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1.
Democrats Begin Attack on Energy Bill

On Tuesday, the National Energy Policy Act of 2003 reached the Senate floor after clearing the Senate Energy and Natural Resources Committee (“Energy Committee”) last week.  A spokesman for the Energy Committee has indicated that Senator Pete Domenici (R-NM), who serves as Chairman of the committee and was responsible for navigating the energy legislation through the committee process, hopes to complete floor action and pass the bill before the Memorial Day recess.  However, Majority Leader Bill Frist (R-TN) has given the committee through the first week of June, and a committee spokesman stated that if floor work is not completed in early June, Frist has indicated that this time will be extended.


Republican hopes to pass the legislation quickly may be dashed by increasing Democratic opposition and an onslaught of Democrat amendments.  According to industry sources, Democrats are prepared to filibuster the bill indefinitely if they are not successful in passing certain amendments.  Democratic staffers have stated that they have more than enough votes to block a cloture motion to end debate.  Republicans admit that the threat of a Democratic filibuster is significant.  In fact, the threat was the primary reason for Domenici omitting a provision on drilling in the Arctic National Wildlife Refuge (“ANWR”) from the final committee version of the bill.  “I have not included ANWR in this bill, even though I understand there were the votes on the Energy Committee to do so, because I know the sixty votes are not there on the floor to break a filibuster,” Domenici stated in his floor speech on Tuesday. “I think it is a shame, but I also am not about to sacrifice a broader energy policy over that single, though important issue.”


In a Tuesday press release, the Democratic Policy Committee said that the bill must include strong provisions to combat global warming, a renewable portfolio standard for electric utilities, a strong ethanol program, an increase in federal fuel economy standards for motor vehicles, stronger incentives for developing hydrogen fuel cells, and increased consumer protections under the electricity title.  Democrats are also targeting a provision of the bill that provides for federal loan guarantees for the construction of 8,400 Megawatts of new nuclear power reactors.


Senators Tom Daschle (D-SD) and Frist will likely propose a bipartisan ethanol amendment that will contain the same language that passed the Senate Environment and Public Works Committee in April.  The amendment would ban methyl tertiary butyl ether (“MTBE”), a gasoline additive and suspected carcinogen used to help many regions of the country meet federal air quality standards.  The legislation triples the amount of renewable fuel additives (mostly ethanol) in the nation’s fuel supply, mandating that 5 billion gallons contain the additives by 2012.  The legislation also eliminates the Clean Air Act’s 2 percent oxygenate standard, so that states with high levels of pollution can ban MBTE without having to obtain a waiver or find an alternative additive.  


The ethanol amendment was expected to be introduced earlier this week, but several senators, including Charles Schumer (D-NY) and Barbara Boxer (D-CA), vowed to fight the amendment because of a liability provision that prevents consumers from seeking redress for any health problems or pollution associated with ethanol oxygenation.  Earlier this week, some Democrats, including Schumer, also argued that the ethanol mandate will increase gas prices and have negligible environmental benefits.  Because the ethanol amendment is widely viewed as the key to the bill’s chances for clearing the Senate because it could gain the support of Senators from agricultural states, Democrats, such as Schumer, view the defeat of the ethanol amendment as the first step in killing the entire energy bill.  Senators Schumer and Dianne Feinstein (D-CA), both members of the Senate Energy and Natural Resources Committee, reportedly have over 100 amendments between them to offer on the ethanol portion of the bill.


On Thursday, Schumer successfully stalled debate on the energy bill and postponed further consideration of the ethanol amendment by making a procedural objection to the overall bill.  Schumer discovered that the Energy Committee had not filed formal report language on the bill.  After the formal report language was finally filed on Thursday afternoon, amendments could be offered beginning today.  However, votes on energy amendments were not scheduled for today, so any action on the amendments to the bill will have to wait until next week when the bill will have to compete for floor time with other Senate business.


Democrats are also proposing amendments to deal with climate change.  Senator Joseph Lieberman (D-CT), along with Senator John McCain (R-AZ), plan on offering an amendment that would establish a two-phase program for cutting emissions of six greenhouse gases from the electric utility, motor vehicle transportation, industrial, and large commercial sectors of the U.S. economy.  Under the first phase, aggregate emissions would be reduced by 5 percent by 2010.  In the second phase, companies must return emissions to 1990 levels by 2016, an aggregate reduction in emissions of 15 percent.  While congressional observers feel that this ambitious amendment will not be able to gain the fifty-one votes needed for passage, other amendments dealing with climate change may have better chances, including a proposal to require industrial sources to report their greenhouse gas emissions to a federal registry.

2.
U.S. Supreme Court Hears Oral Arguments in Entergy Case

Last week the United States Supreme Court heard oral arguments in Entergy Louisiana, Inc. v. Louisiana Public Service Commission (Docket No. 02-299), a case that tests the jurisdictional boundaries between federal and state regulation of power markets.  


The case stems from a November 1998 decision in which the Louisiana Public Service Commission (“LPSC”) ruled that Entergy’s Louisiana affiliate could not recover from retail rates approximately $1.5 million in system costs related to the extended reserve shutdown (“ERS”) status of several generating units.  Entergy contends that it was required to incur those costs under a Federal Energy Regulatory Commission (“FERC” or “Commission”) tariff governing the operation of its multi-state system, and that the LPSC intruded on FERC’s jurisdiction by blocking recovery of the ERS-related costs.  By contrast, the LPSC argues that it is not challenging FERC’s authority, but rather a decision by Entergy Louisiana, Inc. to accept Entergy’s allocation of costs among its subsidiaries.  Specifically, the LPSC claims that Entergy Louisiana is not entitled to recover the costs because it misinterpreted the FERC tariff.  


In April 2002, a divided Louisiana Supreme Court upheld the LPSC’s decision, concluding that the state agency did not intrude upon FERC’s jurisdiction.  Entergy petitioned the U.S. Supreme Court to hear the case, arguing that the $1.5 million could be “trapped” between conflicting state and federal regulations.  In a brief expressing the views of the United States, the U.S. Solicitor General stated that the case “presents a fundamental jurisdictional question that implicates [FERC’s] regulation of multi-State electric systems and its program for promoting competition in the electric power industry.” The Solicitor General further stated that by allowing states to override FERC orders based on their assessments of local concerns, the Louisiana Supreme Court’s decision “endangers FERC’s ability to perform its assigned responsibility for assuring that federally regulated rates and services are just, reasonable, and not unduly discriminatory.”  The U.S. Supreme Court granted a writ of certiorari in the case in January.


During oral argument last week, the justices posed most of their questions to Michael Fontham, representing the LPSC, who argued that the LPSC has the authority to rule on Entergy Louisiana’s violation of the FERC-approved tariff because Entergy Louisiana is an intrastate utility.  Justice Ruth Bader Ginsburg seemed skeptical of this argument, stating that if each state could question federal tariffs, “you could have chaos.”  Justice Stephen Breyer added that based on previous court decisions, what Fontham was saying “would be a revolution in setting rates.”  Fontham argued that FERC’s decision set the formula for how to calculate system costs among the various utilities, but Entergy Louisiana chose not to follow that formula.  “We’re not challenging the federal tariff, we’re challenging the utility violation,” he said.  


Austin Schlick, assistant to the U.S. Solicitor General, argued that only FERC can decide on violations of tariffs it has approved, and the proper course would be for the state to file a complaint with FERC.  Entergy attorney David Carpenter asserted that the Federal Power Act and the Commerce Clause of the U.S. Constitution limit a state’s ability to disallow costs based on an agreement approved by the FERC.  He further argued that allowing a state to make prudence reviews of a federal tariff would result in “a trapping of costs we’d never get back.”  Justice Antonin Scalia asked Carpenter whether the Federal Power Act makes FERC the “exclusive adjudicator” of wholesale costs passed on at the retail level.  Carpenter responded that the filed rate doctrine makes clear that states cannot find that a utility’s compliance with a FERC-approved tariff is unjust and unreasonable.  


Neither side is willing to predict which way the court will rule.  FERC Chairman Pat Wood III and Commissioner William Massy reportedly said the reasoning and language accompanying the order will be of greater importance than which way the court rules.  The court’s decision is expected to be issued in June.  

3.
Subcommittee Holds Second Hearing on Clear Skies

The Subcommittee on Clean Air, Climate Change and Nuclear Safety of the U.S. Senate Environment and Public Works Committee held the second of a proposed three hearings yesterday to consider S. 485, the Clear Skies Act of 2003 (“Clear Skies Act” or “Clear Skies”), which is an outgrowth of the Bush Administration’s Clear Skies Initiative.   The pending legislation would amend the Clean Air Act to reduce air pollution through the expansion of cap and trade programs.  


The Clear Skies Act is a three-pollutant bill that seeks to establish a cap and trade program for nitrogen oxide (“NOx”), sulfur dioxide (“SO2”), and mercury emissions.  The bill contains no provisions addressing carbon dioxide (“CO2”) emissions.  The initiative would mandate that by 2010 utilities cut NOx from 5.1 million tons to 2.1 million tons, SO2 from 11.2 million tons to 4.5 million tons, and mercury from forty-eight tons to twenty-six tons.  By 2018, NOx would be cut to 1.7 million tons, SO2 to 3 million tons, and mercury to fifteen tons.  The legislation also would seek to amend the New Source Review (“NSR”) permit program, regulations for regional haze, and certain mercury control requirements.  


The Bush Administration’s initiative was formally introduced on February 27, 2003, by Senators James Inhofe (R-OK) and George Voinovich (R-OH).  A companion bill, H.R. 999, was introduced in the House of Representatives by Congressmen Joe Barton (R-TX) and Billy Tauzin (R-LA).  Yesterday’s hearing examined the impacts of clean air legislation on the domestic natural gas supply.  Subcommittee members and witnesses all expressed concern regarding the adequacy of natural gas supplies and the prospect for increasing natural gas prices.


Deputy Secretary of Energy Kyle McSlarrow testified before the Subcommittee on behalf of the Bush Administration.  McSlarrow commented that Clear Skies is a key component to improving the nation’s energy wholesale market.  Specifically, he stated that a “well-functioning” wholesale market relies on regulatory certainty, which would result from the enactment of Clear Skies and would contribute to greater investment in energy markets.  McSlarrow also noted that enactment of Clear Skies would ensure a diverse fuel mix for future years.  


During the question and answer session, McSlarrow acknowledged that the Department of Energy believes there is a “looming problem” concerning the adequacy of future natural gas supplies.  Senator Thomas Carper (D-DE), who is the sponsor of a four-pollutant bill, S. 843, asked McSlarrow whether it was guaranteed that regulatory certainty in the context of clean air regulation would provide for greater investment in the energy sector.  McSlarrow stated that such certainty will increase investment.  In further response, McSlarrow noted that a four-pollutant bill will impact natural gas supplies more than a three-pollutant bill, mostly as a result of CO2 regulation in a four-pollutant scenario.


The hearing effectively continued the discussion concerning amendments to the Clean Air Act and the potential impacts of such action.  The Subcommittee’s hearing came during a week where it was rumored that Senator Voinovich was poised to offer the Clear Skies Act as an amendment to the energy bill.  The timeframe for when Clear Skies might be voted out of the Environment and Public Works Committee remains vague.  In the meantime, Subcommittee Chairman Voinovich announced that the next Subcommittee hearing to consider the Clear Skies Act will be held in the near future and will focus on emissions reduction technology and the associated compliance costs borne by utilities.  The Subcommittee Chairman also announced that he expects a subcommittee mark-up of Clear Skies to occur sometime after the Memorial Day recess.  Others testifying before the Subcommittee included James Krimmel, President, Zaclon, Inc.; Richard Metz, Co-Executive Officer, Unimark L.L.C.; Steve Thumb, Principal, Energy Ventures, Inc.; and Joel Bluestein, President, Energy and Environmental Analysis, Inc.
4.
FASB Seeks Comment on Rule Clarifying Use of Mark-to-Market Accounting for 


Derivative Contracts


The Financial Accounting Standards Board (“FASB”) has posted for comment a proposed interpretation that clarifies when a derivative contract with a variable price feature linked to a market index would be exempt from mark-to-market accounting treatment.  


FASB issued the interpretation in response to a request from the Edison Electric Institute for guidance on whether the use of a broad market index, such as Standard & Poor’s Commodity Index, as part of a contract’s pricing renders the entire contract a derivative under Statement of Financial Accounting Standards No. 133 (“SFAS 133”).  If the contract qualifies as a derivative, then a company must use the mark-to-market accounting method to adjust the contract to its fair value every quarter. 


At a meeting on April 22, the accounting board tentatively approved FASB Issue No. C20 – “Scope Exceptions: Interpretation of ‘Clearly and Closely Related’ in Contracts that Qualify for the Normal Purchases and Normal Sales Scope Exception.”  The interpretation would allow companies to avoid adjusting certain contracts to fair value because they would not be considered derivative contracts.  Currently, a contract that resembles a derivative does not have to be treated under the mark-to-market accounting method if the contract is part of a company’s “normal purchases and sales,” as defined under SFAS 133.  However, a contract that contains a variable price feature that is linked to a market index may qualify as a derivative.  


FASB stated that the determination of whether a contract qualifies for the normal purchases and normal sales scope exception should be based on both qualitative and quantitative analysis of the contract’s specific features.  A derivative-like contract based on a broad market index would qualify for the scope exception if one of the following criteria is met: 

· The price adjustment is based on the fair value of the item being purchased or sold under the contract or on an ingredient or direct factor in the production of that item provided that the relevance and magnitude (in relation to total cost of production) of that ingredient or direct factor could be objectively verified.  

· The price adjustment is based on the changes in an underlying for which there is a high expectation that, over the term of the contract, the percentage change in the underlying will be within an 80 to 120 percent range of the percentage change in the fair value of the item being purchased or sold under the contract or in the fair value of an ingredient or a direct factor in the production of that item. 

FASB Issue No. C20 provides two examples of how an electric utility that has a forward contract for electricity that is tied to a natural gas price index should treat that contract under the interpretation.  In the first example, if the utility determines that natural gas is used in generating the electricity, then the contract would qualify for the normal purchases and normal sales scope exception under the first criteria listed above.  However, in the second example, if the utility generates the sold electricity by means other than through the use of natural gas (such as nuclear, water, or wind power), the contract’s qualification for the exception will depend on whether there is a high expectation that, over the term of the contract, the percentage change in the natural gas index will be within an 80 to 120 percent range of the percentage change in the fair value of the electricity being sold under the contract or in the generation costs of that electricity and the price adjustment does not contain an other-than significant leverage factor.

If approved, the new interpretation would become effective the first day of the first fiscal quarter starting after July 10, 2003 and would be applied prospectively to all existing and future contracts.  FASB emphasized that the guidance does not impose any new requirement to account for a contract as a derivative.  In addition, the interpretation does not prohibit against accounting for any contract as a derivative because application of the normal purchases and normal sales scope exception is elective.  The proposed guidance is available on the FASB website at http://www.fasb.org/derivatives/issuec20.pdf.  Comments are due by May 30, 2003. 

5.
FERC Announces Regional Technical Conferences on White Paper

This week FERC announced two regional technical conferences addressing its White Paper on bulk power market design, which was issued last week (See May 2nd edition of the WER).  The first conference will be held on May 20, 2003, in Boston, Massachusetts, and the second conference will be on June 11, 2003, in Omaha, Nebraska.  The Commission intends to use these conferences to discuss with states and market participants in each region reasonable timetables for addressing wholesale market design issues discussed in the White Paper and ways to tailor a final rule to benefit customers within the region.  While the Commission plans to invite selected panelists to participate in each of the conferences, it will not entertain requests to make presentations.  FERC asks that attendees register on-line at http://www.ferc.gov/home.conferences.asp.  The Commission is expected to issue notices of subsequent conferences in the near future.  
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