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UNITED STATES OF AMERICA
FEDERAL ENERGY REGULATORY COMMISSION

Before Commissioners: Joseph T. Kelliher, Chairman;
Suedeen G. Kelly, Marc Spitzer,
Philip D. Moeller, and Jon Wellinghoff.

Market-Based Rates For Wholesale Sales Of Electric Docket No RMO04-7-000
Energy, Capacity And Ancillary Services By Public
Utilities
FINAL RULE
ORDER NO. 697
(Issued June 21, 2007)

l. Introduction

1. On May 19, 2006, the Commission issued a Notice of Proposed Rulemaking
(NOPR), pursuant to sections 205 and 206 of the Federal Power Act (FPA),! in which
the Commission proposed to amend its regulations governing market-based rate
authorizations for wholesale sales of electric energy, capacity and ancillary services
by public utilities. In the NOPR, the Commission proposed to modify all existing
market-based authorizations and tariffs so they would reflect any new requirements

ultimately adopted in the Final Rule. After considering the comments received in

116 U.S.C. 824d, 824e.
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response to the
NOPR, the Commission adopts in many respects the proposals contained in the NOPR,
but with a number of modifications.
2. This Final Rule represents a major step in the Commission’s efforts to clarify and
codify its market-based rate policy by providing a rigorous up-front analysis of whether
market-based rates should be granted, including protective conditions and ongoing filing
requirements in all market-based rate authorizations, and reinforcing its ongoing
oversight of market-based rates. The specific components of this rule, in conjunction
with other regulatory activities, are designed to ensure that market-based rates charged by
public utilities are just and reasonable. There are three major aspects of the
Commission’s market-based rate regulatory regime.
3. First is the analysis that is the subject of this rule: whether a market-based rate
seller or any of its affiliates has market power in generation or transmission and, if so,
whether such market power has been mitigated.” If the seller is granted market-based
rates, the authorization is conditioned on: affiliate restrictions governing transactions and
conduct between power sales affiliates where one or more of those affiliates has captive

customers; a requirement to file post-transaction electric quarterly reports (EQRs)

2 The Commission also considers whether the seller or its affiliates can erect other
barriers to entry (e.q., key sites for building new power supply; key inputs to power
supply) in the relevant market and whether there is evidence of affiliate abuse or
reciprocal dealing.
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containing specific information about contracts and transactions; a requirement to file any
change of status; and a requirement for all large sellers to file triennial updates.®

4. Second, for wholesale sellers that have market-based rate authority and sell into
day ahead or real-time organized markets administered by Regional Transmission
Organizations (RTOs) and Independent System Operators (1SOs), they do so subject to
specific RTO/ISO market rules approved by the Commission and applicable to all market
participants. These rules™ are designed to help ensure that market power cannot be
exercised in those organized markets and include additional protections (e.g., mitigation
measures) where appropriate to ensure that prices in those markets are just and
reasonable. Thus, a seller in such markets not only must have an authorization based on
an analysis of that individual seller’s market power, but it must also abide by additional
rules contained in the RTO/ISO tariffs.

5. Third, the Commission, through its ongoing oversight of market-based rate
authorizations and market conditions, may take steps to address seller market power or
modify rates. For example, based on its review of triennial market power updates
required of market-based rate sellers, its review of EQR filings made by market-based
rate sellers, and its review of required notices of change in status, the Commission may

institute a section 206 proceeding to revoke a seller’s market-based rate authorization if it

% During the past three years, the Commission has initiated over 20 investigations
under section 206 of the FPA because of concerns of possible market power. Several of
those investigations led to the revocation or voluntary relinquishing of market-based rate
authority and the ordering of refunds by sellers.
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determines that the seller may have gained market power since its original market-based
rate authorization. The Commission may also, based on its review of EQR filings or
daily market price information, investigate a specific utility or anomalous market
circumstances to determine whether there has been any conduct in violation of RTO/ISO
market rules or Commission orders or tariffs, or any prohibited market manipulation, and
take steps to remedy any violations. These steps could include, among other things,
disgorgement of profits and refunds to customers if a seller is found to have violated
Commission orders, tariffs or rules, or a civil penalty paid to the United States Treasury if
a seller is found to have engaged in prohibited market manipulation or to have violated
Commission orders, tariffs or rules.
6. The Commission recognizes that several recent court decisions by the United
States Court of Appeals for the Ninth Circuit* have created some uncertainty for
sellers transacting pursuant to our market-based rate program. The cases raise issues
with respect to the circumstances under which sellers’ pre-authorized market-based
rate sales may be subject to retroactive refunds and the circumstances under which
buyers might be able to invalidate or modify contracts based on the argument that the

contracts were entered into at a time when markets were dysfunctional. The

* See State of California, ex rel. Bill Lockyer v. FERC, 383 F.3d 1006 (9th Cir.
2004), cert. denied (S. Ct. Nos. 06-888 and 06-1100, June 18, 2007) (Lockyer); Public
Utility District No. 1 of Snohomish County, Washington v. FERC, 471 F.3d 1053 (9th
Cir. 2006) (Snohomish); Public Utilities Commission of the State of California and
California Electric Oversight Board v. FERC, 474 F.3d 587 (9th Cir. 2007) (California
Commission).
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Commission’s first and foremost duty is to protect customers from unjust and
unreasonable rates; however, we recognize that uncertainties regarding rate stability
and contract sanctity can have a chilling effect on investments and a seller’s
willingness to enter into long-term contracts and this, in turn, can harm customers in
the long run. The Commission recently provided guidance in this regard, noting that
these Ninth Circuit decisions addressed a unique set of facts and a market-based rate
program that has undergone substantial improvement since 2001, and reiterating that
an ex ante finding of the absence of market power, coupled with the EQR filing and
effective regulatory oversight qualifies as sufficient prior review for market-based
rate contracts to satisfy the notice and filing requirements of FPA section 205.°
Through this Final Rule, the Commission is clarifying and further improving its
market-based rate program. Moreover, the Commission will explore ways to
continue to improve its market-based rate program and processes to assure
appropriate customer protections but at the same time provide greater regulatory and

market certainty for sellers in light of the above court opinions

Background

7. In 1988, the Commission began considering proposals for market-based
pricing of wholesale power sales. The Commission acted on market-based rate

proposals filed by various wholesale suppliers on a case-by-case basis. Over the

® CAlifornians for Renewable Energy, Inc. v. Cal. Pub. Util. Com’n, 119 FERC

1 61,058 (2007).
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years, the Commission developed a four-prong analysis used to assess whether a
seller should be granted market-based rate authority: (1) whether the seller and its
affiliates lack, or have adequately mitigated, market power in generation; (2) whether
the seller and its affiliates lack, or have adequately mitigated, market power in
transmission; (3) whether the seller or its affiliates can erect other barriers to entry;
and (4) whether there is evidence involving the seller or its affiliates that relates to
affiliate abuse or reciprocal dealing.

8. The Commission initiated the instant rulemaking proceeding in April 2004 to
consider “the adequacy of the current analysis and whether and how it should be
modified to assure that prices for electric power being sold under market-based rates

are just and reasonable under the Federal Power Act.”®

At that time, the Commission
noted that much has changed in the industry since the four-prong analysis was first
developed and posed a number of questions that would be explored through a series
of technical conferences.

9. On April 14, 2004, the Commission issued an order modifying the then-

existing generation market power analysis and its policy governing market power

mitigation, on an interim basis.” The April 14 Order adopted a policy that provided

® Market-Based Rates for Public Utilities, 107 FERC 1 61,019 at P 1 (2004)
(initiating rulemaking proceeding).

" AEP Power Marketing, Inc., 107 FERC 61,018 (April 14 Order), order on
reh’g, 108 FERC 61,026 (2004) (July 8 Order).
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sellers a number of procedural options, including two indicative generation market
power screens (an uncommitted pivotal supplier analysis and an uncommitted market
share analysis), and the option of proposing mitigation tailored to the particular
circumstances of the seller that would eliminate the ability to exercise market power.
The order also explained that sellers could choose to adopt cost-based rates. On July
8, 2004, the Commission addressed requests for rehearing of the April 14 Order,
reaffirming the basic analysis, but clarifying and modifying certain instructions for
performing the generation market power analysis. Over the next year, the
Commission convened four technical conferences, seeking input regarding all four
prongs of the analysis.

10.  On May 19, 2006, the Commission issued a NOPR in this proceeding.® The
Commission explained that refining and codifying effective standards for market-
based rates would help customers by ensuring that they are protected from the
exercise of market power and would also provide greater certainty to sellers seeking
market-based rate authority.

11.  The regulations proposed in the NOPR adopted in most respects the
Commission’s existing standards for granting market-based rates, and proposed to

streamline certain aspects of its filing requirements to reduce the administrative

8 Market-Based Rates for Wholesale Sales of Electric Energy, Capacity and
Ancillary Services by Public Utilities, Notice of Proposed Rulemaking, 71 FR 33102
(Jun. 7, 2006), FERC Stats. & Regs. 1 32,602 (2006) (NOPR).
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burdens on sellers, customers and the Commission. The Commission received over
100 comments and reply comments in response to the NOPR. A list of commenters
Is attached as Appendix E.

I11.  Overview of Final Rule

12.  Inthis Final Rule, the Commission revises and codifies in the Commission’s
regulations the standards for market-based rates for wholesale sales of electric
energy, capacity and ancillary services. The Commission also adopts a number of
reforms to streamline the administration of the market-based rate program. As set
forth below, the Final Rule adopts in many respects the proposals contained in the
NOPR, but with a number of modifications.

Horizontal Market Power

13.  Inthis Final Rule, the Commission adopts, with certain modifications, two
indicative market power screens (the uncommitted market share screen (with a 20
percent threshold) and the uncommitted pivotal supplier screen), each of which will
serve as a cross check on the other to determine whether sellers may have market
power and should be further examined. Sellers that fail either screen will be
rebuttably presumed to have market power. However, such sellers will have full
opportunity to present evidence (through the submission of a Delivered Price Test
(DPT) analysis) demonstrating that, despite a screen failure, they do not have market
power, and the Commission will continue to weigh both available economic capacity
and economic capacity when analyzing market shares and Hirschman-Herfindahl

Indices (HHIs).
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14.  With regard to control over generation capacity, the Commission finds that the
determination of control is appropriately based on a review of the totality of
circumstances on a fact-specific basis. No single factor or factors necessarily results
in control. The Commission will require a seller to make an affirmative statement as
to whether a contractual arrangement (energy management agreement, tolling
agreement, specific contractual terms, etc.) transfers control and to identify the party
or parties it believes controls the generation facility. Regarding a presumption of
control, the Commission will continue its practice of attributing control to the owner
absent a contractual agreement transferring such control, and we provide guidance as
to how we will consider jointly-owned facilities.

15.  The Commission adopts its current approach with regard to the default
relevant geographic market, with some modifications. In particular, the Commission
will continue to use a seller’s control area (balancing authority area)® or the RTO/ISO
market, as applicable, as the default relevant geographic market. However, where the
Commission has made a specific finding that there is a submarket within an RTO,
that submarket becomes the default relevant geographic market for sellers located
within the submarket for purposes of the market-based rate analysis. The

Commission also provides guidance as to the factors the Commission will consider in

% As discussed below in the Horizontal Market Power section, the Commission
adopts the use of balancing authority area instead of control area.
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evaluating whether, in a particular case, to adopt an alternative geographic market
instead of relying on the default geographic market.

16.  The Commission modifies the native load proxy for the market share screens
from the minimum peak day in the season to the average peak native load, averaged
across all days in the season, and clarifies that native load can only include load
attributable to native load customers based on the definition of native load
commitment in 8 33.3(d)(4)(i) of the Commission’s regulations. In
addition, sellers are given the option of using seasonal capacity instead of nameplate
capacity.

17.  The Commission retains the snapshot in time approach based on historical data
for both the indicative screens and the DPT analysis and disallows projections to that
data. A standard reporting format is adopted for sellers to follow when summarizing
their analysis.

18.  The Commission modifies the treatment of newly-constructed generation and
adopts an approach that requires all sellers to perform a horizontal analysis for the
grant of market-based rate authority.

19.  With regard to simultaneous transmission import limit studies (SILs), the
Commission adopts the requirement that the SIL study be used as a basis for
transmission access for both the indicative screens and the DPT analysis. Further, the
Commission clarifies that the SIL study as shown in Appendix E of the April 14

Order is the only study that meets our requirements. The Commission provides



Docket No. RM04-7-000 11

guidance regarding how to perform the SIL study, including accounting for specific
OASIS practices.

20.  Finally, the Commission adopts procedures under which intervenors in section
205 proceedings may obtain expedited access to Critical Energy Infrastructure
Information (CEII) or other information for which privileged treatment is sought.

Vertical Market Power

21.  With regard to vertical market power and, in particular, transmission market
power, the Commission continues the current policy under which an open access
transmission tariff (OATT) is deemed to mitigate a seller’s transmission market
power. However, in recognition of the fact that OATT violations may nonetheless
occur, the Commission states that a finding of a nexus between the specific facts
relating to the OATT violation and the entity’s market-based rate authority may
subject the seller to revocation of its market-based rate authority or other remedies
the Commission may deem appropriate, such as disgorgement of profits or civil
penalties. In addition, the Commission creates a rebuttable presumption that all
affiliates of a transmission provider should lose their market-based rate authority in
each market in which their affiliated transmission provider loses its market-based rate
authority as a result of an OATT violation.

22.  With regard to other barriers to entry, the Commission adopts the NOPR
proposal to consider a seller’s ability to erect other barriers to entry as part of the
vertical market power analysis, but modifies the requirements when addressing other

barriers to entry. The Commission also provides clarification regarding the
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information that a seller must provide with respect to other barriers to entry
(including which inputs to electric power production the Commission will consider as
other barriers to entry). The Commission adopts a rebuttable presumption that
ownership or control of, or affiliation with an entity that owns or controls, intrastate
natural gas transportation, intrastate natural gas storage or distribution facilities; sites
for generation capacity development; and sources of coal supplies and the
transportation of coal supplies such as barges and rail cars do not allow a seller to
raise entry barriers, but intervenors are allowed to demonstrate otherwise. The Final
Rule also requires a seller to provide a description of its ownership or control of, or
affiliation with an entity that owns or controls, intrastate natural gas transportation,
intrastate natural gas storage or distribution facilities; sites for generation capacity
development; and sources of coal supplies and the transportation of coal supplies
such as barges and rail cars. The Commission will require sellers to provide this
description and to make an affirmative statement that they have not erected barriers to
entry into the relevant market and will not erect barriers to entry into the relevant
market. The Final Rule clarifies that the obligation in this regard applies both to the
seller and its affiliates, but is limited to the geographic market(s) in which the seller is
located.

Affiliate Abuse

23.  With regard to affiliate abuse, the Commission adopts the NOPR proposal to
discontinue considering affiliate abuse as a separate “prong” of the market-based rate

analysis and instead to codify affiliate restrictions in the Commission’s regulations
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and address affiliate abuse by requiring that the provisions provided in the affiliate
restrictions be satisfied on an ongoing basis as a condition of obtaining and retaining
market-based rate authority. As codified in this Final Rule, the affiliate restrictions
include a provision prohibiting power sales between a franchised public utility with
captive customers and any market-regulated power sales affiliates'® without first
receiving Commission authorization for the transaction under section 205 of the FPA.
The Commission also codifies as part of the affiliate restrictions the requirements that
previously have been known as the market-based rate “code of conduct” (governing
the separation of functions, the sharing of market information, sales of non-power
goods or services, and power brokering), as clarified and modified in this Final Rule.
The Commission modifies certain of these provisions, including separation of
functions and information sharing, consistent with certain requirements and
exceptions contained in the Commission’s standards of conduct.'* In the Final Rule
the Commission defines “captive customers” as “any wholesale or retail electric
energy customers served under cost-based regulation” and provides clarification that
the definition of “captive customers” does not include those customers who have

retail choice, i.e., the ability to select a retail supplier based on the rates, terms and

1% In the NOPR, the Commission proposed to define the term “non-regulated
power sales affiliate.” As discussed below, this Final Rule uses the term “market-
regulated power sales affiliate” instead.

118 CFR part 358.
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conditions of service offered. In addition, among other clarifications, the
Commission clarifies and modifies the definition of “non-regulated power sales
affiliate,” and changes the term to “market-regulated power sales affiliate.”
24.  The Commission also provides clarification as to what types of affiliate
transactions are permissible and the criteria used to make those decisions, and how
the Commission will treat merging partners. In addition, the Commission codifies in
the regulations a prohibition on the use of third-party entities, including energy/asset
managers, to circumvent the affiliate restrictions, but does not adopt the NOPR
proposal to treat energy/asset managers as affiliates. The Commission also provides
clarification regarding the Commission’s market-based rate policies as they relate to
cooperatives.

Mitigation
25.  With regard to mitigation, in the Final Rule the Commission retains the
incremental cost plus 10 percent methodology as the default mitigation for sales of
one week or less; the default mitigation rate for mid-term sales (sales of more than
one week but less than one year) priced at an embedded cost “up to” rate reflecting
the costs of the unit(s) expected to provide the service; and the existing policy for

sales of one year or more (long-term) sales.** The Commission will continue to

12 We note here that we expect mitigated sellers adopting the default cost-based
rates or proposing new cost-based rates will propose a cost-based rate tariff of general
applicability for sales of less than one year, and sales of power for one year or longer will
be filed with the Commission on a stand-alone basis.
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allow sellers to propose alternative cost-based methods of mitigation tailored to their
particular circumstances. The Final Rule also states that the Commission will make
its stacking methodology available for the public.™® In addition, the Commission will
continue the practice of allowing discounting and will permit selective discounting by
mitigated sellers provided that the sellers do not use such discounting to unduly
discriminate or give undue preference.

26.  The Commission concludes that use of the Western Systems Power Pool
(WSPP) Agreement may be unjust, unreasonable or unduly discriminatory or
preferential for certain sellers. Therefore, in an order being issued concurrently with
this Final Rule, the Commission is instituting a proceeding under section 206 of the
FPA to investigate whether, for sellers found to have market power or presumed to
have market power in a particular market, the WSPP Agreement rate for coordination
energy sales is just and reasonable in such market.

27.  The Commission does not impose an across-the-board “must offer”
requirement for mitigated sellers. While wholesale customer commenters have raised
concerns relating to their ability to access needed power, the Commission concludes
that there is insufficient record evidence to support instituting a generic “must offer”

requirement.

3 This is addressed in the Mitigation section discussion concerning the cost-based
rate methodology for sales of more than one week but less than one year.
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28.  The Commission limits mitigation to the market in which the seller has been
found to possess, or chosen not to rebut the presumption of, market power and does
not place limitations on a mitigated seller’s ability to sell at market-based rates in
areas in which the seller has not been found to have market power.

29.  Finally, regarding mitigation, the Final Rule allows mitigated sellers to make
market-based rate sales at the metered boundary between a mitigated balancing
authority area and a balancing authority area in which the seller has market-based rate
authority under the conditions set forth herein, including a record retention

requirement, and provides a tariff provision to allow for such sales.

Implementation Process

30.  The Commission adopts the NOPR proposal to create a category of sellers
(Category 1 sellers) that are exempt from the requirement to automatically submit
updated market power analyses, with certain clarifications and modifications. In
addition, the Commission adopts the NOPR proposal to implement a regional
approach to updated market power analyses, but reduces the number of regions from
nine to six.

31.  As for astandardized tariff, the Commission does not adopt the NOPR
proposal to adopt a market-based rate tariff of general applicability that all market-
based rate sellers will be required to file as a condition of market-based rate authority

and to require each corporate family to have only one tariff, with all affiliates with



Docket No. RM04-7-000 17

market-based rate authority separately identified in the tariff. Instead, the
Commission adopts specific market-based rate tariff provisions that the Commission
will require to be part of a seller’s market-based rate tariff. However, the
Commission will allow a seller to include seller specific terms and conditions in its
market-based rate tariff, but the Commission will not review any of these provisions,
as they are presumed to be just and reasonable based on the Commission’s finding
that the seller and its affiliates lack or have adequately mitigated market power in the
relevant market.

Miscellaneous Issues

32.  The Commission also provides clarifications in the Final Rule with regard to
accounting waivers, Part 34 blanket authorizations, sellers affiliated with foreign
entities, and the change in status reporting requirement. Further, the Commission
abandons the posting requirements for third party sellers of ancillary services at
market-based rates as redundant of other reporting requirements.

Discussion

A. Horizontal Market Power

1. Whether to Retain the Indicative Screens

33.  Asdiscussed in detail below, the Commission is adopting in this Final Rule

two indicative horizontal market power screens, each of which will serve as a cross-
check on the other to determine whether sellers may have market power and should
be further examined. Although some sellers disagree with the use of two screens or

find flaws in them, we conclude that this conservative approach will allow the



Docket No. RM04-7-000 18

Commission to more readily identify potential market power. Sellers that fail either
screen will be rebuttably presumed to have market power. However, such sellers will
have full opportunity to present evidence (through the submission of a DPT analysis)
demonstrating that, despite a screen failure, they do not have market power. No
screen is perfect, but we believe this approach appropriately balances the need to
protect against market power with the desire not to place unnecessary filing burdens
on utilities.

34.  The first screen is the wholesale market share screen, which measures for each
of the four seasons whether a seller has a dominant position in the market based on

the

number of megawatts of uncommitted capacity owned or controlled by the seller as
compared to the uncommitted capacity of the entire relevant market.**
35.  The second screen is the pivotal supplier screen, which evaluates the potential
of a seller to exercise market power based on uncommitted capacity at the time of the

balancing authority area’s annual peak demand. This screen focuses on the seller’s

4 April 14 Order, 107 FERC 1 61,018 at P 100.



Docket No. RM04-7-000 19

ability to exercise market power unilaterally. It examines whether the market
demand can be met absent the seller during peak times. A seller is pivotal if demand
cannot be met without some contribution of supply by the seller or its affiliates.*
36.  Use of the two screens together enables the Commission to measure market
power at both peak and off-peak times, and to examine the seller’s ability to exercise
market power unilaterally and in coordinated interaction with other sellers. Use of
the two

screens, therefore, provides a more complete picture of a seller’s ability to exercise

market power.*°
37.  Asdiscussed more fully in the following sections, with regard to determining
the total supply in the relevant market, the horizontal market power analysis centers
on and examines the balancing authority area where the seller’s generation is
physically located. Total supply is determined by adding the total amount of
uncommitted capacity located in the relevant market (including capacity owned by
the seller and competing suppliers) with that of uncommitted supplies that can be
imported (limited by simultaneous transmission import capability) into the relevant

market from the first-tier markets.

¥ 1d. at P 72.
16 m
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38.  Uncommitted capacity is determined by adding the total nameplate or seasonal
capacity'’ of generation owned or controlled through contract and firm purchases,
less operating reserves, native load commitments and long-term firm sales.®
Uncommitted capacity from a seller’s remote generation (generation located in an
adjoining balancing authority area) should be included in the seller’s total
uncommitted capacity amounts. Any simultaneous transmission import capability
should first be allocated to the seller’s uncommitted remote generation. Any
remaining simultaneous transmission import capability would then be allocated to
any uncommitted competing supplies.

39.  Capacity reductions as a result of operating reserve requirements should be no
higher than State and Regional Reliability Council operating requirements for
reliability (i.e., operating reserves). Any proposed amounts that are higher than such
requirements must be fully supported and will be considered on a case-by-case basis.
Moreover, if an intervenor provides conclusive evidence that a seller did not in actual
practice comply with the NERC or regional reliability council operating reserve
requirements, then we will take this into account in determining the amount of the

operating reserve deduction. However, we emphasize that we expect each utility to

7 As discussed more fully below, in this Final Rule, the Commission gives sellers
the option of using seasonal capacity instead of nameplate capacity.

18 Sellers may deduct generation associated with their long-term firm requirements
sales, unless the Commission disallows such deductions based on extraordinary
circumstances.
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meet its NERC and regional reliability council reserve requirements, and that absent a
clear showing to the contrary by an intervenor, the required operating reserve
requirement is what we will use as the deduction in the market-based rate
calculation.”

40.  The Commission does not expect that sellers will have planned generation
outages scheduled for the annual peak load day. However, on a case-by-case basis,
the Commission will consider credible evidence that planned generation outages for
the peak load day of the year should be included based on the particular
circumstances of the seller.?

41.  With regard to the pivotal supplier analysis, after computing the total
uncommitted supply available to serve the relevant market, the next step in this
analysis involves identifying the wholesale market. The proxy for the wholesale load
is the annual peak load (needle peak) less the proxy for native load obligation (i.e.,
the average of the daily native load peaks during the month in which the annual peak
load day occurs). Peak load is the largest electric power requirement (based on net

energy for load) during a specific period of time usually integrated over one clock

9 April 14 Order, 107 FERC { 61,018 at P96.

20 As noted below, the market share screen deducts generation capacity used for
planned outages (that were done in accordance with good utility practice) in all four
seasons in order to reflect the typical operation of generation units.
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hour and expressed in megawatts, for the native load and firm wholesale
requirements sales.

42.  To calculate the net uncommitted supply available to compete at wholesale,
the pivotal supplier analysis deducts the wholesale load from the total uncommitted
supply. If the seller’s uncommitted capacity is less than the net uncommitted supply,
the seller satisfies the pivotal supplier portion of the generation market power
analysis and passes the screen. If the seller’s uncommitted capacity is equal to or
greater than the net uncommitted supply, then the seller fails the pivotal supplier
analysis which creates a rebuttable presumption of market power.

43.  With regard to the wholesale market share analysis, which measures for each
of the four seasons whether a seller has a dominant position in the market based on
the number of megawatts of uncommitted capacity owned or controlled by the seller
as compared to the uncommitted capacity of the entire relevant market, uncommitted
capacity amounts are used, as described above, with the following variation. Planned
outages (that were done in accordance with good utility practice) for each season will
be considered. Planned outage amounts should be consistent with those as reported
in FERC Form No. 714. To determine the amount of planned outages for a given
season, the total number of MW-days of outages is divided by the total number of
days in the season. For example, if 500 MW of generation that is out for six days
during the winter period the calculation of planned outages would be: (500 MW X

6)/91 or 33 MW.
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44.  The market share analysis adopts an initial threshold of 20 percent. That s, a
seller who has less than a 20 percent market share in the relevant market for all
seasons will be considered to satisfy the market share analysis.”* A seller with a
market share of 20 percent or more in the relevant market for any season will have a
rebuttable presumption of market power but can present historical evidence to show
that the seller satisfies our generation market power concerns.

Commission Proposal

45.  Inthe NOPR, the Commission proposed to retain the indicative screens
(pivotal supplier and market share) to assess horizontal market power that were
initially adopted in April 2004.?> Because the indicative screens are intended only to
identify the sellers that require further review, the Commission proposed to retain the
20 percent threshold for the wholesale market share indicative screen, stating that the
20 percent market share threshold strikes the right balance in seeking to avoid both
“false negatives” and “false positives.” The Commission also proposed to continue
to measure pivotal suppliers at the time of the annual peak load in the pivotal supplier

indicative screen, which is the most likely point in time that a seller will be a pivotal

2! The 20 percent threshold is consistent with § 4.134 of the U.S. Department of
Justice 1984 Merger Guidelines issued June 14, 1984, reprinted in Trade Reg. Rep.
P13,103 (CCH 1988): “The Department [of Justice] is likely to challenge any merger
satisfying the other conditions in which the acquired firm has a market share of 20
percent or more.”

22 5ee April 14 Order, 107 FERC ¥ 61,018.
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supplier. For this reason, the Commission did not propose to expand the pivotal
supplier analysis to other time periods.

Comments

46.  Numerous commenters question whether the Commission should retain the
current indicative screens in whole or in part. For example, Southern, Duke and EEI
advocate abandoning the market share indicative screen altogether. They argue that
the market share indicative screen is “fatally flawed” because it does not take into
account wholesale demand in the relevant market?® which makes it difficult for
traditional utilities outside of RTOs/ISOs to pass.?* E.ON. US. and PNM/Tucson
separately argue that one must consider the level of demand that is seeking supply
and, more particularly, what ability sellers have to exercise market power over those

buyers.® In this regard, E.ON. US. and PNM/Tucson argue that to the extent the

23 Southern at 11, Duke at 20, EEI at 6-7.
24 Duke at 17, EEI at 8-9.

2 E.ON. US. at 16-17 and PNM/Tucson at 5-6. According to E.ON. US. and
PNM/Tucson, the past decade has seen strong development in the West of open access to
transmission and the ownership of generating assets, solely or jointly, by formerly
“captive” wholesale customers. As a result, any analysis that has as its foundation
division of the market into suppliers and presumptively captive customers is at odds with
present reality, in which wholesale customers have a host of suppliers seeking their
business. E.ON. US. and PNM/Tucson state that an illustration of how open access in the
West has enhanced the ability of load serving entities to secure competitive resources on
an efficient scale across control areas is provided by a recent Southwest Public Power
Resources Group request for proposals for 255 MW in 2007, growing to 962 MW by
2014 in four control areas — Arizona Public Service, Salt River Project, Western Area
Power Administration-Desert Southwest Region and Tucson Electric. (The Southwest

(continued...)
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market share screen does not consider wholesale demand, it is not a useful indicator,
and in fact is almost universally a false indicator of the ability of a seller to exercise
market power over demand. Also, EEI argues that because of design flaws inherent
in the market share screen as well as the negative impact that the use of this test has
had since 2004 on the development of competitive wholesale markets (through the
inappropriate exclusion of the majority of non-RTO utilities from participating in that
market), the market share screen should be eliminated for all market power screening
and analysis purposes.

47.  EEI contends that the Commission should use only the pivotal supplier screen
for indicative screening purposes and the DPT pivotal supplier and market
concentration analyses for the purposes of rebutting the presumption of generation
market power that would result from the failure of the indicative pivotal supplier
screen. EEI argues that if the Commission continues to use the market share screen
as an initial screen, the Commission should not include a market share test as a
component of any subsequent DPT analysis of market power.

48. E.ON U.S. and PNM/Tucson generally agree, stating that market share is an

unreliable measure of market power in competitive energy markets and that the courts

Public Power Resources Group represents thirty-nine public power entities in Arizona,
California, and Nevada.) See Southwestern Public Utilities Issue Long-Term RFP,
ELECTRIC POWER DAILY, July 14, 2006, at 3.

26 EE| at 10.
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have long recognized that market share is not a reliable indicator of market power in
regulated markets.?” In particular, E.ON U.S. and PNM/Tucson argue that even a
marginal failure of the market share screen results in a rebuttable presumption of
market power that has tremendous consequences by forcing sellers to proceed to
costly and time-consuming DPT analysis or agree to mitigation. As a result, the
“false positives” arising from the market share screen dampen the vigor of
competitive wholesale market participation by unnecessarily curtailing the market-
based authority of entities that, in fact, lack market power (to the extent such entities
choose not to pursue a costly and uncertain effort to rebut the presumption of market
power created by the screen failure).?

49.  Duke and Southern suggest that a wholesale contestable load analysis (also
described as a "competitive alternatives" analysis)® should be added to the indicative

screens, which would consider the amount of excess market supply available to serve

27 Citing Cost Mgmt. Servs., Inc. v. Wash. Natural Gas Co., 99 F.3d 937, 950-51
(9th Cir. 1996) (Cost Management); Rebel Oil Co., Inc. v. Atl. Richfield Co., 51 F.3d
1421, 1439 (9th Cir. 1995) (Rebel); S. Pac. Communications Co. v. AT&T Co., 740 F.2d
980, 1000 (D.C. Cir. 1984) (Southern Pacific Communications); MCI Communications
Corp. v. AT&T Co., 708 F.2d 1081, 1107 (7th Cir. 1983) (MCI Communications); Mid-
Tex. Communications Sys., Inc. v. AT&T Co., 615 F.2d 1372, 1386-89 (5th Cir. 1980)
(Mid-Tex Communications); Almeda Mall, Inc. v. Houston Lighting & Power Co.,
615 F.2d 343, 354 (5th Cir. 1980) (Almeda).

28 E.ON U.S. at 16: PNM/Tucson at 5-6.

29 Dr. Pace at 12.
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the amount of wholesale demand seeking supply.*® Generally, if available non-
applicant supply is at least twice the contestable load, advocates of the contestable
load analysis believe that is sufficient to make a finding that the market is
competitive.®> Other commenters agree that the market share indicative screen can
diminish competition because sellers that are subjects of a FPA section 206
investigation tend to choose mitigation rather than challenge the presumption of
market power.*

50.  Duke argues that the Commission has yet to establish a need for using the
market share indicative screen in addition to the pivotal supplier indicative screen in
assessing the potential for the exercise of generation market power. In this regard,
Duke argues that the Commission itself acknowledged in the April 14 Order
(establishing the new indicative market power screens) that if a supplier passes the
pivotal supplier indicative screen, it would not be able to exercise generation market
power. Thus, Duke concludes that the use of any other indicative screens would
appear to be redundant and an unwarranted burden on market-based rate sellers. *
Further, Duke submits that neither of the rationales originally cited by the

Commission in support of the market share screen — its ability to identify

% Duke at 21, Southern at 16-17.
31 Dr. Pace at 16.
%2 E ON U.S. at 15-16; PNM/Tucson at 5-6, EEI at 10.

% Duke reply comments at 15 and n. 21.
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“coordinating behavior,” or its ability to detect the exercise of market power in off-
peak periods — has been validated. In this regard, Duke submits that the potential for
“coordinating behavior” should consider overall market concentration levels as
measured by HHIs and in any event, such behavior is already subject to oversight and
substantial penalties under the antitrust laws and the Commission’s recently adopted
rule prohibiting market manipulation. Further, Duke claims that the nearly universal
failure rate of load-serving utilities under the market share indicative screen in their
control areas underscores its limited value as an indicator of off-peak market power.**
51.  Duke states that a review of filings by vertically integrated utilities that are not
RTO participants shows that the vast majority have failed the market share screen in
their control areas, and most have subsequently been forced to adopt some form of
cost-based mitigation for wholesale sales in that market. Yet Duke is unaware of any
credible evidence suggesting that any form of generation market power has been
exercised by these utilities. Instead, Duke states that the Commission has revoked
market-based rate authority and imposed mitigation on the basis of indicative screen

results that suggest the potential for market power.> APPA/TAPS counter that the

Commission should not limit its response to market power only to instances of its

% Duke reply comments at 15 and n. 22.

% Duke at 16.
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actual exercise; they note that the Commission considers whether a seller and its
affiliates have market power or have mitigated it, not whether it has been exercised.*
52.  Another commenter suggests substituting the HHI for the market share
indicative screen or supplementing the indicative screens with the HHI, reasoning
that the market must be evaluated, not just the individual market share.*’

53.  Southern states that the Commission should rely upon any indicative screens
only in conjunction with an optional “expedited track” safe harbor review. Under
Southern’s proposal, the indicative screens would be voluntary and those submitting
to and passing the screens would be permitted to retain or obtain market-based rate
authority, subject to a proceeding under section 206 of the FPA, under which the
party seeking to challenge the rate must submit substantial evidence justifying
revocation. If a seller fails the screen(s), or if it elects to submit a DPT rather than
voluntarily submit the indicative screens, then a robust market power assessment
should be used to determine whether (or the extent to which) the seller should be
permitted to sell power at market-based rates.

54.  In Southern’s view, failure of the indicative screens should not give rise to a

presumption of market power.*® Southern argues that mere failure to pass a screen,

% APPA/TAPS reply comments at 6-7, citing Duke at 16.
37 Drs. Broehm & Fox-Penner at 2-4.

%8 Southern argues that, in the context of the indicative screens, the prejudice
associated with integrated franchised public utility status is severe and instead of
(continued...)
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without more robust market power assessments, is an insufficient basis upon which to
base a presumption of market power. Southern argues this is because, in the case of
the pivotal supplier screen, the Commission itself admits that it does not give a full
picture and that the DPT provides better information. With regard to the market
share screen, Southern argues that the market share screen has even more basic
problems as an indicator of market power. Southern states that, because of the
market share analysis’ serious flaws, the great majority of integrated franchised
public utilities inevitably will fail the market share screen. Thus, with respect to
integrated franchised public utilities, the market share screen serves no real purpose
other than to state the obvious: integrated franchised public utilities build and
maintain adequate resources to serve their native loads and inevitably will have
market shares greater than 20 percent in their home control areas under the
Commission’s computational procedures. Southern states that, since the DPT reduces
the level of false positives and is a more definitive means for determining the
existence of market power, the Commission should use the DPT as the default test.**

PPL agrees with Southern's proposal that the indicative screens be made voluntary.*°

providing a fair or meaningful measure of market power, the market share screen
operates to create a priori evidentiary presumption of guilt, the screen is improper, creates
due process concerns, and should not be adopted for purposes of the final rule.

% Southern at 8, 11-13.

“OPPL reply comments at 8.
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55.  Southern states that if the market share screen is retained, it should be adjusted
for forced outages because such capacity is not available. Southern also notes that
forced outages are tracked and reported to the North American Electric Reliability
Corporation (NERC), which presents generating unit availability statistics data for
generator unit groups.*!

56. NRECA disagrees with Southern’s proposal, stating that forced outage
deductions have little effect when applied to all sellers.*? 1t also believes that sellers
do not make forced outage deductions in long-term contracts; therefore, it is
inappropriate to make the deduction for the market power tests.

57.  While EPSA does not agree with some of the Commission’s proposed changes
to the horizontal analysis in the NOPR (i.e., changes to the post-1996 exemption and
the native load proxy), in general, EPSA supports the two indicative screens as a
means for indicating that an entity might have market power.

58.  EPSA notes that it is time to move beyond the battle over crafting the perfect
screens, arguing: 1) it is likely no such perfect screens exist, as evidenced by the fact
that stakeholders and the Commission have gone through several iterations to get to
today’s screens; and 2) in the end, the screens are only indicative measures. EPSA

notes that failure of one or both of the screens does not brandish an entity with market

1 Southern at 14-15.

“2 NRECA reply comments at 18.
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power, but merely raises a flag that further analysis is necessary in order to assess an
entity’s ability to exercise market power. The current state of wholesale electricity
markets, EPSA argues, requires indicative screens that are neither definitive nor an
aperture letting everything pass, but rather a sieve that catches potential problems for
further examination. EPSA agrees with retention of both of the current indicative
screens and the “next steps” set forth for those entities that fail one or both of those
screens.

59.  Several other commenters also support retention of the indicative screens.
Some of these commenters state that, because section 205 of the FPA requires rates to
be just and reasonable, a market share indicative screen is appropriate to ensure that
outcome. NRECA adds that “[b]ecause of past or present state regulation, many
traditional public utilities have acquired dominant market shares of generation
capacity in their own control areas—sufficient to enable them to exercise market
power absent regulation of their behavior. NRECA submits that regardless of the
cause the incumbent public utilities will remain the dominant firms in their own
control areas absent significant new market entry in the form of new generation
construction in the control area by independent firms, or significant transmission
construction to permit entry by generation outside the control area. Morgan Stanley
also favors retaining the market share indicative screen, noting that failure of the

market share indicative screen does not mean the process is unfair, and asserting that
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exclusive reliance on the pivotal supplier indicative screen may compromise market
power detection.*®
60.  With regard to the suggestion that the Commission adopt a contestable load
analysis, several commenters criticize the contestable load analysis, stating that it
changes the focus of the market power analysis from the seller to the market. They
counter that the contestable load analysis is unsound, with APPA/TAPS citing
Federal
Trade Commission (FTC) comments in this proceeding that such an analysis is flawed.**
NRECA states that commenters have not provided sufficient justification for using a
contestable load analysis.
61.  With regard to Southern's suggestion that the indicative screens be made
voluntary and function as a safe harbor, such that screen failure would simply mean

that further review of the seller would be appropriate, but not merit a section 206

¥ Morgan Stanley reply comments at 10-11.

“ APPA/TAPS reply comments at 11, NRECA reply comments at 13-14. The
FTC filed comments in this proceeding in January 2006 on the contestable load test. FTC
states that "the historical contestable load proposal fails to include a number of
potentially important considerations in its framework for assessing horizontal market
power, and the elements that it does include are not considered in an economically sound
manner. In sum, the proposal does not represent an analytical advance over existing
techniques to evaluate horizontal market power, and it falls far short of the economically
sound framework for market power analysis presented in the Merger Guidelines." The
FTC defines the following specific problems with the contestable load analysis: the price
Is not considered in the assessment of available supply, contractual and legal restrictions
on supply are ignored, and the contestable load analysis ignores transmission
discrimination and transmission constraints, which delineate the market.
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investigation, NRECA states that Southern's argument is contrary to law. NRECA
argues that, as the proponent of a tariff allowing it to charge market-based rates, the
public utility has the burden of proof to demonstrate that its wholesale rates will be

disciplined by competition. NRECA submits that failing the indicative screens

indicates that the seller has not yet provided "'empirical proof* that competition will
drive down prices to just and reasonable levels as the FPA requires.*

Commission Determination

62.  We adopt the proposal in the NOPR to retain both of the indicative screens.
The intent of the indicative screens is to identify the sellers that raise no horizontal
market power concerns and can otherwise be considered for market-based rate
authority. At the same time, sellers that do not pass the indicative screens are
allowed to provide additional analysis for Commission consideration. Because the
indicative screens are intended to screen out only those sellers that raise no horizontal
market power concerns, as opposed to other sellers that raise concerns but may not
necessarily possess horizontal market power, we find it appropriate to use
conservative criteria and to rely on more than one screen. A conservative approach at
the indicative screen stage of the proceeding is warranted because, if a seller passes
both of the indicative screens, there is a rebuttable presumption that it does not

possess horizontal market power.

* NRECA reply comments at 20-21.
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63.  The rebuttable presumption of horizontal market power that attaches to sellers
failing one of the indicative screens is just that—a rebuttable presumption. Itis not a
definitive finding by the Commission; sellers are provided with several procedural
options including the right to challenge the market power presumption by submitting
a DPT analysis, or, alternatively, sellers can accept the presumption of market power
and adopt some form of cost-based mitigation.”® Accordingly, we will adopt the
proposal to continue to use the two indicative screens and find that failure of either
indicative screen creates a rebuttable presumption of market power. We reiterate our
finding that "[f]ailure to pass either of the indicative screens . . . will constitute a
prima facie showing that the rates charged by the seller pursuant to its market-based
rate authority may have become unjust and unreasonable and that continuation of the
seller’s market-based rate authority may no longer be just and reasonable."*’

64.  This approach, contrary to the claims of several commenters, will help to

further competitive markets by allowing sellers without market power to sell power at

“® In the April 14 Order, the Commission stated that proposals for alternative
mitigation in these circumstances could include cost-based rates or other mitigation that
the Commission may deem appropriate. For example, a seller could propose to transfer
operational control of enough generation to a third party such that the applicant would

satisfy our generation market power concerns. April 14 Order, 107 FERC {61,018 at n.
142.

7 April 14 Order, 107 FERC 1 61,018 at P 209.
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market-based rates, and it will similarly give customers security that sellers that fail
the screens are required to submit to further scrutiny and/or mitigation.

65.  The pivotal supplier and market share indicative screens measure different
aspects of market power. As the Commission stated in the April 14 Order, the
uncommitted pivotal supplier indicative screen measures the ability of a firm to
dominate the market at peak periods. The uncommitted market share analysis
provides a measure as to whether a supplier may have a dominant position in the
market, which is another indicator of potential unilateral market power and the ability
of a seller to effect coordinated interaction with other sellers. The market share
screen is also useful in measuring market power because it measures a seller’s size
relative to others in the market, in particular, the seller’s share of generating capacity
uncommitted after accounting for its obligations to serve native load. The market
share screen provides a snapshot of these market shares in each season of the year.
Taken together, the indicative screens can measure a seller's market power at both
peak and off-peak times.*”® Both market share and pivotal supplier indicative screens
are appropriate first steps for the Commission to use in determining if it needs a more
robust analysis to determine whether the seller has market power. We conclude that
having two screens as backstops to one another will better assist us in determining the

existence of potential market power. Accordingly, we reject the suggestion of several

48 April 14 Order, 107 FERC {61,018 at P 72.
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commenters to abandon the market share indicative screen. We will retain both the
pivotal supplier and market share indicative screens as described in the NOPR, as
well as apply the rebuttable presumption of market power for those sellers that fail
either indicative screen.®

66.  Inaddition, the Commission will not adopt suggestions to alter the indicative
screens in order to incorporate a contestable load analysis, as proposed by EEI and
others. As noted by the FTC, APPA/TAPS, and NRECA, the contestable load
analysis is flawed because, among other things, it does not consider control of
generation through contracts. The Commission explained in the April 14 Order that
the roles of the indicative screens are meant to be complementary. The pivotal
supplier indicative screen indicates whether demand can be met without some
contribution of supply by the seller at peak times, while the market share indicative
screen indicates whether the seller has a dominant position in the market and may
therefore have the ability to exercise horizontal market power, both unilaterally and
in coordination with other sellers. *® The contestable load analysis is essentially a
variant on the pivotal supplier screen with differences in the calculation of wholesale

load and the test thresholds, because, like the pivotal supplier screen, it addresses

“ As we noted in the July 8 Order, a number of those commenters that proposed
eliminating the market share screen had supported it as a viable alternative in the past.
July 8 Order, 108 FERC 1 61,026 at P 87.

50 April 14 Order, 107 FERC {61,018 at P 72.
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whether suppliers other than the seller can meet the demand in the relevant market.
Therefore incorporating such an analysis would not improve our ability to establish a
presumption of whether a seller has market power. The contestable load analysis
therefore would add little useful information, and without the market share indicative
screen, the Commission would have insufficient information because there would be
no analysis of a seller’s size relative to the other sellers in the market, and no
information on the seller's market power during off-peak periods.

67. Inaddition, the contestable load analysis fails to consider the relative price of
the competing supplies. Commenters have argued that if available non-applicant
supply is at least twice the contestable load, the market is competitive. However, this
analysis fails to consider whether the available non-applicant supply is competitively
priced and, thus, in the market. This weakness in the contestable load analysis is
addressed in the DPT analysis which considers only supply that is competitively
priced.

68.  We also reject arguments by E.ON U.S. and PNM/Tucson that the wholesale
market share screen should be replaced because, they argue, it does not consider the
size of the wholesale supply in the relevant market relative to the wholesale demand
in that market. E.ON. U.S. and PNM/Tucson are requesting an analysis very similar
to the contestable load analysis, whose defining characteristic is measuring the
wholesale supply market relative to wholesale demand, which, as stated above, is
essentially the same as the pivotal supplier screen, and would therefore add little

useful information to the screening process.
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69.  We reject Duke’s claim that because neither of the rationales originally cited
by the Commission in support of the market share indicative screen — its ability to
identify “coordinating behavior,” or its ability to detect the exercise of market power
in off-peak periods — has been validated, the wholesale market share indicative screen
Is unnecessary. Specifically, the Commission believes that the ability of market
participants to exercise market power through "coordinating behavior™ is a legitimate
concern under the FPA, in addition to the fact that it has long been recognized by the
antitrust authorities. The Commission also believes it is possible to exercise market
power in off-peak periods because during such times the amount of supply in the
market may be greatly reduced (e.g., because of planned outages for plant
maintenance), meaning that a seller that is not dominant at peak times might be at off-
peak.

70.  Moreover, we agree with APPA/TAPS that market-based rate assessments are

used to determine the ability to exercise, not the exercise of, market power. The

Commission need not wait passively until market power is exercised. Rather, it is
incumbent on the Commission to set policies that will ensure that rates remain just
and reasonable under section 205 of the FPA. Requiring sellers to submit screens

that analyze the sellers’ potential to exercise market power is consistent with such a

policy.

>! See 1992 FTC/DOJ 1992 Horizontal Merger Guidelines sec. 2.1.
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71.  We are unpersuaded by E.ON U.S.’s and PNM/Tucson's argument that “false
positives” arising from the market share screen dampen the vigor of competitive
wholesale market participation by unnecessarily curtailing the market-based rate
authority of entities that, according to E. ON. U.S. and PNM/Tucson, lack market
power. We recognize that a conservative screen may result in some false positives,
but must weigh that against the cost of the false negatives that would occur if we
adopted a less conservative screen or eliminated the market share indicative screen.
72.  E.ON U.S. and PNM/Tucson, to support their point, cite several court cases in
which market shares were alleged not to be reliable indicators of market power in
regulated markets. However, the cases cited are not relevant to the issue of whether
the Commission should retain the wholesale market share screen. The purpose of our
indicative screens is to distinguish sellers that may raise horizontal market power
concerns and those that do not; the market share screen is not the end of our
horizontal

market power analysis. In contrast, the cases cited by E.ON U.S. and PNM/Tucson>?

involve allegations of unlawful restraint of trade in violation of the Sherman Act,> a

%2 Cost Management, 99 F.3d 937; Rebel Qil, 51 F.3d 1421: S. Pac.
Communications, 740 F.2d 780; MCI Communications, 708 F.2d 1081; Mid-Tex
Communications, 615 F.2d 1372; and Almeda, 615 F.2d 343.

*315 U.S.C. 2, which states: Every person who shall monopolize, or attempt to
monopolize, or combine or conspire with any other person or persons, to monopolize any
part of the trade or commerce among the several States, or with foreign nations, shall be
deemed guilty of a felony, and, on conviction thereof, shall be punished by fine not

(continued...)
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federal antitrust statute prohibiting trade monopolies. The focus in such cases (whether a
company has violated the Sherman Act) and the standard for making such a
determination is different than the focus of the Commission at the indicative screen stage
of the horizontal market power analysis (identifying sellers that require further horizontal
market analysis without making a definitive finding regarding market power).
73.  On both theoretical and practical grounds, we reject the argument by EEI and
others that the market share indicative screen can diminish competition because some
sellers that are the subject of a section 206 investigation choose mitigation rather than
challenge the presumption of market power. First, mitigating a seller with market
power ensures that the other sellers in the market cannot benefit from an artificially
high market price due to the seller with market power exercising market power.
Second, in our experience, sellers that choose mitigation rather than challenge the
presumption of market power have market shares that are likely to indicate a

dominant position in a geographic market.* In addition, many sellers have

exceeding $100,000,000 if a corporation, or, if any other person, $1,000,000, or by
imprisonment not exceeding 10 years, or by both said punishments, in the discretion of
the court.”

> See, e.g., Aquila, Inc., 112 FERC { 61,307 (2005); Carolina Power & Light Co..
113 FERC 1 61,130 (2005); The Empire District Electric Co., 116 FERC 1 61,150
(2006); MidAmerican Energy Co., 117 FERC 1 61,178 (2006); Xcel Energy Services
Inc., 117 FERC 1 61,180 (2006).
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successfully rebutted the presumption of market power after failing one of the
indicative screens.”

74.  Further, we will not adopt the suggestion to substitute the HHI for the market
share indicative screen or to supplement the indicative screens with the HHI. The
indicative screens are used to separate sellers who are presumed to have market
power from those that, absent extraordinary and transitory circumstances, clearly do
not. We will not substitute the market share screen with an HHI screen because, as
we have stated above, the seller’s market share conveys useful information about its
ability to exercise market power, so eliminating the market share screen in favor of
the HHI could increase the risk of false negatives.”® In addition, a high HHI can be
the result of high market shares of sellers in the market other than the seller, and the
focus of our analysis is on the sellert’s ability to exercise market power, so the HHI
would provide little additional information to allow us to identify those sellers who
clearly do not have market power. Finally, the HHI primarily provides information

on the ability of sellers to exercise market power through coordinated behavior, while

>® See, e.q., Kansas City Power and Light Co., 113 FERC { 61,074 (2005); PPL
Montana, LLC, 115 FERC 61,204 (2006); PacifiCorp, 115 FERC { 61,349 (2006);
Tucson Electric Power Co., 116 FERC {61,051 (2006); Acadia Power Partners, LLC,
113 FERC 1 61,073 (2005).

*% For example, in a market with one seller with a 35 percent market share and 13
sellers each with 5 percent market shares, the HHI would be 1,550 (1,225 + 13(25)),
which would not fail the 2,500 HHI threshold or even the proposed lower 1,800 HHI
threshold. In such a market, a firm with a 35 percent market share could have the ability
to exercise market power, which would not be picked up by an HHI screen.
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the market share screen primarily provides information on a particular seller’s ability
unilaterally to exercise market power. We will not supplement the indicative screens
with the HHI screen because the indicative screens are sufficiently conservative to
identify those sellers that have a rebuttable presumption of market power, without
having to add an additional layer of review at the initial stage.

75.  We clarify that sellers and intervenors may present alternative evidence such
as a DPT study or historical sales and transmission data to support or rebut the results
of the indicative screens. For example, intervenors could present evidence based on
historical wholesale sales data or challenge the assumption that competing suppliers
inside a balancing authority area have access to the market (such a challenge could
take into account both the actual historical transmission usage at the time of the study
as well as the amount of available transmission capacity at that time).>” A seller may
present evidence in support of a contention that, notwithstanding the results of the
indicative screens, it does not possess market power.”® However, sellers should not
expect that the Commission will postpone initiating a section 206 investigation to

protect customers

> 1d. at P 37.

%8 1d. at n. 11.
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while it examines this supplemental information if screen failures are indicated.*®
Nevertheless, the Commission may factor in this alternative evidence before deciding
whether to initiate a section 206 investigation if the alternative evidence is appropriately
supported, comprehensive and unambiguous, and conducive to prompt review by the
Commission.
76.  We will not adopt Southern's suggestion that the indicative screens be made
voluntary. We will continue to require that sellers submit the indicative screens or
concede the presumption of market power before they file a DPT. However, as
discussed above, a seller may submit with its indicative screens a DPT as alternative
evidence. As stated above, submission of a DPT analysis as alternative evidence at
the same time a seller submits the indicative screens may result in the Commission
instituting a section 206 proceeding to protect customers, based on failure of an
indicative screen, while the Commission considers the merits of the DPT analysis.
77.  We do not agree with Southern’s view that failure of the indicative screen(s)
does not provide a sufficient basis to establish a rebuttable presumption of market
power. The indicative screens are intended to identify the sellers that raise no
horizontal market power concerns and can otherwise be considered for market-based

rate authority. Sellers failing one or both of the indicative screens, on the other hand,

*% See, e.q., LG&E Energy Mtkg. Inc., 111 FERC { 61,153 at P 21, 22 (2005);
Tampa Electric Co., 110 FERC 1 61,206 at P 24, 25 (2005); Entergy Services, Inc.,
109 FERC 1 61,282 at P 36 (2004).




Docket No. RM04-7-000 45

are identified as sellers that potentially possess horizontal market power and for
which a more robust analysis is required. The uncommitted pivotal supplier screen
focuses on the ability to exercise market power unilaterally. Failure of this screen
indicates that some or all of the seller’s generation must run to meet peak load. The
uncommitted market share analysis indicates whether a supplier has a dominant
position in the market. Failure of the uncommitted market share screen may indicate
the seller has unilateral market power and may also indicate the presence of the
ability to facilitate coordinated interaction with other sellers. It is on this basis that
we find that a rebuttable presumption of market power is warranted when a seller
fails one or both of the indicative screens. However, we agree with Southern that the
DPT is a more definitive means for determining the existence of market power. As a
result, we allow sellers that have failed one or both of the indicative screens to rebut
the presumption of market power by performing the DPT. Further, because failure of
one or both of the indicative screens only creates a rebuttable presumption of market
power and sellers have a Commission-endorsed analysis that they can use to rebut
that presumption (the DPT), we find without merit Southern’s view that the indicative
screens create a priori evidentiary presumption of guilt, are improper, and create due
process concerns.

78.  With regard to Southern’s suggestion that we use the DPT as the default test,
we find that if we were to do so our ability to protect customers while the analysis is
evaluated could be compromised. The DPT is a more involved and complex analysis.

The Commission has also at times set a DPT analysis for evidentiary hearing which
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greatly extends the time between when the DPT is submitted to the Commission and
when a final decision is rendered. The rates customers are subject to during the time
period before the issuance of a Commission order addressing a seller’s DPT would
not be subject to refund and, accordingly, the customers would be unprotected if the
seller ultimately is found to have market power. However, under our current policy,
and as adopted herein, if a seller wishes to file a DPT rather than the indicative
screens it may do so. In doing so, the seller concedes that it fails the indicative
screens, which concession establishes a rebuttable presumption of market power, and
the Commission will issue an order initiating a section 206 proceeding to investigate
whether the seller has market power and establishing a refund effective date for the
protection of customers while the Commission evaluates the filed DPT. In the case
of a seller that concedes the failure of one or both of the screens and submits the
DPT in the same filing, the Commission is able to establish a refund effective date at
an earlier time than if the seller were able to skip the screen stage entirely and file a
DPT without conceding a screen failure.

79.  We will reject Southern's request that forced outages be deducted from
capacity. As we stated in the July 8 Order, "forced outages are non-recurring events
that do not reflect normal operating conditions."®® Allowing deduction of forced

outages will generally not change indicative screen results, because all sellers will be

% July 8 Order, 108 FERC { 61,026 at P 68.
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able to deduct forced outages, offsetting each other. In the unlikely event that forced
outage numbers were not completely offsetting, allowing forced outages in the
indicative screens would benefit owners of relatively unreliable fleets at the expense
of owners of relatively reliable fleets.

2. Indicative Market Share Screen Threshold Levels and Pivotal
Supplier Application Period

Commission Proposal

80. Inthe NOPR, the Commission proposed to retain the 20 percent threshold for
the wholesale market share screen (i.e., with a market share of less than 20 percent,
the seller would pass the screen). The Commission stated that since the screens are
indicative, not definitive, a relatively conservative threshold for passing them was
appropriate. Indeed, pursuant to the horizontal market power analysis, the
Commission will not make a definitive finding that a seller has market power unless
and until the more robust analysis, the DPT, is considered.

81.  The Commission proposed to continue the use of annual peak load in the
pivotal supplier analysis and not to expand the pivotal supplier analysis to include
monthly assessments. It stated that the pivotal supplier analysis examines the seller’s
market power during the annual peak, and that the hours near that point in time are

the most likely times that a seller will be a pivotal supplier.
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a. Market Share Threshold

Comments

82. A number of commenters argue that 20 percent is too low a threshold for the
market share indicative screen. Some point out that, given native load requirements,
it is very difficult for investor-owned utilities outside of RTOs/ISOs to fall below the
20 percent threshold for the market share indicative screen.®* Duke also notes that
the 20 percent criterion is incompatible with regional planning requirements because,
according to Duke, the amount of capacity needed to satisfy regional planning reserve
margins "would place the utility at substantial risk of exceeding the 20 percent
threshold."®

83. E.ON U.S. argues that, because the courts have not considered a 20 percent
market share to indicate a market power concern, associating a market share
indicative screen failure with a presumption of market power is inappropriate.®
Additionally, Progress Energy argues that it is inappropriate to associate failure of the

market share screen with a presumption of market power when U.S. Department of

%! See, e.g., Southern at 8-9, Duke at 15-16, EEI at 8-9.
%2 Duke at 17.

® See E.ON U.S. at 14-15, n.18, citing PepsiCo, Inc. v. Coca-Cola Co., 315 F.3d
101, 109 (2d Cir. 2003) (“Absent additional evidence, such as an ability to control prices
or exclude competition, a 64 percent market share is insufficient to infer monopoly
power.”); AD/SAT v. Associated Press, 181 F.3d 216, 229 (2d Cir. 1999) (concluding
that 33 percent market share is insufficient to show a dangerous probability of monopoly
power); United Air Lines, Inc. v. Austin Travel Corp., 867 F.2d 737, 742 (2d Cir. 1989)
(finding that 31 percent market share does not constitute a national monopoly).
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Justice (DOJ) merger guidelines state that only firms with 35 percent or more market
share have market power.®

84.  PPL states that it agrees that the 20 percent threshold should be replaced by a
35 percent threshold in the market share screen and argues that such an increase will
avoid the false-positive failure rate of the indicative screens, and the cost, time and
repercussions in the financial markets of the extended pendency of a market-based
rate renewal proceeding while a DPT is conducted and considered.®

85. Inreply, APPA/TAPS state that there is no reason to raise the market share
indicative screen threshold above 20 percent simply because investor-owned utilities
have trouble passing the market share indicative screen.®® NRECA and TDU
Systems note that the factors that EEI believes make it difficult to pass the indicative
screens—a large amount of reserves and little available transfer capability—are
precisely the factors to consider when evaluating whether a market is competitive.®’
86.  Rather than raising the threshold level, TDU Systems propose to lower the

threshold to 15 percent for the market share indicative screen, claiming that 20

% Progress Energy at 7, citing EEI at 6-10.
% PPL reply comments at 7.
% APPA/TAPS reply comments at 12.

" NRECA reply comments at 16, TDU Systems reply comments at 10, citing EEI

at 8.
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percent was never justified by the Commission or shown to be the right balance.®
Citing Commission and judicial precedent, TDU Systems also note that the grant of
market-based rate authority cannot be made without the discipline of market forces.®
87.  These commenters cite a recent decision of the U.S. Court of Appeals for the
Ninth Circuit™ to buttress their positions, arguing that even market shares lower than
20 percent can lead to market manipulation.

88.  Inreply to these arguments, Duke states that certain commenters’ reliance on
this is mistaken because that decision addressed market manipulation, not market
power.”t Duke asserts that virtually any supplier, regardless of its market share, has
some ability to manipulate market outcomes by engaging in anomalous bidding
practices.

Commission Determination

89.  The Commission will retain the 20 percent market share threshold for the
indicative market share screen. EEI and others argue that the Commission should use

a 35 percent threshold as a presumption of market power because the DOJ merger

% TDU Systems at 7.
% TDU Systems at 5.

"0 pub. Utils. Comm’n of Calif. v. FERC, 462 F.3d 1027, at 1039 (9th Cir. 2006)
(CPUCQC) (“As became clear in hindsight, even those who controlled a relatively small
percentage of the market [in the California market during 2000 and 2001] had sufficient
market power to skew markets artificially.”).

™ Duke reply comments at 18, citing CPUC.
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guidelines state that only firms with 35 percent or more market share have market
power. As the Commission stated in the July 8 Order, however, in a market
comprised of five equal-sized firms with 20 percent market shares, the HHI is 2,000,
which is above the DOJ/FTC HHI threshold of 1,800 for a highly concentrated
market, and in markets for commodities with low demand price-responsiveness like
electricity, market power is more likely to be present at lower market shares than in
markets with high demand elasticity.”> Therefore, we will retain a conservative 20
percent threshold for this indicative screen.

90. When arguing that a 20 percent threshold for the market share screen is too
low, E.ON. U.S. and PNM/Tucson ignore that the indicative screens are based on
uncommitted capacity, not total capacity. When calculating uncommitted capacity
for the market share screen, a seller deducts from its total capacity the capacity
dedicated to long-term sales contracts, operating reserves,’® planned outages, and
native load’ as measured by the appropriate native load proxy. As aresult, a
substantial amount of seller capacity may not be counted in measures of market share.
Therefore, it is inappropriate to compare market shares based on uncommitted

capacity to the market shares in the cases that E.ON. U.S. and PNM/Tucson cite.

"2 July 8 Order, 108 FERC 1 61,026 at P 96.
"3 April 14 Order 107 FERC 1 61,018 at P 94.
1d. at P 100.
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91.  We further note that other commenters have argued that the 20 percent
threshold is too high. We disagree. The 20 percent threshold is meant to strike a
balance between having a conservative but realistic screen and imposing undue
regulatory burdens. The Commission’s experience in the context of market-based
rate proceedings demonstrates this point. In the three years since the April 14 Order,
the Commission has revoked the market-based rate authority of two sellers, thirteen
sellers relinquished their market-based rate authority, and six companies satisfied the
Commission’s concerns for the grant of market-based rate authority at the DPT
phase. In addition, intervenors have the opportunity to present other evidence such as
historical data in order to rebut the presumption that sellers lack market power.”
Moreover, no commenter advocating a 15 percent threshold for the market share has
shown why it is superior to the current 20 percent threshold. Therefore, we find that
the 20 percent market share threshold strikes the right balance in seeking to avoid
both “false negatives” and “false positives” and we will not reduce the wholesale
market share screen to 15 percent, as suggested by TDU Systems.

92.  The Commission does not accept Duke's assertion that the market share
indicative screen is incompatible with regional planning requirements. The April 14

Order allows operating reserves necessary for reliability, as determined by state or

™ 1d. at P 97.
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regional reliability councils, to be deducted from total capacity attributed to the
seller.

93.  We also reject the argument that the 20 percent threshold is too low because of
native load obligations of investor-owned utilities outside of RTOs. First, the
calculation of 20 percent is the same regardless of whether a seller is located in an
RTO or not. Second, as discussed herein, we allow for a native load deduction in the
wholesale market share screen and are increasing the deduction to address concerns
raised by investor-owned utilities and others. Given the increased native load
deduction, our market share screen adequately incorporates investor-owned utilities’
native load obligations while necessarily maintaining the conservative nature of the
screens.

b. Pivotal Supplier Application Period

Comments

94.  Some commenters recommend that the pivotal supplier indicative screen
should be applied monthly, rather than just in a seller’s peak month. They reason that
sellers, though not pivotal in the highest demand period, might be pivotal at different
times of the year or in off-peak periods, such as in the spring or fall when power

plants are on planned outages.”’

’® April 14 Order, 107 FERC 1 61,018 at P 96.

" See, e.g. APPA/TAPS at 66-67, NRECA at 19-20.
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Commission Determination

95.  The Commission will not require the pivotal supplier indicative screen to be
applied monthly, as some commenters suggest, because we believe it is unnecessary
and overly burdensome to do so. Even though conditions of tight supply may occur
at other times of the year or in abnormal operating conditions, the combination of the
pivotal supplier analysis and the wholesale market share screen is sufficient, because
suppliers with market power at such times are also likely to fail at least one of these
screens. Moreover, if intervenors believe that a seller is pivotal during non-peak
periods, they are permitted to file evidence to that effect. Accordingly, using only the
peak month in the pivotal supplier indicative screen is appropriate. We note that if a
seller fails the indicative screens and submits a DPT, it is required to provide a
pivotal supplier analysis for each season and for both peak and non-peak hours.

3. DPT Criteria

Commission Proposal

96.  With regard to the DPT analysis, the Commission proposed to retain the
current thresholds (20 percent for the market share analysis and 2,500 for the HHI
analysis), as well as the current practice of weighing all the relevant factors presented
in determining whether a seller does or does not have horizontal market power. The

Commission proposed to continue to do so on a case-by-case basis, weighing such
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factors as available economic capacity, economic capacity, market share, HHIs, and
historical sales and transmission data.”®

Comments

97.  Several commenters suggest changes to the DPT criteria. One suggested
change is to emphasize or rely exclusively® on the available economic capacity
measure, in order to properly account for native load. For example, one commenter
argues that the economic capacity prong of the DPT analysis is not a useful indicator
of the presence or absence of market power when applied to vertically integrated
utilities in their home control areas because that analysis completely disregards native
load obligations, making this prong virtually unpassable by such utilities. This
commenter also notes that even using the available economic capacity measure, a
seller with a market share above 35 percent would fail the DPT “even though there is
no real market power problem because the in-area wholesale customers have access

to ample supplies of competitively priced power.”® In this regard, he argues that the

"8 Economic capacity means the amount of generating capacity owned or
controlled by a potential supplier with variable costs low enough that energy from such
capacity could be economically delivered to the destination market. Available economic
capacity means the amount of generating capacity meeting the definition of economic
capacity less the amount of generating capacity needed to serve the potential supplier's
native load commitments. See generally April 14 Order, 107 FERC {61,018 at
Appendix F.

" Dr. Pace at 9.
8 Southern at 20-21, EEI at 15.
8 Dr. Pace at 11-12
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DPT should be changed to take into account “competitive alternatives available for
wholesale customers.”®

98.  Several other commenters disagree with the 2,500 HHI threshold for the DPT.
Some reason that a 2,500 HHI threshold is not well justified and that an 1,800 HHI
threshold is more appropriate because this is the criterion used in a highly
concentrated market. They argue that if a 2,500 HHI threshold is used, it should be
used with a 15 percent market share because these are the criteria of the oil-pipeline
test from which the HHI 2,500 criterion is obtained.®® State AGs and Advocates note
that the Commission has never systematically attempted to correlate the results of the

pivotal supplier indicative screen, the market share indicative screen, or the DPT

(including HHI results) proposed in the NOPR with actual independently derived data

and measures as to the existence of market power in any wholesale electricity market
in the U.S.®#* Without having done this type of systematic and quantitative evaluation
of the proposed market power tests based on some type of independent verification,
State AGs and Advocates contend that the Commission cannot be confident that the

three proposed tests are reasonably accurate and, therefore, useful tests to determine

8 Dr. Pace at 12-13.

8 APPA/TAPS at 78-79, TDU Systems at 18, Montana Counsel at 15 (referring to
APPA/TAPS comments).

% State AGs and Advocates state that by “independently” derived measures of
market power they mean measures derived using different methodologies (and more
accurate methodologies) than the Commission proposed in the NOPR.
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the existence of market power in any electricity market. For example, State AGs and
Advocates ask how the Commission knows if an HHI corresponds to the point at
which market power begins, and whether it varies by factors such as input price,
generation mix and different market structures through the country.®

99.  Furthermore, State AGs and Advocates claim that the DPT is not an adequate
tool for assessing market power "in any context.”" First, they state that the DPT will
not discern bidding strategies of different suppliers. In addition, they assert that a
DPT does not consider the differences between fundamentally different types of
market structures: short-term energy only markets, short-term capacity markets,
ancillary service markets, and long-term contract markets for energy and capacity.*
100. A number of commenters believe that the HHI threshold sufficient for passage
of the DPT should remain at 2,500.%" PPL states that lowering the HHI threshold to
1,800 will cause more false positives and direct capital away from the generation
sector.

101. EEI and Progress Energy recommend that only the pivotal supplier and HHI
analyses of the DPT should be retained, particularly if the market share analysis

under the indicative screens is retained. They argue that the pivotal supplier and HHI

8 States AGs and Advocates at 36-37.
% State AGs and Advocates reply comments at 6-7.

8 MidAmerican reply comments at 2, citing EEI comments; PPL reply comments
at 8; EEI reply comments at 23.
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analyses are more than sufficient to determine whether the potential for market power
exists.®

102. A few commenters are skeptical about the need for a DPT. Southern states
that "granting market-based rates should not require the same analysis as for a
merger," and that the Commission should reconsider using the DPT.% In this regard,
Southern argues that unlike mergers, which are difficult and costly to undo, the
Commission has the ability to continuously police the exercise of market power.
Further, Southern states that the Energy Policy Act of 2005 provides for stiff civil and
criminal penalties. Southern adds that the Commission recently issued new rules
against market manipulation to thwart exercises of market power.

103. AARP expresses concern about the lack of competition in wholesale electric
markets. It argues that market-based rate reviews are intended to determine whether
the seller’s market-based rates will be just and reasonable, not whether a seller passes
the various tests. AARP argues that real-world evidence that may not fit neatly
within the specified market-based rate criteria must be considered before the
Commission can conclude that a seller lacks market power. AARP states that, as the
NOPR recognizes (PP 63-64), both historical and forward-looking evidence should

be considered.

8 EEI at 10-12, Progress at 8.

8 Southern at 19-20.
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Commission Determination

104. The Commission will continue to use the DPT for companies that fail the
market power indicative screens. The DPT is a well-established test that has been
used routinely by the Commission to analyze market power in the merger context
The fact that it is used in section 203 cases does not demonstrate that it is
inappropriate for market-based rate cases. Rather, it provides a well-established tool
for assessing market power that is known and widely used in the electric industry.
Moreover, in both contexts, the DPT allows for the calculation of market shares and
market concentration values under a wide range of season and load conditions.

105. Sellers failing one or more of the initial screens will have a rebuttable
presumption of market power. If such a seller chooses not to proceed directly to
mitigation, it must present a more thorough analysis using the DPT. The DPT is also
used to analyze the effect on competition for transfers of jurisdictional facilities in
section 203 proceedings,®® using the framework described in Appendix A of the

Merger Policy Statement and revised in Order No. 642.%

%16 U.S.C. § 824b (2000).

%! Inquiry Concerning the Commission’s Merger Policy Under the Federal Power
Act: Policy Statement, Order No. 592, 61 Fed. Reg. 68,595 (1996), FERC Stats. & Regs.,
Regulations Preambles July 1996-December 2000 { 31,044 (1996), reconsideration
denied, Order No. 592-A, 62 Fed. Reg. 33,341 (1997), 79 FERC { 61,321 (1997) (Merger
Policy Statement); see also Revised Filing Requirements Under Part 33 of the
Commission’s Regulations, Order No. 642, 65 Fed. Reg. 70,983 (2000), FERC Stats. &
Regs., Regulations Preambles July 1996-December 2000 { 31,111 (2000), order on reh’q,
Order No. 642-A, 66 Fed. Reg. 16,121 (2001), 94 FERC 1 61,289 (2001).
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106. The DPT defines the relevant market by identifying potential suppliers based
on market prices, input costs, and transmission availability, and calculates each
supplier’s economic capacity and available economic capacity for each season/load
condition.®* The results of the DPT can be used for pivotal supplier, market share
and market concentration analyses.

107. Using the economic capacity for each supplier, sellers should provide pivotal
supplier, market share and market concentration analyses. Examining these three
factors with the more robust output from the DPT will allow sellers to present a more
complete view of the competitive conditions and their positions in the relevant
markets.

108. Under the DPT, to determine whether a seller is a pivotal supplier in each of
the season/load conditions, sellers should compare the load in the destination market
to the amount of competing supply (the sum of the economic capacities of the
competing suppliers). The seller will be considered pivotal if the sum of the
competing suppliers’ economic capacity is less than the load level (plus a reserve
requirement that is no higher than State and Regional Reliability Council operating
requirements for reliability) for the relevant period. The analysis should also be
performed using available economic capacity to account for sellers’ and competing

suppliers’ native load commitments. In that case, native load in the relevant market

%2 Super-peak, peak, and off-peak, for Winter, Shoulder and Summer periods and
an additional highest super-peak for the Summer.
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would be subtracted from the load in each season/load period. The native load
subtracted should be the average of the native load daily peaks for each season/load
condition.

109. Each supplier’s market share is calculated based on economic capacity. The
market shares for each season/load condition reflect the costs of the sellers’ and
competing suppliers’ generation, thus giving a more complete picture of the sellers’
ability to exercise market power in a given market. For example, in off-peak periods,
the competitive price may be very low because the demand can be met using low-cost
capacity. In that case, a high-cost peaking plant that would not be a viable competitor
in the market would not be considered in the market share calculations, because it
would not be counted as economic capacity in the DPT. Sellers must also present an
analysis using available economic capacity and explain which measure more
accurately captures conditions in the relevant market.

110. Under the DPT, sellers must also calculate the market concentration using the
HHI based on market shares.”* HHIs have been used in the context of assessing the
impact of a merger or acquisition on competition. However, as noted by the U.S.
Department of Justice in the context of designing an analysis for granting market-

based pricing for oil pipelines, concentration measures can also be informative in

% The HHI is the sum of the squared market shares. For example, in a market
with five equal size firms, each would have a 20 percent market share. For that market,
HHI = (20)* + (20)? + (20) + (20)* + (20)* = 400 + 400 + 400 + 400 + 400 = 2,000.
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assessing whether a supplier has market power in the relevant market. “The
Department and the Commission staff have previously advocated an HHI threshold of
2,500, and it would be reasonable for the Commission to consider concentration in
the relevant market below this level as sufficient to create a rebuttable presumption
that a pipeline does not possess market power.”%

111. A showing of an HHI less than 2,500 in the relevant market for all season/load
conditions for sellers that have also shown that they are not pivotal and do not
possess a 20 percent or greater market share in any of the season/load conditions
would constitute a showing of a lack of market power, absent compelling contrary
evidence from intervenors. Concentration statistics can indicate the likelihood of
coordinated interaction in a market. All else being equal, the higher the HHI, the
more firms can extract excess profits from the market. Likewise a low HHI can
indicate a lower likelihood of coordinated interaction among suppliers and could be
used to support a claim of a lack of market power by a seller that is pivotal or does
have a 20 percent or greater market share in some or all season/load conditions. For
example, a seller with a market share of 20 percent or greater could argue that that it

would be unlikely to possess market power in an unconcentrated market (HHI less

than 1,000). As with our initial screens, sellers and intervenors may present evidence

% See Comments of the United States Department of Justice in response to Notice
of Inquiry Regarding Market-Based Ratemaking for Oil Pipelines, Docket No. RM94-1-
000 (January 18, 1994).
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such as historical wholesale sales. Those data could be used to calculate market
shares and market concentration and could be used to refute or support the results of
the DPT. The Commission encourages the most complete analysis of competitive
conditions in the market as the data allow.

112.  We will continue to weigh both available economic capacity and economic
capacity when analyzing market shares and HHIs. Based on our substantial
experience in applying the DPT over the past decade, we have found that both
analyses are useful indicators of suppliers' potential to exercise market power, and we
are unwilling to rely solely on one measure or the other.®> For example, in markets
where utilities retain significant native load obligations, an analysis of available
economic capacity may more accurately assess an individual seller’s competitiveness,
as well as the overall competitiveness of a market, because available economic
capacity recognizes the native load obligations of the sellers. On the other hand, in
markets where the sellers have been predominantly relieved of their native load
obligations, an analysis of economic capacity may more accurately reflect market

conditions and a seller’s relative size in the market.

% See, e.q., Tampa Electric Company, 117 FERC { 61,311 (2006); PacifiCorp,

115 FERC 1 61,349 (2005); Tucson Electric Power Company, 116 FERC
1161,051(2006); Duke Power, a Division of Duke Energy Corporation, 111 FERC
161,506 (2005); and Kansas City Power and Light Company, 113 FERC { 61,074
(2005).
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113. Likewise, we find the HHI market concentration measure to be useful in
assessing the market power of individual sellers, and it complements the market share
and pivotal supplier measures in the DPT stage of the analysis. Furthermore, no
commenter has presented a compelling argument for why the Commission should
lower or raise the HHI threshold in the DPT. Accordingly, we will retain 2,500 as the
appropriate threshold for passing this part of the DPT for the reasons we stated in the
April 14 Order.*®* We will not adopt the suggestion to lower the market share
threshold to 15 percent from 20 percent, for the reasons set forth above, in the NOPR
and July 8 Order.”” Commenters have presented no compelling reason to do so, and
in our experience since the April 14 Order, we have not seen cases where the HHI
was over 2,500 and the seller’s market share was between 15 and 20 percent, which
would be the type of situation about which APPA/TAPS and others are concerned.
Accordingly, such a reform would not likely result in additional findings of market
power.

114. State AGs and Advocates claim that the DPT is not an adequate tool for
assessing market power because it will not discern bidding strategies of different

suppliers. However, State AGs and Advocates miss the point of the analysis: by

% April 14 Order, 107 FERC 1 61,018 at P 111 (explaining that at less than 2,500
HHI in the relevant market for all season/load conditions there is little likelihood of
coordinated interaction among suppliers in a market).

% July 8 Order at P 95-97 and NOPR at P 41.
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determining whether a seller has capacity that can compete in the market under
various season and load conditions, the DPT provides an accurate picture of market
conditions. Examining market conditions allows the Commission to determine
whether a seller has market power. The DPT does this by examining short-term
energy markets and, in particular, sellers’ available generation capacity. In addition,
absent entry barriers, and a specific finding of market power, the Commission has
said that long-term markets are competitive. With regard to ancillary services, as
discussed herein, the Commission requires market power analyses for those services
to support a request for market-based rate authority. Assessing competing suppliers’
bidding strategies, ex ante, would not illuminate the state of the market and the ability
of sellers to alter prices within it.

115. We also reject Southern’s argument that the DPT analysis is unnecessary
because of the Commission’s enhanced civil penalty authority and continuing
policing of sellers with market-based rate authorization. While those are critical
components of our program to ensure just and reasonable market-based rates, they are
not a substitute for an analysis of the potential market power of sellers seeking
market-based rate authority. In addition, Southern’s argument that rules against
market manipulation will thwart all exercises of market power is speculative.

116. We will not change the DPT to take into account competitive alternatives
available for wholesale customers as proposed by a commenter. We stated above our
reasons for rejecting use of a contestable load analysis in the indicative screens, and

we reject it for the DPT for the same reasons.
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117. AARP and State AGs and Advocates argue that the Commission should
consider evidence from actual market data in determining whether market power
exists rather than rely on the results of the DPT to determine whether a seller has
market power. We agree that actual market data is an important part of a
determination of whether a seller may have market power. In this regard, we look at
actual market data, both in the initial analysis and in ongoing monitoring of the EQR
data. Asthe Commission stated in the April 14 Order, “[a]s with our initial screens,
applicants and intervenors may present evidence such as historical wholesale sales.
Those data could be used to calculate market shares and market concentration and
could be used to refute or support the results of the Delivered Price Test.”* In
addition, as part of our ongoing monitoring activities, we examine the EQR data in an
effort to identify whether market prices may indicate an exercise of market power.

4. Other Products and Models

Comments

118. ELCON expresses concern over the entire horizontal market power analysis
process: indicative screens, followed by DPT or mitigation for those that fail the
indicative screens. ELCON notes that the evolution of these practices generally
occurred in a series of highly contested proceedings, and did not benefit from the

broader and more balanced review afforded by a generic rulemaking. ELCON states

% April 14 Order, 107 FERC 1 61,018 at P 112.
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that its concern is that the practices unduly shift the burden of proof to potential
victims of market power abuse. This concern would only be academic, ELCON
continues, if the market structures were truly competitive and there were strong
structural protections against the exercise of market power. But the hybrid nature of
most regional markets, combined with inadequate infrastructure, creates an
environment that discourages trust in market outcomes.*

119. Some commenters urge the Commission to allow different product definitions,
e.g., short-term power and long-term power, in the calculation of the indicative
screens and the DPT. For example, NRECA argues that the Final Rule must require
sellers to identify the relevant product markets, including the distinct products for
which they seek market-based rate authority, and demonstrate that they lack market
power in those product markets.™® The Montana Counsel argues that the
Commission’s screens and DPT analysis models measure market power during

certain test days for current time periods,'*

and that capacity that is available to
make short-term energy sales may not be available for long-term, firm power sales.

Thus, the Montana Counsel asserts that the Commission may not rely exclusively on

% ELCON at 4-5.
190 NRECA at 16-18.

101 Montana Counsel at 5-8.
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short-term or spot markets to measure whether there are competitive long-term
markets.

120. Other commenters remain divided over whether long-term power markets
should be included in the market power analysis. PPL urges that long-term markets
should not be considered in a market power analysis because of infeasibility and also
because it violates the Commission's precedent that there is no long-term market
power unless there exist barriers to entry.'® In contrast, NRECA and TDU Systems
state that long-term markets need to be analyzed in the market power analysis
because monopolies will probably persist into the future for many consumers'® and
these consumers need protection. TDU Systems suggest using an installed capacity
indicative screen for long-term markets.'®

121. State AGs and Advocates and NASUCA suggest that the Commission adopt
behavioral modeling, such as game theory, rather than structural analysis, because the
latter cannot capture market power behavior.'® NASUCA suggests that the

Commission hold a technical conference to consider behavioral modeling. Duke

disagrees with NASUCA's and others' calls for behavioral models, contending that

192 pp|_ reply comments at 2-3 and n.6, citing Exelon Corp., 112 FERC { 61,011 at
P 136 (2005).

103 NRECA reply comments at 11, TDU Systems reply comments at 5-7.
1% TDU Systems reply comments at 9.

105 state AGs and Advocates at 29-30, NASUCA at 14-15.
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they are theoretically complex and data-intensive and do not meet the prerequisite of
being simple, easily understood and readily verifiable by the Commission.

Commission Determination

122.  We will not generically alter the indicative screens or the DPT to allow
different product analyses for short-term or long-term power as some commenters
suggest. As the Commission has stated in the past, absent entry barriers, long-term
capacity markets are inherently competitive because new market entrants can build
alternative generating supply. There is no reason to generically require that the
horizontal analysis consider those products that are affected by entry barriers.
Instead, we will consider intervenors' arguments in this regard on a case-by-case
basis.

123. We reject ELCON’s contentions regarding the development of our horizontal
market power analysis. While the screens and DPT criteria did arise out of specific
cases, there have been numerous opportunities in this rulemaking for interested
parties to express any concerns and propose alternatives, including technical
conferences and numerous rounds of written comments. We believe that this
rulemaking has given all interested parties ample opportunity to voice any and all
options for revising the screens and DPT criteria and proposing alternatives, and has
given us the opportunity to evaluate whether these tools remain appropriate. We
conclude that they do.

124. Finally, we will not adopt the suggestion by some commenters that behavioral

modeling be used in addition to, or in place of, the indicative screens and the DPT.
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Although game theory has been used in laboratory experiments and in theoretical
studies where the number of players and choices available to players are limited, we
do not consider it a practical approach for the volume of analyses we must perform,
particularly since a vast amount of choices are available and many of those are
unobservable. The data gathering and analysis burden imposed on sellers and the
Commission would be overly burdensome and impractical.

5. Native Load Deduction

a. Market Share Indicative Screen

Commission Proposal

125. To reduce the number of “false positives” in the wholesale market share
indicative screen, the Commission proposed in the NOPR to adjust the native load
proxy for this screen. The Commission proposed to change the allowance for the
native load deduction under the market share indicative screen from the minimum
native load peak demand for the season to the average native load peak demand for
the season. This change makes the deduction for the market share indicative screen
consistent with the deduction allowed under the pivotal supplier indicative screen.
Comments
126. TDU Systems argue that the Commission provides no empirical evidence
supporting this change—i.e., no evidence of an excessive number of false positives

produced by the Commission’s current policy. TDU Systems also state that the
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Commission does not explain why it believes its current proxy “results in too much
uncommitted capacity attributable to the seller.”*® In particular, TDU Systems state
that the Commission does not explain what factors it used to determine the
appropriate level of uncommitted capacity to which it compared the current proxy.
127. APPAJ/TAPS agree, adding that the Commission proposal appears to be a
results-driven effort to eliminate the need for some public utilities to submit a
DPT.” APPA/TAPS argue that the Commission’s “false positives” justification
loses sight of the stakes involved in the market-based rate determination. They state
that the price of a false positive associated with the initial screens will be the seller’s
submission of the DPT. APPA/TAPS argue that that price pales in comparison to the
unreasonably high prices and market power exercise that can result from a false
negative. According to APPA/TAPS, it is thus entirely appropriate for the
Commission to take a closer look when a utility fails the initial screens, even when

the Commission ultimately allows market-based rate authorization.*®

1% TDUY Systems at 13.

17 APPA/TAPS at 68, citing Acadia Power Partners LLC, 111 F.E.R.C. ] 61,239
(2005), and Kansas City Power & Light Co., 111 FERC 1 61,395 (2005), where the
applying utilities failed the market share screen, but passed the pivotal supplier screen. In
both cases, the company opted to submit a DPT, and after consideration, the Commission
allowed the utilities to retain their market-based rate authority. Acadia Power Partners,
LLC, 113 FERC 161,073 (2005); Kansas City Power & Light Co., 113 FERC 1 61,074
(2005).

108 APPA/TAPS at 68-70.
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128. Inaddition, APPA/TAPS state that, as well as lacking evidentiary basis, the
proposed adjustment is not based on sound economic principles. APPA/TAPS argue
that when the Commission originally adopted the native load proxy for the market
share screen, it said the screen should reflect “all of the capacity that is available to
compete in wholesale markets at some point during the season.”*® APPA/TAPS state
that now the Commission proposes to eliminate even more of the capacity that is
available to compete at some point in the season by increasing the proxy to the
average native load peak demand for the season.

129. APPAJTAPS further argue that adoption of the Commission’s proposal would
mean that the market-based rate screens would make no assessment of off-peak
periods, even though the Commission has said that the market share screen is
intended to measure market power during off-peak times.**® They state that “screens
should examine market power for the on-peak and off-peak periods of the different
seasons.”!!!
130. Finally, APPA/TAPS argue that consistency across the two screens defeats the

purpose of having more than one screen. The market share screen is intended to

reflect capacity that could compete, including during off-peak periods. By contrast,

199 APPA/TAPS at 69, citing April 14 Order, 107 FERC { 61,018 at P 92.
10 April 14 Order, 107 FERC 1 61,018 at P 72.

L APPA/TAPS at 70, citing Kirsch SMA Affidavit at 8-9.
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the pivotal supplier screen is specifically intended to measure market power risks at
system peak.

131. APPAJTAPS offer that if the Commission nonetheless believes some
consistency is desired it can achieve it by using a native load proxy for the market
share screen based upon the average minimum loads. Such a proxy would be
consistent with the Commission’s original intent of a screen that identifies “all of the
capacity that is available to compete in wholesale markets at some point during the
season.”**?

132. Other commenters generally support the Commission’s proposal to use
seasonal average native load as the native load proxy for the market share indicative
screen. Many state that the proposed native load proxy is a more accurate
representation of native load obligations."® Several commenters suggest excluding

weekends and holidays from the proxy native load calculation because these periods

are not representative of normal load hours.™**

12 April 14 Order, 107 FERC 1 61,018 at P 92.
13 See, e.g., Ameren at 3, FirstEnergy at 4-5.

114 See, e.g., EEl at 17, PG&E at 6-7, Allegheny at 7-8, and Pinnacle at 34, both
citing Pinnacle West Capital Corp., 109 FERC § 61,295 (2004). Several commenters
disagree with the suggestion that weekends and holidays should be excluded from the
native load proxy, stating that it is unsupported and, moreover, excluding these hours
means that native load proxy ceases to be average. TDU Systems reply comments at 8-9,
NRECA reply comments at 16-17.
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133. EEI argues that even with this proposed change, the generation capacity
required by a utility to serve its native load is still being understated.** It states that
utilities are required to meet the peak demands of their native load customers plus
maintain a reserve margin for reliability purposes. This requirement directly
determines the amount of generation capacity that a supplier can commit to the
wholesale opportunity sales market. As such, EEI argues that the change proposed in
the NOPR is a step in the right direction in terms of more accurately recognizing the
amount of generation capacity required by a utility to meet native load requirements,
but still understates the actual requirements.

134. EEI contends that from a generation planning perspective, no one with any
expertise in that area doubts the native load proxy described in the April 14 Order
underestimates the amount of capacity that a supplier needs to meet native load
requirements and therein both overstates the amount of capacity that the supplier has
to compete in the wholesale market as well as the supplier’s market share. As a result
of this overestimation of the capacity that a supplier would have to compete in the
wholesale market, EEI contends that non-RTO vertically integrated utilities have
failed the market share screen using the current native load proxy when many simply

do not have market power. **® EEI concludes that such a high number of “false

115 EE| at 24-25; see also Puget reply comments at 2.

18 EE| reply comments at 24.
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positives” for market power that have occurred using the current proxy clearly
supports the Commission’s proposal to move the native load proxy to the average
peak load in the season.

Commission Determination

135. We adopt the NOPR proposal to change the native load proxy under the
market share indicative screen from the minimum native load peak demand for the
season to the average of the daily native load peak demands for the season, making
the native load proxy for the market share indicative screen consistent with the native
load proxy under the pivotal supplier indicative screen.

136. In this regard, we find that the market share screen should be calculated using
as accurate a representation of market conditions for each season studied as possible.
We find that using the current native load proxy using the minimum native load level
for the season does not provide an accurate picture of the conditions throughout the
season.

137. We recognize that increasing the native load proxy will have the effect of
reducing the market share for traditional utilities with significant native load
obligations, and therefore may result in fewer failures of the wholesale market share
screen for some sellers. However, we believe that such a result is justified. We are
seeking a screen that provides a reasonably accurate picture of a seller’s position
given market conditions across seasons, so that we can eliminate those sellers who
clearly do not have market power and focus our analysis on those who might. We

believe that a native load proxy based on the average of peak load conditions is more
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representative, and thus more accurate, than a proxy based on extreme (i.e.,
minimum) peak load conditions. We also believe that basing the native load proxy
on the average of the peaks will make the screens more accurate in eliminating sellers
without market power while focusing on ones that may have market power.

138. For sellers that contend that the proposed native load proxy will result in too
many false positives, we note that under the existing native load proxy, fewer than 25
companies have been the subject of § 206 investigations since the April 14 Order.
For entities that fear this change in native load proxy will lead to too many "false
negatives," (companies with market power passing under the indicative screens), we
note that intervenors can always challenge the presumption of no market power.
Moreover, no intervenor in this proceeding has pointed to specific companies that
have passed the screens but still have market power.

139. We reject APPA/TAPS’ argument that changing the native load proxy would
result in the market-based rate screens making no assessment of off-peak periods. In
fact, the native load proxy we approve here is based on the average of the native load
daily peaks which also include low load days. The use of the average peak demand
for the native load proxy provides for an assessment of all periods, peak and off-peak
seasons, because such a proxy considers peak native load of each day in each season.
Combined with the pivotal supplier screen that captures the annual peak conditions,
we find that the two screens adequately capture market conditions over the year.

140. We also reject APPA/TAPS’ argument that consistency across the two screens

defeats the purpose of having more than one screen. The screens in and of



Docket No. RM04-7-000 77

themselves are inherently different methodologies in that the pivotal supplier screen
considers whether the seller’s generation must run to meet peak load, whereas the
market share screen looks at the seller’s size relative to other sellers in the market.
We are looking for an assessment of the uncommitted seasonal capacity available to
sellers to compete in wholesale markets and, as stated above, find that the average of
the daily peak loads in a season more accurately reflects seller’s commitments.

141. APPAJ/TAPS suggest that if we do raise the native load deduction, we only
raise it to the average minimum for the season, rather than the average native load
peak demand for the season. The intent of the wholesale market share screen is to
assess market conditions during the season, not only during off-peak hours.
APPA/TAPS is misplaced in its assertion that our original intent was for the market
share screen to focus solely on off-peak conditions. In the April 14 Order we stated
that “by using the two screens together, the Commission is able to measure market
power both at peak and off-peak times.” ** Our statement simply recognizes that a
seller with a dominant position in the market could have market power in the off-peak
as well as the peak. Clearly the pivotal supplier analysis is designed to assess market
power at peak times, but that does not imply that the wholesale market share screen is

designed only to assess market power in the off-peak period.

17 April 14 Order at P 72.
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142. Finally, we will not exclude weekends and holidays from the market share
native load proxy. Since we adopt herein the use of an average peak demand for the
native load proxy for the market share screen, the exclusion of weekends and
holidays would inappropriately skew the results. Use of an average load addresses
the issue of the variability between unusually high or low load days, is more
objective, and easily applied. If weekends and holidays are excluded, only
approximately 70 percent of total load hours would be accounted for. The average
native load measure that includes weekends and holidays, and which we adopt, is
truly an average of all load conditions.

b. Pivotal Supplier Indicative Screen

Commission Proposal

143. In the NOPR, the Commission proposed to retain the pivotal supplier screen’s
native load proxy at its current level of the average of the daily native load peaks
during the month in which the annual peak day load occurs.**®

Comments
144. Southern states that the pivotal supplier screen is conceptually sound;
however, the manner of its current implementation reflects a significant flaw. In
particular, Southern claims that the wholesale load (market size) is determined by the

difference between the control area’s needle peak demand and the average of the

118 NOPR at P 44,
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daily peaks in that peak month. Southern argues that it is not at all clear how or why
this mathematical exercise (which in its opinion reflects an “apples and oranges”
comparison) provides any meaningful measure of competitive wholesale demand
during any relevant period.
145. For example, Southern continues, under some circumstances, all or a large
portion of the wholesale load determined in this fashion could be the seller’s own
native load. Subtracting the average daily peaks in the peak month from a single
needle peak to derive a “proxy” for competitive wholesale demand necessarily
assumes that all of this difference is unsatisfied wholesale market demand that is
subject to competition. Southern argues that this is not a valid assumption and the
Commission has provided no reason to believe that it is. Southern therefore urges the
Commission to abandon this aspect of the interim pivotal supplier analysis and
instead use an estimate of actual wholesale load, rather than deriving it indirectly
through an arithmetic exercise. For example, the seller’s native load peak could be
subtracted from the control area peak load on an “apples to apples” basis (for
example, needle peaks, seasonal peaks, or average

daily peaks) to derive, in Southern's view, a much better wholesale load proxy.**

Southern asserts that such a reform would be relatively easy to implement and would

yield much more meaningful results.*?

119 southern notes that this suggested calculation would still overstate the amount
of wholesale load open to competition because some portion of that wholesale load
(continued...)
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146. NRECA disagrees with Southern's proposed modification to the pivotal
supplier screen to use actual wholesale load, stating Southern provides no evidence
that this modification would provide a more accurate estimate of the wholesale load

than the current approach.*?!

Commission Determination

147. We retain the average daily peak native load as the native load proxy used in
the pivotal supplier screen, as proposed in the NOPR, and we reject Southern’s
argument that our method of computing the native load proxy is unreasonable.
Southern argues that because the wholesale demand is determined by subtracting the
average daily peaks in the peak month from a single needle peak, the Commission is
relying on an invalid assumption with regard to the wholesale demand during any
relevant period. However, Southern’s claim that our deduction of the average of the
daily native load peaks from the needle peak is a “mixing of apples and oranges”

ignores our reasoning in the April 14 Order:

would undoubtedly be covered with existing supply arrangements. It states that if it were
required to net out the amount of wholesale load covered by those existing supply
arrangements, a similar amount should be subtracted from the market resources deemed
to be competing to serve the net wholesale load.

120 gsoythern at 18-19.

121 NRECA reply comments at 19-20.
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conditions in peak periods can provide significant opportunity to exercise
market power. As capacity is utilized to meet demand there is less available
to sell on the margin and often less competition. Only focusing on needle
peaks that occur for a single hour and that are only known after the fact
does not give an accurate reflection of the competitive dynamics of peak
periods. As demand increases during peak periods, buyers and sellers are
positioning themselves in the market with similar but incomplete
information. Buyers are projecting their needs and trying to secure needed
power, while sellers are negotiating to obtain the highest price for that
power. With increasing demand, fewer units are available to serve
anticipated peak needs and buyers bid to secure dwindling supply load
increases. In addition, buyers must be prepared for the contingency that a
unit will be forced out and they will need to purchase in a period of even
greater scarcity.[*%]

148. Further, both native load proxies provide an adequate solution to a
complicated issue. Resources used to serve native load fluctuate over the course of
the day and through the seasons. As the Commission stated in the April 14 Order,
"we recognize that not all generation is available all of the time to compete in
wholesale markets and that some accounting for native load requirements is
warranted here. However, wholesale and retail markets are not so easily separated
such that a clear distinction can be made between generation serving native load and
generation competing for wholesale load. Most utility generation units are not
exclusively devoted to serving native load, or selling in wholesale markets."*

149. For these reasons we continue to believe that the average of the native load

peaks in the peak month is a reasonable proxy for the native load deductions under

122 April 14 Order, 107 FERC 1 61,018 at P 91.

123 1d. at P 67.
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this screen. Moreover, we also find that Southern’s proposed method of estimating
the actual wholesale load is inappropriate because it would artificially reduce the
seller’s share of that load. This is because Southern’s methodology only deducts the
seller’s native load peak from the control area peak (not the native load peaks of any
other sellers in the control area), leaving the seller with a disproportionately small
share of the remaining market.

C. Clarification of Definition of Native Load

Commission Proposal

150. In the NOPR, the Commission expressed its belief that there has been some
inconsistency in the way in which sellers have reflected native load in performing
both the screens and the DPT analysis. Because the states are under various degrees
of retail restructuring, the definition of native load customers has lacked precision.
Accordingly, the Commission proposed to clarify that, for the horizontal market
power analysis, native load can only include load attributable to native load
customers as defined in §33.3(d)(4)(i) of the Commission’s regulations,*** as it may
be revised from time to time.

Comments

12418 CFR 33.3(d)(4)(i) provides: Native load commitments are commitments to
serve wholesale and retail power customers on whose behalf the potential supplier, by
statute, franchise, regulatory requirement, or contract, has undertaken an obligation to
construct and operate its system to meet their reliable electricity needs.
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151. APPAJTAPS support the native load clarification, without providing
additional explanation. A number of other commenters discussed the native load
clarification in the context of defining retail contracts or provider of last resort
(POLR) load as native load. PPL Companies request that this clarification not be
adopted unless the Commission provides further clarification that an entity selling

power to a retail customer under a long-term contract is able to deduct that capacity.

125

Commission Determination

152.  We will adopt the NOPR proposal that, for the horizontal market power
analysis, native load can only include load attributable to native load customers as
defined in § 33.3(d)(4)(i) of our regulations. We address the comments of PPL
Companies' and others below in the "Other Native Load Concerns" section.

d. Other Native Load Concerns

Comments
153. Some commenters suggest alterations to the definition of native load or to the
circumstances when contract capacity may be deducted from total capacity. One
commenter recommends that POLR load be counted as native load.*?® Sempra

argues that generators should be allowed to take native load deductions for power

125 ppL. Companies at 14-17.

126 Drs. Broehm and Fox-Penner at 11-12.
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supplied to franchised utilities that divested their generation.*?’ It argues that
allowing such suppliers to claim native load deductions correctly assigns these
obligations to the entities that actually commit the generation resources necessary to
serve native load and results in a more accurate assessment of the suppliers’
remaining uncommitted capacity. It notes that such sales may be for terms of less
than one year, and that under the Commission’s policy such suppliers cannot deduct
those commitments as long-term firm sales. Sempra further points out that franchised
utilities do not need a one-year or greater commitment to take a native load
deduction. It concludes that marketers and other suppliers should thus be allowed to
account for the native load commitments they undertake, regardless of the term of

each underlying contract.'?®

Commission Determination

154.  We will not adopt suggestions that sellers receive native load deductions for
all their POLR contracts or for all contracts that serve utilities that have divested their
generation. Even in cases where independent power producers (IPPs) serve what

used to be franchised public utilities' native load, IPPs do not serve it under the same

127 Sempra reply comments at 4-5.

128 pSEG Companies in their reply comments also make similar arguments about
native load that are noted above in the "Control and Commitment of Generation" section.
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terms as those utilities.”® Unlike franchised public utilities, IPPs may choose to exit
the market once the contracts they sell power under have expired. However, we
remind IPPs that POLR contracts with a term of one year or more may be deducted
from total capacity under some circumstances. As the Commission explained in the
July 8 Order, “applicants may deduct ‘load following’ and ‘provider of last resort’
contracts for terms of one year or more under certain conditions. Specifically, we
will allow sellers to deduct long-term firm load following contracts to the extent that
the seller has included in its total capacity a corresponding generating unit or long-
term firm purchase contract that will be used to meet the obligation. The seller’s
contractual peak load obligation under the contract should be used as the capacity
adjustment in the pivotal supplier analysis and the seasonal baseline demand levels
served under the contract should be used as the adjustments in the market share
analysis. The residual capacity will be considered available for sales in the wholesale
spot markets and treated as uncommitted capacity.”**® Also, in response to PPL
Companies, we note that long-term (one year or more) firm contracts that cede
control may always be deducted from total capacity.

155.  We will allow IPPs to deduct short term native load obligations if they can

show that the power sold to the utility was used to meet native load. We agree with

129 See 18 CFR 33.3(d)(4)(i) for the definition of native load.
130 See July 8 Order, 108 FERC { 61,026 at P 66.
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Sempra that allowing such suppliers to claim native load deductions correctly assigns
these obligations to the entities that actually commit the generation resources
necessary to serve native load and results in a more accurate assessment of the
suppliers’ remaining uncommitted capacity, and that such sales may be for terms of
less than one year. Under our current policy such suppliers cannot deduct those
commitments as long-term firm sales, whereas franchised utilities do not need a one-
year or greater commitment to take a native load deduction.

6. Control and Commitment

Commission Proposal

156. The Commission noted in the NOPR that uncommitted capacity is determined
by adding the total capacity of generation owned or controlled through contract and
firm purchases less, among other things, long-term firm requirements sales that are
specifically tied to generation owned or controlled by the seller and that assign
operational control of such capacity to the buyer.** The Commission further stated
that long-term firm load following contracts may be deducted to the extent that the
seller has included in its total capacity a corresponding generating unit or long-term

firm purchase that will be used to meet the obligation even if such contracts are not

131 NOPR at P 46.
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tied to a specific generating unit and do not convey operational control of the
generation.*

157. Noting that contracts can confer the same rights of control of generation or
transmission facilities as ownership of those facilities, the Commission stated that if a
seller has control over certain capacity such that the seller can affect the ability of the
capacity to reach the relevant market, then that capacity should be attributed to the
seller when performing the generation market power screens. The capacity
associated with contracts that confer operational control of a given facility to an
entity other than the owner must be assigned to the entity exercising control over that
facility, rather than to the entity that is the legal owner of the facility.'*®

158. In the NOPR, the Commission stated that in recent years some owners have
outsourced to third parties pursuant to energy management agreements the day-to-day
activities of running and dispatching their generating plants and/or selling output.

The Commission noted that the agreement may, directly or indirectly, transfer control

of the capacity. The Commission expressed concern that under such third-party

agreements, there may be instances where control of capacity has changed hands, but

132 Id

133 Reporting Requirement for Changes in Status for Public Utilities with Market-
Based Rate Authority, Order No. 652, 70 F. R. 8253 (Feb. 18, 2005), FERC Stats. &
Regs., Regulations Preambles 2001-2005 31,175 at P 47, order on
reh’q, Order No. 652-A, 111 FERC 1 61,413 (2005).
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this capacity has not been attributed to the correct seller for the purposes of the
generation market power screens.'**

159. In cases examining whether an entity is a public utility, the Commission has
examined the totality of the circumstances in evaluating whether the entity effectively
has control over capacity that it manages.'*® Likewise, in providing guidance
regarding events that trigger a requirement to submit a notice of change in status, the
Commission has indicated that, to determine whether control has been acquired,
sellers should examine whether they can affect the ability of capacity to reach the
relevant market.

160. The Commission asked in the NOPR whether, in the interest of providing
greater certainty and clarity regarding the determination of control, it should make
generic findings or create generic presumptions regarding what constitutes control.

In particular, the Commission sought comment on whether any of the following
functions should merit a finding or presumption of control and, if so, on what basis:
directing plant outages, fuel procurement, plant operations, energy and capacity sales,

and/or credit and liquidity decisions.**

13 NOPR at P 48.

135 D.E. Shaw Plasma Power, L.L.C., 102 FERC { 61,265 at P 33-36 (2003) (D.E.
Shaw); R.W. Beck Plant Management, Ltd., 109 FERC { 61,315 at P 15 (2004) (Beck).

13 NOPR at P 49.
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161. Alternatively, rather than focusing on these discrete functions, the
Commission asked if it should establish a presumption of control for any entity that
has some discretion over the output of the plant(s) that it manages. The Commission
asked whether such an approach would promote greater certainty. The Commission
also asked, if it adopted such a presumption, how it should address instances where
discretion over plant output may be shared between more than one party.**

162. The Commission proposed to clarify that, in the event it adopted any such
presumptions, an individual seller could rebut the presumption of control on the basis
of its particular facts and circumstances. In addition, the Commission proposed to
clarify that an entity that controls generation from which jurisdictional power sales
are made is required to have a rate on file with the Commission. If the rate authority
sought is market-based rate authority, then that entity is subject to the same
conditions and requirements as any other like seller. }*

163. The intent of the Commission’s proposals was to provide greater certainty and
clarity as to the treatment of capacity that is subject to energy management

agreements and outsourcing of functions so that the capacity is properly reported (and

studied) and to make clear that any entity to which control is attributed must receive

137 Id

138 1d. at P 50.
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the necessary authorizations under the FPA in order to provide jurisdictional
services.™

a. Presumption of Control

164. As an initial matter, most commenters support the Commission’s desire to
provide greater clarity and certainty regarding the determination of control.**® In this
regard, many commenters express concerns that attributing generation capacity to
sellers that do not necessarily control that generation may result in the seller falsely
appearing to have market power and ultimately result in unnecessary mitigation.
Commenters also express the need for the determination of control to be consistent
for both the market-based rate authorizations and the change in status filings.

165. However, most commenters also oppose the Commission’s proposal to
establish generic findings or generic presumptions regarding what constitutes control,
arguing that such findings must be made on a case-by-case basis. Others suggest a
rebuttable presumption that control lies with the owner unless specific facts indicate

otherwise.

139 Id

140 See, e.g, Constellation at 18; EEI reply comments at 25; Financial Companies
at 4; FirstEnergy at 5; Pinnacle at 4; Powerex at 7; SCE at 2.
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I Fact Specific Determinations

Comments
166. Various commenters argue for a fact specific determination of control.*** For
example, Alliance Power Marketing, a supplier of energy management services,
argues that a case-by-case approach provides increased certainty for generators and
asset managers who relied upon Commission precedent in developing their current
arrangements.'*
167. Several commenters state that they have some sympathy with the
Commission’s desire to provide certainty and clarity in this area, however, they do
not agree that there should be generic presumptions regarding the indicia of control.
One commenter argues that details of each contract vary, depending upon parties and
circumstances involved as well as on conditions in the market place, and therefore it
must be reviewed and evaluated with care.**® This commenter suggests that an
individual seller should be obligated to submit its contracts to the Commission for

review, and allowed to present its case on the basis of its particular facts and

circumstances.

1 See, e.q., Constellation at 18; Duke at 24; EPSA at 38; PPL at 9 and reply
comments at 11; APPA/TAPS at 76.

142 Alliance Power Marketing reply comments at 7.

143 Drs. Broehm and Fox-Penner at 6-7.
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168. Similarly, APPA/TAPS believe that the Commission is correct to assign
capacity to a seller for purposes of running the screens/DPT; however, they point out
that generic findings or presumptions would be helpful only if the particulars of a
contract aligned with the factual assumptions underlying a presumption. Otherwise,
they state that a presumption could produce wrong results."** APPA/TAPS suggest
that any arrangement that could create opportunities for sellers to coordinate their
behavior with other competitors should be reported and that as part of the seller’s
assigning control over long-term contracts for purposes of the screens/DPT, the
Commission should require a seller to submit the relevant contracts with the market-
based rate application or triennial update and identify the contractual provisions that
support the seller’s control determinations.**> APPA/TAPS suggest that marketing
alliances or joint operating agreements can affect a seller’s market position and
should be considered in the determination of control.**

169. Powerex argues that clarity is particularly important as the new market

manipulation rule makes it unlawful “to omit to state a material fact necessary in

order to make the statements made, in the light of the circumstances under which they

144 APPA/TAPS at 76.

5 1d. APPA/TAPS further note that confidentiality concerns can be addressed
with appropriate protective orders.

146 APPA/TAPS at 77 and 89.
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were made, not misleading.”**’  In this regard, Powerex urges the development of a
single principle or set of principles that need to be met to establish control over an
asset. Powerex argues that the development of such principles will help take the
guesswork out of compliance and provide greater certainty for the market, as
compared to a laundry list of possible contract types. Powerex states that the control
principle should focus on physical output as opposed to financial terms, since it is
physical output that addresses the Commission's physical withholding concerns and
relates to the agency's market screens.**

170. EEI, EPSA, and Reliant argue that the Commission should continue to look at
the totality of circumstances and attach the presumption of control when an entity can
affect the ability of capacity to reach the market.*°

171. NYISO states that based on its experience in the administration of bid-based
markets, what matters in the control of a plant is the ability to determine or
significantly influence (a) the levels of the bids from the plant, and (b) the level of
output from the plant. Accordingly, the Commission should focus directly on these

critical facts, rather than creating presumptions based on indirect indicia of an ability

to control these key competitive parameters. NYISO claims that plant engineering or

17 powerex at 7 (quoting 18 CFR 1c.2(a)(2)).
%8 powerex at 8.

9 See, e.g., EEIl at 19; EPSA at 37-38; Reliant at 5-6; SoCal Edison at 9.
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technical operations may be outsourced without conferring an ability to control price
or output, so that the outsourcing is not of particular competitive significance. If,
however, an entity could determine or significantly influence bids or output, then it
would be reasonable for the Commission to place a burden on that entity to
demonstrate that it is not in a position to benefit from a possible exercise of market
power. NYI1SO claims that if more than one party is in a position to exercise control
over bids or output, then both such parties should have the burden of rebutting this
presumption. NASUCA concurs.™® Because of the fact-specific nature of these
issues, the NYISO endorses the Commission’s proposal to allow individual sellers to
rebut the presumption on the basis of their particular facts and circumstances.™*
172. Westar argues determinations of control over generating plants are essential
elements of the negotiated risk sharing arrangement in virtually every energy
management contract and that the Commission should not change its precedent
absent clear evidence of market uncertainty or a finding that the established

guidelines are inappropriate.**

150 NASUCA reply comments at 15 (quoting NYISO at 6).
INYISO at 5-6.

152 See, e.q., Westar at 27-28.
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173. Southern suggests that the approach taken in Order No. 652, where the
Commission provided an illustrative list of contracts and arrangements that involve
changes of control, is reasonable.**®

Commission Determination

174. As discussed in the sections that follow, the Commission concludes that the
determination of control is appropriately based on a review of the totality of
circumstances on a fact-specific basis. No single factor or factors necessarily results
in control. The electric industry remains a dynamic, developing industry, and no
bright-line standard will encompass all relevant factors and possibilities that may
occur now or in the future. If a seller has control over certain capacity such that the
seller can affect the ability of the capacity to reach the relevant market, then that
capacity should be attributed to the seller when performing the generation market
power screens.***

175. Though we note the widespread support among commenters for the
Commission’s effort to provide greater clarity and certainty regarding the
determination of control, there are differing points of view as to what circumstances
or combination of circumstances convey control. These circumstances vary

depending on the attributes of the contract, the market and the market participants.

153 Southern at 23 (citing Order No. 652, FERC Stats. & Regs.
RegulationsPreambles 2001-2005 { 31,175 at P 83.

> NOPR at P 47-48 (citing July 8 Order, 108 FERC { 61,026 at P 65.)
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Thus, we conclude that it would be inappropriate to make a generic finding or generic
presumption of control, but rather that it is appropriate to continue making our
determinations of control on a fact-specific basis.

176. We agree with commenters such as Powerex and Westar that the Commission
should rely on a set of principles or guidelines to determine what constitutes control.
This has been our historical approach and we find no compelling reason to modify
our approach at this time. Accordingly, as suggested by EEI, EPSA and others, we
will consider the totality of circumstances and attach the presumption of control when
an entity can affect the ability of capacity to reach the market. Our guiding principle

is that an entity controls the facilities when it controls the decision-making over sales

of electric enerqgy, including discretion as to how and when power generated by these

facilities will be sold.*®

177. With regard to suggestions that we require all relevant contracts to be filed for
review and determination by the Commission as to which entity controls a particular
asset (e.g., with an initial application, updated market power analysis, or change in
status filing), we will not adopt this suggestion. Under section 205 of the FPA, the
Commission may require any contracts that affect or relate to jurisdictional rates or
services to be filed. However, the Commission uses a rule of reason with respect to

the scope of contracts that must be filed and does not require as a matter of routine

55 Order No. 652, FERC Stats. & Regs. Regulations Preambles 2001-2005
31,175 at P 18.
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that all such contracts be submitted to the Commission for review. Our historical
practice has been to place on the filing party the burden of determining which entity
controls an asset. As discussed below, we will require a seller to make an affirmative
statement as to whether a contractual arrangement transfers control and to identify the
party or parties it believes controls the generation facility. Nevertheless, the
Commission retains the right at the Commission’s discretion to request the seller to
submit a copy of the underlying agreement(s) and any relevant supporting
documentation.

i. Rebuttable Presumption Regarding Ownership

Comments

178. MidAmerican argues that the Commission should adopt a presumption of
control based on physical ownership of the generation (as adjusted for long-term sales
or purchase power agreements). MidAmerican states that it is physical ownership
that typically determines which entity controls the output of the generation and
determines its ability to reach relevant markets. While many entities may have partial
control over a unit’s output, it is the owner that is most likely to affect market
power. ™

179. Morgan Stanley states that as a general rule, when assessing market power, the

Commission should specifically adopt a rebuttable presumption that the entity that

1% MidAmerican at 4 and 6-7.
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owns™’ the generation asset controls the generation capacity.**® This presumption

would shift if the asset owner relinquishes to a third-party the final decision-making
authority over whether a unit runs (i.e., if the third-party can trump the asset owner's
dispatch instruction, then the third-party has control over whether the capacity
reaches the market). Morgan Stanley states that such final decision-making authority
would include authority to schedule outages.**

180. FirstEnergy proposes that where a generation owner is a public utility under

Part Il of the FPA, the Commission should adopt a rebuttable presumption that such

7 Morgan Stanley states that consistent with Commission precedent, the
generation owner would not include entities that have a “passive” ownership interest
where, due to the nature of the interest, the interest holder does not have the right or
ability to direct, manage, or control the day-to-day operations of jurisdictional facilities.
Citing D.E. Shaw, 102 FERC 61,265, at 61,823 (2003) (noting that passive owners may
possess certain consent or veto rights over fundamental business decisions in order to
preserve their financial investment, including, but not limited to, the right to grant or
withhold consent regarding: (1) material amendments to an LLC agreement under certain,
specified circumstances; (2) issuance of new interests senior to the then-existing member
interests in an LLC entity; (3) adoption of a new LLC agreement (or other operative or
constituent documents) in connection with mergers, consolidations, combinations, or
conversions in certain instances; (4) appointment of a liquidator (but only if the managing
member of the LLC does not appoint one); and (5) assignment of investment advisory
contracts under certain circumstances); GridFlorida LLC, 94 FERC 1 61,363, at 62,332
(2001).

158 Morgan Stanley would define final control over physical output as resting with
the market participant that, under normal operating conditions, can override all other
entities on the decision of whether to dispatch the generation unit or that can otherwise
hold an entity accountable for a dispatch decision. It submits that such authority typically
rests with the generation owner. Morgan Stanley at 4.

159 See also Financial Companies at 6.
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owner controls all of the generating capacity that it owns.'® FirstEnergy asserts that
even where another entity is responsible for day-to-day operation of a generating unit,
the generation owner generally will retain managerial discretion over the operation of
the unit and over the sale of power from that unit into the market.*®!

181. A number of commenters argue that jointly-owned plants should be assigned
based on percentage of ownership.'®® For example, Pinnacle states that, in the
Southwest region, the joint ownership of base-load generating plants is the norm, and

there is typically one party that has operational control over the facility. However, if

the Commission refines the criteria for assigning generation to an entity based on

190 FirstEnergy similarly argues that there should be a rebuttable presumption that
generation capacity purchased by an electric utility from a Qualified Facility (“QF”) as a
result of a mandatory power purchase requirement established pursuant to the Public
Utility Regulatory Policies Act (PURPA), 16 U.S.C. 824a-3(a), will be attributed to the
seller rather than the purchaser. FirstEnergy argues that in many cases, the purchaser has
little, if any, discretion over the dispatch of such units or the price at which energy is
purchased.

181 n its reply comments, PPL disagrees stating that, in assessing the entity that
should be deemed to control capacity, whether assessing a contract to sell capacity or an
asset management contract, the Commission should ask which party can benefit from an
exercise of market power with regard to the supply at issue. PPL asserts that the flaw in
FirstEnergy’s proposal is that when a firm obligation to sell power is in effect, the seller
cannot benefit from exercising market power with regard to the MWs sold pursuant to
that firm obligation. Likewise, a buyer that can count on delivery of firm power is the
ultimate decision-maker as to its resale. The seller will have to buy replacement power
(at the prevailing market rate) if its expected source is not available, and therefore cannot
benefit from withholding that amount of power. Thus such an approach would overstate
one counter party’s controlled capacity and understate the other’s. PPL reply comments
at 11-13.

162 See, e,9., Duke at 25.
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factors such as directing plant outages, fuel procurement, and plant operations (or
similar factors), there is concern that jointly-owned generation may be attributed in
whole to each of the owners if there is joint decision-making on such factors (e.g., if
such decisions are made through a consortium of utilities forming a plant’s joint
operating committee) and result in unintentional double counting. Pinnacle also
raises a concern that where joint plant owners appoint one of the joint owners to
operate the plant, the entire plant will be attributed to the operator, rather than being
attributed to each of the joint owners in shares. According to Pinnacle, the Final Rule
should clarify that capacity of jointly-owned plants operated by one of the owners
will be assigned to each joint owner based on its percentage interest.!** Pinnacle

states that the current rules under the

interim screens with regard to assigning generating capacity to an entity appear to be
workable. '*
182. Many other commenters raise concerns about double counting in cases of

shared control.*® For example, with regard to shared facilities, FirstEnergy states

183 pinnacle at 4-5. See also MidAmerican at 6-7.

164 EE| agrees that in such a situation, if both owners have input on how and where
the capacity is sold, then the asset should be allocated based on ownership percentages.
EEI at 20.

165 See, e.q., Alliance Power Marketing reply comments at 8-9; Constellation at 6;
MidAmerican at 6; PG&E at 8.
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that control of the plant should be attributed to the entity that is deemed to own the
energy supplied from the plant. FirstEnergy offers that, if circumstances arise in
which discretion over plant output is shared among more than one party, the
Commission should permit the affected parties to resolve between themselves the
entity to which capacity available in the unit will be attributed. FirstEnergy
concludes that if the Commission adopts a regional approach to updated market
power analyses, the Commission will be able to monitor those circumstances in

166

which specified generation capacity is attributed to the wrong market participant.

Commission Determination

183. W.ith regard to the suggestion that we adopt a rebuttable presumption that the
owner of the facility controls the facility, our historical approach has been that the
owner of a facility is presumed to have control of the facility unless such control has
been transferred to another party by virtue of a contractual agreement. We will adopt
that approach. Accordingly, while we do not specifically adopt a rebuttable
presumption that the owners control the facility, we will continue our practice of
assigning control to the owner absent a contractual agreement transferring such
control.

184. We note that the Commission has developed precedent regarding the

contractual arrangements that can transfer control. In these cases, the Commission

1% FirstEnergy at 7-8.
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has stated that control refers to arrangements, contractual or otherwise, that confer
control of generation or transmission facilities just as effectively as they could
through ownership.*®” The capacity associated with contracts that confer operational
control to an entity other than the owner thus must be assigned to the entity
exercising control over that facility, rather than to the entity that is the legal owner of
the facility, when performing the generation market power screens.*®

185. With regard to FirstEnergy’s suggestion that the affected parties make a
determination regarding the entity to whom capacity available in the generating unit
will be attributed in order to avoid any unwarranted double counting in the attribution

1
I, 69

of contro the Commission agrees that this is a constructive and appropriate

187 Citizens Power and Light Corp., 48 FERC { 61,210 at 61,777 (1989). See also
Bechtel Power Corp., 60 FERC 1 61,156 (1992) (finding that an entity that was
contractually engaged to provide operation and maintenance services was not an
“operator” of jurisdictional facilities because the entity did not “operate” the facilities at
issue but rather, in essence, was functioning merely as the owner’s agent with respect to
the operation of the jurisdictional facilities); D.E. Shaw, 102 FERC 61,265 at P 33-36
(finding that a power marketer’s “investment adviser” affiliate was a public utility where
it had sole discretion to determine the trades to be entered into by the power marketer, as
well as the power to execute the contracts, and therefore operated jurisdictional facilities
rather than acted as merely an agent of the owner); R.W. Beck , 109 FERC {61,315 at P
15 (finding R.W. Beck Plant Management, Ltd. (Beck) was a public utility subject to the
FPA in connection with its activities as manager of public utility Central Mississippi
Generating Company, LLC because Beck effectively governed the physical operation of
certain jurisdictional transmission and interconnection facilities and served as the
decision-maker in determining sales of wholesale power).

1%8 NOPR at P 47-48 (citing July 8 Order, 108 FERC 61,026 at P 65).

1% FirstEnergy at 7.
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approach. However, although we wish to avoid double counting as a general matter,
the Commission will not rule out the possibility of double counting in circumstances
where it is unclear what entity has control. For example, if different parties could
control dispatch decisions under various circumstances, to err on the conservative
side, the Commission may attribute generation to more than one seller for the
purposes of the horizontal analysis.

186. To determine whether there are contracts transferring control to a seller
seeking market-based rate authority, similar to the requirements for change in status

170

filings,” the Commission will require sellers when filing an application for market-
based rate authority or an updated market power analysis, to make an affirmative
statement as to whether any contractual arrangements result in the transfer of control
of any assets, including whether the seller is conferring control to another entity or
obtaining control of another entity’s assets. Moreover, in addition to requiring such
affirmative statements as to whether any contractual arrangements result in the

171

transfer of control of any assets,”"~ the Commission will require sellers, when filing

170 See Calpine Energy Services, L.P., 113 FERC { 61,158 at P 13 (2005) (sellers
making a change in status filing to report an energy management agreement are required
to make an affirmative statement in their filing as to whether the agreement at issue
transfers control of any assets and whether the agreement results in any material effect on
the conditions that the Commission relied upon in the grant of their market-based rate
authority).

71 Such a statement should include contracts that transfer control to another party
as well as contracts that transfer control to the seller.
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an application for market-based rates, an updated market power analysis, or a
required change in status report with regard to generation, to specify the party or
parties they believe has control of the generation facility and to what extent each
party holds control.

187. We understand that affected parties may hold differing views as to the extent
to which control is held by the parties. Accordingly, we also will require that a seller
making such an affirmative statement seek a "letter of concurrence" from other
affected parties identifying the degree to which each party controls a facility and
submit these letters with its filing. Absent agreement between the parties involved, or
where the Commission has additional concerns despite such agreement, the
Commission will request additional information which may include, but not be
limited to, any applicable contract so that we can make a determination as to which
seller or sellers have control.

188. With regard to Pinnacle's concern regarding joint plant owners appointing one
of the joint owners to operate the plant, we reserve judgment as a general matter.
However, we understand that there may be situations where a jointly-owned
generation facility is operated by one of the joint-owners for the benefit of and on
behalf of all of the joint-owners. Under these circumstances, it may be reasonable to
allocate capacity based on ownership percentages. Such a determination should be
made on a case-specific basis.

189. We remind sellers that in performing the horizontal market power analysis all

capacity owned or controlled by the seller must be accounted for. In this regard, we



Docket No. RM04-7-000 105

expect that sellers, in performing such market power analyses, will clearly identify all
assets for which they have control, or relinquished control, through contract.

ii. Energy Management Agreements

Comments

190. Most commenters state that energy management agreements and the functions
listed in the NOPR (directing plant outages, fuel procurement, plant operations,
energy and capacity sales, and/or credit and liquidity decisions) should not be
presumed to convey control. Financial Companies state that a generic presumption of
control by energy managers will “chill a seller's willingness to provide energy
management services.”*"? Others suggest that the Commission should not adopt such
a presumption and, in the alternative, should consider the specific aspects of an
agreement. Additionally, some commenters request clarification on contract terms
that are widely used in energy management agreements and may or may not convey
control.

191. Sempra and financial entities argue that the Commission should not adopt a
presumption that energy management agreements confer control over generating

capacity.!”® They state that energy management and comparable agreements do not

172 Financial Companies at 9.

1% Sempra at 12-13; Morgan Stanley at 5-6; Financial Companies at 7-8 and reply
comments at 3-5.
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convey unlimited discretion and should not shift the presumption of control away
from the entity that has final authority to dispatch the physical output of the plant.
192. Constellation agrees that the Commission should focus on whether an energy
manager may make decisions about physical operation without final authority from a
plant owner.*™

193. Westar expresses concerns that the NOPR’s invitation to consider ultimate
control to reside with any entity that has some discretion over the output of a plant
would invite confusion and undercut the Commission’s declared objective to provide
greater certainty and clarity in this area.'” Alliance Power Marketing also expresses
concern that a presumption that some discretion constitutes control will discourage
innovation in the market, particularly with regard to option contracts and third-party
arrangements.*"®
194. Alliance Power Marketing differentiates between asset/energy managers
acting purely as agents and those that do not meet the legal definition of agents,
suggesting that a market facilitator meeting the criteria of an agent should be exempt

from attribution of control. The agent criteria identified by Alliance Power

Marketing are: (1) the entity holds legal indicia of an agent’s role; (2) the entity is

174 constellation at 18.
175 \Westar at 28.

176 Alliance Power Marketing reply comments at 8-9.
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neither a market participant nor an affiliate of a market participant; (3) the entity has
limited, if any, financial stake in power market outcomes; and (4) the entity is subject
to supervision or control in its activities on behalf of its principals.”” Alliance Power
Marketing submits that agents do not control generation if they are acting on behalf
of their clients, do not assume the risk of transactions, and never take title to power.
Constellation notes that the Commission has previously recognized that an agent who
Is acting subject to the direction of the owner should be not found to have control of a
facility.'’®

195. Financial Companies disagree with Alliance Power Marketing’s
differentiation. They caution the Commission about imposing overly restrictive
limitations on which entities qualify as agents or independent contractors and
recommend that the Commission reject Alliance Power Marketing’s proposal and
suggest instead that