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1.
In Senate Testimony, Wood Outlines Ambitious FERC Agenda


The Federal Energy Regulatory Commission shed further light this week on its ambitious plans for the short time remaining before its scheduled August recess.  As the Commission released a packed agenda for its July 31st open meeting, FERC Chairman Pat Wood testified on Wednesday before the Senate Energy and Natural Resources Committee, reaffirming his intention to take action in the near future on a number of closely watched issues.


Addressing one such matter in his testimony, Wood stated that the Commission will release its long-awaited notice of proposed rulemaking (“NOPR”) on standard market design (“SMD”) at next week’s meeting.  Wood described the SMD initiative as seeking to “stabilize rules for all market participants, create certainty so that the road to market success becomes clear and predictable and risks are easier to identify and evaluate, and establish meaningful incentives for new construction with clear paths to cost recovery.”  Wood also pledged to make the SMD rulemaking an open and consultative process, featuring a 75-day comment period, as well as six to eight workshops at which the Commission will discuss the NOPR with interested parties.  In addition, Senate Energy Committee Chairman Jeff Bingaman (D-NM) announced plans to hold a hearing on the Commission’s SMD proposal when Congress returns from its August recess.


While expressing optimism that the Commission’s SMD NOPR will alleviate some problems plaguing the country’s electricity markets, Wood cautioned that many important issues remain beyond the reach of FERC and the Department of Energy.  As an example, Wood stated that neither federal entity has the authority to solve siting problems that impede proposals for new transmission facilities.  Noting that local residents frequently oppose the construction of transmission lines near their communities, Wood called for state regulators to use their siting authority “in a more aggressive, yet cooperative fashion.”  After expressing concern about the recent cancellation of many plans to construct power plants in California, Senator Dianne Feinstein (D-CA) stated that she would work with Wood to achieve this goal.


Turning to another matter on the agenda for the Commission’s July 31st meeting, Wood stated that FERC will respond next week to a proposal for a regional transmission organization (“RTO”) in the Northwest.  In March,  a coalition of utilities asked FERC to issue a declaratory order stating that their proposed RTO, to be named RTO West, complies fully with the requirements of Order No. 2000.  The RTO West proposal also calls for the creation of TransConnect LLC as an independent transmission company operating under the RTO West umbrella.  In response to a question from Senator Jon Kyl (R-AZ), Wood stated that FERC would be open to the possibility of public power entities joining RTO West.


Wood also faced questions about the Commission’s ongoing investigation into possible manipulation of energy markets in California and the western United States.  Wood stated that he expects the Commission to release an interim report within the next couple of weeks.  FERC has already compiled approximately one million pages of data during its investigation.


In addition to Wood, several other witnesses testified before the Senate Energy Committee about electricity infrastructure.  These witnesses included David Nevius, vice president of the North American Electric Reliability Council (“NERC”); Carol Coale, a senior analyst for Prudential Securities; Pete Landrieu, vice president for transmission of the Public Service Enterprise Group; Lawrence Makovich, senior director of Cambridge Energy Research Associates; and Stephen Ward, public advocate for the State of Maine. 


A copy of Chairman Wood’s testimony is attached as Appendix A.  Wood’s testimony, as well as the testimony of other witnesses, is also available on the Senate Energy Committee’s website at http://energy.senate.gov/.  In addition, the full agenda for the Commission’s July 31st meeting is available at http://www.ferc.gov/public/isd/sunshine.htm.   
2.
Corporate Reform Legislation Passes Congress, Heads to President Bush

On Thursday, both chambers of Congress overwhelmingly approved legislation addressing corporate accountability and accounting reform.  The Sarbanes-Oxley Act is practically identical to the comprehensive Senate version crafted by Senator Paul Sarbanes (D-MD), chairman of the Senate Banking, Housing, and Urban Affairs Committee.  The House passed the bill by a 423-3 vote, and the Senate approved the measure by a 99-0 vote.  The measure is now on its way to President Bush, who has indicated that he will quickly sign the bill. 


Key features of the compromise legislation include:

· The legislation creates new penalties for corporate fraud.  Chief executive officers and chief financial officers who certify false company financial reports would face prison terms of ten to twenty years and fines of $1 million to $5 million.  Sentences for mail and wire fraud are increased from five years to twenty years, and sentences for altering or destroying documents sought in federal investigations would be punishable by prison terms of up to twenty years.   The legislation also blocks payments to company officials suspected of wrongdoing, extends the period of time in which defrauded investors can bring lawsuits against companies, and gives federal protection to company whistle-blowers.

· Company directors would be held responsible for the accountants preparing financial reports, and audit committees would be responsible for the appointment, compensation, and oversight of the auditors.

· A five-member, private sector board is created to oversee the accounting industry.  The board would have subpoena authority and disciplinary powers and would be financed by fees from publicly traded companies.  

· The Securities and Exchange Commission (“SEC”) gets new authority to bar corporate wrongdoers for life from serving as officers or directors of any public company.  The SEC would impose new rules on financial analysts to prevent conflicts of interest.  The SEC will receive an additional $300 million authorization to hire around 200 auditors and investigators.

· The bill bans personal loans from companies to their top officials and directors and requires company insiders to notify the SEC more promptly when they buy or sell company stock.

· The bill restricts a wide range of consulting and other non-auditing services, including bookkeeping, financial systems design, and personnel and legal services, that some accounting firms provide to their audit clients.

3.
FASB Releases Exposure Draft on SPEs


Last month, the Financial Accounting Standards Board (“FASB”) released a new proposal on special purpose entities (“SPEs”), with public comment due by August 30.  The proposed interpretation would establish accounting guidance for the consolidation of SPEs and would apply to private and public companies that have an ownership interest, contractual relationship, or other business relationship with an SPE.  


According to FASB, the objective of the proposed interpretation is to improve financial reporting by enterprises involved with SPEs, not to restrict the use of SPEs.  In the exposure draft, FASB offers clearer guidance for determining which entities are SPEs, who their primary beneficiaries are, and when a company is required to include an SPE’s assets and liabilities on its financial statements.  Under existing rules, a company sponsoring an SPE must report all of the SPE’s assets and liabilities unless all of the following criteria are met:

1. A third-party owner (or owners) independent of the sponsor has a sufficient equity investment in the SPE;
2. The independent third party owner’s (or owners’) investment is substantive (generally meaning at least 3 percent of the SPE’s total debt and equity or total assets);
3. The independent third-party owner (or owners) has a controlling financial interest in the SPE (generally meaning that the owner holds more than 50 percent of the voting interest of the SPE - thus, if the SPE’s total equity is only 3 percent of total assets, all of its equity must be held by one or more independent third parties); and 

4. The independent third-party owner (or owners) possesses the substantive risks and rewards of its investment in the SPE (generally meaning the owner’s investment and potential return are “at risk” and not guaranteed by another party).


FASB’s proposal would require companies to report on many previously unconsolidated SPEs.  To qualify for non-consolidation under the new rules, an SPE must have “sufficient independent economic substance” to stand financially on its own and meet certain qualitative characteristics.  Among other things, an equity investment shall be presumed to be insufficient to allow the SPE to finance its activities without relying on financial support from variable interest holders unless the investment is equal to at least 10 percent of the SPE’s total assets.  This presumption is overcome only if there is persuasive evidence that an equity investment of less than 10 percent of total assets is comparable to the equity of businesses that are not SPEs and that engage in similar transactions or similar risks.   



The new proposal allows an entity to fall below the 10 percent benchmark in three instances.  The first is with respect to qualified special purpose entities in which the transfer of the assets to the SPE is accounted for as a sale in order to achieve off-balance sheet treatment.


Second, FASB dropped the “Financial SPE” term from its definitions and replaced it with “SPEs That Hold Certain Financial Assets.”  An enterprise would not consolidate this type of SPE if it fails two of the three conditional tests:  If it can purchase and sell assets for the SPE and significantly affect the SPE’s gains and losses; if it provides a credit enhancement or other support; or if it receives a fee that is not market-based. 


Finally, in a general SPE status (encompassing transactions not meeting the conditions of those mentioned above), the entity holding the “primary interest” in the equity can avoid consolidating the SPE.  However, it will need to monitor the SPE at least once a quarter to determine whether its position has changed with respect to other entities with interests in the transaction, and if consolidation has become necessary.



FASB expects to issue final guidance in the fourth quarter of this year.  It would be effective immediately for new SPEs.  Companies that already have SPEs would be required to apply the rules to the existing SPEs at the beginning of the first fiscal period after March 15, 2003.  Calendar year-end companies would be required to apply the guidance on April 1, 2003. 


The exposure draft, entitled Proposed Interpretation: Consolidation of Certain Special-Purpose Entities, is attached as Appendix B. 
4.
Wood Urges Treasury, IRS to Ease Public Power Participation in RTOs


In a letter sent earlier this month to the Department of the Treasury (“Treasury”) and the Internal Revenue Service (“IRS”), FERC Chairman Wood called for quick action to finalize tax regulations that would make it easier for public power entities to participate in RTOs.


Writing to IRS Commissioner Charles Rossotti and Acting Assistant Treasury Secretary for Tax Policy Pamela Olson, Wood stated that these agencies issued temporary regulations in January 2001 that provide “special exceptions to the so-called ‘private use’ rules that limit the use of transmission facilities financed with tax-exempt bonds.”  Wood then urged the Treasury and the IRS to finalize these regulations in order “to enable public power entities to provide open access transmission and participate in RTOs to the fullest extent possible without jeopardizing their tax-exempt financing.”  Emphasizing the importance of this move, Wood further stated, “The success of the Commission’s RTO efforts depends significantly on the participation of public power entities.”


According to press reports, observers within the public power sector are hopeful that the Treasury and the IRS will finalize the tax regulations in mid-August.


A copy of Chairman Wood’s letter is attached as Appendix C.

5.
PJM: Trading Practice Caused Price Distortions

As a number of utilities solidify their plans to join PJM Interconnection, LLC (“PJM”), PJM reported on Monday that at the end of last week, it detected and took action to correct a power trading practice that it believes increased prices.


Specifically, PJM stated that large discrepancies between contract and actual power flows at its interfaces with American Electric Power (“AEP”) and Dominion Virginia Power (“Dominion”) subjected its system to loop flows in excess of 3,000 MW.  PJM further stated that such loop flows distorted congestion prices and could have required transmission loading relief (“TLR”) steps. TLRs are measures designed to curtail transactions that cause loop flows that could overload the transmission system and throw prices off kilter.

Joe Bowring, manager of PJM’s independent market monitoring unit, reportedly stated that PJM’s response to this situation aligned “actual power flows more closely with prices, which allows market forces to correct the problem.”  Bowring added that PJM’s concerns would not have arisen had Dominion and AEP already been integrated into the PJM market and begun using Locational Marginal Pricing.  Both Dominion and AEP are currently working to integrate their facilities into PJM, but are not yet within the PJM market boundaries.


Shortly after making its initial announcement, PJM issued another news release clarifying that it mentioned AEP and Dominion only to identify the locations of the two transmission interfaces at which the issues arose.  “By identifying those companies in the news release,” PJM stated, “PJM did not intend to imply that either company was under investigation by PJM’s market monitoring unit.”


In addition, PJM stated that it is still determining both the total cost of congestion from the identified scheduling practices and who is responsible for the situation.  Until PJM resolves these issues, all power sale transactions to or from the East Central Area Reliability Coordination Agreement (“ECAR”) and the Mid-America Interconnected Network, Inc. (“MAIN”) will be assigned the price at the PJM-AEP interface, regardless of the contract path. 
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