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SUMVARY : The Federal Energy Regul atory Conm ssion

(Comm ssion) is anending its regulations to update and clarify
the Comm ssion's procedures, criteria and policies concerning
public utility mergers in light of dramatic and conti nui ng
changes in the electric power industry and the regul ati on of
that industry. The purpose of this Policy Statenment is to
ensure that mergers are consistent with the public interest
and to provide greater certainty and expedition in the

Comm ssion's anal ysis of nmerger applications.

EFFECTI VE DATE: This Policy Statenment is effective

i medi ately.
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Kimberly D. Bose (Legal Matters)
O fice of the General Counse
Federal Energy Regul atory Comm ssion
888 First Street, N E.
Washi ngton, D. C. 20426
Tel ephone: (202) 208-0921
(202) 208-2284

W I bur C. Earley (Technical Matters)
O fice of Econom c Policy

Federal Energy Regul atory Comm ssion
888 First Street, N E.

Washi ngton, D. C. 20426

Tel ephone: (202) 208-0023

M chael A. Col eman (Technical Matters)
Office of Electric Power Regul ation
Federal Energy Regul atory Comm ssion
888 First Street, N E.

Washi ngton, D. C. 20426

Tel ephone: (202) 208-1236

SUPPLEMENTARY | NFORMATION: I n addition to publishing the full

text of this docunent in the Federal Reqgister, the Conm ssion

al so provides all interested persons an opportunity to inspect
or copy the contents of this document during normal business
hours in the Comm ssion's Public Reference Room Room 2A, 888
First Street, N E., Washington, D. C 20426.

The Comm ssion |ssuance Posting System (CIPS), an
el ectronic bulletin board service, provides access to the
texts of formal docunents issued by the Conm ssion. CIPS is
avai l abl e at no charge to the user and nmay be accessed using a
personal conputer with a nmodem by dialing (202) 208-1397 if
dialing locally or 1-800-856-3920 if dialing | ong distance.
CIPS is also avail able through the Fed World System (by Modem
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or Internet). To access CIPS, set your conmmrunications
software to 19200, 14400, 12000, 9600, 7200, 4800, 2400 or
1200bps full duplex, no parity, 8 data bits, and 1 stop bit.
The full text of this final rule will be available on CIPS in
ASCI | indefinitely and WordPerfect 5.1 format for one year.
The conplete text on diskette in
Wor dperfect format nmay al so be purchased fromthe Conm ssion's
copy contractor, LaDorn Systens Corporation, also |located in
Room 2A, 888 First Street, N. E., Washington, D. C. 20426.
The Commi ssion's bulletin board system al so can be

accessed through the FedWorld systemdirectly by nodem or
t hrough the Internet. To access the FedWrld system by nodem

Dial (703) 321-3339 and |logon to the Fedwsrld system

After logging on, type: /go FERC

To access the Fedworld systemthrough the Internet, a

tel net application nust be used either as a stand-al one or
linked to a Web browser:

Tel net to: fedworld. gov

Sel ect the option: [1] Fedworld

Logon to the FedWbrld system

Type: /go FERC

or

Poi nt your Web Browser to: http://ww.fedworl d. gov

Scroll down the page to select FedWorld Telnet Site

Sel ect the option: [1] Fedworld

Logon to the FedWorld system
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Type: /go FERC
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ORDER NO. 592
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W LL CONSI DER | N EVALUATI NG WHETHER A PROPOSED MERGER
'S CONSI STENT W TH THE PUBLI C | NTEREST

(I ssued Decenber 18, 1996)

| NTRODUCTI ON

This Policy Statenment updates and clarifies the Federal
Ener gy Regul atory Commi ssion's (Comm ssion) procedures,
criteria and policies concerning public utility mergers in
i ght of dramatic and continuing changes in the electric power
i ndustry and correspondi ng changes in the regul ati on of that
i ndustry. The Conm ssion believes it is particularly
inportant to refine and nodify its merger policy at this
critical juncture for the electric industry. The Conm ssion
recogni zes that the electric industry nowis in the m dst of
enor mous technol ogi cal, regulatory and econom ¢ changes. At
the heart of these changes is the transition to conpetitive
power supply markets, pronpted in part by this Comm ssion's
open access transm ssion policies. These changes are
fundamental, and nmergers and consolidations are anong the

strategic options avail able for conpanies seeking to
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reposition thenmselves in response to the enmergi ng conpetitive
busi ness | andscape.

In this Policy Statenent, the Conm ssion has two broad
goals. First, we intend to ensure that future nergers are
consistent with the conpetitive goals of the Energy Policy Act
of 1992 (EPAct) 1/ and the Commi ssion's recent Open Access
Rule. 2/ This means that the Conmi ssion, in applying the
Federal Power Act standard that nmergers nust be consi stent
with the public interest, nmust account for changi ng market
structures and pay close attention to the possible effect of a
merger on conpetitive bul k power nmarkets and the consequent
effects on ratepayers. Second, the Commi ssion believes that
as the pace of industry change increases, market participants
require greater regulatory certainty and expedition of
regulatory action in order to respond quickly to rapidly
changi ng market conditions. Accordingly, this Policy
St atenent of fers procedural innovations and nore specific
information that we woul d expect applicants to file to

facilitate the Comm ssion acting nore quickly on merger

1/ Energy Policy Act of 1992, Pub. L. No. 102-486, 106 Stat.
2776, 2905 (1992).

2/ See Pronoti ng Whol esal e Conpetition Through Open Access
Non- Di scrim natory Transm ssion Services by Public
Uilities and Recovery of Stranded Costs by Public
Uilities and Transmtting Uilities, Oder No. 888,
(Open Access Rule) 61 FR 21,540 (May 10, 1996), |1l FERC

Stats. & Regs. 31,036 (1996), reh' g pending.
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requests. 3/

W will generally take into account three factors in
anal yzi ng proposed nergers: the effect on conpetition, the
effect on rates, and the effect on regulation. First, our
anal ysis of the effect on conpetition will nore precisely
i dentify geographic and product markets and will adopt the
Depart ment of Justice/ Federal Trade Conm ssion Merger
CGui delines (Guidelines) as the analytical framework for
anal yzing the effect on conpetition. The Guidelines adopt a
five-step procedure for analyzing mergers:

First, the Agency assesses whether the
merger would significantly increase
concentration and result in a concentrated
mar ket, properly defined and neasured.
Second, the Agency assesses whether the
merger, in light of market concentration
and ot her factors that characterize the
mar ket, rai ses concern about potenti al
adverse conpetitive effects. Third, the
Agency assesses whether entry woul d be
timely, likely and sufficient either to

deter or to counteract the conpetitive

3/ In the near future, the Commi ssion will also issue a
notice of proposed rulemaking to set forth nore specific
filing requirenents consistent with this Policy Statenent

and additional procedures for inproving the merger
heari ng process.
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effects of concern. Fourth, the Agency

assesses any efficiency gains that

reasonably cannot be achi eved by the

parties through other nmeans. Finally, the

Agency assesses whether, but for the

nmerger, either party to the transaction

woul d be likely to fail, causing its assets

to exit the market. [4/]
By applying an analytic "screen" based on the Guidelines early
in the nerger review process, the Commission will be able to
identify proposed nergers that clearly will not harm
conpetition.

Second, in assessing the effect of a proposed nerger on
rates, we will no | onger require applicants and intervenors to
estimate the future costs and benefits of a merger and then
litigate the validity of those estimtes. Instead, we wll
require applicants to propose appropriate rate protection for

customers. The nobst prom sing and expeditious neans of

addressing this issue is for parties to engage in a pre-filing
consensus-building effort that will result in a filing that
i ncludes appropriate rate protection. |If merger applicants

and their affected whol esal e custoners are able to agree on

appropriate ratepayer safeguards, it should not be necessary

4/ U.S. Departnent of Justice and Federal Trade Comm ssion,
Hori zontal Merger Guidelines, issued April 2, 1992, 57 FR
41,552 (1992).
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to set this aspect of the nerger for hearing. 5/ Even where
the parties have been unable to come to an agreenent before
the nmerger is filed, they should continue to attenpt to
negotiate a settlenent. \While there are several potenti al
mechani sms avail abl e, which we di scuss herein, adequate
rat epayer protection will necessarily depend on the particul ar
circunmstances of the merging utilities and their ratepayers.
There is no one-size-fits-all approach, and the Comm ssion
strongly encourages parties to resolve this issue without a
formal hearing. However, we also recognize the possibility
that parties may not be able to reach an agreenment on
appropriate ratepayer protection and that there may be
situations in which the Comm ssion neverthel ess woul d be able
to approve a nerger. This could occur either after a hearing
or on the basis of parties' filings if we determ ne that the
applicants' proposal sufficiently insulates the ratepayers
from harm

Finally, with regard to the effect of the nmerger on
regul ation, we will adopt the approach we have used in recent
cases. Wth respect to shifts of regulatory authority to the
Securities and Exchange Comm ssion (SEC) where the applicants
will be part of a registered public utility hol ding conpany,

they may either commt thenselves to abide by this

5/ Parties may choose to use alternative dispute resolution
or other settlement processes to reach nutually agreeable
rat epayer protection resol utions.
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Comm ssion's policies with regard to affiliate transactions,
or we will set the issue for hearing. Wth respect to the
nmerger's effect on state regul ation, where the state

conm ssi ons have authority to act on the nerger, we intend to
rely on the state comm ssions to exercise their authority to
protect state interests.

In order to provide nore certainty and expedition in our
handl i ng of nerger applications, this Policy Statenent
expl ai ns how nerger applicants shoul d address each of the
three factors as part of their case-in-chief in support of
their application. For the effect on conpetition factor,
applicants who denpbnstrate that their merger passes the market
power screen established in this Policy Statenment wl|
establish a presunption that the merger raises no nmarket power
concerns. In that event, a trial-type hearing on this factor
shoul d not be necessary. W are also setting forth gui dance
on the other two factors and ways to resol ve any concerns
about these factors without a trial-type hearing.

For mergers that do not pass the narket power screen, we
will engage in a nore detail ed analysis, which may include a
trial-type hearing. As discussed below, if we find that a
nmerger will have an adverse effect on conpetition, and if the
addi ti onal factors exam ned do not mitigate or counterbal ance
t he adverse conpetitive effects of the merger, we may inpose
vari ous renedi es where necessary to nake a nerger consi stent

with the public interest.
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In this Policy Statenent, we al so provide gui dance on
what ki nd of evidence is needed for each factor. Thus,
applicants will be able to provide the necessary informtion
at the outset. This should provide nore certainty and help
focus our review on specific issues that require nore
scrutiny. W believe that the additional information that we
woul d expect parties to file will expedite the nmerger review
process and enable the Comm ssion to act on section 203
applications nore quickly. W intend to process npbst merger
applications within 12-15 nonths after the applications are
conpl eted, as discussed bel ow under "Procedures."

I n general, we expect that a merger approved by the
Comm ssion will satisfy each of the three factors that form
t he basis of our merger review, i.e., post-nerger market power
must be within acceptable thresholds or be satisfactorily
m tigated, acceptable custonmer protections nust be in place,
and any adverse effect on regul ati on must be addressed.
However, we recogni ze that there nmay be unusual circunstances
in which, for exanple, a merger that raises conpetitive
concerns may nevertheless be in the public interest because
customer benefits (such as the need to ensure reliable
electricity service froma utility in severe financi al
di stress) may clearly conpel approval. Consistent with the
Gui del i nes, the Comm ssion would continue to account for such
circunmstances and could, in a particular case, conclude that

on bal ance the merger is consistent with the public interest.
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Finally, the Conm ssion recognizes that, as the industry
evolves to nmeet the chall enges of a nore conpetitive
mar ket pl ace, new types of mergers and consolidations will be
proposed. For exanple, in addition to nergers between public
utilities, market participants already are considering
restructuring options that include nmergers between public
utilities and natural gas distributors and pipelines,
consol i dations of electric power marketer businesses with
ot her electric or gas marketer businesses, and conbi nati ons of
jurisdictional electric operations with other energy services.
6/ As a consequence, our nerger policy nust be sufficiently
fl exi ble to accommdate the review of these new and innovative
busi ness conbi nati ons that are subject to our jurisdiction
under section 203 and to determine their inplications on
conpetitive markets. We believe that the anal ytical framework
articulated in this Policy Statenment provides a suitable
nmet hodol ogy for determ ning whether such nmergers will be

consistent with the public interest. 7/ However, it will not

6/ See, for exanple, anmong others, the proposed nerger of
Enron Corporation with Portland General Corporation
(Docket No. ER96-36-000) and the proposed acquisition of
PanEner gy Corporation by Duke Power Conpany, announced
Novermber 25, 1996.

7/ We recogni ze that, as sone energy products possibly
beconme nore suitable alternatives to others, or as the
conbi nati on of conpl ementary energy services possibly
affects barriers to entry, the focus of our analysis may
have to be adjusted to enconpass those products, markets,
and factors that are relevant to analyzing the exercise
of market power in the future business environnent.
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be necessary for the merger applicants to performthe screen
analysis or file the data needed for the screen analysis in
cases where the nmerging firms do not have facilities or sell
rel evant products in conmon geographic nmarkets. In these
cases, the proposed merger will not have an adverse
conpetitive inpact (i.e., there can be no increase in the
appl i cants' market power unless they are selling rel evant
products in the sane geographic markets) so there is no need
for a detailed data analysis. |If the Commission is unable to
conclude that the applicants neet this standard, the

Comm ssion will require the applicants to supply the
conpetitive analysis screen data described in Appendi x A.

I'1. BACKGROUND

Section 203(a) of the Federal Power Act (FPA) provides
that no public utility shall sell, I|ease, or otherw se dispose
of the whole of its facilities that are subject to the
Comm ssion's jurisdiction, or any part thereof with a value in
excess of $50, 000, or by any neans whatsoever, directly or
indirectly, nerge or consolidate such facilities with those of
any other person, or purchase, acquire, or take any security
of another public utility without first securing the
Comm ssion's approval. 8/ Section 203(a) also says that "if

the Commi ssion finds that the proposed . . . [nerger] will be

8/ VWil e many types of transactions, including relatively
nm nor ones, nmay require section 203 authorization, this
Policy Statenent focuses on nergers.
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consistent with the public interest, it shall approve the
sane." 9/ Under section 203(b), the Comm ssion may approve a
proposed nmerger "in whole or in part and upon such ternms and
conditions as it finds necessary or appropriate. . . ." This
power is to be exercised "to secure the maintenance of
adequate service and the coordination in the public interest
of facilities subject to the jurisdiction of the Comm ssion."
10/

Thirty years ago, in the Compnwealth case, 11/ the

Comm ssion set forth six non-exclusive factors for eval uating
mer gers:

(1) the effect of the proposed merger on

conpetition;

(2) the effect of the proposed merger on the

applicants' operating costs and rate

| evel s;

(3) the reasonabl eness of the purchase price;

(4) whether the acquiring utility has coerced the

t o- be-acquired utility into acceptance of

t he nmerger;

9/ 16 U. S.C 824b(a) (1994).
10/ 16 U. S.C. 824b(b) (1994).
11/ See Commonweal t h Edi son Conpany (Commonweal th), Opinion

No. 507, 36 F.P.C. 927, 936-42 (1966), aff'd sub nom
Uility Users League v. FPC, 394 F.2d 16 (7th Cir. 1968),
cert. denied, 393 U. S. 953 (1969).
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(5) the inpact of the nmerger on the effectiveness of
state and federal regulation; and
(6) the contenpl ated accounting treatnent.
Of these factors, the first two -- the effect on conpetition
and the effect on costs and rates -- have presented the npst
significant issues in recent nerger cases.

Si nce Commonweal th, however, both the electric utility

industry and utility regul ation have changed dramatically.
The Commi ssion's Open Access Rule 12/ describes these changes
at length. Advances in technol ogy now all ow scal e econoni es
to be exploited by smaller-size units, thereby allow ng
smal |l er new plants to be brought on line at costs bel ow t hose
of the large plants of the 1970s and earlier. 13/
Technol ogi cal advances in transm ssion have made possible the
econom ¢ transm ssion of electric power over |ong distances at
hi gher voltages. 14/ State public utility conm ssions have
been relying nore on conpetitive contracting as the primary
vehicle for addi ng new generating capacity. 15/ This

Commi ssi on has authorized nmarket-based rates for whol esal e

electricity sales when it has found that the public utilities

12/ See Open Access Rule, 61 FR at 21, 540.

13/ See ld. at 21, 544.

14/ See |d. at 21,544-45,

15/ See Paul L. Joskow, Regulatory Failure, Regulatory
Reform and Structural Change in the Electrical Power

| ndustry, in Brookings Papers on Econ. Activity,
M croecononi cs 125 (1989).
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| ack mar ket power.

In 1992, a | andmark change occurred when Congress enacted
the EPAct. That statute permtted new power suppliers, called
exenpt whol esal e generators, to enter whol esal e power markets,
and expanded the Conm ssion's authority to require
transmtting utilities to provide eligible third parties with
transm ssi on access. In 1996, consistent with the conpetitive
goal s of EPAct, the Comm ssion adopted a sweeping regul atory
policy change with the promul gati on of the Open Access Rul e.
That rule requires each public utility that owns, operates or
controls interstate transm ssion facilities to file an open
access transnmission tariff that offers both network and point-
to-point service. The rule is designed to renmedy the undue
di scrimnation that is inherent when a utility does not offer
truly conparable transm ssion service to others, and to
pronmote conpetitive bul k power markets. Thus, EPAct and the
Comm ssion's Open Access Rule have fundanentally changed
federal regulation of the electric utility industry. In
addition, many states are contenplating retail access, which
may pronpt even nore significant changes in the industry.

Because these changes have inplications for the

Comm ssion's regul ation of mergers, 16/ we issued a Notice of

16/ Many of the commenters in the Open Access Rul e proceeding
suggested that the Comm ssion reevaluate its nerger
policy in concert with the open access rul emaki ng. See
Open Access Rule at 61 FR 21, 555.
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I nquiry (NO) 17/ soliciting conments on whether our thirty-
year-old criteria for evaluating nmergers should be revised.
VWil e nost commenters agree that we should revise our nerger
policies, there are differences of opinions on the general
direction of the change needed. The comments are sunmari zed
in Appendix D. 18/

[11. DI SCUSSI ON

A. General Comments on Revising Merger Policy

1. Di recti on of Change

As not ed above, under section 203, the Commi ssion
eval uates nergers to determ ne whether they are "consi stent
with the public interest.” Congress did not intend the
Comm ssion to be hostile to nergers. 19/ W have found that
the transaction taken as a whole nust be consistent with the
public interest. 20/ Thus, even if certain aspects of a
proposed nmerger are detrinmental, the merger can still be

consistent with the public interest if there are

17/ See Inquiry Concerning the Comm ssion's Merger Policy
Under the Federal Power Act, Docket No. RMB6-6-000, 61 FR
4,596 (February 7, 1996), FERC Stats. & Regs. 35, 531.

18/ Appendix C sets forth the full nanes and acronyns of the
comment ers.

19/ Pacific Power & Light Co. v. FPC, 111 F.2d 1014, 1016
(9th Cir. 1940) (PP&L); also see Northeast Utilities
Service Co. v. FERC (NU), 993 F.2d 937 (1st Cir. 1993).

20/ Entergy Services Inc. and Gulf States Utilities

Conmpany (Entergy), Opinion No. 385, 65 FERC 61, 332
at 62,473 (1993), order on reh'g, Opinion No. 385-A,

67 FERC 61,192 (1994), appeal pending.
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countervailing benefits that derive fromthe nmerger. 21/

Al most all comrenters argue that we need to revise our
nmerger policies and standards in |ight of the changes in the
i ndustry. 22/ On one side, nany comenters argue that nergers
may prevent markets from becoming truly conpetitive. 23/ On
the other side, some commenters suggest that the Commi ssion
shoul d approve a nmerger unless harmto the public interest is
denonstrated. 24/ These comenters claimthat nost nergers
are proconpetitive and should be approved unless a problemis
identified.

We do not agree either with commenters who argue that we
shoul d actively encourage nmergers or those who argue that we
shoul d di scourage them The statutory standard is that a
nmerger nust be "consistent with" the public interest. Wile
we believe that the Conmm ssion has broad flexibility in
determining what is in the public interest, particularly in
i ght of changing conditions in the industry, we do not read

the statutory | anguage as creating a presunption agai nst

nmergers. 25/ Nor are we prepared to presune that all nergers

21/ See NU, 993 F.2d at 945.

22/ See Appendix D, Section IA.

23/ For exanple, APPA, NRECA at 7-8; ELCON at 12-13.

24/ For exanple, Utilicorp United at 2, 7, 10.

25/ In NU, 993 F.2d at 947, the court pointed out that the
FPA differs fromthe Bank Merger Act in that the latter

contains an "inplicit presunption that nergers are to be
di sapproved. "
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are beneficial. It is the applicants' responsibility to
denonstrate that the nmerger is consistent with the public
i nterest.

We believe that if the Conmi ssion is to fulfill its
statutory responsibilities, it nust determ ne what is
consistent with the public interest in light of conditions in
the electric industry in general as well as the specific
ci rcunmst ances presented by a proposed nmerger. In an era of
traditional, cost-of-service based regulation, the Conm ssion
defined its public interest responsibilities consistent with
that structure. Today, we believe that the public interest
requires policies that do not inpede the devel opnent of
vibrant, fully conpetitive generation markets. W are
refining our analysis of the effects of proposed nmergers on
conpetition in order to protect the public interest in the
devel opnent of such highly conpetitive markets, as discussed
bel ow.

The Commission's interpretation of the public interest
standard has never been static. |In the El Paso case, 26/ we
expl ai ned that our view of what it takes to mtigate market
power sufficiently to allow approval of a merger had evol ved
over tinme. We pointed out that as the industry had becone

nore conpetitive, we began exam ni ng market power in

26/ ElI Paso El ectric Conpany and Central and Sout hwest
Services Inc., 68 FERC 61, 181 61, 914-15 (1994),
dism ssed, 72 FERC 61,292 (1995).
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transm ssion nore closely, and that conparabl e access was now
required. Moreover, we explained in El _Paso that while in the
past we had focused only on increases in market power, we no

| onger believed that we could find any nerger to be consistent
with the public interest, whether or not the nmerger created

i ncreased mar ket power, unless the nerging utilities provided
open access. W adopted this revised view of the public
interest in light of EPAct's goal of encouraging greater

whol esal e conmpetition and the significant increase in actual
conpetition.

2. How to | npl ement New Policies

We are adopting our new policies through this Policy
St atenment rather than through other means, such as acting on a
case-by-case basis or through a rulemaking. Wile some
conmment ers suggested ot her nmeans, 27/ we believe that a Policy
Statenent is needed. Proceeding on a case-by-case basis would
not give applicants and intervenors the gui dance needed to
facilitate the presentation of the kinds of well-focused
evi dence and argunents that will inprove and expedite the
nmerger review process. On the other hand, a binding rule
woul d be too rigid at this time. Because the industry
continues to change rapidly, we rmust maintain flexibility in
fulfilling our statutory responsibilities.

Comrent ers di sagree on whether we should apply the new

7/ See Appendi x D at Section |B.
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policy to pending nerger proposals. 28/ Those proposing
nmergers have been on notice since we issued the NO that the
Comm ssion is considering revising its criteria for evaluating
proposed nmergers. |In several recent merger hearing orders, we
have di scussed the NO and have indicated that we intend to
eval uate pendi ng proposals in |ight of any new criteria we

m ght adopt. 29/ We do not believe that any applicants wll
be seriously disadvantaged by application of this policy to
pendi ng cases. Qur analysis of the effect of a proposed
merger on conpetition has been evolving for sone tine,
particularly since the enactnent of EPAct and the issuance of
t he Open Access Rule. Thus, we are not applying radically new
anal yses or standards. The sane is true of the other two
remai ni ng factors, the effects on regulation and on rates. W
will address the specific application of the policy to pending
cases on a case-by-case basis. |If necessary, we will require
the parties to supplenment the record in any pendi ng case, and
we do not expect that this will cause any substantial delay.
In fact, if anything, we expect this Policy Statenment w ||

make it easier to resolve any remni ning issues, because of our

N
~

Ld.

N
~

Uni on El ectric Conpany and Central Illinois Public
Service Conpany (Union Electric), 77 FERC 61, 026
(1996), reh'g pending; Public Service Conpany of Col orado
and Sout hwestern Public Service Conpany (PS Col orado), 75
FERC 61,325 (1996), reh'qg pending; Baltinore Gas &

El ectric and Potonmac El ectric Power Conpany, 76 FERC

61, 111 (1996).
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clarification of our policies.

B. Ef fect on Competiti on and Renedi es

1. Backar ound

In response to the NO, we received many conments on our
mar ket power analysis. Comenters generally divide into two
groups, one recomrending stricter scrutiny of the effect of
mergers on conpetition, while the other argues that |ess
concern is warranted in today's nore conpetitive environnent.

Those in the first group support nore stringent scrutiny
because they believe that mergers can cause conpetitive harm
particularly in a transitional era. Many commenters 30/ argue
that mergers increase generation market power, increase
nonopsony buyi ng power, encourage self-dealing, discourage
alternative suppliers under retail access, and tend to
preserve certain conpetitive advantages associated with
vertical integration. These comenters criticize the analysis
t he Comm ssion has been using to evaluate nergers. They argue
t hat the Comm ssion has not given enough consideration to
i nportant factors, including generation dom nance, the effect
of transm ssion constraints on conpetition, the merged
conpany's ability to exercise market power in |ocalized areas
and in short-termenergy sales, the effects on markets in

which little or no effective conpetition exists, and the

30/ These include, for exanple, CA Com Joint Consuner
Advoc., APPA, NRECA, Envi ronmental Action et al.,
RUS, Salt River, Lubbock, Wsconsin Custoners, and
TAPS.
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significant anticonpetitive advantages that vertically
integrated utilities possess as a result of the |ong-existing
statutory and regul atory system

The second broad group of comenters 31/ argues that
nmergers are proconpetitive. These commenters maintain that
nmergers |l ower costs, create econoni es of scale and geographic
scope, create |large strong conpetitors, allow rapid novenent
into new markets, allow diversification to mnim ze
shar ehol der exposure to business fluctuation, and |l et the nost
efficient conpanies operate facilities, anong other reasons.

2. Di scussi on

a. The Rol e of Conpetition

The electric industry s rapid restructuring, and the
Comm ssion s regul atory response to it, have made the effect
of mergers on conpetition, and the way the Commi ssion
eval uates that effect, critically inportant.

The Open Access Rule was a watershed for electric
i ndustry regulation. 1In the Rule, we recognized that, where
it exists, conpetition has become the best way to protect the
public interest and to ensure that electricity consumers pay
the | owest possible price for reliable service. Before the
Open Access Rule, the Conm ssion took the approach that
traditional regulation could cure many mar ket power probl ens.

The size of the conpany, the territory it covered, and the

1/ Such as UtiliCorp, Southern, PanEnergy, and Sout hwest ern.
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assets it held did not matter greatly because regul atory
oversi ght could hold market power in check. |ndeed, the
creation of larger utilities allowed sonme utilities to take
advant age of scal e econoni es and pass the cost savings on to
consumers under regul atory supervi sion.

Wth the open transni ssion access resulting fromthe Open
Access Rule and the continuing evolution of conpetitive
whol esal e power nmarkets, we believe that conpetition is now
t he best tool to discipline wholesale electric nmarkets and
t hereby protect the public interest. But the conpetition
needed to protect the public interest will not be efficient
and deliver |ower prices in poorly structured markets. For
exanpl e, a concentration of generation assets that allows a
conpany to domi nate a market w ||l danpen or preclude the
benefits of conpetition. |In sum as customer protection is
i ncreasi ngly dependent upon vi brant conpetition, it is
critically inportant that mergers be evaluated on the basis of
their effect on market structure and performance. Thi s
nmeans that the Conmi ssion nust find ways to assess nore
accurately the conpetitive inpact of merger proposals. In
doi ng so, however, we nust be sensitive to another pressing
concern: the industry's need for nore analytic and procedural
certainty fromthe Comm ssion. The increased pace of merger
proposal s has tested our ability to respond in a tinely way.
We recogni ze that nmerger proposals are busi ness deci sions nade

in response to market pressures and opportunities. Some
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nmer ger proposals nmay strengthen weak firns and create stronger
conpetitors. Some, however, nmay result in firns that wll

dom nate or mani pul ate electricity markets and thwart
conpetition. |In either case, applicants are entitled to
tinmely decisions fromthis Comm ssion. The policies and
procedures adopted in this Policy Statenent are intended to
pronmote that goal.

b. Definition of Markets

An accurate assessnment of the effect on markets depends
on an accurate definition of the markets at issue. The
Comm ssion's current anal ytic approach defines geographic
markets in a manner that does not always reflect accurately
t he econonm ¢ and physical ability of potential suppliers to
access buyers in the market. This approach uses what has conme
to be known as a hub-and-spoke nethod. It identifies affected
customers as those that are directly interconnected with the
nmerging parties. It then identifies potential suppliers as:
(1) those suppliers that are directly interconnected with the
customer (the "first-tier" suppliers); and (2) those suppliers
that are directly interconnected with the nerging parties and
that the custoner thus can reach through the nmerging parties’
open access transmi ssion tariff (the "second-tier" suppliers).

A drawback of this method of defining geographic markets
is that it does not account for the range of paraneters that
af fect the scope of trade: relative generation prices,

transm ssion prices, |losses, and transm ssion constraints.
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Taki ng these factors into account, markets could be broader or
narrower than the first- or second-tier entities identified
under the hub-and-spoke analysis. For exanple, a supplier
that is directly interconnected with a buyer may not be an
econom ¢ supplier to that buyer if transni ssion capability
across that interconnection is severely constrained or if the
transm ssi on charges are greater than the difference between
t he decrenental cost of the buyer and the price at which the
supplier is willing to sell. In contrast, a supplier that is
three or four "wheels" away fromthe same buyer may be an
econom ¢ supplier if the sum of the wheeling charges and the
effect of losses is less than the difference between the
decrenmental cost of the buyer and the price at which the
supplier is willing to sell. In other words, nere proximty
is not always indicative of whether a supplier is an economc
al ternative.

Anot her concern with the approach we have used in the
past is its analytic inconsistency. It defines the scope of
the market to include the directly interconnected utilities
t hat are accessible due to the applicants' open access tariff,
but does not expand the market to recogni ze the access
af forded by other utilities' tariffs. This was acceptable
bef ore open access was established as an industry-w de
requi renment for public utilities. Now that virtually al
public utilities have open access transmi ssion tariffs on

file, it is no |onger appropriate to recognize only the effect
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of certain entities' tariffs on the size of the market.

I n nodi fying our conpetitive analysis, we are adopting
the GQGuidelines as the basic framework for evaluating the
conpetitive effects of merger proposals. The Guidelines are a
wel | -accept ed standard approach for evaluating the conpetitive
effects of mergers, and they received substantial support from
comment ers.

C. Use of the Guidelines

The Guidelines set out five steps for merger anal ysis:
(1) define markets likely to be affected by the merger and
nmeasure the concentration and the increase in concentration in
t hose markets; (2) eval uate whether the extent of
concentration and other factors that characterize the nmarket
rai se concerns about potential adverse conpetitive effects;
(3) assess whether entry would be tinmely, likely, and
sufficient to deter or counteract any such concern; (4) assess
any efficiency gains that reasonably cannot be achi eved by
ot her means; and (5) assess whether either party to the nerger
woul d be likely to fail wi thout the merger, causing its assets
to exit the market. We note, however, that the Guidelines are
just that -- guidelines. They provide analytical guidance but
do not provide a specific recipe to follow. |Indeed, applying
the Guidelines to the electric power industry is one of our
bi ggest anal ytic chall enges, both because the industry is
evolving very rapidly and because the industry has sone uni que

features, such as very limted opportunities for storage
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(hence the inportance of time-differentiated markets). An
anal ysis that follows the Guidelines still requires nmany
assunmptions and judgments to fit specific fact situations.
VWile this Policy Statement provides gui dance on how t he
Comm ssion intends to nore sharply focus its analysis of a
nmerger's effect on conpetition, we cannot reduce this analysis
to a purely mechani zed conputati on of the same data inputs for
all merger applications. Rather, the Conm ssion will need to
eval uate the rel evant product and geographi c markets affected
by each merger proposal; these markets, in turn, depend on the
specific characteristics of the merger applicants and the
products and markets in which they potentially trade.
Consequently, mergers may require analysis of different
product and geographic markets due to factors (such as the
exi stence of constrained transm ssion paths) that affect the
size of a particular market or the hours in which trade of the
product is critical to determ ne whether merger applicants
possess mar ket power. Such distinguishing factors will need
to be identified and anal yzed on a case-by-case basis. Thus,
t he anal ytical process explained in this Policy Statenent is a
framewor k under which appropriate adjustnments nmay be required
to be incorporated to take account of factors unique to a
merger. Furthernore, as noted above, this Policy Statenent
also is intended to be sufficiently flexible to acconmopdate
t he kinds of new nmerger proposals that will be presented to

t he Comm ssion as the energy industry evolves to nmeet the
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chal | enges of a nore conpetitive marketpl ace.

We note that the CGuidelines contenplate using renedies to
mtigate any harmto conpetition. There will be nergers
where, at the end of an anal ysis, market power concerns
persi st but that could be made acceptable with nmeasures to
mtigate potential market power problens. W encourage
applicants to identify market power problens and to propose
remedi es for such problens in their merger proposals. |In many
cases, such a renmedy could avoid the need for a formal hearing
on conpetition issues and thus result in a quicker decision.
As discussed further in Section IIl B (2)(e), if a proposed
l ong-termrenedy is not capable of being effectuated at the
time the nerger is consummated, applicants nmay propose
effective interimremedi al neasures.

d. Analytic Screen

It is inmportant to give applicants sone certainty about
how filings will be analyzed and what will be an adequate
showi ng that the nmerger would not significantly increase
mar ket power. This will allow applicants to avoid or mnim ze
a hearing on this issue. Consequently, we will to use an
anal ytic screen (described in Appendix A) that is consistent
with the Guidelines. |f applicants satisfy this analytic
screen in their filings, they typically would be able to avoid
a hearing on conpetition. W would expect applicants to
performthe screen analysis as part of their application and

to supply the Comm ssion and the public with electronic files
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of all data used in the analysis as well as other related
specified data. The Commission will need this information in
order to performits conpetitive analysis. |f an adequately
supported screen anal ysis shows that the nerger would not
significantly increase concentration, and there are no
interventions raising genuine issues of material fact that
cannot be resolved on the basis of the witten record, the
Comm ssion will not set this issue for hearing. Applicants
may, of course, submt an alternative conpetitive analysis in
addition to the screen.

The Comm ssion believes that the screen will be a
val uabl e analytical tool in all cases. It is conservative
enough so that parties and the Comm ssion can be confi dent
that an application that clears the screen would have no
adverse effect on conpetition. The screen also will be
valuable in identifying potential conpetitive problens early
in the process. The result will be nmore narrowy focused
i ssues at hearings when they are necessary. W also note that
the screen is intended to be sonewhat flexible. It sets out a
general nethod, but we will consider other methods and factors
where applicants properly support them

We believe that the analytic screen will produce a
reliable, conservative analysis of the conpetitive effects of
proposed nmergers. However, it is not infallible. In sone
cases, the screen nay not detect certain nmarket power

problens. There al so may be di sputes over the data used by
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applicants or over the way applicants have conducted the
screen analysis. These clainms may be raised through
interventions and by the Comm ssion staff. However, such
claims nmust be substantial and specific. [In other words, they
shoul d focus on errors in or other factual challenges to the
data or assunptions used in the analysis, or whether the
anal ysi s has overl ooked certain effects of the nmerger.
Unsupported, general clainms of harmare insufficient grounds
to warrant further investigation of an otherw se conprehensive
anal ysi s devel oped by the applicants. Intervenors nmay al so
file an alternative conpetitive analysis, acconpani ed by
appropriate data, to support their arguments. The Conm ssion
realizes that the need for nore rigor in intervention show ngs
could require additional efforts by potential intervenors. W
will therefore routinely allow 60 days fromfiling for
i ntervenors and others to comment on a nerger filing. 32/

A detailed illustrative description of the analytic
screen that we will use is in Appendix A The following is a
brief summary of the screen. There are four steps the

appl i cant rmust conplete and the Commi ssion will follow

(1) ldentify the relevant products. Relevant products

are those electricity products or substitutes for

[08)
N
~

Merger applicants that wish to facilitate the merger
revi ew process should serve potential intervenors with
copies of their filing (via overnight delivery),

i ncluding electronic versions, when they file their
applications with the Conmi ssion. Cf. Open Access Rul e,
61 FR 21,618 n.510.
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such products sold by the merging entities.

Geographi c markets: identify custoners who nmay be

affected by the nmerger. Generally, these would

include, at a mninum all entities directly

i nterconnected to a nmerging party and those that
hi storical transaction data indicate have traded
with a merging party.

Geographi c markets: identify potential suppliers

that can conpete to serve a given narket or

customer. Suppliers nust be able to reach the
mar ket both physically and economically. There are
two parts to this analysis. One is deternining the
econom ¢ capability of a supplier to reach a narket.
This is acconplished by a delivered price test,
whi ch accounts for the supplier's relative
generation costs and the price of transm ssion
service to the customer, including ancillary
services and | osses. The second part eval uates the
physi cal capability of a supplier to reach the
customer, that is, the anount of electric energy a
supplier can deliver to a market based on
transm ssi on system capability.

Anal yvze concentrati on. Concentration statistics

must be cal cul ated and conpared with the market

concentration thresholds set forth in the
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Gui del i nes. 33/

The useful ness of the screen anal ysis depends critically on
the data that are supplied with the application. These data
are described in Appendix A Applicants should file in
el ectronic format the data specified as well as any other data
used in their analysis.

| f the Cuidelines' thresholds are not exceeded, no
further analysis need be provided in the application. As
stated earlier, if an adequately supported screen anal ysis
shows that the merger would not significantly increase
concentration, and there are no interventions raising genuine
i ssues of material fact that cannot be resolved on the basis
of the witten record, the Conmm ssion will not set this issue
for hearing. |If the thresholds are exceeded, then the
application should present further analysis consistent with

the Guidelines. The Commission will also consider any

appl i cant - proposed renedies at this stage. |f none is

33/ The Guidelines address three ranges of market

concentration: (1) an unconcentrated post-nmerger market

-- if the post-merger Herfindahl-Hi rschman I ndex (HHI) i

bel ow 1000, regardless of the change in HH the merger i
unlikely to have adverse conpetitive effects; (2) a
noderately concentrated post-nerger market -- if the post
merger HHI ranges from 1000 to 1800 and the change in HH
is greater than 100, the nmerger potentially raises
significant conpetitive concerns; and (3) a highly
concentrated post-nerger market -- if the post-nerger HH
exceeds 1800 and the change in the HH exceeds 50, the
nmerger potentially raises significant conpetitive
concerns; if the change in HH exceeds 100, it is
presunmed that the nerger is likely to create or enhance
mar ket power .

S
S
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presented, or if the analysis does not adequately deal with
the issues, we will need to exam ne the merger further.

The Commission will set for hearing the conpetitive
effects of merger proposals if they fail the above screen
analysis, if there are problens concerning the assunptions or
data used in the screen analysis, or if there are factors
external to the screen which put the screen analysis in doubt.

We nmay al so set for hearing applications that have used an
alternative analytic method the results of which are not
adequately supported. As discussed in Section IIl F, the
Comm ssion will attenpt to sunmarily address issues where
possi bl e and may use procedural mechanisns that permt us to
di spose of issues without having a trial-type hearing.

e. Mtigation

Al t hough a conpetitive anal ysis pursuant to the
Gui delines may show that a proposed nerger woul d have
anticonpetitive effects, the Comm ssion nmay be able to approve
the merger as consistent with the public interest if
appropriate mtigation measures can be fornulated. |In the
past, in sone cases the Comm ssion has conditionally approved
a nerger if applicants agreed to conditions necessary to
mtigate anticonpetitive effects. |In sone instances,
applicants thensel ves have voluntarily offered commtments to

address various concerns. 34/ Comenters suggested a variety

34/ E.qg., Northeast Utilities Services Conpany/Re Public
Servi ce Conpany of New Hanmpshire, 50 FERC 61, 266,
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of conditions that we could i npose (or renedies that
applicants could adopt voluntarily) to solve conpetitive
problens with a merger. These include, for exanmple, the
formati on of an I ndependent System Operator (1SO, divestiture
of assets, elimnation of transm ssion constraints, efficient
regional transm ssion pricing, and offering an open season to
allow the merging utilities' custoners to escape fromtheir
contracts. Other comrenters oppose sone or all of these
remedi es. Sone commenters also argue that we should nonitor
the situation after a merger and inpose any new renedi es that
are needed; other comenters oppose such post-nerger review.
35/

As noted, the Conmm ssion's review of nerger applications
has frequently resulted in the devel opnent of particular
conditions that are designed to renmedy problens associ at ed
with the nmerger. These conditions are inposed as part of our
approval of the merger application. W expect that practice

to continue. For exanple, we expect the conpetition analysis

(..continued)
reh' g denied, 51 FERC 61,177, clarification, 52
FERC 61,046 (1990), order on reh'g, 58 FERC
61,070 (1992), order on reh'qg, 59 FERC 61, 042
(1992), aff'd in part sub nom Northeast Utilities
Servi ces Conmpany v. FERC, 993 F.2d 937 (1st Cir.
1993); M dwest Power Systens, Inc. and lowa-Il1linois
Gas & Electric Conmpany, 71 FERC 61,386 (commtted
to of fer whol esal e requirenents custoners an open
season).

The comments on renedi es are sunmari zed in nore
detail in Appendix D, Section VI D.

oY)
2
~~
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to focus extensively on generation nmarket power and on whet her
a proposed nerger exacerbates market power problenms. W also
expect applicants to propose renedi es for market power
problens identified in their analysis. It is our hope that as
our mar ket power analysis becones nore refined to cope with
changi ng circunstances in the industry, applicant-proposed
remedies or mtigation strategies will also become nore
refined or tailored to address the identified harm O

course, one renedy that an applicant could consider is to
propose to divest a portion of its generating capacity so that
its market share falls below the share that poses
anticonpetitive concerns under the Guidelines. This renmedy is
di scussed in the Appendi x A section entitled "Conpetitive

Anal ysis Screen.”

Simlarly, an applicant's ability to exercise generation
mar ket power may be affected by transm ssion constraints and
transm ssion pricing. In particular, the scope of the
geographic market may be limted both by transm ssion
constraints and by the need to pay cumnul ative transni ssion
rates in order to transmt power across the systens of the
merging utilities and neighboring utilities. It is likely
t hat both market concentration and the applicant's market
share woul d be greater within such a circunscri bed geographic
mar ket. Hence, the opportunity to exercise market power al so
woul d be greater. Potential remedies for such market power

could include the following. First, a proposal by the
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applicants to turn over control of their transm ssion assets
to an 1SO mght mtigate nmarket power. In particular, an |ISO
m ght facilitate the inplementation of efficient transm ssion
pricing and thereby expand the effective scope of the
geographi ¢ market. Second, an up-front, enforceable

comm tnent to upgrade or expand transm ssion facilities night
mtigate market power, because the constraint relieved by such
an upgrade or expansion no longer would Iimt the scope of the
rel evant geographic market. These and other renmedies also are
di scussed in Appendix A. W intend to tailor conditions and
remedi es to address the particular concerns posed by a nerger
on a case-by-case basis.

| f an applicant does not propose appropriate renedies to
mtigate the anticonpetitive inpact of a merger, the
Comm ssion intends to fashion such renmedi es during the course
of its consideration of an application.

We do not intend to rely on post-nmerger review or on new
remedi es i nposed after a nmerger is approved. W nust find
that a nmerger is consistent with the public interest before we
approve a nmerger. 36/ Moreover, heavy reliance on post-nerger
revi ew woul d expose the nerging entities to too nmuch

uncertainty. However, as the Commi ssion has noted in past

36/ For exanple, an expansion or upgrade of facilities to
alleviate a transm ssion constraint would not be an
acceptable mtigation measure unless uncertainties about
the utilities' ability to conplete the upgrade or
expansi on are resolved prior to consummati on of the
mer ger.
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nmer ger cases, the Comm ssion does retain authority under
section 203(b) to issue supplenental orders for good cause
shown as it may find necessary or appropriate. 37/

The Comm ssion acknow edges that many of the sol utions
that would mtigate market power or anticonpetitive effects
cannot be inplemented quickly and, in fact, could take an
ext ended period to acconplish (e.qg., siting and constructing
new transm ssion lines to alleviate a transm ssion constraint,
di vestiture of generation assets, formation of an 1SO. Wile
| ong-termrenedi es may be necessary to allow the Conm ssion to
determine that a nmerger is consistent with the public
interest, a requirenment to satisfy such conditions prior to
consummati ng a merger may jeopardize the ability of parties to
merge. |In turn, custoners will experience unnecessary del ays
in receiving benefits accruing fromthe nerger. Therefore, we
will entertain proposals by merger applicants to inplenent
interimmtigation measures that would elimnate nmarket power
concerns during the period that it takes to put in place the
| ong-term renedi es necessary to address the anticonpetitive
effects of their proposed nmerger. 38/ Such interim neasures

must fully and effectively address the specific market power

w
~
X

See FPA section 203(b), 16 U.S.C.  824b(b) (1994).

8]
00
~~

For exampl e, an applicant could sell its transm ssion
ri ghts on congested transm ssion paths to third parties
or not trade in markets where it has market power until
| ong-termrenedi es are inpl enented.
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problens identified for the nerger but should not be viewed as
substitutes for the long-termrenedies required by the

Comm ssion. Applicants should inplement |ong-termrenedi es as
qui ckly as practical.

C. Ef fect on Rates

1. Backar ound

I n determ ning whether a nerger is consistent with the
public interest, one of the factors we have considered is the
effect the proposed nerger will have on costs and rates. |In
t he past we have consi dered whether the elimnation of the
i ndependence of the conpanies and resulting conbination of the
facilities of the separate entities would be likely to lead to
unnecessary rate increases or inhibit rate reductions. 39/ W
have al so been concerned with whether the merged conpanies
woul d be able to operate economically and efficiently as a
single entity. 40/ In connection with these concerns, the
Comm ssi on has investigated applicants' clains about the
potential costs and benefits of their proposed mergers and
wei ghed that information to determ ne whether the costs are
likely to exceed the benefits. Qur investigations have
frequently required trial-type hearings. Although we have

consi dered the applicants' burden of proof to be nmet by a

(8]

9/ Commonweal th, 36 FPC at 938.

0/ Edison, 47 FERC 61,196 at 61,672 (1989).
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generalized showing of likely costs and benefits, 41/ these
heari ngs have often been tinme-consum ng, and there has been
consi derabl e controversy over whether the estinmates of future
costs and benefits are truly neaningful. Moreover, there has
been controversy over the position we have taken that benefits
are to be "counted" even if they could reasonably be obtained
by means other than the nmerger. There al so has been
controversy over the allocation of the projected merger
benefits. 42/

In nore recent cases, the Conm ssion has focused on
rat epayer protection. W have either accepted a hold harm ess
comm tnment (a commitnment fromthe applicant that any net
nmerger-related costs will not raise rates) or have set for
hearing the issue of whether the applicants' hold harm ess
conm tment or some ot her proposed ratepayer protection was
adequate. For exanple, in Prinmergy, the Comm ssion held that
whol esal e ratepayers woul d be adequately protected if the
applicants were to commt that, for a period of four years
after the merger is consunmmated, the nmerging conpani es woul d

not seek to increase rates to whol esal e requirenents

41/ Entergy Services Inc. (Entergy), 65 FERC 61, 332, at
62,473 (1993), order on reh'qg, 67 FERC 61, 192 (1994),
appeal pendi ng.

42/ These benefits have included items such as fuel cost

savi ngs; bankruptcy resolution; reducing adm nistrative
and general costs; |owering net production costs; and
elimnating or deferring construction of new generating
units.
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custoners.

In PS Col orado, 43/ the applicants submtted evidence on

costs and benefits, but al so proposed a hold harm ess
commitment. We noted several concerns with the hold harm ess
comm tnent, pointing out that it did not cover nost of the
nerger-related costs. 44/ W set for hearing the issue of
whet her the applicants' hold harm ess comm t nent provided
adequate protection for ratepayers (those who receive
unbundl ed generation and transm ssion services as well as

t hose who receive bundl ed service) and, if not, what ratepayer
protection nechani sms would be sufficient. W did not set for
hearing the effect on rates as such; that is, we did not
instruct the adm nistrative |aw judge to conduct a factual
investigation into the alleged costs and benefits of the

merger. In Cincinnati Gas & Electric Conpany and PSI Eneragy,

Inc., the Comm ssion nodified the hold harnl ess provision,
stating that the applicants would have the burden of
convincingly denmonstrating in future section 205 filings that

t heir whol esal e custonmers had, in fact, been held harnmnl ess;

SN
(98]
~

75 FERC at 62, 043-44.

The commi tment was not to seek an increase in base rates
for five years after the nerger. W found, however, that
this provided little protection, since the five years
woul d be over before nost of the clained nmerger savings
were projected to be realized. Mreover, the applicants
proposed to anortize nmerger-related costs over five
years, but their hold harnml ess comm tnent covered only
costs that would be "booked to the nerger"” through the
first two years.

SN
=
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that is, they would have to show any rate i ncrease was not
related to the merger. 45/ The applicants would be required
to nmake an affirmative showing in their initial case-in-chief
that their proposed rates did not reflect nerger-rel ated costs
unl ess such costs were offset by nmerger-related benefits. 46/

In Union Electric, 47/ the applicants proposed an open

season guarantee for the first five years after the nerger was
consummat ed. The open season guaranteed that existing

whol esal e custoners could term nate their contracts by giving
notice on the day the applicants filed for a rate increase
affecting that customer. The Comm ssion was concerned that

t he open season commitnment m ght not provide adequate
protection for whol esal e ratepayers (those that receive
bundl ed generation and transni ssion service as well as those

t hat receive unbundl ed generation or transni ssion service) and
set that issue for hearing. W stated that if at hearing it
was deterni ned that the open season comm t nent was not
adequate protection, a determ nation should be nade as to what

rat epayer protection mechani sns m ght be suitable for the

IS

5/ See Cincinnati Gas & Electric Conpany and PSI Ener gy,

Inc., 64 FERC 61,237 at 62,714 (1993), order

wi t hdrawi ng aut hori zation of nerger and instituting

settl enent procedures, 66 FERC 61. 028, order denying
rehearing and approving settlenents and unilateral offers
as conditioned and nodified, 69 FERC 61,005 (1994),
order granting clarification, 69 FERC 61,088 (1994).

IS
o
~

ld. at 62, 714.

SN
~
~

77 FERC 61,026 at 61, 107-08 (1996), reh'g pending.
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proposed merger.
In response to the NO, only a few commenters suggest
t hat we di spose of the effect on rates factor altogether. 48/
Most commenters consider this factor to be essential in
deci di ng whet her to approve a nerger. 49/ However, comrenters
differ on how this factor should be assessed.

2. Di scussi on

We di sagree with the argunent presented by a few
comrenters that we need not be concerned about the effect of a
nmerger on rates in this conpetitive environment because prices
will be set by market forces and custoners can choose their
suppliers accordingly. Also, while it may be true that npst
of the rate issues in connection with the typical merger
affect retail ratepayers and are subject to state
jurisdiction, the Commi ssion in order to ensure that a nerger
is consistent with the public interest still nust protect the
merging utilities' whol esal e ratepayers and transni ssion
custonmers fromthe possible adverse effects of the merger. As
mentioned in our discussion above on the effect on conpetition
and in our discussion in the Open Access Rule, we recognize

that even in an open access environnment, nmarkets may not work

perfectly or even well. 50/ This is particularly the case
48/ See Appendix D, section III(A).

49/ 1d.

50/ See Open Access Rule, 61 Fed. Reg. at 21, 553.
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during the transition froma nonopoly cost-of-service market
structure to a conpetitive market-based industry. For

i nstance, during the transition sone custonmers may be unabl e
to take i nmmedi ate advantage of conpetition because of
contractual conm tnents or because of stranded costs
obligations. Furthernore, because transni ssion rennins
effectively a natural nmonopoly and will continue to be

regul ated on a cost-of-service basis, the Conm ssion has
reason to be concerned that nergers do not affect transni ssion
rates adversely. For these reasons, we w ll not abandon the
effect on rates factor. 51/

Rat her than requiring estinmates of sonewhat anorphous net
nmer ger benefits and addressi ng whet her the applicant has
adequately substanti ated those benefits, we will focus on
rat epayer protection. Merger applicants should propose
rat epayer protection mechanisns to assure that custoners are
protected if the expected benefits do not materialize. The
appl i cant bears the burden of proof to denonstrate that the
customer will be protected. This puts the risk that the
benefits will not nmaterialize where it belongs -- on the
appl i cants.

Furthernmore, we believe that the nost prom sing and

expedi ti ous neans of addressing ratepayer protection is for

51/ In the past, we have referred to this factor as the
"effect on costs and rates." However, the basic concern
is with the effect on rates. Accordingly, we will refer
to it as the "effect on rates.”
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the parties to negotiate an agreenent on ratepayer protection
mechani sms. The applicants should attenpt to resolve the
issue with custonmers even before filing, and should propose a
mechani sm as part of their filing. Even if these negotiations
have not succeeded by the tine of filing, the parties should
continue to try to reach a settlenment. What constitutes
adequat e ratepayer protection necessarily will depend on the
particul ar circunstances of the merging utilities and their
rat epayers, and we strongly encourage parties to mnimze
contentious issues and to resolve themw thout the time and
expense of a formal hearing. Parties may not be able to reach
an agreenent on an appropriate ratepayer protection and the
Comm ssion may still be able to approve the nerger. As
nmentioned earlier, this could occur either after a hearing or
on the basis of parties' filings if we determ ne that the
applicants' proposal sufficiently insulates the ratepayers
from harm

As descri bed above, the Conm ssion has accepted a variety
of hold harm ess provisions, and parties nmay consi der these as
wel | as other mechanisns if they appropriately address
rat epayer concerns. Anpng the types of protection that could
be proposed are:

open season for whol esale custoners - applicants

agree to all ow existing whol esal e custoners a
reasonabl e opportunity to termnate their contracts

(after notice) and switch suppliers. This all ows
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custonmers to protect thenselves from nmerger-rel ated
har m

general hold harm ess provision - a commtment from

the applicant that it will protect whol esal e
custonmers from any adverse rate effects resulting
fromthe nerger for a significant period of tine
following the nerger. Such a provision nust be
enf orceabl e and adni nistratively manageabl e.

noratoriumon i ncreases in base rates (rate freeze)

- applicants commit to freezing their rates for
whol esal e custoners under certain tariffs for a
significant period of tine. 52/

rate reduction - applicants nake a commtnment to

file a rate decrease for their whol esal e custoners
to cover a significant period of tinme. 53/
Al t hough each mechani sm provi des some benefit to
rat epayers, we believe that in the magjority of circunmstances

t he nost neaningful (and the nost likely to give whol esal e

52/ A rate freeze, however, does not insulate the nerged
utility froma rate reduction if the Conm ssion, pursuant
to section 206, determnes that the utility's rates are
no longer just and reasonable. Also, in circunstances in
whi ch ratepayers clearly would be entitled to a rate
reduction in the absence of the merger, e.qg., expiration
of a current surcharge or sonme other clearly defined
circunstance, a sinple rate freeze nmay not provide
adequat e rat epayer protection.

U1
(M)
~~

Vet her these types of proposals are appropriate in a
particul ar case will depend on the circunstances of the
nmer gi ng conpani es and the customers and the details of
t he proposal s.



Docket No. RMI6-6-000 - 43 -

customers the earliest opportunity to take advantage of
energi ng conpetitive whol esale markets) is an open season
provi sion. We urge nmerger applicants to negotiate with
custonmers before filing and to offer an adequate open season
proposal or other appropriate ratepayer protection mechani sm
in their merger applications. |f intervenors raise a
substantial question as to the adequacy of the proposal,
parties should continue to pursue a settlement. If no
agreenment can be reached, we nay decide the issue on the
written record or set the issue for hearing.

D. Ef f ect on Requl ati on

When the Conmm ssion in Commpbnwealth referred to

i npai rnment of effective regulation by this Conm ssion and
appropriate state regulatory authorities, its concern was with
ensuring that there is no regulatory gap. 54/ The potenti al
for inmpairment of effective regulation at the Federal |evel

has been increased by the Chio Power decision. 55/ That case

holds that if the SEC approves a contract for sales of non-
power goods or services between affiliates in a registered
hol di ng conpany, this Commission in its rate review my not

di sal l ow any part of the paynment under the contract in order

54/ Cinergy, 64 FERC at 62,710 n.278; Commonweal th, 36 FPC at
931.
55/ ©Ohio Power Conpany v. FERC, 954 F.2d 779, 782-86 (D.C.

Cir. 1992), cert. denied, 498 U S. 73 (1992) (Ohio
Power) .
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to protect ratepayers against affiliate abuse. 56/
In recent cases, the Comm ssion has devel oped its policy
regarding the effect of proposed nergers on both state and

Federal regulation. For instance, PS Col orado involved the

creation of a new nultistate registered hol ding conmpany. On
the question of a shift of regulation fromthe state

commi ssions to this Comm ssion, we declined to order a
hearing, noting that the state conm ssions had authority to

di sapprove the merger and that they did not argue that their
regul ati on would be inpaired. On the question of a shift of
authority fromthis Comm ssion to the SEC, we pointed out that
pre-merger, we had authority to review for rate purposes all

the costs the conmpanies incurred, but if the merger were

approved, under OChio Power we would | ose that authority if the
SEC approved an inter-affiliate transaction. Thus, the costs
could be flowed through to ratepayers, even if the goods or
services were obtained at an above-nmarket price or the costs
were i mprudently incurred. To guard against this possibility,
we gave the applicants two options. 57/ They could either
choose to have the issue set for hearing, or they could agree

to abide by our policies on intra-systemtransactions. 58/

56/ Cf. AEP Power Marketing, Inc., 76 FERC 61,307 at 62,515
(1996).

57/ 75 FERC at 62, 045-46.

58/ Accord, Union Electric, 77 FERC at 61,108-09 (state

expressed concern over shift of regulatory authority from
itself and this Comm ssion to SEC, Conm ssion noted that
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In response to the NO, commenters generally argue that
it is inportant for the Comm ssion to continue to | ook at the
effect of a nmerger on the effectiveness of state and Federal

regul ation. 59/

2. Di scussi on
W will continue to exam ne the effect on regulation as a
factor in our analysis of proposed nergers and will use the

approach adopted in PSCol orado and subsequent cases. Thus, in
situations involving registered public utility hol ding
conpanies, we will require the applicants to choose between
two options and to nake that choice clear in their filing.
They may commit thenselves to abide by this Commi ssion's
policies with respect to intra-systemtransactions within the
new y-formed hol di ng conpany structure, or they may go to
hearing on the issue of the effect of the proposed registered
hol di ng conpany structure on effective regulation by this
Comm ssion. |If applicants choose the first option, we wll
set the issue for hearing only if intervenors raise credible
arguments that because of special factual circunstances, the
commtnment will not provide sufficient protection.

Wth respect to the effect of a nmerger on state
regul atory authority, where a state has authority to act on a

nmerger, as in PSCol orado, we ordinarily will not set this

(..continued)
state had authority to di sapprove nerger).

9/ Appendix B at Section IV.
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issue for a trial-type hearing. The application should tell
us whether the states have this authority. If the state |acks
this authority and rai ses concerns about the effect on
regul ati on, we may set the issue for hearing;, we will address
t hese circumstances on a case-by-case basis.

E. O her Commpbnweal t h Factors

The other Commpnwealth factors are evi dence of coercion,

t he proposed accounting treatnment, and the reasonabl eness of
t he purchase price.

These three factors elicited very little coment. As to
evi dence of coercion, a few commenters suggest that this
shoul d be eval uated by the marketplace rather than by the
regul atory process. 60/ Several comenters say that this
factor should be considered only if someone denpnstrates that
it isrelevant. 61/ OK Comis ampbng the few comenters who
favor retaining this factor. It suggests that coercion is a
means by which sone conpanies will try to gain oligopolistic
control of the market in the com ng conpetitive environment.

As to accounting treatnment, sone comenters support

elimnation of accounting concerns as a factor. 62/

60/ East Texas Coop., EElI, Pai neWebber, and Sout hern

Conpany.
61/ Florida and Mont aup.
62/ East Texas Coop, EEI, and Pai neWebber. Although they do

not support keeping this factor, EElI and Pai neWebber
suggest that in light of broad industry changes, this may
be the right time for a generic re-exan nation of
accounting concerns, of which accounting for nergers
could be a part.
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Pai neWebber notes that nost recent mergers were nergers of
equal s, involving mnimal prem unms over current market prices.
It suggests that a simlar market discipline would likely
cause sharehol ders to reject nerger transactions involving
| arge nerger prem unms and excessive anortization. Florida and
Mont aup argue that the accounting treatnent of a nerger should
not be an issue for hearing unless an applicant seeks
treatnment different fromthe Conm ssion's standards. Southern
Conpany contends that the Conm ssion's analysis of this factor
shoul d be subsumed within the analysis of the nerger's i npact
on costs and rates.

NY Com and OK Com are concerned about the accounting
consequences of mergers. OK Com favors keeping the historical
cost approach to accounting for plant acquisitions during
nmergers and business conbinations until conpetitive market
structures are achieved at the national, regional, and state
| evel s. NY Com al so urges the Commi ssion to continue to
require unrestricted access to all books and records of newy
nmerged entities.

We al so received a few comments on | ooking at the
reasonabl eness of the purchase price as a factor. A nunber of
commenters 63/ urge that the Comm ssion not substitute its
judgnment for the workings of market forces, which wl

determ ne the reasonabl eness of the purchase price. Ohers

63/ Cl Nergy, East Texas Coop, EElI, Pai neWebber, and Southern.
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64/ believe that this issue should be examned only if its

rel evance is raised. However, OK Com argues that purchase

price still has sone relevance in this era of diversification.
It is concerned that the purchase price may be based on

expected returns on non-regul ated i nvestnents, which, if they

fail to materialize, may dilute the value of utility stock.

We will no longer consider these three matters as
separate factors. Any evidence of coercion will be considered
as part of our analysis of the effect of the nerger on
conpetition. W have treated the reasonabl eness of the
purchase price as an issue only insofar as it affects rates,
so this issue is subsuned in the effect on rates factor. As
for the proposed accounting treatnment, this is not really a
factor to be bal anced along with other factors; proper
accounting treatnment is sinply a requirenent for all nmergers.
65/

| f a merger application seeks to recover acquisition
prem uns through whol esale rates, we will address the issue in
post-nmerger rate applications. However, the Comm ssion
hi storically has not permtted rate recovery of acquisition

prem uns.

(@]
~

4 Fl ori da and Mont aup.

& |
~~

See, e.qg., Public Service Conpany of Col orado and

Sout hwestern Public Service Conpany, 75 FERC 61, 325
(1996); Entergy Services, Inc. and Gulf States Utilities
Conmpany, Opinion No. 385, 65 FERC 61,332 (1993), order
on reh'g, 67 FERC 61,192 (1994).
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F. Procedures for Handling Merger Cases

We received many suggestions as to how to inprove our
procedures for handling nerger cases. The commenters focused
particularly on the need for certainty and the need to
expedite the process, at |east for some nergers. They
suggested vari ous screens or hold harm ess provisions. Sone
suggested that we set forth filing requirements. There were
al so many comments on coordination with other agencies that
are reviewing the nerger. 66/

Al t hough we plan to issue a Notice of Proposed Rul emaki ng
in the near future to set forth nore specific filing
requi renents consistent with this Policy Statenent and
addi ti onal procedures for inmproving the nerger hearing
process, we have determnmi ned that the best way to i nprove the
Comm ssion's handling of merger proposals is to update our
nmerger review policy. As outlined in this Policy Statenent,
we will generally limt the nunmber of factors we examne in
order to determ ne whether a nerger is in the public interest.

The principal area that will require a fact-based revi ew
is the effect of a proposed nerger on conpetition. By using
the Guidelines as a screen and by inform ng applicants of the
type of information we expect themto file with us when they
apply, we hope to expedite our review of applications

consi derabl y.

6/ Appendi x D, Section VI.
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As di scussed above under "Effect on Conpetition," "Effect
on Rates," and "Effect on Regulation," we are setting forth
for each factor guidance to enable nmerger applicants
ordinarily to avoid a trial-type hearing or to have a hearing
focused on limted issues. Mreover, we have set forth above
under "Effect on Conpetition" and in Appendix A the
information that we think we need at this point to deterni ne
whet her a nerger would inpair conpetition. W have al so
di scussed ways to nmitigate anticonpetitive effects. Qur
consi deration of the other two factors, the effect on rates
and the effect on regulation, should not require a | ot of data
or analysis, since we will be relying primarily on the
applicants' commtnents. This should make it possible for
applicants to make filings that can be processed nore quickly.

The Comm ssion intends to propose a rule to set forth
detailed filing requirenents.

Anot her step that can make our processing of merger
applications nore efficient is to discourage redundant or
irrel evant pleadings. W agree with commenters who argue that
we shoul d not consider extraneous issues, and we will not

consider interventions that raise matters unrelated to the

nmerger. Moreover, in the past, the process has been bogged
down by repetitive filings such as answers to answers. W
will not consider such filings, nor will we consider "new'

information unless it is genuinely new and rel evant.

Wth all the streanlining changes di scussed above, we
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believe that we will be able to act on nergers nore quickly
after a conplete application is filed. A conplete application
is one that adequately and accurately descri bes the merger
bei ng proposed and that contains all the information necessary
to explain how the nmerger is consistent with the public
interest, including an evaluation of the nerger's effect on
conpetition, rates, and regulation. 67/ W expect applicants
to be able to provide all the necessary information, given the
guidance in this Policy Statenent. W al so enphasize that
appl i cants shoul d not expect speedy action if their nmerger
proposal s change, as has frequently happened in the past. The
Comm ssi on cannot be expected to act quickly on a noving
target. |If applicants change the mechani sm or ternms under

whi ch they intend to nerge or supplenment the supporting
information in their application, the Comm ssion's review
process will restart.

Once we have a conplete application, we will make every
reasonabl e effort to issue an initial order 60-90 days after
the comment period closes. An initial order could take any of
several actions, including: requesting additional information

fromthe applicants or intervenors; setting sone or all issues

67/ The information would include all applicable exhibits and

acconpanyi ng testi nony and other data that wll
constitute applicants' showing that the nerger is
consistent with the public interest. |In addition, a copy
of all applications or other information filed with other
regul atory bodi es regarding the nmerger nust be provided
to the Conmi ssion to initiate our review process.
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for a trial-type or paper hearing; approving the merger; or
rejecting the merger. |If we determine in the initial order
that further procedures are necessary, we w ll choose anong
t he avail abl e procedural options based on the conpl et eness of
the record before us, the types of issues that need to be
resolved (factual, policy or legal), and the need to give
parti es adequate due process. However, we are hopeful that
t he guidance in this Policy Statement will result in nore
conpl ete applications and nore focused and detail ed
interventions and that we will be able to act summarily on
many (or in some cases all) issues in the initial order

| f the Conm ssion determnes in an initial order that
trial-type or paper hearing procedures are necessary, we
believe that we will be able to issue a final order on nost
applications within 12-15 nonths fromthe date that the
conpl eted application was filed. W enphasize that this
assumes no significant changes in the proposal; any such
changes will start the process over and will require that a
new notice be issued. O course, sonme applications will take
nore tinme than others. For exanple, if a merger raises
extraordinarily conplex factual disputes, or if the
devel opnent of conpetitive renedies or hold harm ess
agreenents is entirely deferred to the hearing, case
processing may take longer. On the other hand, if a merger
falls below the HHI screen, the applicants propose adequate

rat epayer protection mechani sns, and the applicants nmake the
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conmi tments necessary to assuage our concerns about the effect
on regul ation, we should be able to act nuch nore quickly.

The Comm ssion believes that in order to neet routinely
the target dates we have set forth in this Policy Statenment,
it is appropriate to reexam ne whether our procedures for
processi ng nerger applications, including hearing procedures,
can be tailored better to nmeet the specific needs of
participants in merger proceedings. To that end, in the
proposed rul emaking on information filing requirenents (see
note 3), we will also request public comment on merger
processi ng procedures.

We will not delay our processing of nerger applications
to allow the states to conplete their review, as sone
comment ers suggest. However, we will be willing to consider
|ate interventions by state comm ssions where it is
practicable to do so. |In cases where a state comm ssion asks
us to address the nerger's effect on retail nmarkets because it
| acks adequate authority under state law, we will do so.

In response to comenters who are concerned that our
deci si ons be consistent with those of other agencies, we note

that since we are adopting the Guidelines as a framework for

our analysis of the effect on conpetition, our analysis should
be generally consistent with the DQJ's and the FTC s anal yses.

G. O her | ssues

According to FERC Policy Project, recent changes in the

i ndustry may make nergers financially unattractive w thout
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pl anni ng and operational changes; these changes can harmthe
environnent. FERC Policy Project argues that we should revise
our rule that provides that merger applications will not
generally require preparation of an EIS or EA. The rule
"categorically excludes" nergers unless circunstances indicate
that the action may be a nmmjor Federal action significantly
affecting the qualify of the human environnent. 68/ FERC
Policy Project also argues that the effect on the environnment
shoul d be considered as a factor in deciding whether to
approve a nmerger. Moreover, it believes we should require
applicants to provide with their applications information on
the environmental effects of the merger and that we should
require mtigation of environnental effects through various
means.

The Comm ssion has recognized that a particul ar nerger
can have environnmental effects and has been willing to study
the issue in an individual case where it is justified. 69/ W
do not see the need to change our regulation, which explicitly
addresses the possibility that an EA or EI'S may, on rare
occasi ons, be needed. However, both our categorical exclusion
rule and the absence of environmental concerns fromthe |ist
of three factors in this Policy Statenment reflect the sinple

fact that nost nergers do not present environmental concerns.

68/ 18 C.F.R  380.4(a)(16) and (b) (1996).

69/ See Southern California Edi son Conpany, 47 FERC 61, 196
(1989), order on reh'g, 49 FERC 61,091 (1989).
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Low- I ncome Representatives argues that the "public
interest"” standard requires us to consider matters such as the
need for service to all househol ds, the need for consuner
input into the decisions made by utilities, and other matters.

We clarify that the three factors discussed in this Policy

St atenent are not necessarily the only factors that make up
the public interest, and, if appropriate, we will consider
other matters that are under our jurisdiction. However, we
beli eve such matters as the need for service to all househol ds
are nore appropriately the concern of the states.

V. Adm nistrative Effective Date and Congressi onal

Notification

Under the terms of 5 U S. C 553 (d)(2), this Policy
Statenment is effective imediately. The Commi ssion has
determ ned, with the concurrence of the Adm nistrator of the
O fice of Informati on and Regul atory Affairs of the Ofice of
Managenent and Budget, that this Policy Statenent is not a
maj or rule within the nmeaning of section 351 of the Smal
Busi ness Regul atory Enforcenent Act of 1996. 70/ The
Comm ssion is submtting the Merger Policy Statement to both

Houses of Congress and to the Conptroller General.

70/ 5 U.S.C. 804 (2).
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Li st of Subjects in 18 CFR Part 2

Adm ni strative Practice and Procedure, Electric power,
Nat ural gas, Pipelines, Reporting and recordkeeping
requi renents.
By the Commi ssi on.
( SEAL)

Lois D. Cashell
Secretary.
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I n consideration of the foregoing, the Comm ssion amends

Part 2, Chapter I, Title 18 of the Code of Federal Regul ations
as set forth bel ow
Part 2 -- GENERAL POLI CY AND | NTERPRETATI ONS
1. The authority citation for Part 2 continues to read as
foll ows:

Aut hority - 15 U.S.C. 717-717w, 3301-3432; 16 U S.C
792- 825y, 2601-2645; 42 U.S. C. 4321-4361, 7101-7352.
2. Part 2 is anended by adding 2.26, to read as follows:

2.26 Policies concerning review of applications under

section 203

(a) The Commi ssion has adopted a Policy Statenment on its
policies for review ng transactions subject to section 203.
That Policy Statenment can be found at 77 FERC 61, 263, 61 FR
- ( , 1996). The Policy Statenent is a
conpl ete description of the rel evant guidelines. Paragraphs
(b) - (e) of this section are only a brief sunmary of the
Policy Statenent.

(b) Factors Commi ssion will generally consider. 1In

det erm ni ng whet her a proposed transaction subject to section
203 is consistent with the public interest, the Comi ssion
will generally consider the following factors; it my al so
consi der other factors:

(1) the effect on conpetition;

(2) the effect on rates; and

(3) the effect on regulation.
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(c) Effect on conpetition. Applicants should provide

dat a adequate to all ow anal ysis under the Departnment of
Justi ce/ Federal Trade Commi ssion Merger Cuidelines, as
described in the Policy Statenent and Appendix A to the Policy

St at enent . (d) Effect on rates. Applicants should propose

mechani sms to protect custoners fromcosts due to the nerger.
| f the proposal raises substantial issues of relevant fact,
t he Commi ssion may set this issue for hearing.

(e) Effect on requlation. (1) Were the nmerged entity

woul d be part of a registered public utility holdi ng conpany,
if applicants do not conmit in their application to abide by
this Commission's policies with regard to affiliate
transactions, the Conmm ssion will set the issue for a trial-
type heari ng;

(2) Where the affected state comm ssions have authority
to act on the transaction, the Comm ssion will not set for
heari ng whet her the transaction would inpair effective
regul ati on by the state comm ssion. The application shoul d
state whether the state comm ssions have this authority.

(3) Where the affected state comm ssions do not have
authority to act on the transaction, the Comm ssion nmay set
for hearing the issue of whether the transaction would inpair

effective state regul ati on.
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Appendi x A

Conpetitive Analysis Screen

The anal ytic screen provides applicants with a standard
anal ytic method and data specification to allow the Comm ssion
to quickly determ ne whether a proposed nmerger presents market
power concerns. Sone past nmerger cases were del ayed or set
for hearing because an adequate anal ysis was not part of the
application or because sufficient data that would all ow the
Comm ssion to corroborate or independently check applicants
concl usi ons was not provided in the application. This is
especially true regarding the effect that transm ssion prices
and capability may have on the scope of the geographic market.

The chances for hearings and delays will be reduced if the
screen anal ysis and data descri bed below are filed with the
appl i cati on.

A. Consi stency Wth DQJ Gui delines

In this policy statenent, the Conmm ssion has adopted the
DOJ Merger Guidelines (the Guidelines) 71/ as the basic
framewor k for evaluating the conpetitive effects of proposed
nmergers. The analytic screen applies the Guidelines. Before
descri bing the screen, the Guidelines are briefly sunmari zed

so that the screen s consistency with themis clear.

71/ U. S. Department of Justice and Federal Trade Conmm ssi on,
Hori zontal Merger Guidelines, 57 Fed. Reg. 41,552 (1992).
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I n general, the Guidelines set out five steps for nerger
anal ysis: (1) assess whether the merger would significantly
i ncrease concentration; (2) assess whether the merger coul d
result in adverse conpetitive effects; (3) assess whether
entry could nmtigate the adverse effects of the merger; (4)
assess whether the nerger results in efficiency gains not
achi evabl e by other nmeans; and (5) assess whet her, absent the
nmerger, either party would likely fail, causing its assets to
exit the market.

The anal ytic screen focuses prinmarily on the CGuidelines
first step. This step can be broken down into two conponents:

Def i ni ng product and geographic markets that are likely

to be affected by a proposed nerger and neasuring

concentration in those markets. The products to consider are
t hose sold by the nmerging parties. The Guidelines suggest a
way of defining geographic markets based on identifying the
suppliers that are feasible alternative suppliers to the
nmerged firmfroma buyer s perspective: the hypothetical
nmonopol i st test. Essentially, if a hypothetical and

unr egul at ed nonopoly that owned all the supplies inside the
geographi ¢ market being tested could profitably sustain a
smal | but significant price increase (i.e., suppliers external
to the market are not, by definition, sufficiently good
substitutes for the buyers in the market), then the limt of

t he geographi c market has been reached. 72/ The

72/ The Guidelines suggest that a 5% price increase be used
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sustainability of a price increase depends on both sellers
entering the market and the response of buyers to the
increase. The concentration of suppliers included in the
mar ket is then measured (by summary statistics such as the
Her fi ndahl - Hi rschman I ndex, or HHI, and single seller narket
share) and used as an indicator of the potential for market
power .

Eval uati ng the change in concentration using the

Guidelines thresholds to indicate problematic nergers. The

Gui del i nes address three ranges of market concentration: (1)
an unconcentrated post-nerger market -- if the post-nerger HHI
is below 1000, regardl ess of the change in HH the nerger is
unlikely to have adverse conpetitive effects; (2) a noderately
concentrated post-nerger market -- if the post nerger HH
ranges from 1000 to 1800 and the change in HH is greater than
100, the merger potentially raises significant conpetitive
concerns; and (3) a highly concentrated post-nerger market --
if the post-nerger HH exceeds 1800 and the change in the HH
exceeds 50, the nmerger potentially raises significant
conpetitive concerns; if the change in HH exceeds 100, it is
presuned that the nerger is likely to create or enhance narket
power. 73/
(..continued)

for the test, but allow that |arger or smaller price

i ncreases may al so be appropriate. DOJ Gui delines at

41555.
73/ DQJ CGuidelines at 41558.
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| f the concentration analysis indicates that a proposed
nmerger may significantly increase concentration in any of the
rel evant markets, the Guidelines suggest exani nation of other
factors that either address the potential for adverse
conpetitive effect or that could mtigate or counterbal ance
the potential conpetitive harm Such factors include the ease
of entry in the market and any efficiencies stemmng fromthe
nmerger. 74/ |If the additional factors exam ned do not
mtigate or counterbal ance the adverse conpetitive effects of
the nmerger, renedial conditions would be explored at this
st age.

B. Anal ytic Screen Conponents

There are four steps to the screen anal ysis.

1. |dentify the rel evant products.

The first step is to identify one or nore products sold
by the nerging entities. Products may be grouped together
when they are good substitutes for each other fromthe buyer s
perspective. |If two products are not good substitutes, an
entity with market power can raise the price of one product
and buyers would have a |limted ability to shift their
purchases to other products. |In the past, the Comm ssion has

anal yzed three products: non-firm energy, short-term capacity

74/ I n assessing market concentration, the Guidelines state
"...market share and concentration data provide only the
starting point for analyzing the conpetitive inpact of a
nmer ger. " DOJ Gui delines at 41558
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(firmenergy), and long-term capacity. 75/ These remain
reasonabl e products under the prevailing institutional
arrangenents, and applicants should recogni ze such products in
their analysis. Oher product definitions may al so be
acceptable. For exanple, the |ack of on-site buyer storage
creates products differentiated by time. Thus, peak and off-
peak energy (seasonal and daily) may be distinct products.

The Comm ssion encourages parties to propose even nore
preci se definitions of relevant products where appropri ate.
| ndeed, we woul d expect to see greater precision in product

differentiation as market institutions devel op.

2. Geographi c markets: identify custonmers who nmay be

affected by the nerqger.

This is the first of a two-step process of determ ning
t he geographic size of the market. To identify custoners
potentially affected by a merger, at a m ninmum applicants
should include all entities directly interconnected to either
of the nerging parties. Additional entities should be
included in the analysis if historical transaction data
i ndi cates such entities have been trading partners with a
merging party. Applicants and others nay argue either that

there are other custoners to be included as rel evant buyers or

75/ See Baltinore Gas & Electric and Potomac El ectric Power
Conpany, 76 FERC 61,111 (1996) at 61,572. The factor
that is considered in evaluating long term capacity
markets is the effect of a merger on barriers to entry
into those markets.
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that identified customers are not rel evant buyers.
| ntervenors al so may argue that other custoners not identified
by the applicants will be affected by the merger.

3. Geographic narkets: identify potential suppliers to

each identified custoner.

This second, and key, step in determ ning the size of the
geographic market is to identify those suppliers that can
conpete to serve a given nmarket or custonmer and how nuch of a
conpetitive presence they are in the market. Alternative
suppliers nmust be able to reach the market both econom cally
and physically. There are two parts to this analysis. One is
determ ning the econom c capability of a supplier to reach a
market. This is acconplished by a delivered price test. The
second part eval uates the physical capability of a supplier to
reach a market, i.e., the ampunt of the defined product a
supplier can deliver to a market based on transm ssion
capacity availability.

Supply and demand conditions in electricity nmarkets vary
substantially over time, and the market anal ysis nust take
t hose varying conditions into account. Applicants should
present separate anal yses for each of the major periods when
supply and denmand conditions are simlar. One way to do this
is to group together the hours when supply and denmand
conditions are simlar; for exanple, peak, shoul der and off-
peak hours. There may even be smaller groupings to reflect

periods of significantly constrained transm ssion capability
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avai l abl e for suppliers to reach a narket.

The screen anal ysis al so exam nes historical trade data
as a check on which suppliers should be included in the
rel evant markets.

a. Delivered price test.

The screen analysis should first identify those suppliers
with the potential to economcally supply power to the
destination market or customer. The nmergi ng conpani es as well
as non-traditional suppliers should be included in this test
to identify potential suppliers. Basically, suppliers should
be included in a market if they could deliver the product to a
customer at a cost no greater than 5% above the conpetitive
price to that custonmer. 76/ The delivered cost of the product
to the relevant market for each potential supplier is found by
addi ng the potential supplier s variable generation costs and
all transm ssion and ancillary service charges that woul d be
incurred to nake the delivery. 77/ Thus, the farther away a
supplier, the nore transm ssion and ancillary service prices
t hat must be added to its power costs. Suppliers that woul d
have to traverse a non-open access system can be included as

potential suppliers only to the extent they have firm access

76/ The Guidelines suggest a 5% price threshold but
acknow edge that others namy be appropriate. Applicants
have the burden of justifying a different price
t hr eshol d.

|\l
~

This would include the unbundl ed transm ssion rates of a
seller that is a vertically integrated public utility.
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rights. The analysis should also take into account the effect
of line |losses on the econom cs of trade with a distant
suppli er.

| f a supplier can deliver the product to the market at a
cost no nore than 5% above the market price,that supplier
shoul d be included in the geographic market. Applicants are
expected to provide product-specific delivered price estinates
for each destination market or custoner.

The delivered price test uses the foll owi ng data.
Applicants should provide in electronic fornmat these data and
any other data relied upon in their analysis.

C Transm ssion prices. Applicants should use the
ceiling prices in utilities open access tariffs on
file with the Comm ssion. Where a non-
jurisdictional entity s transm ssion systemis
i nvolved, the ceiling price inits NJ tariff should
be used. |If the entity has not filed an NJ tariff,
appl i cants should use their best efforts to secure
or estimate transm ssion ceiling prices. Prices
that are not found in a tariff on file with the
Comm ssi on should be adequately supported. Wile we
are aware that ceiling prices are frequently
di scounted, this screen analysis is to be
conservative. Applicants may present an additional
alternative analysis using discounted prices if they

can support it with evidence that discounting is and



Docket

No.

RWVB6- 6- 000 - 67 -

will be avail able.

Potential suppliers generation costs. The

Commi ssion will consider various neasures of costs.
Applicants are free to use any appropriate cost
data as long as it is verifiable and supported with
reasoned anal ysis. Possibilities include generating
pl ant cost data fromthe FERC Form 1 annual reports
or unit specific data. Another is system | anbda
data. Either of these data can be used to cal cul ate
a potential supplier s costs at various tinme periods.
Ot her neasures or data sources may al so be
appropriate. The Comm ssion has not reached a firm

concl usion on a specific cost neasure.

Conpetitive market price. Electricity markets have
not sufficiently matured yet to exhibit single

mar ket clearing prices for various products. 1In

addition, price discovery is difficult because the
reporting of actual transaction prices is still in
its formative stage. Until market institutions

mat ure enough to reveal single market clearing

prices, applicants may use surrogate measures as

|l ong as they are properly supported. For exanple, a

buyer s system | anbda may be used because a buyer is

not likely to purchase froma supplier that is nore

costly than its own costs of production at specific
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times. 78/ Another possibility m ght be the price
at which the affected customer has been purchasing
power .
For each supplier, the screen analysis should then show
t he amount of each product the supplier could supply to the
mar ket. Generation capacity neasures are appropriate for this
showing. 79/ Different capacity neasures should be used, as
appropriate, for different products. It is also appropriate,
even desirable, to use several neasures for one product.
G ven that conpetitive analysis is an inexact science and that
electricity markets are changing rapidly, using several
measures for a particular product will corroborate the result
of the analysis. While the Conm ssion has not firmy decided
on specific measures for analyzing products, the foll ow ng
di scussi on of capacity neasures is intended to offer guidance
on this matter. These are sone ways to neasure a supplier s
ability to supply a particular product to a market. They are
not product definitions.

C Econom c capacity. This is the nost inportant of

t he neasures because it determ nes which suppliers

78/ System | anbda data are usually reported by control area.
For smaller entities that are within a control area, the
area s system | anbda may be a reasonable proxy for the
cost of energy fromthe marginal resource.
79/ The DQJ Gui delines support using capacity nmeasures in

i ndustries with honogenous products, such as electricity.
DOJ Gui delines, at 41557. W note that energy nmeasures
(MMH) nmay al so be appropriate.
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may be included in the geographic market. Econom c
capacity is that from generating units whose

vari abl e costs are such that they could deliver
energy to a relevant market, after paying al
necessary transm ssion and ancillary service costs,
at a price close to the conpetitive price in the
rel evant market. For exanple, if the average
conpetitive price in the whol esale narket is 2.2
cents/kWh during a particular period, all capacity
that can sell into the market at 2.3 cents/ kW (5%
above the conpetitive price) should be included in
the market. |If a seller has no econom c capacity,
it should not be considered in the market at this
stage of the analysis. The econom c capacity
nmeasure provides a sense of which suppliers own or
control the largest shares of | ow cost generating
capacity that has a pronounced conpetitive advant age
over higher cost capacity in the market. 80/

C Avai |l abl e economi ¢ capacity. This neasure indicates
how much econom c capacity a supplier identified in
t he previous step m ght actually have available to
sell into a market. It includes capacity from

generating units that are not used to serve native

80/ Econom c capacity and sinilar neasures were recomended
by the DOJ and FTC. See FTC coments at 10 and DQJ
comment s, Appendi x at 8.
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| oad (or are contractually conmtted) and whose
vari abl e costs are such that they could deliver
energy to a nmarket at a price close to the
conpetitive price in the market. The presunption
underlying this measure is that the | owest running
cost units are used to serve native | oad and ot her
firmcontractual obligations and would not be
avai l abl e for other sales. As conpetition devel ops,
this presunption may not be valid. 81/ Because of
its focus on variable costs, avail able econom c
capacity is useful for evaluating energy (in
contrast to capacity) markets.

C Unconm tted capacity. This traditional measure is
useful for evaluating internedi ate-capacity markets.
For each supplier included in the rel evant narket,
this measure is conputed by subtracting native | oad
and firmcontractual obligations fromtotal

capacity.

C Total capacity. Total capacity has traditionally
been used by the Comm ssion and others to analyze
markets. While this measure does not account for
native | oad obligations and does not capture the

avai lability or cost of generation, and thus is not

81/ For exanple, in a market with full retail access and a
bi d- based power exchange, all generation units would be
in the market.



Docket No. RMI6-6-000 - 71 -

useful for a delivered price analysis, it does
provi de a sense of the overall size of a supplier
that is included in the relevant nmarket.

b. Accounting for transm ssion capability

Once the suppliers that m ght econonically supply the
product to a market or custoner are identified, and the
rel evant capacity neasures are cal cul ated, each supplier s
capacity nmeasures should be adjusted to account for how much
of the product that seller can physically deliver to that
mar ket. The extent of transni ssion capability determ nes the
extent of a supplier s ability to physically reach a market.

The flows on a transm ssion system can be very different
under different supply and denmand conditions (e.g. peak vs.
of f - peak). Consequently, the anmount and price of transm ssion
avai l abl e for suppliers to reach whol esal e buyers at different
| ocati ons throughout the network can vary substantially over
time. |If this is the case, the analysis should treat these
narrower periods separately and separate geographic markets
shoul d be defined for each peri od.

It is inmportant to assess accurately the anount of
transm ssion capability avail able for each supplier s use.
The key to incorporating transmission limtations into the
merger analysis is to include each supplier in the rel evant
mar ket only to the extent of the transm ssion capability

avail able to them This would be cal cul ated as the
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conbi nati on of the available transm ssion capability (ATC) 82/
and any firmtransni ssion rights held by the supplier that are
not comnmtted to | ong-termtransactions.

I n many cases, nultiple suppliers could be subject to the
sane transm ssion path [imtation to reach the sane
destination market and the sum of their econonic generation
capacity could exceed the transm ssion capability available to
them In these cases, the ATC nust be all ocated anobng the
potential suppliers for analytic purposes. There are various
nmet hods for acconplishing this allocation. Applicants should
support the nethod used.

Applicants should al so present evidence regardi ng how
transm ssion capability will be affected by the nerger.

Transm ssion line |oadings are likely to change as a result of
the merging parties conbined operations. These changes are
likely to result in transm ssion availability that is
different from historical experience. Applicants should
include in their application the followi ng data: hourly TTC

83/ and hourly firmand non-firm ATC, and firmtransactions

82/ As used by the industry, ATC is a neasure of the transfer
capability remaining in the physical transm ssion network
for further commercial activity over and above al ready
commtted uses. See for exanple, NERC, Available
Transfer Capability Definitions and Determn nation, June
1996 at page 2. In hours when ATC is zero, a
transm ssion constraint is said to be binding. This
prevents the dispatcher from scheduling any additional
transacti ons between the two points in the constrained
di recti on.

00
(M)
~~

As used by the industry, total transm ssion capability
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bet ween rel evant control areas. The ATC and TTC data should
cone directly fromthe OASIS systens once they are

i npl emented. Until then, applicants should file estimtes of
TTC and ATC with data or other background nmaterial that wll
all ow the Commi ssion to verify that the estimtes are
reasonable. G ven these data, the Commi ssion will be able to
assess i ndependently the amount of generation capacity that
may be available to the market by each supplier.

C. Trade data check

It woul d be expected that there be sone correlation
bet ween the suppliers included in the market by the delivered
price test and those actually trading in the market. As a
check, actual trade data should be used to conpare actual
trade patterns with the results of the delivered price test.
For example, it nmay be appropriate to include current trading
partners in the rel evant market even if the above anal ysis
i ndicates otherwise. Alternatively, if there has been little
or no trade between a customer and a specific supplier, it my
be appropriate to exclude that supplier fromthe narket,
unl ess the applicants can show why it should be included
prospectively. The lack of open access in the past may have
prevented trade between the entities but trade may be nore
(..continued)

(TTC) is the amount of electric power that can be

transferred over the interconnected network in a reliable

manner while neeting all of a specific set of defined
pre- and post-contingency conditions. NERC, id. at page
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likely in an open access environment. Applicants should file
hi storical trade data showi ng transacti ons between potenti al
suppliers identified in the steps di scussed above and the
customers in question. The trade data filed should identify

t he supplier, custonmer, and characteristics of the
transactions (duration, firmess, etc.). Any adjustnents to
the suppliers included in the nmarket under the delivered price
test must be fully supported.

4, Anal vze concentration

The final step in the screen analysis is to analyze the
ef fect of the proposed nmerger on market concentration and
conpetition. To do so, concentration statistics should be
cal cul ated using the capacity neasures discussed above for
each relevant nmarket identified. |In cases where limted
transm ssion capability during certain tinme periods results in
a nunber of tinme differentiated markets, concentration
statistics should be cal cul ated for each. Both HHI s and
single firm market share statistics should be presented for

both pre- and post-nmerger conditions. 84/ In calculating HH s

84/ Post-nmerger geographic markets could include nore or
fewer suppliers than the pre-merger markets due to the
effect of combining transm ssion rates. |In cases where
t he nmerged conpany will charge a single system w de
transm ssion rate, the merger will result in just one
transm ssion rate where there were two before the merger.

Thus, after the merger, sone suppliers that were
excluded from some destination markets could be included
if the elimnation of one of the transm ssion charges
allows themto economcally reach the market. Wiile a
st abl e geographi c nmarket woul d be preferable for analytic
reasons, the effect described here reflects the reality
of current transm ssion pricing policy and market
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and mar ket shares, the relevant generation capacity of the
custonmers in each market should be included in the denom nator
of the ratio statistics. For exanple, if the economc
capacity nmeasure is being used, then the custoner s economc
capacity should be included. Such capacity would be avail able
and turned to as a response to a significant price increase hy
ext ernal suppliers.

The HHI neasures should be conpared with the threshol ds
given in the DOJ Merger Guidelines. The Guidelines address
three ranges of market concentration: (1) an unconcentrated
post-nmerger nmarket--if the post-merger HH is below 1000, the
merger is unlikely to have adverse conpetitive effects
regardl ess of the change in HHI; (2) noderately concentrated
post-nmerger market--if the post merger HHI ranges from 1000 to
1800 and the change in HH is greater than 100, the merger
potentially raises significant conpetitive concerns; and (3)
hi ghly concentrated post-nmerger market--if the post-merger HHI
exceeds 1800 and the change in the HH exceeds 50, the merger
potentially raises significant conpetitive concerns; if the
change in HH exceeds 100, it is presumed that the nerger is
(..continued)

organi zation. A buyer inside the transm ssion area of
one of the merging conpani es could see higher

transm ssion rates as a result of a single systemrate
for the nerged conpany thereby decreasing the conpetitive
options available to it. W also note that a decrease in
transm ssion prices paid could result in increased

demand, congestion, and no increase of suppliers in some
mar ket s.
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likely to create or enhance nmarket power. 85/

| f the CGuidelines thresholds are not exceeded, no
further analysis need be provided in the application. W
enphasi ze, however, that the Guidelines are just that:
gui delines. There will undoubtedly be instances where
concentration statistics may fall just above or just below the
t hreshol ds for concern and sonme additional analysis or
j udgenent is needed. 86/ For exanple, if a proposed nerger s
effect on concentration falls just below a threshold, the
Comm ssion might still want to see further analysis if
i ntervenors have raised significant concerns regarding the
proposed nmerger. It is reasoned analysis, not blind faith in
the thresholds, that must carry the day.

| nst ances where high concentration is indicated in
mar kets that are defined by fairly short-lived periods of |ow
transm ssion capability will require additional analysis. The
concern with high concentration in a market is that firm wll
be able to raise prices substantially and adversely inpact the
mar ket. Relatively short periods of high concentration could

be significant if the concentration is high enough. The

0

5/ DQJ Guidelines, at 41558

(e}
o
~

The Guidelines state that the HHI statistics provide a
useful framework for merger analysis but they suggest
greater precision than is possible with the avail able
econom c tools and information. O her things being
equal , cases falling just above and just below a

t hreshol d present conparabl e conpetitive issues.

Gui del i nes, at 41558.
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factors that affect whether such a situation is problemtic
are the degree of concentration, as neasured by HHI
statistics, and how |l ong that concentration lasts. High
concentration is an indicator for how easy it would be for
firms to behave strategically (e.g., collude, or if
concentration is high enough, act unilaterally) to raise
prices. It is a proxy neasure for the degree to which prices
could be raised. This, together with the length of time the
concentration | asts, gives sone idea of the potential severity
of anticonpetitive inpact.

The Comm ssion has insufficient experience to adopt at
this time specific thresholds for the various possible
conbi nations of HH and |length of time at which the
constrai ned periods would be problematic. Applicants and
ot her parties are strongly encouraged to anal yze short-1ived
periods of high concentration using the framework di scussed
above and to support the conclusions drawn fromit. There may
be cases in which the applicant may be able to show that the
anticonpetitive effect of constrained transm ssion

avai lability is de mnims. Wile the Conm ssion has

insufficient experience to establish a specific de mninis
test in this policy statenent, applicants nay argue in a
specific case that the anticonpetitive effect of a constraint

is de minims. W offer the follow ng general guidance to

applicants that seek to nake such a show ng regardi ng short -

lived transnmi ssion constraints. First, peak periods may be
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nore problematic than other periods, because the opportunity
to exercise market power |ikely would lead to significantly

hi gher prices during those hours. Second, sone |evel of

mar ket concentrati on above the DQJ threshold nay be acceptable
if the applicant can show that there are multiple sellers in

t he constrained area and/or that there are nmultiple hol ders of
capacity into the constrained area. And finally, our concern
with short-lived periods of high concentration is greater if
the merged firmw Il have market-based pricing authority.

Wt hout such authority, the firmmy not be able to
substantially raise prices.

I f the DQJ Guideline concentration thresholds are
exceeded, including instances where short-lived periods of
hi gh concentration are indicated to be problematic, then the
application should present further analysis consistent with
steps 2 to 5 in the Guidelines. The additional analysis could
address the potential for adverse conpetitive effects, the
potential for entry in the market and the role entry coul d
play in mtigating the increased nmarket power, any efficiency
gai ns that reasonably coul d not be achieved by other neans,
and whet her, but for the nerger, either party would |ikely
fail causing its assets to exit the narket.

If entry is considered as a potential mtigating factor,
appl i cants shoul d address entry barriers, such as the tine
needed to install any necessary transm ssion capacity. All

entry barriers should be addressed, even if they are not
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controlled by the applicants. Good market structure can be
stym ed by entry barriers, regardl ess of the source, e.g.,
transm ssion constraints on a neighboring utility s system
C. Dat a

The useful ness of this screen depends on the quality and
conprehensi veness of the data filed with the application. The
data needed for the screen generally are publicly avail abl e.
It is inmportant for applicants to file electronically all data
used for the screen analysis, including supporting data, and
the data specified in this policy statement. 87/ The
Comm ssi on nust be able to check on the applicants' analysis
i ndependently. To do so, the Commi ssion nmust have ready
access to the data. O herwi se, data requests could result in
delay. |If there are problens in obtaining or understanding
the data, the Commission is interested in devel oping infornal
means, such as technical conferences, to gather additional
needed data or resolve questions or m sunderstandi ngs
concerning the screen anal ysis, before the Commi ssion
addresses the nerger. This approach could reduce the tine
needed to get useabl e data and perhaps reduce the need to set
a nerger for evidentiary hearing.

D. O her consi derati ons

We note that the above description of the analytic screen

focuses only on nonopoly (seller) power. This is not intended

87/ The data that should be electronically filed in an
application is listed in Appendi x B.
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to exclude nmonopsony (buyer) power as a rel evant

consideration. An analysis of nmonopsony power shoul d be

devel oped if appropriate. Long-term purchases and sal es data
for interconnected entities are already collected and could be
used to assess buyer concentration in the sane way that seller
concentration is calculated. In any event, intervenors nay
raise this issue if it is a concern.

The Comm ssion understands that the screen anal ysis
described in this policy statenent will evolve with industry
restructuring and market maturation. For exanple, as
unbundl i ng occurs, conpanies may have nmarket power for sales
fromindividual generating units (e.g., nmust-run units ). In
addi tion, markets are developing in response to conpetition
and are spawni ng new products and increasingly short term
exchanges. Markets will probably be differentiated by product
(e.g., firmand non-firmenergy and reactive power), by tinme
(e.g., peak, off-peak) or by geography (e.g., markets
separated by transni ssion constraints). The definition of
rel evant geographic and product markets nust account for these
new realities. Further, methods for trading and i nformation
avai lability are changing. As regional institutions, such as
| SOs, and regional markets devel op, transm ssion services may
no longer be a series of transactions based on utility-by-
utility corporate boundaries, but rather single regional
transactions. This will have inportant inplications for

entry, custoner response to price changes, and the nunmber of



Docket No. RMI6-6-000 - 81 -

suppliers that have conpetitive delivered prices.

The neans of our analysis may al so change. For exanpl e,
fl ow based network nodels that include constraints on
transm ssion networks are likely to be needed for the screen
analysis. In the future, the Comm ssion will have to rely
| ess on nmethods that use costs to assess markets. Generation
cost data will becone increasingly sensitive, nmarket
participants will be less willing to report them and
accounting costs will be increasingly irrelevant to nmarket
behavior. The Conm ssion will rely nmore on actual transaction
prices because they will be nore avail abl e as market
institutions such as 1SOs and power exchanges produce this
informati on and because they are a better measure of market
boundaries. New nmarket institutions will change the ability
to exercise market power. High transactions costs of trading
tend to exclude conpetitors. Transactions costs include the
costs of obtaining information, searching for trading
partners, and conpleting a transaction. Further, the inproved
ability of buyers to respond quickly to price changes can
significantly reduce market power. |SOs provide one vehicle
for reducing transactions costs and neking information
available to traders via such neans as the OASIS. Real -tine
pricing provides buyers with an inproved ability to respond
qui ckly to price changes.

We note that we intend to apply the analytic screen to

nmergers between firms that are not solely engaged in
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electricity markets, e.qg., electric-gas nergers. However, it
will not be necessary for the merger applicants to performthe
screen analysis or file the data needed for the screen
anal ysis in cases where the nmerging firms do not have
facilities or sell relevant products in conmon geographic
markets. I n these cases, the proposed nerger will not have an
adverse conpetitive inpact (i.e., there can be no increase in
the applicants' market power unless they are selling rel evant
products in the sane geographic markets) so there is no need
for a detailed data analysis. |If the Commission is unable to
conclude that the applicants neet this standard, the
Comm ssion will require the applicants to supply the
conpetitive analysis screen data described in Appendi x A.
D. Renedy
A problematic nerger may be made acceptable if certain

remedi al actions are taken. In sone cases, the Conm ssion may
recommend themif we determ ne that a proposed nmerger will
cause significant adverse effects on conpetition without a
remedy. In other cases, the applicants nay propose certain
actions to be taken if the Conm ssion approves the proposed
nmerger. We offer the follow ng guidance concerning standards
for remedi es and specific renmedial options.

1. Standards

Any renmedi es proposed by the applicants or relied upon by
the Commi ssion to mtigate the anticonpetitive effect of a

proposed merger should neet the foll owi ng standards.
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Nexus Renedi es should be clearly designed to mtigate
the specific conpetitive problens identified in the analysis.

Approval of other authorities Full and effective

mtigation nust be in place at the tinme the nerger is
consummat ed. Some, and nmaybe all, of the possible renedies to
mar ket power require the approval of other Federal, state and
| ocal authorities. For exanple, local authorities nust
approve many aspects of transmission line siting and
construction and state conmm ssions would surely have to
approve any divestiture of generating plants also used to
provide retail service. Pronses to the Comm ssion that such
actions will be taken in exchange for merger approval are
enpty if not acconpanied by all approvals necessary. W
recogni ze, however, that final approvals may require quite
some time to secure. In such cases, we will consider interim
mtigati on nmeasures that can be inplenmented nore quickly so as
not to unduly delay a nerger s consummation. W will require,
however, that any interim measure nust be fully effective in
mtigating the identified market power probl ens.

Specificity Remedi al commi tments nust specify exactly

which facilities are affected by the commtnent, e.g., which
generating unit(s) will be divested.

2. Remedi al _options

The remedi es discussed in this section are intended to
mtigate the market concentration problem caused by the

nmerger. We stress that the options discussion is neant only
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as gui dance and not as an exhaustive |list of potentially
accept abl e renedi es.

a) Require transm ssion expansi on

Limtations on avail able transm ssion capability that
prevent conpetitors fromparticipating in a narket can give
substantial market power to incunmbents in the market.
Condi ti oning nmerger approval on elimnating a known constraint
could help to mtigate this type of market power. \ere
constraints on other systens are a problem the applicants
woul d al so be required to seek transm ssion expansi on on those
systems. As with relieving constraints on their own system
appl i cants should show that all necessary approvals have been
secured before the Comm ssion could approve the merger. This
process does not need to wait for the Conm ssion to identify a
problem Applicants wanting fast approval could include this
as part of the application.

b) No trade over constrained paths

| f constrained paths are responsible for market
concentration problenms and they cannot be relieved for any
reason, the conpany could agree to not use those paths for its
own of f-system trade when other transm ssion service requests
are pending. This condition would keep the nmerged conpany
from exercising market power in trade in the constrained
ar eas.

c) Generation plant divestiture

I n concentrated markets, including those subject to



Docket No. RMI6-6-000 - 85 -

severe and long lasting transmission limtations, splitting up
different generating units into independent and separately
owned conpani es coul d reduce horizontal nmarket power. Were
there are only a few generating units in the market area,

di vesting those units to just a few owners may not nitigate

t he market power problem In such a case, one alternative

m ght be to divest the ownership rights to each unit's energy
and capacity to a nunmber of owners. The unit could then be
operated as a conpetitive joint venture and parts of its

out put could be bid or sold independently.
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d) Defer to an 1SO s analysis and mitigation

efforts

Al t hough 1SCs are just nowin their formative changes,
t hey hold some prom se of playing a part in mtigating certain
sources of market power. Applicants' menbership in, or
conmtnment to join, an 1SOwith the authority necessary to
mtigate market power could allow the Conm ssion to rely on
the 1SOto identify and renmedy nmarket power problenms. The | SO
woul d have access to nore information than does the Conmi ssion
and woul d possess greater technical expertise to assess
problens. More inportantly, the | SO woul d have the proper
incentives to mtigate the problens if the 1SOs governing
body is broadly conprised of market participants. This
potential role for ISOs highlights the critical inportance of
bal anced | SO gover nance.

An |1 SO woul d also be a mtigating influence on market
power to the extent that it attracts new entrants into a
mar ket. An | SO assures conparabl e and i ndependent access to
all custonmers. These institutional guarantees will serve both
to attract new entrants and to encourage conti nued
participation in nmarkets that would otherw se be dom nated by
vertically integrated utilities.

| SOs are generally thought to be the proper vehicle for
dealing with vertical market power, e.g., ensuring
transm ssi on expansi on or preventing the strategic

mani pul ati on of generation dispatch. An | SO would be able to
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deal with horizontal market power issues to the extent it has
the ability to control the dispatch or prices paid to
generators. For exanmple, an 1SO could identify units with

mar ket power (such as nust-run units) and those units could be
subject to contracts that mtigate those units ability to

rai se prices excessively. To take advantage of this option,
applicants woul d be expected to show that: (1) the |1SO neets

t he Comm ssion s standard for independence; (2) already exists
or will come into existence before the merger is conpl eted;
(3) has a mandate to identify both vertical and horizontal

mar ket power issues; and (4) has the authority to either
remedy any problens it finds or bring those that it cannot
remedy to the Commi ssi on.

e) Real -time pricing

Real -time pricing, when conmbined with other mtigation
nmeasures, could help constrain the ability of a firmto raise
prices excessively. Buyers who can see the higher prices in
real time can respond by conserving. This makes denmand nore
elastic, thereby nmaking it nmore difficult to exercise market

power .
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Data Used for Conpetitive Analysis Screen
Anal ysi s Dat a El enment Sources 88/

Delivered Price Test:
Hourly System Lanbda
Pl ant Generati on
Cost s/ Capability
Unit Generation Costs
- Heat Rates
- Fuel costs
Transm ssi on Rates

Transm ssion Capability Test:
Hourly Capability (ATC)

Total Capability

Devel opi ng Capacity Measures:
Hourly System Lanbda
Pl ant Generation
Cost s/ Capability
Unit Generation Costs
- Heat Rates
- Fuel costs
Transm ssi on Rates

LT Sal es, Purchases,
Trade Data (Firm
Capacity Sal es)

Adj usting for

Tx Capability:
Hour | y/ Tot al
(ATC, TTC)

Adj usting for

0
[es]
~

however

file it electronically with their

appl i cati on.

Capability

FERC Form No. 714
FERC Form No. 1

El A Form 860
FERC Form 423
Filed tariffs,

Applicants filing
OASI S,
Applicants filing
OASI S,

NERC Reports

FERC Form No. 714
FERC Form No. 1

El A Form 860
FERC Form 423
Filed tariffs,

and NUGS

Applicants filing

FERC Form No. 1,
CE- 411,

NERC Reports,

Applicants filing
OASI S,

NERC Reports

Applicants filing

Most of the data listed is publicly avail abl e,
t he Applicants should assenble the data and

mer ger
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Appendi x C
Comrent ers on Merger Notice of Inquiry
Short Name Comment er
APPA Ameri can Public Power Association
Attorneys Gener al Attorneys General of the States of
et al. | owa, Maine, Maryland, M nnesota,
Okl ahoma and W sconsi n
CA Com California Public Utilities Comm ssion
Carol i na Associ ation Carolina Utility Custoners
Associ ati on, | ncor por at ed
Centeri or Centerior Energy Corporation
Central and South West Central and South West Corporation
Cl Ner gy Cl Ner gy Cor poration
Col orado Muni ci pal s Col orado Associ ation of Muni ci pal
Uilities
Com Ed Commonweal t h Edi son Conpany
Conpetitive Coalition Coalition for a Conpetitive Electric
Mar ket
Di amond and Edwar ds Di amond, Joseph and Edwards, Jon D
DOE U. S. Departnent of Energy
DAJ U. S. Departnment of Justice
East Texas Coop East Texas El ectric Cooperative,
| ncor por at ed
Econoni st s Econoni sts I ncorporated (Mark W
Frankena)
EEI Edi son Electric Institute
EGA El ectric Generation Associ ation
Envi ronmental Action Envi ronmental Action Foundation and
et al. Consuner Federation of Anerica
FERC Pol icy Project Proj ect for Sustainable FERC Energy
Pol i cy
Fl ori da and Mont aup Fl ori da Power Corporation and Montaup
El ectric Conpany
FTC Bureau of Econom cs of the Federal
Tr ade Commi ssi on
Georgi a Muni ci pal Muni ci pal El ectric Authority of
CGeorgi a
Hawes and Behr ends Hawes, Douglas W and Behrends, Sam
(1V)
Il1linois Industrials inois Industrial Energy Consuners

11
I N Com | ndiana Utility Regul atory Comm ssion
| ndustrial Consuners El ectricity Consuners Resource
Counci |, Anerican |ron and Steel
| nstitute, and
Chem cal Manufacturers Associ ati on
| nt er nati onal | nt ernati onal Brotherhood of
El ectri cal
Br ot her hood Wor ker s
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Joi nt Consumer Advoc. Joi nt Consumer Advocates of Maryl and
Peopl e' s Counse
KS Com Kansas Cor poration Commi ssion
Low- | ncone Consol i dated Low-1ncone
Representatives Representatives

Commenters on Merger Notice of Inquiry (cont'd)

Short nane Comment er

Lubbock Lubbock Power & Light

Madi son G&E Madi son Gas and El ectric Conpany

M dAnmeri can M dAnmeri can Ener gy Conpany

M ssouri Basin M ssouri Basin Minicipal Power Agency

MN Public Service M nnesota Departnent of Public Service

MO Com M ssouri Public Service Comm ssion

NARUC Nati onal Association of Regul atory
Uility Conm ssioners

NI EP Nati onal | ndependent Energy Producers

NM I ndustrial s New Mexico I ndustrial Energy Consumners

NRECA Nati onal Rural Electric Cooperative
Associ ati on

NRRI Nati onal Regul atory Research Institute

NV Com Publ ic Service Comm ssion of Nevada

NY Com Public Service Comm ssion of the State

of New York

OH Com Public Utilities Conm ssion of Chio

OK Com Okl ahoma Cor porati on Commi ssi on

OK Industrials Okl ahoma | ndustrial Energy Consuners

Oter Tail Oter Tail Power Conpany

PA Com Pennsyl vania Public Utility Comm ssion

Pai neWebber Pai neWebber | ncor porat ed

PanEner gy PanEner gy Corporation

PP&L Pennsyl vani a Power & Light Conmpany

PS Col orado Publ i c Service Conpany of Col orado

RUS Rural Utilities Service

Salt River Salt River Project

Sierra Pacific Sierra Pacific Power Conpany

Sout hern Conpany Sout hern Conpany Servi ces,

| ncor por at ed
Sout hwestern El ectric Sout hwestern El ectric Cooperative,
| ncor por at ed

Sout hwest ern PS Sout hwest ern Public Service Conpany
TAPS Transm ssi on Access Policy Study G oup
TDU Syst ens Transm ssi on Dependent Utility Systens
Texas Industrials Texas I ndustrial Energy Consuners
Texas Utilities Texas Utilities Electric Conpany

TX Com Public Utility Conm ssion of Texas
UtiliCorp UtiliCorp United Incorporated

W Com Public Service Comm ssion of Wsconsin

W sconsi n Custoners W sconsi n Whol esal e Custoners
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W sconsin PS W sconsin Public Service Corporation
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Appendi x D

SUMVARY OF COMMENTS ON
MERGER POLI CI ES

| . General Coments on Revising the Commi ssion's Merger
Policy

A. Di recti on of Change

Al most all comrenters argue that we need to revise our
nmerger policies and standards in |ight of the changes in the
i ndustry. However, they do not agree on the direction of the
change. On one side, many commenters argue that mergers nay
prevent markets from becomng truly conpetitive. 89/ On the
ot her side, sonme commenters suggest that the Conm ssion should
approve a nmerger unless harmto the public interest is
denonstrated. 90/ These comenters claimthat nost nergers
are proconpetitive and should be approved unless a problemis
identified.

Comrenters 91/ who argue that noving to a nore
conpetitive market warrants stricter merger approval criteria
are concerned that the recent wave of mergers threatens the
devel opnent of conpetitive markets. For exanple, Industrial
Consuners and TAPS believe that the Comm ssion's current
policy is too lax. These commenters offer nunerous reasons
for opposing nergers, including the detrinental effects of
| arge "nmega-utilities" and diversion of managenent's attention
fromcost mnim zation. RUS fears that mega-utilities could
have mar ket power in generation and political power at the
state and federal |evels that could suppress conpetition in
transm ssion and distribution. Mdison G& is al so concerned
about the challenge nega-utilities pose to effective state
regulation. UtiliCorp notes that the need for efficient
di spositions and transfers of capital, which are critical to
the transition froma regulated to a conpetitive industry,
warrant a revised merger policy.

Many of these commenters criticize the "consistent wth"

89 For exampl e, APPA, NRECA at 7-8; ELCON at 12-13.
90 For example, Utilicorp at 2, 7, 10.

91 Anpbng others, APPA, NRECA, EEI, Texas Uilities,
Sout hern, East Texas Coop (endorsing the joint petition
of APPA/ NRECA and comments of NRECA), NI EP, Col orado
Muni ci pal s (endorsing the views of APPA), IN Com DQJ,
Joi nt Consumer Advoc., TAPS, TX Com and NY Com
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standard as we have interpreted it -- that is, as a "do no
harm' standard. They argue that this approach, which was
devel oped in an era of tight regulation, is inconsistent with
the public interest in the transition to a conpetitive

envi ronnent. 92/ Joint Consuner Advoc. suggests that a nerger
is not consistent with the public interest unless dollars
invested in a nmerger could not have been used otherwi se to

| omwer costs nore.

Nurmer ous conmmenters 93/ argue that we should revise our
nmerger criteria because of general industry restructuring due
to open access or new state and federal |aws and policies that
provi de incentives to nerge.

On the other hand, comrenters who support nore rel axed
merger criteria argue that the marketplace can best decide the
future path of the industry. They argue that the Conm ssion's
current policy is sinply too stringent; 94/ we should
recogni ze that the transformation to a conpetitive industry
requires a certain amount of industry reshuffling, best
acconmpl i shed wi thout the Comm ssion's intervention.

For exampl e, ClNergy believes that consolidation nay be a
necessary step toward industry rationalization and
di saggregati on as conpani es seek critical mass to spin off
generation. This suggests that we should nonitor the merger
process closely, but not try to predict or dictate the path of
i ndustry restructuring. Simlarly, Central and South West
says that the nearly 150 control areas and the utilities that

operate themw ||l not survive conpetitive restructuring and
that mergers may all ow market forces to bring about a
conpetitive and workabl e market structure. UtiliCorp notes

that mergers and acquisitions are likely to increase as
utilities act to inprove their ability to conpete in
increasingly conpetitive markets. Some of these comenters
argue for automatic approval of a merger if no harmto the
public interest is denpnstrated. PanEner gy and Hawes and
Behrends believe that certain types of nergers are either
proconpetitive or have no effect on conpetition and warrant a
stream i ned approval process.

The Commi ssion al so received comments from parties that
nei t her favor nor oppose nmergers but suggest a revised

92 East Texas Coop, Joint Consuner Advoc., and TAPS.

93 These comenters include Texas Utilities, Southern, DQJ,
TAPS, TX Com NARUC, and APPA.

94 UtiliCorp, PaineWbber, Texas Utilities, Southwestern,
and Sout her n.
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approach, for a variety of reasons. For exanple, N EP and
Di anond and Edwar ds believe that as markets become nore
conpetitive and the Comm ssion reduces sone aspects of its
regul atory scrutiny, merger standards should be adjusted so
that they nore closely track traditional antitrust principles.
On the other hand, PA Com and KS Com support a "wait and see"
approach. PA Com coments that reeval uating nerger policy my
be premature at this tine because the Open Access Rule is
bei ng reviewed by the industry and power pools do not have to
file their open access tariffs until Decenmber 31, 1996. KS
Com believes that the public interest and state and federal

review processes will benefit if a consistent view of the
appropriate markets and regul atory framework, designed to
achi eve an efficient and sustai nabl e generation market, is

devel oped before merger eval uati on standards.

Proj ect argues that our merger policies nmust ensure that
the market functions under rules that pronote environnental
gual ity and econom c efficiency; specifically, a policy of
sustainability.

B. How to | npl ement New Policies

We received a few comments on whether to adopt our new
policies on a case-by-case basis, through a policy statenent,
or through a rul emaki ng. 95/

Comrent ers al so expressed differing views on whether our
new policies should be applied to pending nmergers. Lubbock
urges the Conm ssion evaluate all pending nmergers under the
new mer ger standards. W sconsin Custoners recomrends,
however, that the new nerger policy be applied only to nergers
filed after the date of issuance of the NO.

Envi ronmental Action et al. recommends that nergers be

prohi bited until the Conm ssion's new nerger policy is
est abli shed through a NOPR process. However, if mergers are

95 For exanmple, DQJ, East Texas Coop, OH Com NRECA, and
Sout hwestern El ectric suggest a rul emaking as the vehicle
to i nplenent the Conm ssion's new nmerger policy; ClNergy
advocates a case-by-case approach; APPA suggests a
conbi nati on of various methods; DQOJ suggests that we
convene a technical conference immediately to delineate
the rel evant geographic markets for the electric utility
i ndustry for the entire U S. DQJ says that this woul d
greatly facilitate the Conm ssion's (and DQJ's) review of
mer ger applications and enable the Comm ssion quickly to
establish safe harbors or screens for any nerger
appl i cati on based upon changes in market concentration
for a known geographi c market.
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not prohibited during this period, there should be a

nor at ori um on uncondi ti onal approvals; any mergers approval
shoul d be conditional and required to conformto the merger
final rule.

The Pennsyl vani a Conm ssion urges the Conmmi ssion to | et
conpetitive whol esal e restructuring devel op before approving
nmergers anong the nenbers of power pools.

On the other side, Florida and Montaup argue that any new
rule resulting fromthis proceeding should apply only to
nmerger applications filed after the effective date of a final
rule. Merger applications filed before that date should be
consi dered under the filing requirenents and standards in
effect at the time of their filing. EElI and UtiliCorp request
that the Comm ssion nove quickly to review those merger
applications already before it without waiting to develop a
new mer ger policy.

1. Comment s Concerning Effect on Conpetition

A. Defining the Rel evant Markets

1. Defi ni ng Product Markets

Some comment ers enphasi ze that rel evant product markets
shoul d be established fromthe buyer's perspective, that is,
in terns of the delivered product. 96/ Such an approach would
exam ne generation and transm ssion in conbination, since
neither is of use to a custoner by itself. They add that in
an open access environment, where transm ssion rates w ||
remai n regul ated, transm ssion should be viewed as a
substitute for |ocal generation, rather than as a separate
mar ket . 97/

Comrent ers suggest that the Comm ssion exam ne two or
nore product markets. However, there is little consensus on
whi ch markets to consider. For exanple, Environnental Action,
et al. suggests existing generation, new generation,
transm ssion, retail aggregation and sal es, physical
di stribution, demand si de managenment services, ancillary
services associated with generation transm ssion and
di stribution, and fuels. Industrial Consunmers suggests firm
and non-firm bul k power, short-term capacity, short-term
energy, long-term capacity, and energy and transm ssi on
services. To mninm ze opportunities for affiliate abuse, RUS

96 For example, EEI, UtiliCorp, and Centerior.

97 These i nclude, for instance, EGA, Low-Incone
Representatives, N EP, and TAPS.
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recomrends exam ning at | east markets for generation,

transm ssion, and ancillary services. For applying the
Guidelines to the electric power industry, DQOJ and FTC suggest
that we | ook at four product markets: short-term energy,

i nternmedi ate-term energy, long-term capacity, and ancillary
services. FTC notes that sales to differently situated
customers may constitute separate nmarkets if differentia
pricing is feasible. APPA proposes simlar nmarkets, but
suggests consi dering short-term energy or capacity. EE
proposes a short-term energy and capacity market (up to about
two years) and a nmediumterm (two- to five-year) capacity
contract market involving capacity and associ ated energy sal es
from excess capacity fromexisting facilities. MO Com
suggests focusing on the commodities market (hourly energy
fromexisting generation facilities) and the contracts market
(capacity and energy from existing and new generation). NI EP
proposes two broad product markets, generation sales and
retail sales. Several comrenters suggest that the Comm ssion
consider ancillary services as a product nmarket. 98/

Ot her commenters argue that |ong-term product narkets
shoul d not be subject to market power analysis. For exanple,
EElI says that the long-term capacity market where sales from
new capacity conpete with long-termcontracts for sales from
exi sting capacity should not be subject to the analysis. APPA
makes the sane argument for |ong-run sales fromnew capacity,
since such capacity represents potential entry. Simlarly,
UtiliCorp argues that we should disregard the |ong-run
generation product nmarket because of our finding in the Open
Access Rule that long-run nmarkets are generally conpetitive.

Cl Nergy believes that open access, the absence of artificial

i npedi nents to expansi on of generation capacity by existing
suppliers, and the prospect of entry into the generation

busi ness by new suppliers preclude market power in the |ong
run. However, DQJ questions the presunption that utilities do
not have market power over |ong-run energy and capacity.

Com Ed argues that the Comm ssion should disregard short-
term energy markets because these markets involve buyers who
are able to nmake purchases to replace energy otherw se
avai l abl e at a higher cost, such as fromthe buyer's own
install ed capacity. The cost of energy from such otherw se
avai |l abl e capacity effectively limts the price at which
short-termenergy is offered.

Several commenters cite the need to consider the tenporal
characteristics of product markets. For exanple, Florida and

98 These include, for exanple, Industrial Consuners,
DQJ, Environental Action et al., CA Com CINergy,
and Utili Corp.
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Mont aup suggest dividing theminto short-term and nmedi umterm
mar ket s and further dividing these into various product

mar ket s as appropriate to the area. O hers 99/ suggest that
delivered capacity and energy be anal yzed under market
conditions during peak and of f-peak hours and sumrer and

wi nter conditions.

As to whether the Comm ssion should exam ne only the
whol esal e market, | eaving concerns over retail conpetition to
the states, Southern says yes. Several commenters believe
t hat we should al so exam ne the inpact on retail conpetition.
100/ They suggest that the Commi ssion has both the authority
101/ and the responsibility to exam ne the inpact of nergers
on actual or potential retail conpetition.

2. Defini ng Geographic Markets

We received a significant response from conmmenters on
vari ous aspects of defining rel evant geographic markets. Most
of these comments relate to the approaches (such as generic
versus case-by-case) to defining markets, factors that are
i nportant to consider in defining nmarkets, and the use of
nodel i ng.

DQOJ and ot hers 102/ define the rel evant geographic market
as the area in which the seller operates and to which the
purchaser can turn for supplies. They suggest that the best
way to determ ne which suppliers are in the relevant market is
to | ook at the physical |ocation of the generating unit (as
opposed to disposition of power fromthe unit). DQJ suggest
that we could detern ne the geographic markets i nmedi ately for
the electric utility industry for the United States through a
rul emaki ng or technical conference.

Some comenters urge the Commi ssion to recognize the
effects of open access on the extent of geographic markets.
103/ For exanmple, the Comm ssion should revise its current
two-tier analysis because open access will broaden the
rel evant geographi c market beyond two tiers. EElI suggests

99 E.d, Madi son G&E and CI Ner gy.
100 These include PP&L, DQJ, and TAPS.
101 Citing EPC v. Conway, 426 U.S. 271 (1976).

102 E.q., EElI, Wsconsin Custoners, APPA, and TX Com

103 E.qg., Industrial Consunmers, RUS, Utili Corp, EEI
W sconsin Custoners, Texas Utilities, TDU Systens, and
Cl Ner gy.
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that the Commi ssion first define the small est geographic area
(under the trading patterns existing before open access) and

t hen broaden the market as choices available to the purchasers
i ncrease under open access.

However, sone commenters are skeptical that defining the
geographic market to include suppliers two or nore tiers away
is a wise approach. For exanple, RUS warns that defining the
mar ket too broadly can understate the problens in sparsely
popul ated areas. It argues that the Conm ssion rnust all ow
conpetitors to present evidence that the market is narrower
than the first or second tier. TDU Systens question whether
suppliers two tiers away can put conpetitive pressure on the
merging utilities. It explains that a seller two transni ssion
charges away incurs transm ssion costs of approximately 15 to
20 percent of the product price, which is significantly higher
than the 5 percent price increase used by the antitrust
agencies. Wsconsin Custonmers argue that the Comm ssion's
nmet hod of defining the geographic nmarket results in markets
that are too |l arge because all first-tier utilities are
i ncl uded, which I eads to underesti mtes of the true market
power of the nerged entity. RUS enphasizes that the price
increase test in the Guidelines is inadequate in an industry
energing froma nmonopoly situation and in which nega-utilities
could rapidly acquire excessive market power.

Ot her comment ers suggest various approaches to defining
geographi ¢ markets. For exanple, N EP proposes that Electric
Reliability Council areas be used. Many commenters enphasi ze
the i mportance of the actual behavior of the grid in defining
rel evant markets. RUS recommends that a separate geographic
mar ket for each state be defined for mergers invol ving
utilities or holding conpanies operating in nore than one
state. TX Com argues that we nust consider the future
geogr aphi ¢ scope of markets.

MO Com suggests three nodels of conpetition in defining
rel evant markets: the utility, the wholesale, and the retail
direct access nodels. The utility nodel considers
utility/non-utility generator conpetition to neet
jurisdictional |loads with no retail access. The whol esal e
nodel expands the utility nodel to consider direct access to
all whol esal e custoners, and the retail nodel expands the
whol esal e nodel to reflect direct access to all end-use
cust oners.

Many comrenters |ist factors to consider in defining
rel evant geographic markets. The nost significant factors
di scussed are transm ssion constraints and transm ssi on
pricing. There is a wi de-spread view that we nust take
account of transm ssion constraints, particularly because
constraints can lead to shifting geographic markets over tinme
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and the ability to wield market power in |ocal markets. 104/
For exanmple, DQJ, EGA, and TAPS argue that the Conm ssion
shoul d give great enphasis to transm ssion constraints, since
t hey can be exacerbated by mergers and can |lead to significant
mar ket power in localized areas. Wsconsin PS and Madi son G&E
note the inportance of assessing transm ssion constraints both
al one and together with strategically |ocated generation to

gi ve an advantage to a nerging entity's own power sal es.

Cl Nergy enphasi zes that the extent to which transn ssion
constraints are binding is critical for accurately assessing
mar ket conditions. It will be necessary to devel op market
concentration statistics that account for the distribution of
capacity beyond a binding constraint and that include only
realistically avail able supplies inside the area bounded by
the constraints. MO Com enphasi zes the inportance of
det erm ni ng whet her constraints will prevent alternative
suppliers from having access to the custoners of the nmerged
utilities. |If available transfer capability is reduced as a
result of the merger, the merger increases market power. Even
if the nmerger expands transfer capability as the nunber of
alternative generation sources decreases, the increase in
transfer capability may be of little value unless it increases
access to generation alternatives. MO Com believes that the

burden should be on the applicants to show that limts on
transfer capability would not allow themto exercise narket
power. Further, the Conm ssion should require applicants to

have sufficient transfer capability available to neet the net
i nport requirenments for base-|oad power that m ght be
requested by current custoners.

On the other hand, Southern cautions the Comm ssion
agai nst over-enphasi zing transm ssion constraints, noting that
i sol ated or short-term constraints should not affect the
definition of the relevant geographic market. Constraints
shoul d be considered only if they inpede whol esal e trade.
Mor eover, Southern questions our authority to order the
construction of transm ssion facilities to alleviate
constraints. |In assessing the significance of transm ssion
constraints, the Conm ssion should consider the ability of new
generation to locate in the region, mtigating the problemn
the feasibility of alternative transactions (such as
transm ssi on capacity resale or arrangenments with brokers) to
bypass the constraint; and the possibility that new power
sal es woul d sinply displace existing sales, reducing the
i kel i hood that the constraint would occur.

104 Industrial Consumers, FTC, Lubbock, EEI, Wsconsin PS,
DQJ, TAPS, NY Com Environmental Action et al., Southern,
TX Com RUS, Centerior, ClNergy, UtiliCorp, MO Com and
Cl Nergy all support this view.
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Finally, various comenters recogni ze that constraints
depend on tine and | ocati on, which nmay nmake defining the
rel evant market difficult. 105/ For exanple, constraints my
be affected by line |oadings on a systemthat vary over the
course of a day, week, or year. As a result, increases in
congestion on transm ssion |ines under high |oad conditions
can change the boundaries of the rel evant geographi c market.
EElI makes sim |l ar argunents, suggesting that time-differing
transm ssion use patterns lead to simlarly differing rel evant
geographic markets if constraints arise during peak peri ods.
DQOJ and TAPS note that constraints are affected by how the
transm ssion systemis operated in terms of, for exanple,
di spatch, decisions on which utilities to mke sales to or
purchases from equi pnment ratings, maintenance outage
schedul i ng, and deci sions concerni ng equi pnent sizing and
| ocations. Thus, we should investigate the possibility of
operational mani pul ation of transm ssion systens that gives
merging utilities a conpetitive advantage.

Environmental Action et al. suggests that the extent of
t he geographic market may be uncl ear because transm ssion
constraints are physical or economc barriers to electricity
sales in many | ocations. DQOJ and TX Com caution the
Comm ssion not to rely too heavily on historical patterns of
trade in determ ning transm ssion constraints because open
access could create very different constraints in the future.

The second factor nmentioned by many comrenters as
significant in defining the geographic market is transm ssion
costs. 106/ For exanple, Mdison G&E believes that pancaking
of transm ssion rates can influence the extent of the market;
nor eover, postage stanp rates and di stance-sensitive rates
will lead to different nunbers of conpetitors. FTC believes
t hat geographic markets defined in ternms of distance-sensitive
rates woul d correspond to underlying cost conditions nore
accurately than markets defined in ternms of postage stanp
pricing. The MO Com proposes that nerging utilities be
required to specify the market regi on where they have a strong
conpetitive influence and file a study show ng both short- and

105 E.qg., DQJ, EGA, Environental Action et al., TX Com and
TAPS.

106 E.qg., DQJ, FTC, TAPS, NY Com TDU Systens, EEI
| ndustrial Consuners, ClNergy, Centerior, TDU Systenms, MO
Com Madi son G&E, and Com Ed. DQJ argues that it is
vital that the Comm ssion quickly replace its case-by-
case approach to transmi ssion pricing with a general rule
to avoid a nmerger policy that is inconsistent,
inefficient, and inequitable.
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| ong-run margi nal transm ssion costs for the region.
| ndustrial Consuners notes that transm ssion costs include
stranded costs.

Comrent ers nention various other factors as inportant in
defi ni ng geographic markets. Some note that institutional
arrangenents can affect the extent of the market. 107/ FTC
notes that differences in the degree and sources of geographic
conpetition may arise fromtenporal distinctions between
product markets such as existing transm ssion and generating
obl i gati ons.

FTC suggests that conputer nodels of transm ssion systens
be used to sinulate the effects of a snmall, non-transitory
price increase inposed by groupings of power suppliers over
various alternative geographic areas. This would allow us to
det erm ne whether the price increase would be profitable for a
hypot heti cal nonopolist and, therefore, which of the areas are
rel evant geographic markets. FTC al so suggests that the
Comm ssi on consi der devel oping sufficient data and system
nodeling tools to be able to screen nmergers expeditiously,
exam ning the likely rel evant geographi c market under
di fferent assunptions about future transm ssion rates,
different projected transm ssion inprovenents, and different
generation siting assunptions. However, Madi son G&E opposes
the use of nmodels. It says that nodels do not address
conditions in the market for delivered capacity and are
i nherently incapable of taking into account strategic behavior
or the potential effectiveness of threats.

Some commenters offer their views on the nmerits of a
generic verses case-by-case approach to defining markets. For
exanpl e, Sout hern believes that the Comm ssion should perform
case-specific analyses in which it weighs the effects of
significantly reduced entry barriers and open access. Di anond
and Edwar ds di sagree, suggesting that this approach is not
consi stent and that a better approach would be to | ook at a
| arge area and determ ne subregi ons based on trade patterns.

W sconsin Custoners warn that using theoretical bases to
determ ne the boundaries of the rel evant markets can be

m sl eadi ng because market power can be exercised even on an
hourly basis.

B. Deternm ning the Effect on Conpetition

Many comrenters recommend that once the rel evant narkets
have been defined, the Conm ssion determ ne the effect of a
nmerger on conpetition by exam ning market shares, narket
concentration, and ease of entry.

107 E.q., EEI, FTC, Industrial Consuners, and Centerior.
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1. Mar ket Shar es

Commenters offer various views on how to nmeasure market
shares and how frequently to do so. They generally argue for
nore frequent cal cul ati on of nmarket shares, particularly for
ener gy products.

DQOJ suggests that market shares can be assigned based on
producti on, sales, or capacity. It favors capacity because
electricity is a honogenous product and because the capability
of producing can be readily translated into actual sales. FTC
suggests, simlarly, that market shares nay refl ect either
out put or capacity. It argues that in honpbgeneous product
mar kets, capacity is a better measure, while in differentiated
product markets, output-based neasures are usually a better
i ndicator of firms' future conpetitive significance. The
structure of internediate-and |ong-term markets is reasonably
measured by capacity, and the structure of short-term markets
is reasonably nmeasured by output if differentiating factors
such as reliability and access are inportant. Madi son G&E
suggests that market shares for delivered firm capacity be
measured by uncommitted capacity, while market shares for
energy be nmeasured by the amount of deliverable energy at
conpetitive prices during the time period in question. EEI
suggests exani ning market shares associated with installed
capacity and uncommitted capacity or energy that are excess to
the capacity conmmtted to serve native |oad custoners,
exi sting contracts, and other obligations. Southern Conpany
bel i eves that excess capacity is a better indicator of a
nmerging entity's ability to exercise market power than is
total capacity.

Ot hers al so suggest that when cal cul ati ng market shares,
we excl ude contractual |l y-obligated capacity; for exanple, FTC
enphasi zes that capacity or output that is contractually
obligated may not be relevant to cal cul ati ng narket shares of
potential suppliers for other custoners. For instance, supply
that is contractually obligated to local load is unlikely to
be a part of the market for short-term capacity. Simlarly,
Sout hern Conpany clains that capacity conmtted to serve
native | oad, whol esale requirenents service, or sales outside
the rel evant market should not be consi dered.

As to the frequency with which nmarket shares shoul d be
cal cul ated, several commenters note that generation dom nance
can create anticonpetitive effects in localized markets during
certain times (daily, seasonally) due to transm ssion
constraints. Madison G& woul d cal cul ate market shares
beginning with the year in which the nmerger is expected to be
consummat ed and several years into the future. |t believes
t hat market shares for energy should be cal cul ated for peak
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and of f-peak periods. Simlarly, ClNergy proposes exam ni ng
mar ket conditions nonthly for energy markets to address
probl ens of market power in particular periods.

As a final word of caution, DOJ states that not all
mar ket shares are equal. For exanple, a utility nmay possess
mar ket power that is disproportionate to its nmarket share if
the marginal costs of that utility's generators are closest to
the market-clearing price for electricity in that market.

2. Measuri ng Market Concentration

There is wi de support anmong the commenters for using HH
anal ysis to nmeasure concentration in relevant nmarkets, but
many suggest nodifications. For exanple, EElI suggests that
consi derabl e judgnment is needed to arrive at the conbination
of HHI s that best reflects an appropriate structural analysis
of market power. |If several suppliers have enough excess
capacity to neet anticipated increnental nmarket requirenents,
t he Comm ssion can treat each as having an equal contribution
to market concentration. EGA suggests that we consider
reasonably predictable effects of recent or ongoing changes in
mar ket conditions, such as the creation of 1SOs, in
interpreting market concentration and nmarket share data.

Several commenters suggest that HH analysis be used as a
"screen" for market power to create some sort of "safe harbor™
all owi ng nmergers to be quickly approved if they neet certain
tests. 108/ For exanple, Southern Conpany believes that the
Commi ssi on should establish threshold HH |evels that woul d be
saf e harbors in the merger review process. It contends that
increases in market concentration resulting from nergers often
do not pose a significant threat to conpetition, and that
nergers are a nmeans by which industries and individual firnms
adj ust to market change to maxi m ze efficiency and consuner
wel fare. Simlarly, UiliCorp endorses HH screens, but
suggests that we consider the transitional circunmstances of
the electric utility industry in designing the screens. The
Comm ssi on should anal yze the effects of the nerger under
criteria simlar to those contained in the Guidelines if the
nmer ger does not pass the screen.

EElI and APPA argue that the Comm ssion need not be
concerned about nmergers with a post-nerger HH at or bel ow
2000 (that is, five equal-sized firns). However, EE
enphasi zes that selection of a particular threshold value is
based upon judgment, not science. The Comm ssion nmay want to
consi der specifying nore refined threshol ds based on

108 This "safe harbor"-type issue is discussed further
bel ow under "Procedures for Handling Merger Cases."
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experience in whol esal e power narkets. Precise nunerical HH
t hreshol ds are | ess inportant than how these thresholds are
used, that is, as screening devices to distinguish nergers
that are clearly benign fromthose requiring further scrutiny.
The Comm ssion should be nmi ndful that HH anal yses are based
on historical data and that changi ng regul ati on and nmarket
devel opnents that increase conpetition may all ow the use of

hi gher HHI thresholds or a nore liberal interpretation of
results. On the other hand, Central and South West proposes
t hat where HHI values are up to 2500, there should be a
rebuttabl e presunption that the region is workably
conpetitive. It believes that the market will eventually
enconpass all synchronously connected regi ons under the

Comm ssion's jurisdiction.

Some conmmenters caution against putting too nmuch enphasis
on HHI anal ysis, suggesting that the Comm ssion | ook at
addi tional factors. 109/ For exanple, Wsconsin PSC asserts
that HHI's (incorporating transm ssion constraints) can be used
as a screen but should not substitute for the Comm ssion
identifying potential discrimnatory practices in areas such
as mai nt enance, planning, system nodeling, equipnment ratings,
system desi gn, operation control, and use of generation, all
of which Wsconsin PSC asserts affect transm ssion
constraints.

Ot her comment ers suggest standards ot her than HH
anal ysis for determning if market power would result froma
merger. 110/ Some would require having at |east five
reasonably conparabl e suppliers, no single dom nant supplier,
and reasonably free entry to all segnents of the rel evant
mar ket . Di anond and Edwards opposes this view, stating that
t he nunmber of firnms and | evel of conpetition are only |oosely
rel ated; conpetition can be intense with only two firnms or
nonexi stent with many firms. |t suggests that the Comm ssion
entertain the possibility that in the internmediate term
conpetition anong the few (such as between regions), wth
appropriate market power mtigation neasures such as | SOs,
retail access, or divestiture, may be necessary as the
i ndustry noves toward "workabl e conpetition.™

NI EP argues that a merger should be presunmed to be anti -
conpetitive if the nerged entity would have a 20 percent
mar ket share, based on either generation sales or retail sales
within a reliability council area. Com Ed di sagrees,
contending that for an undifferentiated product |like electric

109 E.qg., East Texas Coop and W sconsin PSC.

110 For exanple, IN Com Industrial Consuners, and
Enviromental Action et al.
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power, the Guidelines suggest a higher figure of 35 percent.
NI EP further argues that mergers not presunptively
anticonpetitive would still be scrutinized on the basis of
whet her the merged firmcould sustain a 5 percent price

i ncrease.

Centerior and Com Ed oppose HHI analysis. Centerior
bel i eves that HH neasures are inadequate to neasure market
dom nance. Rather, an assessnent of market power shoul d be
based on the nunmber and characteristics of a custoner's
options. For exanple, if a customer could | ook at several
generation options and conbine themw th avail abl e
transm ssion, so that there are several "delivered power"
options, a proposed nmerger should be acceptable. Centerior
notes that EElI's criteria do not account for the potenti al
| oss of native |oad custoners, which could create excess
capacity that, under HH analysis, could lead to a finding of
mar ket power. An adequate market power screen could be based
on regional concentration of conpeting utilities in the
rel evant mar ket and/or narket shares, as proposed by EEIl.

Com Ed objects to any nmarket concentration ratio for
energy or even capacity markets based on a capacity neasure
because the capacity that utilities have avail able to nmake
econony energy sales fluctuates constantly, depending on
system conditions. Only generating units operating on the
margi n are capable of conferring any degree of market power,
and identification of those units requires a rigorous analysis
of the m x of generating units controlled by all utilities who
could participate in the market. This |Ieads ComEd to
concl ude that generating capacity is not a meani ngful
i ndi cat or of market power in the markets for either capacity
or energy. As an alternative to |ooking at market
concentration ratios, Com Ed suggests that we review act ual
conpetitive conditions and assess the potential for
anticonpetitive behavior by determ ning whether there are
f easi bl e market mani pul ati on mechanisns that are likely to
succeed. Com Ed argues that for the Conmm ssion nust recognize
as a conpetitive issue the likely effects of a proposed nerger
on the operations and costs of neighboring utility systens,
including effects on the |oadings of their transm ssion
systenms. EGA shares a simlar view, specifically recomrendi ng
that the Comm ssion focus on whether the nerger will increase
the transm ssion costs of potential conpetitors.

3. Ease of Entry

The Comm ssion received a nunber of conmments on
considering the possibility of entry by new conpetitors in
assessing market power. These coments address both the types
of entry barriers that m ght exist in the industry and the
i nportance of entry anal ysis.
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Comrent ers suggest that there are various barriers to
entry in this industry. 111/ These include existing | aw and
regul ati on and econom c incentives created by a utility's role
as nonopolist and conpetitor; regulatory approval
requi renents; the anmount of tinme it takes to nove from
pl anning to operation of new facilities; the existence of
excess capacity in the rel evant market; econon es of scale and
capital requirenments; favorable |location and access to raw
mat eri als; and access to distribution channels (including
access to transfer capability of the transm ssion system and
pancaked transm ssion pricing).

Some commenters believe that entry is a critical factor
in merger analysis. For exanple, Joint Consuner Advoc. and
TAPS argue that careful analysis will indicate significant
barriers to entry. TAPS notes that measures of market
dom nance such as concentration indicate whether a utility
currently can dictate price levels, while analysis of barriers
to entry indicates whether a utility can forecl ose conpetition
prospectively. NY Com urges the Comm ssion to focus its
anal ysis of barriers to entry on factors such as transm ssi on
power flow anal yses, availability of generation plants,
reserve margins, |oad pocket constraints, and system
stability.

Several commenters are skeptical that entry analysis, as
done in the Guidelines, nakes sense for the electric utility

i ndustry; they argue that entry will not mtigate narket
power. For exanple, Industrial Consunmers notes that the
CGui del i nes recogni ze that market power can be defeated if
entry is "easy," that is, tinmely, likely, and sufficient to

deter or counteract the anticonpetitive effects. However,

| ndustrial Consuners believes that entry into the transm ssion
and distribution business is not easy -- nor acconplishable in
two years -- given the nature of nonopoly franchises,
obstacles to siting, and "need justification” standard for
regul atory approval. Stranded cost recovery also raises a
significant barrier to entry by a new participant into the

mar ket, even under open access.

DQOJ notes that market entry is not likely to mtigate the
anticonpetitive effects of a nerger when there is chronic
excess capacity because a new entrant woul d have to recover
bot h operating and fixed costs, while the nmerged entity would
need to recover only operating costs until excess supply is
elimnated. FTC doubts that entry is significant for nost
el ectric power merger cases because it may take nore than two

111 These commenters include, e.d., Enviroment Action et al.,
FTC, Madison G&E, MO Com IN Com and NY Com
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years to conpl ete new generation and transmi ssion facilities
(due to lags in regulatory approvals and construction). These
fornms of entry are unlikely to respond to an anticonpetitive
merger in tine to deter or constrain the exercise of market
power. APPA al so believes that potential entry is not an
effective restraint where existing capacity is concentrated.

On the other hand, ClINergy suggests that even in the
short run, pricing behavior can be constrai ned by potenti al
entry because custoners can nmake long-termconmmtnments to
purchase from devel opers of new generation resources and
i ncumbent suppliers will account for potential |ong-termload
| osses in setting their prices in the short run. Southern
Conpany argues that with open access, entry is now easy.

4. Factors Affecting the Market Analysis That Can Change
Over Tine

There is substantial support anpong the commenters for the
use of dynanmi c standards, at |east to sone degree, rather than
static standards that may becone obsolete as conpetitive
energy markets devel op. Some 112/ recommend that we consider
both i nmedi ate and | ong-range effects of mergers. Ohers 113/
bel i eve that any anticonpetitive consequences should be
eval uated not only in the context of the industry as it is
structured today (vertically-integrated utilities serving both
at whol esale and retail), but also as to how the industry nay
evolve. UtiliCorp argues that we should al so consider the
current state of transition in the industry when we exam ne
nmerger applications that do not satisfy the market

concentration and conpetition screen. It notes that

requi renments contracts currently in effect inpede conpetition,
but will cause the potential anticonpetitive effects of
nergers to be exaggerated because nore alternatives will be

avai | abl e when the contracts expire.

Most comrenters argue that, although open access nmy
enl arge geographic markets and | ower entry barriers, we should
not expect that market power problens will disappear so that
nmerger analysis will not be needed in the future. They
beli eve that factors such as transm ssion constraints and | ack
of true conparability in the use of open access tariffs wll
continue to warrant market power and merger analysis. 114/

UtiliCorp recommends that the Conm ssion consider the

112 E.qg., Lubbock and Low I ncone Representatives.
113 E.qg., Com Ed and Cl Ner gy.
114 E.q., FTC, East Texas Coop, and I|ndustrial Consuners.
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contingencies of retail conpetition and restructuring as we
anal yze the future inmpacts on conpetition of narket
concentration, market power and mergers. Sout hern Conpany
contends that the Comm ssion should not consider retail
conpetition issues because state regulators are effective

wat chdogs who protect the interests of retail customers and
assess the inpact of nmergers on conpetition in retail markets.

W sconsin PS argues that opening retail markets to
conpetition will result in substantial uncommitted capacity on
the systens of nerging utilities and will put pressure on them
to market capacity through a nore intense use of their
transm ssi on systens. Centerior suggests that the market
anal ysis may need to consider the effect of conpetition
policies pronulgated by the state at the retail level in the
future. Excess capacity nmay increase if retail custoners get
the right to select a new supplier based solely on | ower
rates. Therefore, a utility that did not have market power in
the past may find that it has increased excess capacity and
may thus acquire narket power.

Cl Nergy suggests that restructuring should be considered
in the review of nergers only if there is a plan already
approved by the state regulator, with a set inplenmentation
schedul e beginning within three years of the consummation of
t he proposed nerger. Future potential changes in the basic
structure or regulation of the industry should be addressed by
exercising the continuing authority to suppl ement merger
orders under section 203(b), including the possibility of
requiring divestiture.

5. Consi deration of the Separate Effects of a Merqger
of Transm ssion and Distribution Facilities

A horizontal merger of vertically integrated utilities
can be viewed as a generation nerger, a transm ssion nerger,
and a distribution nerger. A nerger of transni ssion-owning
utilities may have various effects on the grid, such as better
pl anni ng, coordination, fewer pancaked rates, and strategic
control of regional transm ssion grids. NI EP urges the
Comm ssion to recogni ze that nergers of entities that own only
transm ssi on should not raise substantial conpetitive concerns
if the transm ssion is operated by an 1SO. CA Com and DQJ
intimate that mergers may occur in order to avoid pancaked
rates. CA Comrecomrends that the Commi ssion use the open
access tariffs to renove the anticonpetitive factor of
pancaki ng and thus make nergers |less attractive.

Several commenters address the effects of mergers at the
distribution level. 115/ Sonme argue that the consolidation of

115 E.q., CCEM and NI EP
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di stribution assets and the creation of large retail
nonopsoni sts are conpetitive concerns that we shoul d address.

I N Com believes that physical and econom c interactions blur
the distinction between the whol esale and retail sectors,
requiring that the effects on the retail market be considered
to analyze the nmerger inplications in the whol esal e narket.

It would reject a merger that has negative retail effects even
if the nmerger has positive effects in the whol esal e market.

O her comenters fault the Conm ssion for disregarding
mar ket power in the distribution sector of the industry. They
suggest that nergers are likely to increase barriers to entry
into the distribution market and nonopsony power over sellers
of generation. 116/ As l|larger distribution systens are
created through nmergers, smaller, independent generators nay
be di sadvant aged because they | ack the resources required to
nmeet thousand- megawatt solicitations with conplicated delivery
requi renments. Environnental Action et al. also contends that
the larger distribution systens created by vertical nergers
hei ghten the opportunity for anticonpetitive self-dealing
bet ween the distribution and generation arnms and di m nish the
prospect for effective retail conpetition.

6. Vertical Meragers

Com Ed suggests that, in the future, vertical or
congl onerate nergers rather than horizontal mergers nay offer
strategic opportunities to utilities. It recommends that our

nmerger policy be flexible enough to deal with differences in
t he concerns raised by such mergers and horizontal mergers.

7. Application to Electric Power Purchases

A few commenters raised the issue of nobnopsony power
stemming fromnmergers. Joint Consuner Advoc. points out that
a utility may exercise nonopsony power over sellers of
generation, obtaining power at a |lower price than its
conpetitors.

8. Li nked Consi deration of Contenmporaneous Mergers
That Have | nterdependent Market Effects

Several commenters argue that the Comm ssion should
consi der such nergers on a cunul ative basis. 117/ Some argue
t hat one nerger may alter the boundaries of the rel evant
geographi ¢ market in which the other merger occurs; that is,

116 E.qg., Joint Consumer Advoc, Enviromental Action et al.
117 E.qg., APPA, NRECA, Environental Action et al., Joint

Consuner Advoc., and Col orado Muni ci pal s.
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transm ssion constraints in one market may be altered by new
econony energy transactions associated with a nerger in a

nei ghbori ng market. APPA suggests consolidating

cont enpor aneous proceedi ngs that have interdependent market
effects. Col orado Municipals notes that regulating the

cunul ative effect of contenporaneous mergers nmay be difficult.
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[11. Comment s Concerning the Effect on Costs and Rates Factor

A. General Comments

Many comrenters consider the effect on costs and rates to
be a critical factor in deciding whether to approve a nerger.
118/ In fact, DQJ notes that the Guidelines recognize that
sone ot herwi se anticonpetitive mergers nmay be justifiable
because they produce inportant net efficiencies that, on
bal ance, benefit conpetition and consuners (for exanple,

t hrough rate
decr eases).

However, commenters supporting this approach differ on
how the costs and rates standard should be applied in cases
where conpetitive harmis shown. For exanple, TDU Systens
suggests that when a nmerger |essens conpetition, the
Comm ssi on should not give substantial weight to cost savings
and other benefits that could be achi eved absent the nerger.
Mor eover, the burden should be on the applicants to show that
benefits not attainable w thout the merger outweigh the harm

I N Com recomends that applicants be required to show a | ow
probability of harmto conpetition and to show significant,
guanti fiable net benefits to consuners. ClNergy believes that
t he consideration of benefits should be limted to ratepayer
protection and that applicants should be allowed to nake an
affirmati ve showi ng that such benefits will flow back to the
rat epayers.

Ot her comenters argue that the costs and rates factor
shoul d be abandoned. For instance, Com Ed suggests that
anal ysis of costs and rates has no place in an energing
conpetitive arena as long as nergers do not harmthe
conpetitive market, because prices will be set by market
forces and customers can choose their suppliers based on
price. Southwestern PS supports this view, arguing that nost
regul atory cost and rate issues that remain rel evant are
retail-related and under state jurisdiction; the Conm ssion
shoul d defer to state conm ssions on such matters.

O hers state that the analysis of the effect of the
nmerger on rates is one of the nost costly conponents of a
merger analysis. 119/ They assert that in a conpetitive
environnment, there will be little need for the Comm ssion to
specul ate about future costs, as utility managers will be
reluctant to enter into nergers that would i ncrease costs.

118 E.qg., CINergy, TDU Systens, IN Com DQJ, and Centerior.

119 E.a., ClINergy, PaineWbber.
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EElI argues that elimnation of the costs and rates
anal ysis woul d substantially reduce the tine to prepare a
merger application and the Conm ssion's tinme to process it.
Al t hough nerger efficiencies can be substantial, their
measur enent and all ocation serve a |imted purpose in the
Comm ssion's analysis. Merger applicants should not be
required (but can volunteer) to denonstrate nerger
efficiencies as part of a filing.

B. Deterni ning the Net Benefits

We received a variety of coments on how to determ ne the
benefits of a merger, the costs of the nerger, and the degree
to which one offsets the other. Many parties stress the
i nportance of rate reductions. 120/ International Brotherhood
contends that in an era when custoners should be able to
anticipate rate reductions from conpetition, rate freezes are
not sufficient. Com Ed agrees that consideration of cost and
rate inpacts may still be appropriate for segnents of the
i ndustry that are not conpetitive (transm ssion and
distribution). The KS Com asserts that cost savings from
conbi ni ng the nerging conpani es' stand-al one transm ssion and
di stribution systens should be eval uated and that we shoul d
requi re assurances that efficient transactions cannot be
arbitrarily discouraged in favor of the nerged entity. Sone
contend that we should | ook at the effect of a nmerger on the
costs and rates of conpetitors; however, they admt that this
may be anot her way of assessing the effect of the nerger on
conpetition.

Many comrenters 121/ assert that no wei ght should be
given to efficiencies and benefits that can be obtained by
nmeans ot her than the merger. CA Com suggests that formation
of 1SOs may provide many of the transm ssion operational and
efficiency benefits typically clainmed by nerger applicants.

Ot hers suggest that the Open Access Rule will facilitate
coordination anong utilities so that in sone cases, nergers
will not be required to achi eve econoni es. 122/ Some argue

t hat we should refuse to count as a nerger benefit the
substitution of efficient practices for inefficient practices
that could be achieved without a nmerger. 123/ Personnel
reducti ons nmay be one exanple, as nmany businesses are

120 E.qg., NV Com NRECA, Joint Consuner Advoc., and TX Com

121 Including APPA, EA & CF of A, IN Com East Texas Coop,
Oter Tail, and Industrial Consuners.

122 E.q., Environmental Action et al., IN Com

123 E.qg., Industrial Consunmers and Environental Action et al.
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downsi zi ng wi t hout nerging. OK Com contends that many of the
efficiencies proposed to be passed al ong to custonmers through
| ower rates may actually reflect unavoi dabl e cost reductions
forced upon the merging utilities by conpetition.

However, Southern Conpany cautions that, in assessing
what nerger savings could be achi eved through coordination
wi t hout a nerger, the Conmmi ssion nmust consider section 1 of
t he Sherman Act, which prohibits certain joint actions as
anticonpetitive and restricts the sharing of information
bet ween conpetitors. What appear to be benefits achi evable
outside the nmerger may only be achievable if the conpanies
illegally collude.

NY Com proposes that, instead of relying on clained
nmerger benefits related to scale econonies, the Conm ssion
should | ook at the results of the nmerger: how the nerger wll
af fect price, ease of conpetitive entry, and quality of
service (for exanple, closings of customer service centers).
Envi ronmental Action et. al. believes that, in conparing costs
and benefits, the acquisition cost and its rate treatnent
shoul d be considered; it suggests that the Commi ssion reject a
nmerger if the merged conpany intends to seek recovery of the
acquisition premumfrom captive custonmers. OK Comis
concerned that mergers may require utilities to incur costs
such as construction of transm ssion lines to neet the
i ntegration requirenent.

Some commenters contend that the Comm ssion should not
count clainmed savings if the applicants are not willing to
bear the risk of not achieving the savings. 124/ They say
that the level of claimed savings is typically insignificant
conpared to total conpany costs. Industrial Consumers argues
that the concept of savings from"deferral" of capacity is
meani ngl ess.

Wth respect to how net benefits of a nmerger should be
cal cul ated, sonme comenters mmintain that clainmed savings
shoul d be discounted to present value, as cost savings
tonmorrow are worth | ess than cost savings today. 125/ RUS
recommends that the Conm ssion cal culate the "revenues gai ned"
by the prospective nmerged entity, adapted fromthe revenues
| ost approach set forth in Open Access Rule for determ ning
stranded cost exposure on a net present val ue basis. 126/

124 E.qg., Joint Consumer Advoc., TX Com and Environental
Action et al.

125 Industrial Consuners, East Texas Coop, and RUS.
126 Open Access Rule, 61 Fed. Reg. at 21, 662.
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Several commenters contend that the savings clainmed for
previ ously approved nmergers did not materialize. They urge
the Commi ssion to scrutinize clainmd savings nore carefully.
127/

Low- I ncome Representatives recommends that the Conm ssion
carefully scrutinize clainmed savings to ensure that cost
reducti on does not nean service or quality reduction.
Enviromental Action et al. notes that despite the vigorous
efforts nmade by merging conpanies to win nerger approvals wth
prom ses of rate reductions, little tine is spent in
Comm ssi on proceedi ngs reviewing the effects on rates. It
bel i eves that nmore scrutiny on rates in the nerger proceeding
will establish nore clearly, before final conmtnents are
made, who is bearing what risk. It also explains that there
are good reasons to be skeptical about savings froma proposed
consol i dation of generating assets because studi es suggest
that unit scale econom es are reached at 400 MW and nmulti-unit
pl ant econonmies at 1600 MW Simlarly, NRRI states that for
the majority of firnms in the industry, average costs woul d not
be reduced through the expansi on of generation, nunbers of
customers, or the delivery system

C. Allocation of Benefits and Costs

Several commenters raise the issue of how net benefits
shoul d be allocated between investors and custoners. East
Texas Coop says that net benefits should not include any part
of the benefits allocated to sharehol ders; benefits not
al l ocated to ratepayers cannot be clainmed as a benefit to the
public interest. APPA and NRECA want the Commi ssion to
devel op standards for allocating cost savings and ot her
benefits anpbng custoners, ratepayers, and sharehol ders. NY
Com further proposes that requiring merger applicants to share
cl ai med savi ngs between custoners and sharehol ders woul d
di scourage utilities fromoverstating the clained benefits of
a nerger.

Some commenters argue that an acquisition premiumis a
cost of the nmerger that should not be recoverable from
ratepayers if it would lead to an increase in rates. 128/ NY
Com contends that allow ng recovery of such prem uns from
rat epayers may inflate purchase prices and result in
exaggerated clainms of merger savings to increase chances of
approval, rewarding the purchaser. OK Com would give rate

127 Joint Consumer Advoc., TX Com Industrial Consuners, and
NRECA.

128 E.qg., Joint Consunmer Advoc. and NY Com
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consideration to an acquisition adjustment for nergers

determ ned to be consistent with the public interest, and says
that states should have a role in defining the public
interest. Environental Action et al. would prohibit the
nmerger if the merged utility has a retail sales nonopoly and
the state does not have a policy of excluding the acquisition
premumfromretail rates

Environmental Action et al. also believes that the proper
cost allocation arrangenent for a nergi ng conpany, where the
customer groups have different cost histories associated with
different assets, is to have the price charged by the seller
ininter-affiliate transactions be a market price. 1In this
manner, the "buying" customers will take the power only if it
is the best price on the market, and the "selling" custoners
will receive a reward comensurate with their risk. |[If the
nmer gi ng conpani es cannot, under this treatnment, cone up with
sufficient benefits to satisfy the acquired conpany, the
nmer ger does not neet market standards and shoul d not be
approved. Environmental Action et al. clainms that any other
approach makes the acquiring conpany's ratepayers unwilling
donors to the financial success of an expansion strategy.

V. Comments Concerning the Effect on Requl ati on Factor

Most comrenters agree that regulatory inpact continues to
be rel evant and inportant. EElI argues that nergers could
af fect regulatory effectiveness either through inmpacts arising
fromthe transfer of authority from one regul atory
jurisdiction to another or problens associated with cost
al l ocation. EElI notes that merger does not change the
Comm ssion's authority over transnmi ssion in interstate
commerce and sales for resale nor state conmm ssion authority
over retail rates. Neither does nerger affect the
Comm ssion's ongoing jurisdiction to determ ne cost allocation
and to specify proper accounting treatnment of cost allocations
generically.

Several commenters stress that mergers resulting in
multi-jurisdiction utilities and creating possible federal
preenpti on deserve special attention. 129/ OK Com al so argues
t hat regional regulatory bodies may be necessary in the future
and is concerned that nmergers can interfere with their
ef fecti veness and formati on.

Cl Nergy disnisses the rel evance of the effect on
regul ati on, given that the Conm ssion has held that a transfer
of jurisdiction fromone regulatory body to another in no way

129 NV Com W Com and NRECA.
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inplies that regulation will be any |less effective. 130/
Cl Nergy agrees with the Comm ssion's hol di ng and suggest that
the regul atory effectiveness criteria be elimnated.

Ot hers comenters stress the inportance of this factor,
but link it to other factors. Southern Conpany recomrends
that analysis of this factor should be subsumed within
anal ysis of the nmerger's inpact on costs and rates. APPA
bel i eves that the analysis of the nerger's inpacts on
regul ati on should be linked to a requirenent that nerger
produce affirmative public benefits, including structural
changes that enhance conpetition and reduce the need for
regulation. It also argues that the Conm ssion should give
def erence to state action when assessing the inpact on state
regul ati on, although the Conmm ssion nmust make the final call
on this factor.

V. Comments Concerning the & her Commpbnweal th Factors

The ot her Commonwealth factors are evidence of coercion,
t he proposed accounting treatnment, and the reasonabl eness of
t he purchase price. These factors elicited very little
comment. As to evidence of coercion, a few comenters suggest
that this should be eval uated by the marketplace rather than
by the regul atory process. 131/ Several comenters say that
this factor should only be considered if soneone denpbnstrates
that it is relevant. 132/ OK Comis anong very few comrenters
who favor the retention of coercion as a criterion. It
suggests that coercion is a nmeans by which sonme conpanies try
to gain oligopolistic control of the market in the com ng
conpetitive environnment.

As to the accounting treatnment, some conmenters support
elimnation of accounting concerns as a factor. 133/
Pai neWebber notes that nost recent mergers were nergers of

130 Entergy Services, Inc. and Gulf States Utilities Conpany,

62 FERC 61,073 at 61,373-74, order on reh'a, 64 FERC
61,001 (1993), appeal pending, 94-1414 (D.C. Cir).

131 East Texas Coop., EEI, Pai neWebber, and Sout hern.
132 Florida and Mont aup.

133 East Texas Coop., EEI, and Pai neWebber. Although they do
not support keeping this factor, EElI and Pai neWebber
suggest that in light of broad industry changes, this may
be the right time for a generic re-exan nation of
accounting concerns, of which accounting for nergers
could be a part.
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equal s, involving mnimal prem unms over current market prices.
It suggests that a simlar market discipline would likely
cause sharehol ders to reject nerger transactions involving
| arge nerger prem unms and excessive anortization. Florida and
Mont aup argue that the accounting treatnent of a nerger should
not be an issue for hearing unless an applicant seeks
treatnment different fromthe Conm ssion's standards. Southern
Conpany contends that the Conm ssion's analysis of this factor
shoul d be subsumed within the anal ysis of the nerger's i npact
on costs and rates.

NY Com and OK Com are concerned about the accounting
consequences of mergers. OK Com favors retention of the
hi storical cost approach to accounting for plant acquisitions
during nergers and business conbinations until conpetitive
mar ket structures are achieved at the national, regional, and
state levels. NY Com also urges the Conmmi ssion to continue to
require unrestricted access to all books and records of newy
nmerged entities.

We al so received a few comments on | ooking at the
reasonabl eness of the purchase price as a factor. A nunber of
commenters 134/ urge that the Comm ssion should not substitute
its judgnment for that of market forces, which will deterni ne
t he reasonabl eness of the purchase price. Ohers 135/ believe
this issue should be exam ned only if its relevance is raised.

However, OK Com argues that purchase price retains sone
relevance in this era of diversification. It is concerned
that the purchase price may be based on expected returns on
non-regul ated i nvestnments, which, if they fail to materialize,
may dilute utility stock.

VI . Procedures for Handling Merger Cases

A. Comments Concerning Filing Requirenents

Some comenters 136/ urge the Commi ssion not only to
spell out the precise standards it will use to review merger
applications, but also to establish understandable filing
requirenents that clearly identify the necessary information
on the effects of the proposed nmerger on conpetition and on
rates. [East Texas Coop says that having nore substantive
filing requirenents and early access to conputer studies and
simul ati ons woul d benefit all parties and the Comm ssion.

134 Cl Nergy, East Texas Coop, EElI, Pai neWebber, and Sout hern.
135 Florida and Mont aup.

136 M ssouri Basin, N EP, Centerior, Florida and Montaup,
APPA, and Sout hern.
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Low- I ncome Representatives believes that a nerger applicant
shoul d be required to show that there is workabl e conpetition
for each custoner class in any nmarket in which it

partici pates. NY Com proposes that the Comm ssion require
nmerger applicants to submt estimates of the price elasticity
of both supply and demand in the rel evant markets, and an
anal ysis of entry barriers to new supply. Southern Conpany
advocates the adoption of filing requirenents designed to
support use of the Guidelines, as nodified for the electric
power i ndustry.

Comrent ers al so recomend that the Comm ssion adopt new
filing requirenents to enhance and expedite our anal ysis of
the rate inpacts of nerger applications. Florida and Montaup
argue that the Commi ssion should set out filing requirenments
related to nerger cost and savings, which would have to be et
only if the applicants claimthat the merger results in
consumer savings. International Brotherhood asks the
Comm ssion to require nerger applicants to file an econonic
i npact statenent analyzing the effect of the proposed savings
(many achi eved through | ayoffs) on the econony of the
comruniti es served.

Proj ect proposes that the Comm ssion require merger
applicants to include an assessnent of the environmental and
rel ated econom c inpacts of the planning and operati onal
changes that are expected to result fromthe nerger. The
required informati on would include changes in dispatch,
resource planning procedures, and resource acquisition plans;
changes in enissions of SO, NOx, CO, and particul ates; and
changes in resources devoted to research and devel opnent, DSM
prograns, and renewabl e technol ogy investnments.

Many utility commenters want a faster nerger
consi deration process. 137/ Sonme claimthat delays in
processi ng nerger applications harmthe public interest in
various ways: utilities |lose the ability to respond to market
forces quickly (thereby retarding proconpetitive restructuring
efforts); benefits to consumers are postponed; investors
experience uncertainty (creating problens in capital markets
and the efficient flow of capital); utility enpl oyees | ose
productivity as doubts |inger about their future roles; and
the public |loses confidence in the regulatory process. Sone
commenters argue that we could act faster if we | ooked at any
one or two of the Commobnwealth factors. 138/

137 E.q., Texas Utilities, Southwestern PS, Sierra Pacific,
Sout hern Conpany, Utili Corp, and EEI

138 E.qg., Southwestern, Southern, and PS Col orado.
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Com Ed believes that in the com ng conpetitive
mar ket pl ace, it will be inportant for the Conm ssion not to
al l ow the merger approval process to becone captive to
intervenors, who allegedly are often seeking nerely to gain a
conpetitive advantage through delay. Noting that the DOJ and
FTC initial review process can be conpleted within 30 days,
Com Ed and ot hers question why the Commi ssion's review needs
to take significantly |onger.

Some comenters ask for faster merger consideration for
certain types of nmergers, 139/ particularly for uncontested
applications; nergers between a utility and a non-utility
firm mergers between affiliates; and nergers between small
non-dom nant utilities. Haves and Brehrenda al so advocate
expedited treatment for: a disaggregation (an internal
di saggregation within a hol ding conpany, a spin-off to
shar ehol ders, and a di saggregation coupled with a nerger); a
merger of a jurisdictional electric utility with a gas

utility; a conbination of non-interconnected electric
utilities; and a nerger of a jurisdictional utility with a
conpany that is not an electric utility, even if the latter

owns a power mar ket er.

Some utility comrenters 140/ recommend that we identify
specific time frames or thenmsel ves suggest time frames for the
Comm ssion either to rule on the application or to request
further information. Florida and Montaup argue that we shoul d
not routinely set all nerger cases for hearing. The
Comm ssi on shoul d use procedures that would all ow intervenors
to conduct voluntary discovery before an application is set
for full hearing and refer the proceeding to an Adm nistrative
Law Judge (ALJ) for the limted purpose of resolving discovery
i ssues. Anot her suggestion is that we streanline discovery
and coordinate the activities of parties with simlar
positions during the hearing and the briefing phases of cases
set for hearing by working the ALJ. 141/

On the other hand, some comrenters argues that nergers
that create large utilities are being processed too quickly.
142/ They say that intervenors do not have time to obtain
i nformati on and devel op a case. Sone of these commenters urge

139 Utili Corp, PaineWbber, PanEnergy, Com Ed, Centerior,
Sout hern, APPA, NRECA.

140 E.qg., Sierra Pacific, UtiliCorp, MdAnerican, and PP&L.
141 PP&L.

142 E.qg., International Brotherhood, Joint Consuner Advoc.,
East Texas Coop, and Environental Action et al.
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the Commi ssion to |l engthen the time period for interventions
in merger proceedings, and to pernmt intervenors to conduct
di scovery during this period. East Texas Coop al so requests
that the Comm ssion not allow answers to protests and not
al l ow nmerger applicants to have a formal right to "the | ast
word. "

APPA and East Texas Coop both oppose the adoption of
strict time schedul es for Comm ssion action. Many comrenters
urge the Conmi ssion not to approve a nerger before it can
assess adequately the effects of increased concentration in
t he industry.
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B. Saf e Har bor Suggesti ons

DQJ and EGA urge the Comm ssion to "refine and sharpen”
the focus of its merger review analysis so that nergers are
processed nore efficiently, with desirable nmergers receiving
swi ft approval, while undesirable nergers are set for hearing.

Ot her commenters 143/ suggest that we use a two-stage
process allow ng a nmerger passing a safe harbor test to be
approved quickly. EElI proposes detailed regulations covering

pre-filing consultation, initial filing requirenments, a two-
step review process based on an initial narket power screen
(consisting of an initial filing and an initial finding

order), the hearing process, appeal, and interests to be
bal anced by the proposed regul ati ons.

Comrent ers generally suggest that the first stage
anal ysis be sinple, with basic filing requirenments and, if the
appl i cants pass certain nerger screens, approval would be
automatic or quick, perhaps with a paper hearing.
Applications that do not pass the merger screen would face
additional, nore detailed filing requirenents and a nore in-
depth second stage anal ysis, probably with a trial-type
hearing. Sone would all ow anple opportunity to settle,
however, and so avoid a | engthy hearing.

EElI urges that if a merger does not pass the initial
merger review screen, it should not be rejected; rather, this
nerely indicates that the Conm ssion needs to consider other
evi dence regarding the nerger's inpact on the conpetitive
mar ket .

East Texas Coop's two-stage procedure has a slight
variation: the opportunity for an intervenor to show that a
proposed nmerger will result in the strategic control of
transm ssi on assets, even if the merger application passes the
Comm ssion's stage-one screens.

Some commenters 144/ propose that if the safe harbor
screens are satisfied, the merger should be approved
automatically, either by the Comm ssion's staff under
del egated authority or under a "linmted review' procedure.
Under the "limted review' procedure, the case woul d be
referred to an ALJ with a short time schedule to render a
deci sion, after which approval would be granted by staff
t hrough del egated authority unless the ALJ or staff deterni nes

143 E.qg., Texas Utilities, Southern, EGA, DQJ, ClNergy, East
Texas Coop, and NRECA.

144 E.qg., Hawes and Behrends.
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that the issue should be considered by the Conm ssion.
PanEner gy al so argues that an unopposed merger shoul d be
approved by del egated authority w thout a hearing.

Various factors were suggested for setting the screens.
Comrent ers suggest that the Comm ssion consider the merged
conpany's absolute size, its nmarket share, its ownership or
control of transm ssion, its affiliation with suppliers of
conpeting forns of energy (such as natural gas), absolute
mar ket concentration, the effect of the nerger on narket

concentration, whether a small group of firms could act in a
[

col l usi ve or coordi nated manner, whether the acquisition is by
a new entrant, and the existence of barriers to entry in the
whol esal e generation market in which the nmerged entity would

partici pate, anong other factors.

A nunmber of comenters 145/ reconmend that the Comm ssion
use mar ket concentration screens simlar to those adopted by
DOJ and FTC. Wth regard to the HH screen used in the
Gui delines, DQJ uses two HH screens for a horizontal merger:

(1) the increase in the HH caused by the merger, and (2) the
post-nmerger HHI. The Guidelines indicate that a nmerger falls
within a safe harbor if the post-nerger HH for the rel evant
mar ket is no higher than 1,000 or the increase in the HH is
no nmore than 50. (The HHI approaches 0 if there is a large
number of small conpetitors, and is 10,000 if there is just
one firm) APPA would screen fromfull analysis any merger
for which the market's post-merger HH is | ess than 1000.

Ot her comenters 146/ oppose a safe harbor or two-stage
screeni ng process to expedite nerger approval. Some argue
that this proposal would not give the Commi ssion enough tine
to closely scrutinize the effects of the nerger on such
i nportant factors as barriers to entry and short-term nonopoly
rates. PP&L argues that the Comm ssion should not use nerger
screens until it has nore experience with analyzing nergers in
a nore conpetitive electric market.

C. Coordination Wth O her Agenci es

Many comrenters say that the Commi ssion shoul d coordinate
its consideration with that of other state or federal
agencies. The New York Comm ssion calls for inproved
coordi nati on between the Conm ssion and the states in order to
give the industry clear regulatory guidance on the treatnent
of mergers during the transition to conpetition. NARUC, CA
Com and I N Com suggest several alternative coordination

145 E.qg., Utilicorp.
146 E.qg., PP&L, Joint Consumer Advoc.
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options. Commenters offered the followi ng specific proposals
on how t he Conm ssion coul d coordinate better its merger
review with those of the states.

First, several commenters support having a "scheduling
conference" with the Comm ssion and all state regul atory
agenci es. NARUC suggests that, when the Comm ssion receives a
nmer ger application, we should convene a scheduling conference
with representatives of the relevant state comm ssions to
coordi nate the schedules for the federal and state reviews of
the merger applications. Such an arrangenent would permt
each agency to consider the merger proposal fully, while al so
providing state regulators with the means of conveying their
views to the Comm ssion. Sierra Pacific urges us to rely nore
frequently on joint conferences with state regulators. 147/
Such an approach woul d expedite the processing of nergers,
limt unnecessary duplication of procedures, and produce nore
uni form federal -state results.

Second, several comrenters recomrend that the Comm ssion
|l et state regulatory conm ssions conplete their review and
then comment in the Comm ssion's proceedi ng. 148/ NARUC and
ot hers observe 149/ that during the state proceeding, state
regul ators cannot take a position in a Comm ssion proceedi ng
wi t hout prejudging the outconme of the state proceeding. They
ask that the Comm ssion defer its decision until after state
proceedi ngs have been concl uded, or that we give states a
reasonabl e opportunity to conclude their proceedi ngs before
they must file testinony here. Simlarly, APPA argues that
t he Comm ssion should give deference under FPA section 201(b)
to state determ nations by adapting our procedures to all ow
states to intervene after state review is conpleted. The
Comm ssi on coul d di stinguish between two kinds of state
intervenors: state consuner advocates or executive branch
representatives, who nust nmeet the same intervention
requi renents as do other parties; and state comm ssions acting
in parallel on the same nerger application, who would file
| ater.

Third, a number of commenters say that there should be
sone joint federal-state vehicle to coordi nate nerger
consideration with state regulators, such a joint filing
requirenent, a joint record, or a joint proceeding. 150/

147 Citing Subpart M of our Rules of Practice and Procedure
(sections 1301, et seq.)

148 E.qg., NARUC, APPA, KS Com Environmental Action et al.
149 KS Com Environmental Action et al.
150 NARUC and Sierra Pacific.
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Environmental Action et al. suggests that a nerger application
shoul d be filed as one docunent with the Conm ssion and

rel evant state regulatory conm ssions at the sanme tinme. PP&L
asks that we require any state applications to be filed

simul taneously with and attached to the Comm ssion
application. NARUC suggests that a joint record be devel oped
by the Comm ssion and the states. It also suggests that the
Comm ssi on consider a joint proceeding. However, PP&L opposes
this, arguing that because state commi ssion issues and
procedures nmight differ considerably fromthose before the
Comm ssi on, joint or concurrent hearings probably would not
save any resources and could conplicate the hearing process.
Accordi ngly, PP&L argues that we should continue to process
nmergers separately fromthe states.

Fourth, sone parties say that the Comm ssion should defer
to state comm ssions on certain matters. Some argue for
def erence regarding a nmerger's effect on retail costs and
rates. 151/ Pai neWebber argues that the responsibility for
determ ning the effects of a nerger on retail custoners is not
subject to this Conm ssion's review. NARUC, however, says
that both state and federal regul atory agencies should
evaluate a nmerger's effect on rates, as well as on generation
conpetition and on access to transnmission facilities.
Simlarly, sone parties argue that the Comm ssion should
generally defer to state comm ssions regarding the inpact of
nmergers on conpetition in retail markets. 152/

151 E.qg., Southwestern.
152 Sout hern, NY Com and OH Com
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Anot her suggestion is raised by the Chio PUC, which
proposes a specific new process for federal -state coordination
of merger consideration. The purpose is to analyze narket
power in unbundled electric service markets, with the
Comm ssi on assessing the nmerger's effect on transmni ssion
mar ket power and the state conm ssions assessing the merger's
i npact on generation and distribution nmarket power. The
proposal contains five steps: (1) the applicants file their
applications simultaneously at both the federal and state
| evel s; (2) each state comm ssion deterni nes whether the
merging utility operating in the state has pre-nmerger market
power (with the several states sharing their data resources,
nmet hodol ogi es, and nodel i ng capabilities, and possibly
undertaking a joint review); (3) the Conm ssion analyzes the
transm ssion systens affected by the nerger, relying on a
Gui deline-type analysis to assure that transm ssion
constraints do not create barriers to entry by conpeting
generators; (4) all regulators then collaborate to deterni ne
if the nmerging entities will |ikely possess any regional post-
merger market power; and (5) the nerger is either approved
outright, approved with conditions, or set for hearing by the
various regulators. Whether it is set for hearing would
depend on whether there is agreement anong the state
regul ators that the applicants will possess no |ocal or
regi onal generation market power, and whet her the Comm ssion
determ nes that no transmi ssion barriers to market entry can
be identified.

DQOJ urges the Conm ssion to adopt the Guidelines so that
there will be consistency between DQJ and the Conm ssion. As
di scussed above, many others echo this view. PP&L urges the
Comm ssion routinely to obtain the views of DQJ and the FTC
about each nmerger application. Further, PP&L suggests that
t he Comm ssion could require an evidentiary hearing if DQJ or
the FTC suggests that a hearing is necessary or opposes the
merger. PP&L al so proposes that the Conm ssion require the
filing of the Premerger Notification fornms that nerging
parties must file with the DQJ and the FTC under the Hart-
Scott-Rodino Antitrust |Inprovenments Act. 153/ PP&L cl ains
that the information in these fornms would be useful to the
Comm ssion in evaluating mergers.

Several commenters argue that we should |imt the scope
of merger proceedings to issues that are directly related to
the nmerger and not allow intervenors to raise extraneous
i ssues or extract concessions. 154/ Moreover, we shoul d not

153 15 U. S.C. 18a (Supp. 1996).
154 E.qg., Southwestern, Com Ed.
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use merger proceedings as an alternative nmeans of pronoting or
requiring the generic restructuring of the electric industry.
155/

D. Renedi es

No commenter says that a merger nust be rejected if it
fails initially to satisfy the public interest test.
Comrent ers recomrend certain courses of action to renedy the
initial failure. These include itenms such as: settlenent; a
merger condition closely related to the difficulty (i.e.,
di vestiture, releasing whol esal e custonmers); and voluntary
mtigati on nmeasures.

Several commenters ask the Commi ssion to nonitor the
effects of a nerger after it is approved either to verify
clai med benefits or to detect anticonpetitive effects that
escaped the analysis. 156/ W could grant relief from
negative effects or inpose new conditions. 157/ APPA
recomends t hat approval of a nmerger be conditioned on a post
hoc revi ew of market performance, including consideration of
the effect on rates. EGA suggests that the Comm ssion shoul d
i npose "provisional" or "contingent" conditions on a merger;
that is, conditions that the merged conpani es nmust conply with
if certain future circunstances occur.

Cl Nergy suggests post-nerger analysis as an alternative
to extensive pre-nmerger analysis. It urges the Comm ssion not
to burden nerger applicants with a requirenent to forecast
potential merger effects under various industry and state
restructuring scenarios. Such a requirenent would paralyze
t he merger application process and yield only specul ative
results. ClNergy suggests that, if the Comm ssion does ask
for such an extensive analysis, we should offer nerger
applicants the alternative of filing a new market anal ysis
every three years for ten years after merger approval; as a
condition of nerger approval, the applicants would agree that
if the Comm ssion finds too nmuch market power in a new market
anal ysis, they will inplenment any necessary mtigation
measures, including generation divestiture.

On the other hand, some comrenters advi se agai nst post-
nmerger reviews and conditions. 158/ They argue that ongoi ng
Comm ssion review or a suggestion that approval may be

155 E.qg., Southwestern, Southern.

156 E.qg., APPA, Joint Consumers Advoc., NRECA.
157 E.q., APPA, EGA, NRECA.

158 Anong ot hers, Pai neWebber.
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reversed woul d introduce uncertainty in the nmarket and prevent
t he proper pricing of a nerger.

Most comrenters do not deny that the Conm ssion has
aut hority under section 203 to inpose conditions on its
approval of a nmerger. Rather, sonme commenters debate the
scope of such conditions. 159/ Several say that the
Comm ssion has the authority to i npose conditions only if
there is a detriment to the public interest, and then only in
ways related to the specific detrinmental effects. Florida and
Mont aup asserts that there is no authority to order
di vestiture as a condition.

Proj ect recogni zes that NEPA does not expand our powers
under the FPA. However, it says that the Comm ssion has anple
authority under the FPA, given its NEPA obligations, to
condition its approval of mergers to pronote NEPA goal s and
pol i ci es.

Several comenters urge the Comm ssion to inpose a
particul ar condition on its approval of all or nmost mergers.
Their principal argunent is that mergers generally have a
negative effect on conpetition. Recently, the Comm ssion
count er bal anced this effect by requiring open transni ssion
access, which enhanced conpetition. The Comm ssion should
repl ace the open access condition with a new condition that
enhances conpetition to ensure that the nerger is
proconpetitive. TAPS, for exanple, supports this view

Ot her commenters would i npose a condition only to renedy
a specific problem For exanple, EGA and DOJ argue that the
Comm ssi on should i npose a proconpetitive condition only to
prevent harmto conpetition. TDU Systens suggests that the
Comm ssi on consider mtigation of harmto conpetition only
after it has assessed the |likely conpetitive consequences of
an unconditi oned nmerger on the market structure. TDU Systens
al so believes that we should renmedy each |ikely
anticonpetitive effect of a merger, even in cases in which the
nmerger overall seens likely to have public benefits.
Environental Action et al. would approve nergers with
anticonpetitive effects only if the Comm ssion can inpose
conditions that will mtigate the anticonpetitive effects of
t he merger.

Some comment ers di stinguish inposing a condition on a
nmerger (for exanple, an open access tariff that nust be filed
for the nerger to be approved) from conditional approval of a
nmerger (the nerger is approved for now but if it has a

159 For exanple, FTC, PS Col orado, Southwestern, and
Sout her n.
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negative effect, the approval can be revoked or made subject
to a new condition). Several comenters (e.d., NRECA, PP&L
and RUS) caution the Conmi ssion to use only sparingly its
authority to approve nergers on a conditional basis. Wile
this "reach-back"” authority may be appropriately used in
"fast-track"” nerger approvals, it should not be routinely
relied upon as a substitute for either the rejection or
mtigation of mergers that are likely to have significant
anticonpetitive effects.

Centerior argues that conditioning authority should be
used sparingly and only in those situations where the
Comm ssion finds that there is a high possibility of specific
harmto conpetition. Comenters offer several argunents
agai nst inposing a generic merger condition or having a | ow
threshold for inposing a condition.

Not all mergers are alike, so it is not appropriate to
i npose the sane condition on all nerger approvals, according
to others. 160/ A condition should be related to the effects
of a specific nerger.

Sout hern argues that any generic nerger conditions would
go far beyond the approach of the Guidelines, which are ained
nmerely at preventing nmergers that would "create or enhance
mar ket power or facilitate its exercise. Generic nmerger
conditions are typically designed to require merger applicants
to establish positive nmerger benefits, contrary to FPA and
antitrust precedent. Sone argue that we should not use nerger
approval as a tool for achieving an unrel ated policy goal.
They say that this would di scourage proconpetitive mergers.
161/

Comrent ers proposed over a dozen specific conditions for
nmer ger approval. Some conditions are proposed for all nergers
and others to renmedy a problemwith a specific nmerger. Most
of the suggested conditions are designed to mtigate market
power or to ensure that rates do not increase as a result of
the nmerger. The proposals are to require the nerged conpany
to:

(a) Forman I SO
Some urge the Commission to require nmerging parties to

forman 1SO or to participate in a regional 1SO resulting in
si ngl e-system regi onwi de, nonpancaked transm ssion rates.

160 For exanple, Southern, DQJ, FTC, and W sconsin PS.

161 For exanple, Com Ed, Sout hwestern, DQJ, FTC, Paine
Webber, EEI, Wsconsin PS, and Fl orida and Mont aup.
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162/ For instance, the W Com would require an |SO or
transm ssi on divestiture where the nmerging conpani es own a
maj or transni ssion bottleneck. Oter Tail and I|Industri al
Consuners view the | SO as one possible way to mtigate market
power .

(b) Divest generation or transm ssion assets

Some conmment ers support generation divestiture as a
remedy for an anticonpetitive merger. 163/ The FTC believes
that this remedy would renpove the anticonpetitive effect of
the merger without hanpering its proconpetitive or efficiency-
enhanci ng aspects. W sconsin PS woul d i npose divestiture
only if it would prevent the exercise of market power.

Project would require all nerging conpanies to separate their
di stribution assets and functions fromthe generation business
within a reasonable tinme, creating legally and functionally
separate entities to provide the different services.

W sconsi n Custoners appears to advocate divestiture of
transm ssion from generation and distribution as a condition
of all nmerger approvals. |t sees divestiture as preferable to
an | SO because the Comm ssion would not have to perpetually
construct rules to avoid unfair use of the transm ssion system
and then nonitor conpliance.

Bot h Sout hern and Centerior oppose divestiture as a
drastic action that would probably kill efficient nmergers or
limt the ability of the merged conpany to conpete.

(c) Reformtransm ssion pricing

Several commenters argue that elimnation of rate
pancaki ng should be a condition for all nergers. 164/

APPA and TDU Systenms urge the Conm ssion to codify or
apply as a general condition its current requirenment of single
system transmi ssion pricing for all nerged systens, unless the
applicants show a public interest basis for different
treatment. TDU Systens al so suggests that all nerging parties
be prevented from reducing the transm ssion capacity presently
avai l abl e for use by transm ssion custonmers. Environment al
Action et al. would prohibit market pricing for power
transactions anong affiliates of merged conpanies in regions
| acki ng regional transm ssion pricing.

162 TAPS, W sconsin Custonmers, W Com and APPA.
163 For exanple, FTC, PP&L, W sconsin Custoners, and Lubbock.
164 For exanple, OK Com NV Com CCEM and TDU Syst ens.
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(d) Elimnate transm ssion constraints

Some commenters state that transm ssion constraints
shoul d be addressed by conditioning the approval of the nerger
on the applicants' building facilities to alleviate the
constraints or taking other nmeasures to elimnate |ocal market
power. 165/

Conpetitive Coalition and TDU Systens suggest that where
two constrained systens are merging, divestiture of
transm ssi on assets should al ways be consi dered.

Sout hern Conpany cauti ons agai nst beconi ng overly
concerned with remedying transm ssion constraints by inmposing
conditions or by market definition, since other potential
remedi es or alternatives exist.

(e) Have retail access

Conpetitive Coalition realizes that the Comm ssion's
authority does not extend to ordering direct access at the

retail |evel, but suggests that the concerns over npbnopsony
woul d be elimnated if merging parties offered open-access
distribution. Industrial Consuners, supported by Oter Tail,

recommend that, where necessary to avoid anticonpetitive
effects, we condition approval of nergers by adjacent
suppliers on their agreenent to provide nondi scrimnatory
direct access or a finding that a state's adoption of a direct
access initiative avoids anticonpetitive concerns.

(f) Forego stranded cost recovery

Several commenters see a need to require all nerging
parties to forego stranded cost recovery in order to mtigate
mar ket power. 166/

(g) Reformcontracts

Commenters argue that all merging utilities should be
required to offer an open season for all of their whol esal e
requi renments contracts and transm ssion contracts. UtiliCorp
argues that many utilities and whol esal e custoners renmain
bound to requirenments contracts that inpede their ability to
t ake advantage of the benefits of the recent conpetitive

165 For exanple, Florida and Montaup and W sconsin PS.

166 I ndustrial Consuners, Oter Tail, TAPS, and
W sconsi n Custoners.
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i nfluences in the market. 167/

To achieve unrestricted whol esal e conpetition,
Conpetitive Coalition calls for the conpl ete unbundling of
transm ssion services to be required of all merger applicants,
including the transm ssion services contained in existing
requi renents contracts. It would also extend the unbundli ng
requirenent to the transm ssion services enbodi ed in pooling
or bilateral coordination and joint transm ssion agreenments to
whi ch merger applicants are parties.

(h) Elimnate affiliate advantage

APPA urges the Comm ssion to adopt standard conditions
for utility mergers to govern affiliate transactions.

(i) Monitor achievenmrent of claimed benefits
Joi nt Consumer Advoc. argues that there should be a

mechani smto nonitor whether clained benefits are actually
achi eved, but does not offer any specific proposals.

167 For exanple, UtiliCorp, CCEM W sconsin Custoners,
and Sout hwestern Electric.
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(j) Freeze or reduce rates

Several commenters advocate guaranteed cost reductions to
be passed on to consunmers or rate freezes by the nerger
applicants. 168/ This would be a condition to overcone the
potentially anticonpetitive effects of the merger and to
ensure that clainmed benefits of the nmerger are received.

Envi ronnmental Action et al. believes that a better

approach than rate freezes is to sinply set rates
appropriately.

Fl ori da and Montaup argues that the Conm ssion should not
require rate freezes as a condition of approving a nerger or a
condition to avoiding a hearing on a rate freeze. W Com
di scounts the value of a four-year rate freeze if a utility
will no |longer have restrictions on its pricing other than the
mar ket by the year 2000. It prefers a market structure that
ensures that custoners have access to many suppliers, none of
which will be able to exercise significant nmarket power over
the long term

Cl Nergy, with support from OK Com argues that rather
t han debating clainms of net benefits, the Comm ssion should
protect custoners by requiring all nmerging conpanies to commt
not to recover nerger-related costs fromratepayers. Low
| ncone Representatives would condition all nergers to: (1)
continue existing rates, paynment prograns, protections
regardi ng customer service, and shut-offs for | owincomne
consuners; and (2) assure no inpact on attaining or
mai nt ai ni ng uni versal service.

(k) Retain generation reserve sharing and ot her
coordi nati on arrangenents

TAPS and TDU Systens believe that the Commi ssion shoul d
consi der inposing a requirenment that all nmerged utilities
engage in joint planning and joint ownership of future
facilities, continue to offer basic reserve sharing and
coordi nation services, and continue to offer cost-based firm
full requirements and partial requirenents service.

() Maintain reliability and the quality of service

| nt ernati onal Brotherhood would require every merger

application to contain a plan to maintain or inprove
reliability and the quality of service.
168 Joint Consuner Advoc., Industrial Consumers, Oter Tail,

Cl Nergy, Illinois Industrials, and Texas Industrials.
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(m Elimnate econom c inpacts

| nt ernati onal Brotherhood would require every merger
application to denonstrate a | ack of adverse econoni c i npact
on the econony of the communities served.

(n) Elimnate environnental inpacts

Project would condition mergers to mtigate significant
adverse environmental inpacts identified in an environmental
assessnent. It would require applicants to bring existing
generation units up to standards conparable to the
environnental restrictions on their conpetitors, in effect, to
hol d the environment harm ess from nerger-rel ated inpacts.



