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1.
FERC Releases Standard Market Design Proposal


This week, the Federal Energy Regulatory Commission released its long-awaited notice of proposed rulemaking (“NOPR”) on standard market design (“SMD”).  Weighing in at more than 600 pages and proposing to replace the Commission’s existing pro forma tariff, among other changes, the document lives up to FERC Chairman Pat Wood’s promise of a “giga-NOPR” that, when finalized, will complete the Commission’s trilogy of orders on electric restructuring.


Major aspects of the Commission’s SMD NOPR include the following:

· New Tariff and New Transmission Service: Establishing a single, non-discriminatory SMD Tariff providing for a single transmission service -- to be called Network Access Service -- that is applicable to all users of the interstate transmission grid, including bundled retail transmission customers, as well as wholesale and unbundled retail transmission customers.  This decision to assert jurisdiction over the transmission component of bundled retail transactions marks a sharp break from Order No. 888; 

· Independent Transmission Providers (“ITPs”): Requiring all public utilities that own, control, or operate interstate transmission facilities to: (1) become an ITP; (2) turn over operation of their transmission facilities to a regional transmission organization (“RTO”) that meets the definition of an ITP; or (3) contract with an entity that meets the definition of an ITP to operate their facilities.  FERC defines an ITP as any public utility that owns, controls, or operates facilities used for the transmission of electric energy in interstate commerce; that administers the day-ahead and real-time energy and ancillary services markets in connection with its provision of transmission services pursuant to the SMD Tariff; and that is independent (i.e., has no financial interest, either directly or through an affiliate, in any market participant in the region in which it provides transmission service or in neighboring regions).  FERC also requires that an ITP provide transmission services and administer day-ahead and real-time energy and ancillary services markets;

· Congestion Management: Using locational marginal pricing (“LMP”) as the system for transmission congestion management, and providing tradable financial rights -- to be called Congestion Revenue Rights (“CRRs”) -- as a means to lock in a fixed price for transmission service.  FERC establishes a preference for the auction of CRRs, but initially allows regional flexibility for a four-year transition period in determining whether to allocate CRRs to existing customers or to auction these rights such that revenues are allocated to existing customers to hold them financially harmless;
· Access Charge: Establishing an access charge to recover embedded transmission costs based on a customer’s load ratio share of the ITP’s costs.  This access charge would be paid by any customer taking power off the grid;

· Market Power Mitigation: Establishing procedures to mitigate market power in the day-ahead and real-time markets required by SMD, as well as mechanisms for market monitoring.  These procedures will include a $1,000 bid cap for day-ahead and real-time markets, and a separate bid cap for generators identified as having local market power in certain circumstances.  FERC supplements these bid caps with a resource adequacy requirement under which load-serving entities must arrange for sufficient resources to meet their peak demand plus a 12 percent reserve margin.  In addition, FERC offers regions the opportunity to adopt Automatic Mitigation Procedures (“AMP”) along the lines of those already used by the New York Independent System Operator;
· Resource Adequacy Requirement: Establishing procedures to assure, on a long-term regional basis, the presence of adequate transmission, generation, and demand-side resources.  As noted above, these procedures include a 12 percent minimum reserve requirement;
· Imbalance Energy Markets: Establishing open imbalance energy markets to allow all market participants to buy or sell their imbalances in a fair, efficient and non-discriminatory market.  These markets would be neutral toward fuel sources and treat demand resources on an equal footing with supply;

· Existing Contracts: Permitting customers under existing contracts to receive the same level and quality of service under SMD that they receive under their current contracts, to the greatest extent feasible; and

· State Participation: Providing a formal role for state representatives to participate in the decision-making processes of ITPs, through the establishment of new Regional State Advisory Committees.


At its open meeting on Wednesday, the Commission voiced high hopes for its SMD proposal.  FERC Commissioner William Massey, for example, stated that with the “very future of competitive electric markets hanging in the balancing,” the NOPR would restore confidence to consumers, investors, and lawmakers whose faith in the sector has been shaken in recent years.


Outside of Washington, however, the SMD proposal received a rude response in some quarters.  On Wednesday, members of 15 state public utility commissions released a statement that expressed “deep concern with the intrusive, comprehensive nature” of the NOPR and added, “This far-reaching proposal raises troublesome issues about the appropriate balance of regulatory authority between state and federal agencies.”  Building on this theme, California Public Utilities Commission President Loretta Lynch described the NOPR as “nothing more than a power grab by a small federal agency that cannot be as effective as the 50 states in ensuring reliability and protecting consumers.”


Some industry observers believe that FERC anticipated these criticisms and drafted the NOPR as a foundation for the Commission’s arguments in legal proceedings that are likely to follow the eventual release of a final SMD rule.  The NOPR, for example, includes a lengthy discussion of the Commission’s determination that its existing pro forma tariff allows undue discrimination in the provision of transmission services.  Even the title of the NOPR, Remedying Undue Discrimination through Open Access Transmission Service and Standard Electricity Market Design, reinforces the Commission’s approach to justifying its actions.  This emphasis on how the NOPR would remedy discrimination may reflect an effort to position the SMD plan squarely within the lines that the Supreme Court drew earlier this year in New York v. FERC.  In upholding Order No. 888 in that case, the Court sent a strong signal that FERC would be allowed to regulated bundled retail transmission, if it first compiled a record that demonstrated the existence of undue discrimination in such transactions.  (See March 8th edition of the WER).


Well before any SMD proposal reaches the courts, however, FERC will provide several further opportunities for interested parties to address the subject.  The Commission established a 75-day comment period for the NOPR, placing that deadline in mid-October.  In addition, FERC has announced a series of SMD briefings that will begin later this month.  Senate Energy and Natural Resources Committee Chairman Jeff Bingaman (D-NM) has also stated that he will hold a hearing on the Commission’s SMD proposal when Congress returns from its August recess.


The SMD NOPR can be found on the FERC website at http://www.ferc.gov/Electric/RTO/Mrkt-Strct-comments/discussion_paper.htm#NOPR.
2.
Amid Debate on Electricity Provisions, Tauzin Sets Energy Conference Schedule

On July 25, House and Senate conferees on the energy bill met to continue work on the vastly divergent pieces of legislation passed in both chambers.  With little time left in the current session of Congress, Representative and Conference Chairman Billy Tauzin (R-LA) stated that he expects all work on the bill to be completed by September 30, so that votes in the House and Senate can be scheduled prior to the planned October adjournment.  In order to meet that deadline, Tauzin directed staff to work through Congress’ August recess to come up with recommendations on electricity provisions by September 9.  The conferees would then take up the electricity portion of the bill on September 16.


Meanwhile, House Energy and Air Quality Subcommittee Chairman, and conferee, Joe Barton (R-TX) expressed concern about major issues that he believes should be addressed, although the Senate left them out of its 900-plus-page bill.  For example, Barton stated, “I don’t see how we have a national electricity market if we don’t have a coherent RTO policy,” and argued that legislative action may be necessary in light of a recent decision issued by the U.S. Court of Appeals for the D.C. Circuit that vacated parts of a FERC order on RTO membership conditions.  (See July 19th edition of the WER).  Some conferees from Western states, however, oppose Barton’s calls for mandatory RTO membership, fearing that California’s woes would infect their states if they are required to participate with the beleaguered system.


Barton also offered a discussion draft of electricity measures that would address some of his concerns, as well as some issues raised by other members, including House Energy and Air Quality Subcommittee Ranking Member Rick Boucher (D-VA).  The discussion draft would end slamming and cramming, increase fines to $1 million, and provide prison terms for violations of the Federal Power Act.  The draft would also prohibit round-trip sales of electricity, a move supported by FERC Chairman Wood.  In addition, the draft would direct FERC to issue rules on market transparency, and calls for an electronic information system for data on the availability and price of wholesale electric energy and transmission services.  Such a database would include timely information and would be available to the public.  RTOs and independent system operators, as well as brokers, exchanges, and other market entities, would be required to publish relevant information on this system.  Barton also raised siting, explaining that language on transmission incentives might make it easier to build transmission lines, and he continued to press for removing FERC authority over utility mergers.  Conversely, Representative Ed Markey (D-MA) argued that FERC authority over mergers already does not go far enough.


During the July 25 meeting, conferees approved 51 less controversial provisions dealing with energy efficiency, low-income energy assistance, energy security, Indian energy, and minor nuclear energy issues.  Congress is now recessed for the month of August and is slated to return after Labor Day.

3.
Bush Administration’s Clear Skies Initiative Takes Legislative Form


Approximately six months after President Bush first outlined his Clear Skies Initiative, that proposal to curb air pollution has emerged in legislative form.  This week, at the request of the White House, Senator Bob Smith (R-NH) and Representatives Barton and Tauzin introduced the Clear Skies Act of 2002, as S. 2815 and H.R. 5266, respectively.

Among other changes, the Clear Skies Act would phase out the Clean Air Act’s (“CAA”) New Source Review (“NSR”) program, which requires utilities to install modern pollution control devices when building new power plants or conducting more than “routine maintenance” on existing plants.  The Clear Skies Act also would amend the CAA to establish a new cap-and-trade program for nitrogen oxides (“NOx”), sulfur dioxide (“SO2”), and mercury.  The bill, however, would not impose limits on carbon dioxide emissions, as would the four-pollutant bill (S. 556) introduced by Senator Jim Jeffords (I-VT), which the Senate Environment and Public Works Committee passed in late June on a nearly party-line vote.  (See June 28th edition of the WER).

Much like the Environmental Protection Agency’s (“EPA”) recent proposal to narrow the application of NSR standards (See June 14, 2002 edition of the WER), the Clear Skies Act drew mixed reviews.  Barton stated that the bill will “serve as a starting point which will hopefully lead to passage of this or similar legislation over the next several years.”  By contrast, Jeffords stated that “any benefits of the so-called ‘Clear Skies’ proposal are too little and come too late.”  Similarly, the Sierra Club termed the bill “irresponsible,” charging that it “allows more air pollution and weakens the Clean Air Act.” 


The battle over the NSR program also saw action on another front this week.  A group of 44 Senators organized by Senators Jeffords, John Edwards (D-NC), and Joe Lieberman (D-CT) released a letter to EPA Administrator Christine Whitman, in which they described the EPA’s proposed NSR changes as “extremely troubling.”  The letter’s signatories, most of whom are Democrats, also urged the EPA to “conduct a rigorous analysis of the air pollution and public health impacts of the proposed rule changes and give the public full opportunity to comment on these changes” before finalizing any modifications to the NSR program.


A copy of the letter to EPA Administrator Whitman is attached as Appendix A.
4.
House Passes Pipeline Safety Legislation


On July 23, the House approved, by a vote of 423-4, a bill to improve pipeline safety and security.  H.R. 3609, “Pipeline Infrastructure Protection to Enhance Security and Safety Act,” combines aspects of two bills passed earlier this year by the House Transportation and Infrastructure Committee and the House Energy and Commerce Committee.


Provisions of H.R. 3609 include:

· Mandating an initial pipeline inspection within 10 years of the bill’s enactment, with re-inspections every 7 years;

· Authorizing up to $189.7 million for pipeline safety and security;

· Establishing a five-year, $100 million research program to research methods to improve pipeline safety;

· Increasing federal pipeline safety enforcement in that violators could be fined $100,000 for safety violations, with a maximum $1 million limit for repeat violators;  

· Allowing pipeline repairs to proceed expeditiously without superseding federal, state, or local environmental laws; 

· Increasing funding for the Office of Pipeline Safety (“OPS”) and requiring OPS to order pipeline companies to develop training programs within a year; 

· Requiring operators to provide pipeline data to the Department of Transportation (“DOT”) for the creation of a national pipeline mapping system;

· Requiring DOT to draft rules for securing pipelines against terrorist attacks; and 

· Establishing whistleblower protections for pipeline employees who report safety violations.


Although the Senate passed a stricter version of the pipeline safety bill, some industry observers do not expect the differences between the two bills to cause major problems in conference.  The Senate bill, S. 235, differs from the House bill in that it requires initial pipeline inspections within 5 years of enactment, with re-inspections every 5 years; provides slightly harsher penalties for violations; includes community right-to-know provisions; requires companies to provide maps of pipelines to municipalities within a year; and makes public incident and condition reports.    


Lawmakers must now decide whether to hold a separate conference to reconcile the House and Senate versions of the pipeline legislation or to include it as part of the energy bill conference.

5.
FERC Demands Answers from Enron Pipelines


On Thursday, the Commission issued an order directing Northern Natural Gas Company (“Northern”) and Transwestern Pipeline Company (“Transwestern”) to answer questions about loans made by the pipelines, at the request of their parent, Enron Corporation, and related accounting practices.


Northern and Transwestern entered into revolving credit agreements with Citicorp North America, Inc. and JP Morgan Chase Bank within two weeks of Enron filing for Chapter 11 reorganization.  The pipelines pledged their assets as collateral for the loans that totaled approximately $1 billion.  Following these transactions, Enron entered into agreements with both entities for the same funds.  In the order, FERC directed the pipelines to provide written answers within thirty days explaining why the costs and indebtedness associated with the loans were not imprudently incurred and thus unrecoverable by the pipelines in any future rate proceedings.  


In the order, the Commission is also requiring the pipelines to state why they have not violated the Commission’s Uniform System of Accounts for their failure to maintain written cash management agreements with Enron.  Under the Uniform System of Accounts, jurisdictional entities must keep “their books of account, and all other books, records, and memoranda which support the entries in such books of account so as to be able to furnish readily full information as to any item included in any account.  Each entry shall be supported by such detailed information as will permit ready identification, analysis, and verification of all facts relevant thereto.”  


A copy of the Commission’s Order to Respond is attached as Appendix B.  

6.
FERC Issues Proposed Rule on Cash Management Practices


Although the Commission’s release of its long-awaited NOPR on standard market design cast a larger shadow, FERC launched another rulemaking initiative this week that could also have a significant impact on companies subject to its jurisdiction.


On Thursday, FERC issued a NOPR on regulation of cash management practices.  Among other aspects of this proposal, FERC calls for amending its Uniform System of Accounts for public utilities, natural gas companies, and oil pipeline companies to require additional documentation concerning the management of funds from a FERC-regulated subsidiary by a non-FERC-regulated parent.  The new provisions would apply to those entities subject to the Uniform System of Accounts.  Certain entities, including public utilities with FERC-approved market rate authority, are exempt from the requirements of the Uniform System of Accounts and would not be subject to the new regulations. 


Specifically, FERC proposes a requirement that all cash management arrangements be in writing, and that they provide documentation on the following issues:

· All deposits into, borrowings from, interest income from, and interest expenses to such money pools.  Cash deposits and borrowings may not be netted for this purpose;

· Methods of calculating interest and for allocating interest income and expenses;

· Restrictions on deposits or borrowings by money pool members; and

· Duties and responsibilities of cash management participants and administrators.

In addition, FERC proposes that as a condition for participating in a cash management or money pool arrangement, the FERC-regulated entity must maintain a minimum proprietary capital balance (stockholder’s equity) of 30 percent, and both that entity and its parent must maintain investment grade credit ratings.  If either of these conditions is not met, the FERC-regulated entity would be blocked from participating in the cash management or money pool arrangement.


Comments on the Commission’s NOPR on Regulation of Cash Management Practices are due 15 days after its publication in the Federal Register.  The full text of this proposal is available on-line at http://www.ferc.gov/rm02-14-0001.pdf. 
7.
Sarbanes-Oxley Act of 2002

On Tuesday, President Bush signed the Sarbanes-Oxley Act of 2002 (“Act”) which Congress overwhelmingly passed last week.  Some commentators have called the Act the most sweeping securities legislation since the 1930s.  The Act embodies numerous changes to  existing law, several of which were already in development under the standard Securities and Exchange Commission (“SEC”) rulemaking process (i.e., the certification requirement and new standards relating to audit committees) and which were anticipated to become law.  Changes not otherwise anticipated include restrictions on trading by insiders, extended statutes of limitations for securities fraud violations, and many of the heightened criminal penalties.  
The following discussion highlights portions of the Act that will have the most direct and immediate effect on public companies from a disclosure and compliance perspective.  
CEO and CFO Certification of Financial Statements and Periodic Reports. Commencing 30 days after the Act becomes law, CEOs and CFOs will be required to certify the accuracy of each quarterly and annual report filed with the SEC.  The certification requirement applies to all public companies and is in addition to the certification requirements for CEOs and CFOs of the 945 largest U.S. companies under the SEC’s June 27, 2002 order.  To meet the certification requirement, the CEOs and CFOs must: 
· Certify that the signing officer has reviewed the report and state, to the officer’s best knowledge, that it is accurate and does not contain any materially untrue or misleading statements; 

· State that, to the officer’s best knowledge, the financial statements and related information fairly present the financial condition and results of operations of the issuer; and
· Make several attestations as to the effectiveness of the company’s internal controls, including a statement that the officer has disclosed to the auditors and audit committee: (i) any significant deficiencies in the design or operation of the internal controls; and (ii) the existence of any fraud, whether material or not, involving management or other employees who have a significant role in the internal control process.
Insider Trades Reportable on Second Business Day.  Commencing 30 days after the Act becomes law, insiders - in particular Section 16 filers of Forms 3, 4, and 5 - will be required to report their transactions in their issuer’s securities within two business days of the transaction.  (However, in implementing the final rule, the SEC has been granted the discretion to extend the filing requirement upon a finding that the two-day deadline is not feasible.)  Currently, an insider is generally required to report these transactions no later than 10 days following the end of the month in which the transaction takes place or, in some instances, within 45 days following the end of the issuer’s fiscal year.  Commencing within one year, all reports will have to be filed electronically and posted on the issuer’s website.
Insider Trading Frozen During Benefit Plan Blackouts.  Insiders are prohibited from trading equity securities of the issuer during blackout periods in which employees of the issuer are prohibited from trading issuer securities through their benefit plans.
New Standards Relating to Audit Committees.  The Act directs the national securities exchanges to enact a series of audit committee standards to become effective no later than 270 days after the Act becomes law: 
· The Audit Committee must be comprised solely of independent directors. For directors to satisfy the new independence standard, they may not, other than in their capacity as directors: (i) accept any consulting, advisory or compensatory fee from the issuer; or (ii) be affiliated with the issuer.

· The Audit Committee is to be directly responsible for the appointment, compensation and oversight of the issuer’s auditors.  The Audit Committee is also responsible for resolving any disagreements between the auditors and management.

· The Audit Committee is required to establish a system for receiving accounting complaints and concerns, including providing for the confidential, anonymous reporting of problems by employees of the issuer.  In a related provision, issuers are prohibited from discriminating against whistleblowers or those who assist in prosecutions against an issuer.

· The Act specifically grants to the Audit Committee the authority to engage independent counsel and other advisors as necessary, which the issuer is required to fund.
Auditor Independence and Oversight Board.  The Act contains several provisions concerning new requirements for auditor independence and establishing the Public Company Accounting Oversight Board, which is designed to monitor auditors of public companies.
Statute of Limitations for Securities Fraud.  The Act extends the statute of limitations for securities fraud to the earlier of two years from the discovery of facts giving rise to a claim for fraud or five years from the date of the fraudulent act or omission.  The previous statute of limitations was one and three years, respectively.
Debts from Fraud Violations are Non-dischargeable in Bankruptcy.  Debts of individuals from civil and criminal penalties stemming from securities fraud violations are not dischargeable in bankruptcy proceedings.
Violation of Financial Statements Certification Requirement.  A knowing violation by the CEO or CFO of the Act’s financial statements certification requirement is punishable by a $1,000,000 fine and/or up to 10 years in prison.  A willful violation is punishable by a $5,000,000 fine and/or up to 20 years in prison.
Disgorgement of Bonuses and Profits.  In the event that an issuer is required to prepare an accounting restatement as a result of material noncompliance with the reporting requirements due to misconduct, the CEO and CFO will be required to return to the company any bonuses, other incentive-based compensation and profits from the sale of the issuer's stock for the twelve month period following each improper financial report.
Officers and Directors May be Barred from Service.  The Act grants to the SEC the authority to prohibit any person who violates the anti-fraud provisions of the securities laws from serving as a director or officer of any issuer if the officer or director is found to be “unfit” for service in a public company.  
Document Destruction.  Persons who destroy or falsify corporate records in an attempt to impede or obstruct an investigation shall be subject to fines and/or imprisonment of up to 20 years.
Securities Fraud.  Persons who commit securities fraud shall be subject to fines and/or imprisonment of up to 25 years.
Prohibition on Personal Loans.  An issuer is prohibited from directly or indirectly making a personal loan to any of its directors or executive officers, except for certain loans made in the ordinary course of the issuer’s consumer credit business on customary terms.
Mandatory Review Every Three Years.  Every public company will have its Exchange Act filings reviewed by the SEC at least once every three years.
Rules of Professional Responsibility for Attorneys.  The Act mandates that outside counsel for public companies report material securities law violations or breaches of fiduciary duty to in-house counsel or the CEO, and if that individual does not appropriately respond to the evidence presented, the attorney is required to report the evidence to the audit committee or another board committee comprised of independent directors.
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