminate the shareholder tax on dividends allows utilities to transfer the same amount of after-tax dividends for less money.  For example, assume a utility ordinarily pays a $5 dividend.  A shareholder might pay $2 in tax on that dividend, leaving it with a net dividend of $3.  If taxes on dividends are repealed, then a utility can pay a $3 dividend and the shareholder nets the same amount.  The utility can, effectively, reduce its dividends by the tax that would otherwise be due.

· However, the savings are not likely to be as dramatic as this example may indicate.  First, some shareholders (such as 401(k) plans, pension funds, etc.) are exempt from tax on dividends already.  In addition, corporate shareholders are allowed a 70% or greater dividends-received deduction.  Thus, depending on how much of a utility’s stock is owned by exempt or corporate shareholders, the ultimate effect on the dividend payouts could be much less than the 40% savings shown in the example.  Moreover, the stated goal of this proposal is to increase yields (and therefore prices) of stock.  Thus, the end result may be the same dividend payments by companies, but larger net dividends in the hands of shareholders.  Nonetheless, it is likely that there will be some savings to companies.

· This savings will occur in every industry, but should be more apparent in the utility sector because it has one of the highest average dividend rates of any industry group, approximately 4.7%.  (By contrast, the non-utility energy industry pays average dividends of approximately 2.6%, and the automotive industry, another capital-intensive sector, pays average dividends of approximately 1.7%.)

The Capital Structure Effect

· If taxes on dividends are eliminated, a company may determine that it is advisable to reorganize its capital structure.  For example, companies may want to replace long-term indebtedness, particularly trust preferred securities, with vanilla preferred or participating preferred stock.

· By some measures the utility industry’s debt/equity ratio is approximately 60/40.  In part this reflects the tax-advantaged nature of corporate debt, but it is also due to the regulated nature of the industry.  In contrast, the non-utility energy industry has a debt/equity ratio almost exactly the opposite:  approximately 41/59.  The automotive industry has a similar ratio: approximately 44/56.  Thus, any shift out of debt and into equity could be more dramatic in the utility industry than in other sectors.

The Rate Effect
· If a utility’s rates are determined on a cost basis, the reduction in dividend taxes could have a revenue effect.

· A significant component of revenue is a utility’s return on investment, which is a function of its rate base and a rate of return.  While rate base is not likely to be affected by the proposal, the rate of return may change.  Specifically, some regulators may argue that the dividend savings effect outlined above permits them to assign a lower rate of return to the equity component of a utility’s capital structure.

The Choice of Entity Effect

· Participants often use partnerships or LLCs to hold jointly-funded or jointly-operated generation or power projects.  These types of entities are desirable because they are not subject to any taxes -- the participants are taxed directly on their distributive share of income.

· If dividends are no longer taxed, then participants may prefer to operate such projects through corporations.  Factors that would point to this choice include the inability of certain participants to be able to fully utilize the tax benefits of the project, the presence of appreciated assets in the project, and the capital gains treatment of interests in the project.   (A similar analysis would apply to the case of oil and gas interests that are held in trusts or limited partnerships.)

Of course, many observers believe that a complete repeal of the dividend tax is unlikely, and that either no action will be taken or that partial repeal will occur (possibly a 50% repeal).  In addition, more details remain to be fleshed out as to any dividend tax repeal.  
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