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1.
Domenici, Barton Vow Action on Energy This Session


Taking their lead from a reference to energy made by President Bush in his State of the Union address, Senate Energy and Natural Resources Committee Chairman Pete Domenici (R-NM) and House Energy and Air Quality Subcommittee Chairman Joe Barton (R-TX) announced plans to take up an energy bill this session.  “My top priorities will be hammering out a robust and diverse energy bill for floor consideration this summer,” Domenici said.  Echoing the Senate chairman’s comments, Barton vowed, “We are going to bring it to a vote.”  The legislation is expected to pick up in significant part where last year’s failed energy bill left off.  House staffers are reportedly already drafting an electricity restructuring title as well as reformulated gasoline and ethanol language.


In an effort to avoid the criticism that surrounded last year’s Senate maneuvers that bypassed the Energy and Natural Resources Committee in favor of direct floor consideration, Domenici unveiled a fast track hearing schedule to consider a variety of energy issues.  Between February 11 and March 11, the Senate Committee will hold six hearings to examine: (1) oil supply and prices; (2) gas supply and prices; (3) energy production on federal lands; (4) financial conditions of the energy market; (5) energy use in the transportation sector; and (6) programs for energy efficiency and conservation.  


Absent from the list is one of the major issues that hampered passage of an energy bill last year -- opening of the Arctic National Wildlife Refuge (“ANWR”) to drilling.  The Senate is expected to take up drilling in ANWR in its annual tax reconciliation bill, though successful inclusion of the proposal is not certain.  Proponents of opening the refuge to drilling once succeeded in placing language on ANWR in a reconciliation bill during the Clinton Administration.  That legislation was vetoed.  While the prospects for White House approval of ANWR development are favorable during a Bush Administration, key Republicans have indicated they oppose inclusion of such a measure in a reconciliation bill.  Six Senators circulated a “Dear Colleague” letter in which they state their resistance to drilling in ANWR.  Those Senators include John McCain (R-AZ), Susan Collins (R-ME), Olympia Snowe (R-ME), Peter Fitzgerald (R-IL), Mike DeWine (R-OH), and Lincoln Chafee (R-RI).  

2.
FERC Approves $13.8 Million Settlement with Reliant


The Federal Energy Regulatory Commission approved a settlement agreement last Friday that calls for Reliant Energy (“Reliant”) to pay $13.8 million for allegedly limiting the amount of power it offered to the California Power Exchange (“CalPX”) for delivery on June 21 and 22, 2000, the same month that rolling blackouts first hit Northern California.  The settlement with Reliant stems from a staff investigation of short-term prices for electric energy and natural gas in the West in 2000 and 2001.  A full report on this investigation is due by the end of March.


The settlement indicates that Reliant traders intentionally withheld power from the CalPX in order to increase day-ahead prices.  Reliant’s trading actions were described in detail in transcripts released by the Commission where Reliant traders explicitly referred to “market manipulation attempts on our part.”  Reliant’s former vice-president of trading, who is no longer with the company, reportedly told staff to shut down power plants in a bid to boost prices. 

The Reliant settlement of $13.8 million reflects the maximum possible difference between the actual CalPX clearing prices on June 21 and 22 and the prices that would have prevailed if Reliant had offered the average amount of megawatt bids during the weekdays of the prior two weeks.  The payment will go directly to CalPX customers for those two days.  The Commission directed Reliant to make such payments within fifteen days of its receipt of necessary data from the CalPX, which has seven days to get the information to the company.  Reliant has a further fifteen days to report to the Commission that it has completed the payments. 


As part of the settlement, Reliant also agreed to offer any uncommitted power from its California plants into the day-ahead and real-time markets until the end of 2006.  Reliant must also employ an independent engineering company for the next two years to determine whether outages at its California generating plants are legitimate, with the audits sent directly to the Commission.


Notably, the Commission decided not to revoke Reliant’s ability to charge market-based rates for its power.  FERC Commissioner William Massey, who voted to approve the settlement, suggested that revocation of Reliant’s market-based rate authority would have provided “an appropriate deterrent for the type of egregious conduct Reliant engaged in.”  However, Commissioner Nora Brownell stated that she felt that the agreement “was as good as we were going to get as fast as we were going to get there.”  Brownell added that the agreement had to recognize the fact that Reliant came forward and identified the matter on its own.  “Reliant has fully cooperated with staff in this investigation and has consented to the agreement in an effort to resolve, in good faith, any possibility that Reliant’s actions may have resulted in rates that harmed customers in the CalPX on June 21 and 22, 2000,” the Commission said in its order approving the settlement.  


The FERC order makes clear that the settlement is only for the two days in question, and “in no way affects findings or remedies for other days or other activities.”  Thus, Reliant could still be required to pay more if the Commission rules in favor of California’s demand for $9 million in refunds from energy suppliers.  


According to the Commission, Reliant did not admit or deny that its actions affected prices.  However, in a separate statement, Reliant said that there was no evidence that its actions impacted California prices, and that its actions “were not in violation of laws, tariffs or regulations in effect at the time.”  Reliant also emphasized that it brought the matter to the attention of FERC, after performing a review at the direction of FERC staff, which requested market data and transcripts of telephone conversations by its energy traders. 


Reaction to the settlement from California officials has been mixed.  Michael Peevey, the new president of the California Public Utilities Commission, applauded the settlement, stating, “I am gratified that FERC has seen fit to return some funds to California.  I hope they continue with that trend.”  However, Governor Gray Davis (D) called the settlement “just another slap on the wrist by FERC on a company that defrauded Californians.”

3.
Northeast States Seek Carbon Dioxide Regulation


This week, attorneys general from Maine, Massachusetts, and Connecticut announced their intent to file suit against the U.S. Environmental Protection Agency (“EPA”) alleging that the Bush Administration has failed its mandate to enforce the Clean Air Act by refusing to regulate carbon dioxide emissions.  Any lawsuit will likely be filed within sixty days.


The announcement by the three Northeast attorneys general serves as a sharp rebuke of the Bush Administration’s Clear Skies Initiative.  Bush pointedly referenced the initiative in his State of the Union address before Congress last week (See Jan. 31st edition of the WER).  The Clear Skies Initiative, which has yet to be formally introduced, will likely seek to reduce emissions of nitrogen oxides (“NOx”), sulfur dioxide (“SO2”), and mercury by up to 70 percent by 2018.  The proposed legislation, however, will likely not contain any provisions regulating carbon dioxide emissions.  


In their notice of intent to sue EPA, the attorneys general commented, “[CO2] emissions will likely cause or contribute to wide-ranging adverse changes to just about every aspect of the environment, public health and welfare throughout the Northeast.”  In support of their suit, the attorneys general noted that the Natural Resources Defense Council (“NRDC”) filed a successful suit against EPA in 1976, which forced the agency to regulate lead as a criteria pollutant under the Clean Air Act.  NRDC brought the suit only after EPA acknowledged the serious health risks associated with lead, but refused to regulate it under the Clean Air Act.  The attorneys general cited congressional testimony and legal memoranda from the late 1990s as evidence of EPA’s admission that carbon dioxide is a pollutant subject to regulation under the Clean Air Act.


The threatened carbon dioxide suit comes on the heels of a barrage of legal actions challenging the Bush Administration’s environmental record.  Last month, ten Northeastern states filed suit against EPA alleging that the agency exceeded its authority when it promulgated rules seeking to reform the New Source Review (“NSR”) program (See Jan. 10th edition of the WER).  While the rest of the country has three years to revise state air pollution programs to account for the NSR reforms, a dozen states and the District of Columbia are set to apply the final NSR rule provisions on March 3, 2003.  In response, the ten Northeastern states on Thursday filed an emergency motion for a stay in an effort to stop the implementation of the NSR rule.

4.
CFTC, FERC Hold Joint Conference on Credit Issues


Following on the heels of its January technical conference regarding capital availability in the energy markets, the Commission this week held a joint technical conference with the Commodity and Futures Trading Commission (“CFTC”) regarding the current credit distress in energy trading markets.  The conference primarily focused on educating the Commission on the mechanics of the clearing house mechanism, CFTC oversight of clearing houses and participants, and how such a system might alleviate some of the credit distress currently incipient throughout energy markets.  

As one of the first joint actions taken by the two agencies, the conference is viewed as a necessary first step to coordinate and facilitate better exchanges between these formerly disparate entities.  Participants included representatives from the CFTC, FERC, investment banks, clearing houses, exchanges, energy market associations, and market participants.


At its most basic, the clearing house mechanism interposes a central counterparty (clearing house) in the trading process.  A counterparty looks at the creditworthiness of the clearing house and its guarantee of transaction completion to assess ultimate counterparty credit risk.  A clearing house relies on extensive capitalization and collateralization to provide this high level of credit.  A clearing house operates as a seller to all buyers and a buyer to all sellers (these parties must be members of the clearing house, however).  Under this model a buyer and seller match a transaction, either on an over-the-counter market or an exchange, and the transaction is “cleared” by the clearing house.  The clearing house novates the obligations of each party to the other and in turn “guarantees” the transaction to each party on each side of the transaction.  Counterparty credit risk is thus reduced.  

In exchange for this clearing service, each party must post certain levels of collateral and other fees (which allow the counterparties to become clearing house members and in turn access the clearing process).  The fees act as a means of risk mutualization (i.e., backing the credit of the clearing house itself so it can absorb uncollateralized defaults by counterparties).  By novating counterparty obligations and mutualizing certain counterparty risks, the overall collateral burden for each individual clearing house member is lowered.  Collateral requirements are normally netted on a daily basis for all outstanding transactions for any party.  

The greater the number of transactions (in relation to all transactions in the marketplace) placed through a clearing mechanism, the more efficient the use of total collateral, and the lower the overall systemic credit risk (and potential knock-on effect) throughout the trading system.  As participants noted, however, clearing mechanisms only operate efficiently when standardized contracts are used.  Otherwise, the collateral and fees required by clearing houses (due to the lower liquidity of more specialized contracts) increase to non-profitable levels.


While the focus of the conference was clearly on education more than policy considerations, the Commission did solicit comments from the participants regarding what actions the Commission might take to encourage market participants to utilize clearing.  In response, most participants underscored the importance of the Commission continuing to focus on implementing its Standardized Market Design (“SMD”) proposal as a means to provide certainty to the marketplace.  Once SMD is in place, participants argued, energy markets will have a better expectation of consistent treatment by FERC, will then be better able to determine, compare, and predict prices throughout the marketplace, and then be able to consider how clearing mechanisms may provide a more efficient means for allocating collateral.  

Participants underscored that clearing, on its own, will not solve the credit problems currently plaguing the energy markets.  Rather, clearing may offer some benefits - when combined with other market-derived solutions - that will ultimately provide for a lower collateralization burden.  Most participants noted that while FERC could nudge market participants to consider the benefits of clearing, the best solution would lie rather in the market itself determining the most profitable use for a clearing house mechanism.  As the clearing houses stated, the clearing houses themselves must find ways to make their service appealing, and profitable, for use by the energy industry as a whole.  

Furthermore, as pointed out by representatives of Edison Electric Institute (“EEI”), the National Electrical Manufacturers Association, and the International Swaps and Derivatives Association, Inc. (“ISDA”), market documentation must also mature.  Energy industry participants noted that the current cooperative efforts of all three, in conjunction with the North American Energy Standards Board (“NAESB”), to streamline, standardize, and integrate all trading documentation is a necessary and commendable step in stabilizing the credit status of the industry.  With unity in these documents, and the implementation of the cross-commodity, cross-affiliate netting and collateralization benefits that associated master netting agreements/ provisions will provide, overall collateral burdens will be reduced.  

In this regard, participants uniformly implored FERC to take any actions that it could to urge Congress to pass necessary bankruptcy reform legislation (that was proposed but not passed last year) to protect the ability to cross-product net, as most industry participants currently are hesitant to implement master netting agreements without such protection.

5.
FERC Submits Budget Request for 2004

This week President Bush requested $199 million in funding for FERC in Fiscal Year 2004, which begins October 1.  The proposed funding level represents a 3.6% increase over FERC’s estimated spending obligations for the current fiscal year.  FERC’s Congressional 
Budget Request and Annual Performance Plan for Fiscal Year 2004 is available on the FERC website at http://www.ferc.gov/About/mission/FY04-Congressional-Budget.pdf.
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