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1.
House Energy Debate Moves Forward on Fast Track


Energy issues attracted substantial attention this week in the House of Representatives, as Chairman Joe Barton (R-TX) of the Energy and Commerce Subcommittee on Energy and Air Quality called prominent government witnesses to testify at a Wednesday hearing addressing new comprehensive energy legislation and several other “hot-button” issues.


Barton Launches Draft Energy Bill and Plots Fast Course to Passage


Late last week, Barton released a draft energy bill, entitled the “Energy Policy Act of 2003.”  The bill is slated for fast track consideration by the Subcommittee and the full House Energy and Commerce Committee.  A mark-up of the legislation may occur as early as mid-March, with floor consideration anticipated before the April recess.


Intended as a measure that picks up where the ultimately unsuccessful energy conference of the 107th Congress left off, the Barton bill, which contains ten titles, addresses:

· Electricity transmission, focusing on interstate transmission system improvement, reliability, and Federal Energy Regulatory Commission permits for expedited construction of new transmission lines through eminent domain when critical transmission lines are involved pursuant to Department of Energy criteria;

· FERC authority to overcome state immobility when states are unable or unwilling to act on approval of new transmission lines after one year’s time, state authority to establish rights-of-way for transmission over federal land when agencies are unable or unwilling to act, and streamlined environmental reviews for transmission construction;

· Expanded FERC jurisdiction over Power Marketing Administration (“PMA”), municipal utility, and rural cooperative transmission, and PMA authority to participate in regional transmission organizations (“RTO”);

· Repeal of the Public Utility Holding Company Act twelve months after enactment, and modification of the Public Utility Regulatory Policy Act to free utilities from buying above-market priced power from renewable sources and cogenerators;

· Repeal of the Commission’s merger authority under section 203 of the Federal Power Act (“FPA”);

· Energy trading reforms, including prohibitions on round-trip trading, improved transparency in wholesale electric power markets, and an increase in penalties for violations of the FPA;

· Shifting the effective date of refunds to the date of the complaint, and bringing spot market sales under FERC’s refund jurisdiction;

· Hydroelectric relicensing, with requirements that federal agencies consider alternatives proposed by owners of hydroelectric dams when imposing fishways and other environmental requirements in relicensing cases;

· Nuclear energy, including a 15-year reauthorization of the Price-Anderson Act and nuclear security language approved last year;

· Department of Energy programs such as renewable energy, distributed generation, and next-generation lighting;

· Energy efficiency and conservation, with authorization for President Bush’s hydrogen fuel-cell initiatives;

· Oil and gas production, including expedited construction of a natural gas pipeline from Alaska to the lower 48 states along a southern route;

· Clean-coal technology; and

· Vehicle fuel economy.


The titles of the Barton bill represent most of the same subjects contained in legislation the House developed during the last Congress, with the exception that the new measure includes an electricity title.  Provisions regarding the Arctic National Wildlife Refuge, ethanol mandates, a renewable portfolio standard, and tax incentives could be included at a later date.


Notably, on February 27, 2003, Senator Craig Thomas (R-WY) introduced the first Senate electricity bill of the 108th Congress, S. 475, the “Electric Transmission and Reliability Enhancement Act of 2003.”  A copy of that legislation is attached as Appendix A.


FERC Initiatives Encounter Vocal Opposition at House Hearing


On Wednesday, Barton convened a hearing on developing a comprehensive national energy policy, with his draft legislation as the intended discussion piece.  Nearly the entire membership of the Subcommittee appeared at the hearing, signaling the importance of this opening salvo of the 108th Congress, driven in large measure by consumer concern over high oil and gas prices and the impending possibility of war with Iraq.


Witnesses called to testify before the Subcommittee included Department of Energy Deputy Secretary Kyle McSlarrow, FERC Chairman Pat Wood and Commissioners William Massey and Nora Brownell, and Nuclear Regulatory Commission Chair Richard Meserve.  While Barton and House Energy and Commerce Committee Chairman Billy Tauzin (R-LA) announced their plans to support passage of Barton’s legislation in short order, Subcommittee Members spent a significant amount of time asking witnesses about subjects not directly related to the pending legislation.


Once convened, many Members used the hearing as an opportunity to express their dissatisfaction with FERC initiatives and the Commission’s handling of regional power problems.  Members grilled the witnesses regarding two issues in particular -- the Commission’s Standard Market Design (“SMD”) proposal and the fiscal fallout from the energy crisis in California.  The fate of the electricity title of the Barton bill will likely depend to a large degree on how the SMD rulemaking proceeds.  Southeastern and Western lawmakers used the hearing to send a strong message about what they see as the uncertain and negative effects of implementing SMD on both energy legislation and ratepayers in their respective regions of the country.  Representatives Charles Norwood (R-GA) and Richard Burr (R-NC) stated their concern that the Commission’s SMD rulemaking would increase costs and compromise reliability in the Southeast, with Norwood accusing Wood of attempting to “federalize the nation’s transmission grid.”  Representative Chris John (D-LA) called the SMD proposal a “nonstarter,” and Representative John Shadegg (R-AZ) suggested that the West be left alone to participate voluntarily as an RTO.  Only one Member expressed conditional support for SMD, New Jersey Democrat Frank Pallone, and Pallone’s statement also included the caveat that other regions of the country do not approve of SMD in the same way as his own.    


With regard to fallout from the California energy crisis, Western lawmakers demanded that FERC de-classify information provided to the Commission by companies selling power in the West.  Chairman Wood agreed that much of that information should be made available soon (see Story 2 of this edition of the WER).


Commentary on the Barton bill was predictable, with Democratic Members complaining about their exclusion from development of the legislation.  Energy and Commerce Committee Ranking Member John Dingell (D-MI) forcefully stated his view that the measure was not bipartisan and that two hearings were not sufficient to consider such complicated topics, especially the electricity title of the bill.  Moreover, continued Dingell, no progress on an electricity title can be made until “market shenanigans” have been shaken out and FERC has issued its internal report on such behavior.  Subcommittee Ranking Member Rick Boucher (D-VA) stated that he had a number of concerns about the bill’s provisions on electricity, and that the SMD rulemaking complicated the legislative consensus effort.  While the Administration has not officially passed judgment on the Barton bill, Department of Energy Deputy Secretary McSlarrow voiced general support for the measure, but objected to provisions that would repeal FERC authority to review mergers.


The Subcommittee is scheduled to continue the hearing at 2:30 p.m. on Wednesday, March 12, and at 10:00 a.m. on Thursday, March 13.

2.
California Parties File Additional Allegations of Market Manipulation


On Monday, California’s attorney general joined the State’s Public Utilities Commission and Electricity Oversight Board, as well as two of its major investor-owned utilities, in filing at FERC additional allegations that sellers deliberately withheld power and engaged in various trading strategies to increase prices during the California energy crisis of 2000-2001.


Dubbed the California Parties, the group asserts that the information contained in Monday’s filing should convince the Commission to order refunds for alleged overcharges.  Describing the filing, California Governor Gray Davis (D) reportedly stated, “The evidence of manipulation unearthed is so overwhelming even FERC can’t hide from it.”


Although the California Parties are seeking $7.5 to $9 billion in refunds, some industry observers expect the Commission’s eventual figure to be substantially lower than that amount.  Late last year, an administrative law judge (“ALJ”) at the Commission ruled that sellers owed California $1.8 billion in refunds, and that the California Independent System Operator Corporation and the California Power Exchange still owe sellers $3 billion for electricity purchases (see December 13th edition of the WER).  With the filing of this week’s allegations, as well as additional materials that will be filed later this month, the Commission will have more information to help in its decision whether to uphold or modify the ALJ’s initial decision.


In addition to their call for refunds, the California Parties asked the Commission to lift the protective order in the California proceeding and make the evidence submitted to the Commission publicly available.  Responding to this request on Wednesday, the Commission issued a notice stating its intent to release all documents submitted in response to its November 20, 2002 and February 10, 2003 orders in the California proceeding, as well as most documents submitted in the course of a Commission staff investigation of alleged manipulation in Western energy markets.  Parties with a confidentiality interest in those materials may submit comments by March 12, explaining any opposition to the documents’ release.

3.
Clear Skies Initiative Returns to Congress, States Join NSR Lawsuit as Court 

Denies Stay


Fulfilling promises made following President Bush’s State of the Union address (see January 31st edition of the WER), members of both the House and Senate recently reintroduced the Administration’s Clear Skies Initiative in legislative form.


The House version of the Clear Skies Initiative is sponsored by Energy and Commerce Committee Chairman Tauzin and Energy and Air Quality Subcommittee Chairman Barton.  The Senate counterpart is sponsored by Environment and Public Works (“EPW”) Committee Chairman James Inhofe (R-OK) and Senator George Voinovich (R-OH), chairman of the EPW Subcommittee on Clean Air, Climate Change, and Nuclear Safety.


The Clear Skies Initiative would establish a cap-and-trade program for nitrogen oxides (“NOx”), sulfur dioxide (“SO2”), and mercury.  For example, the bill would mandate that by 2010, utilities cut emissions of NOx to 2.1 million tons, SO2 to 4.5 million tons, and mercury to 26 tons.  By 2018, the bill would further cut emissions of NOx to 1.7 million tons, SO2 to 3 million tons, and mercury to 15 tons.  The legislation also would seek to phase-out or amend the New Source Review (“NSR”) permit program, regulations for regional haze, and certain mercury control requirements.  The Environmental Protection Agency (“EPA”) argues that the Clear Skies Initiative would eliminate regulatory redundancies while reducing emissions through stricter cap requirements.  Opponents of the proposal, however, contend that the Clear Skies Initiative would weaken existing requirements under the Clean Air Act.

Reintroduction of the Clear Skies Initiative has been preceded by other clean air proposals, including several bills that seek to cap carbon dioxide (“CO2”) emissions.  Senator James Jeffords (I-VT), for example, has introduced the Clean Power Act of 2003 (S. 366), which seeks to limit emissions of NOx to 1.51 million tons by 2009, SO2 to 0.28 million tons in the Western region and 1.98 million tons in the Eastern region by 2009, mercury to 5 tons by 2008, and CO2 to 2.05 billion tons by 2009.  Senators John McCain (R-AZ) and Joseph Lieberman (D-CT) have introduced legislation to cap greenhouse gas emissions, and Senator Tom Carper (D-DE) has also indicated his intention to re-enter the fray.  Late last year, Carper assembled a bipartisan group of co-sponsors for legislation that featured less restrictive caps on NOx, SO2, and mercury than an earlier version of Senator Jeffords’ legislation, but also included a cap on CO2 emissions, in contrast to the Clear Skies Initiative.


On a different front in the debate over clean air proposals, the Bush Administration won its first battle in the much anticipated challenge that a group of predominantly Northeastern states have brought against changes to the NSR program (see February 21st edition of the WER).  On Thursday, a two-judge panel of the U.S. Court of Appeals for the District of Columbia Circuit denied a petition for an emergency stay to delay the implementation of the Administration’s new NSR rules while a larger challenge to those rules is pending.  The court’s decision effectively means that the larger NSR matter will be considered on the merits.  


The states allege that EPA exceeded its authority when it issued the new NSR rules by violating its mandate under the Clean Air Act to improve air quality.  The states also charge that EPA violated the Administrative Procedure Act, which describes the procedures for public participation and comments concerning regulatory actions, in that the rules as issued differ substantially from rules proposed in 1996 by the Clinton Administration.  Supported by nine states, the American Petroleum Institute and the Utility Air Regulatory Group, EPA argued that the NSR changes are well within the legal boundaries of administrative procedure.


In all, the legal challenge to the Bush Administration’s NSR rules now includes 14 states, the District of Columbia, nine Democratic senators, and a coalition of environmental groups.  Most recently, California and Illinois announced their intention to join the lawsuit, and  Wisconsin is also considering taking similar action.   

4.
IRS Issues Proposed Normalization Regulations on Deregulated Assets

On Tuesday, the Internal Revenue Service (“IRS”) issued a notice of proposed rulemaking (“NOPR”) that addresses certain aspects of tax normalization for generation assets that are disposed of or deregulated.  Because of the importance of the issues raised by the NOPR, this discussion provides a first, general overview of the NOPR.  A more detailed analysis will follow in the next edition of the Washington Energy Report.

Scope:
 The NOPR only applies to generation assets, specifically “deregulated generation property.”  The NOPR defines such property as “public utility property that is used in electric generation and ceases, whether by disposition, deregulation, or otherwise, to be public utility property.”

Accounts Covered:  The NOPR only applies to two types of normalization accounts:  (1) the excess deferred federal income tax (“EDFIT”) reserve (this is the reserve that arose out of the reduction in corporate income tax rates in 1986 from 46 percent to 34 percent); and (2) the reserve for accumulated deferred investment tax credits (“ADITC”) under former IRC Section 46(f)(2) (this is the reserve that arose if a taxpayer elected to flow through to ratepayers the investment tax credit ratably over the investment’s regulatory life).  Importantly, the NOPR does not apply to the accumulated deferred federal income tax reserve (“ADFIT”).

Proposal:  In effect, the NOPR requires that if a utility flows through EDFIT and ADITC adjustments to its cost of service, and if a generation asset that gives rise in whole or part to such adjustments is disposed of or becomes deregulated, then the utility must continue to flow through such adjustments as if it continued to hold the asset or the asset remained subject to regulation.
Transmission Assets:  The NOPR does not contain any rules applicable to transmission assets, but it does solicit comments on the proper disposition of tax reserves (ADFIT, EDFIT, and ADITC) if regulated transmission assets from several public utilities are transferred to a utility partnership created solely as a transmission company.  The NOPR seeks comments on whether the normalization rules are violated if the deferred tax reserves are transferred to the new transmission company’s regulated books and are considered in setting rates for the new transmission company.  Likewise, the NOPR seeks comments on whether the normalization rules are violated if the deferred tax reserves remain on the transferors’ regulated books and are considered in setting their rates.

Rate Base ITC Adjustments:  The NOPR does not address the treatment of assets for which the utility elected under former IRC Section 46(f)(1) (which permits the use of the investment tax credit to reduce rate base), rather than Section 46(f)(2).  The NOPR seeks comments on the proper treatment of such assets if they are disposed of or become deregulated.

Effective Date:  The regulations are proposed to apply to assets that become “deregulated generation property” after March 4, 2003.  However, the regulations contain a special rule under which a utility can elect to apply the rules to assets that become “deregulated generation property” on or before March 4, 2003.

Hearing Dates:  The NOPR requests comments by June 2, 2003.  A public hearing has been scheduled for June 25, 2003, and requests to speak at the hearing must also be received by June 2, 2003.
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