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UNITED STATES OF AMERICA
NUCLEAR REGULATORY COMMISSION

In the Matter of

Request for the Transfer and Amendment Docket No. 50-482
of the Wolf Creek Generating Station
Facility Operating License NPF-42 To
Reflect Transfer of Ownership

PETITION TO INTERVENE AND
REQUEST FOR HEARING OF THE
KANSAS ELECTRIC POWER COOPERATIVE, INC.

Pursuant to section 184 of the Atomic Energy Act (“the Act”), 42 U.S.C. § 2234, sections
50.80 and 50.90 of the regulations of the Nuclear Regulatory Commission (“NRC’ or
“Commission”), 10 C.F.R. §§ 50.80, 50.90 (1998), and section 2.1306 of the Commission’s Rules
of Practice, 18 C.F.R. § 2.1306, and pursuant to the “Notice of Consideration of Approval of
Transfer of Facility Operating License and Issuance of Conforming Amendment, and Opportunity
for a Hearing,” 64 Fed. Reg. 4726 (Jan. 29, 1999), as corrected, 64 Fed. Reg. 6119 (Feb. &,
1999), the Kansas Electric Power Cooperative, Inc. (“KEPCo”) files this petition to intervene and
request for hearing regarding the anticompetitive consequences of the application dated October
27, 1998, and supplemented on November 10, 1998, to transfer to a new company, Westar
Energy, Inc. (“Westar Energy”), the possession-only interest of Kansas Gas and Electric
Company (“KGE”) and Kansas City Power and Light Company (“KCPL”) in Operating License
No. NPF-42 (“the Operating License”) for the Wolf Creek Generating Station, Unit 1 (“WCGS”
or “Wolf Creek”) and for an amendment to the Operating License to reflect this transfer of

ownership (“the Application”). In support of its petition and request for hearing, KEPCo shows

as follows.



L Identity of Petitioner and Requestor
This petition to intervene and request for hearing is submitted on behalf of

Kansas Electric Power Cooperative, Inc.
5990 S.W. 28th Street

P.O. Box 4877

Topeka, Kansas 66604

(913) 273-7010 (voice)

(913) 271-4888 (fax)

Service should be made upon counsel for KEPCo as follows:

Harold Haun

Vice-President of Administration and General Counsel
Kansas Electric Power Cooperative, Inc.

5990 S.W. 28th Street

P.O. Box 4877

Topeka, Kansas 66604

(913) 273-7010 (voice)

(913) 271-4888 (fax)

hhaun@kepco.org

William T. Miller

Miller, Balis & O’Neil, P.C.
Suite 700

1140 Nineteenth Street, N.W.
Washington, D.C. 20036
(202) 296-2960 (voice)

(202) 296-0166 (fax)
wmiller@mbolaw.com

II. Background
A. Description of the Proposed Combination
KGE and KCPL each own an undivided 47% interest in Wolf Creek. KEPCo owns a 6%

undivided interest. Wolf Creek is located in the KGE service area. KEPCo, KGE, and KCPL

hold possession-only interests in the Operating License for Wolf Creek. KEPCo, KGE, and



KCPL likewise own the stock of the Wolf Creek Nuclear Operating Corporation (“WCNOC”).
The Operating License authorizes WCNOC, as agent for the owners, to possess, use, and operate
Wolf Creek.

KGE is a wholly owned subsidiary of Western Resources, Inc. (“WRI”), formerly named
The Kansas Power & Light Company (“KPL”). The current KGE is the result of the 1991 merger
of a predecessor company, also named KGE, with a wholly owned subsidiary of KPL.1/ WRI
provides electric utility service under its trade name KPL and through its subsidiary KGE.

The proposed transfer of KGE’s and KCPL’s possessory interests in the WCGS license to
Westar Energy arises from the proposed merger of WRI and KCPL. Under the proposed merger,
the electric utility operating assets of WRI (KPL), KGE, and KCPL will be combined and
transferred to Westar Energy. Thus, Westar Energy will succeed to the ownership interests of
KGE and KCPL in Wolf Creek and WCNOC, and to the rights and duties of KGE and KCPL
under the Operating License and under the WCGS ownership and operating agreements to which
KEPCo is a party.

B. Description of KEPCo

KEPCo is a generation and transmission cooperative with twenty-one rural electric
cooperative member systems, which together distribute electric power to more than 300,000 rural
Kansans. KEPCo is responsible for supplying the wholesale power and energy requirements of its
members.

KEPCo is a transmission-dependent utility of WRI and KGE, and thus depends entirely on

them for service to its members’ delivery points on the transmission systems of the two utilities.

1 See Application, p. 1 & n.1; Amendment No. 53 to License No. NPF-42 (Nov. 19, 1991).
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Sixteen of KEPCo’s member systems have bulk power delivery points on the transmission
systems of WRI and/or KGE. Eleven of these member systems have delivery points located
within the service area of WRI,2/ and eight have delivery points in the service area of KGE.3/
These KEPCo member systems receive power from KEPCo resources through WRI and KGE’s
transmission facilities.

KEPCo purchases partial-requirements wholesale power from WRI and transmission and
ancillary services from WRI and KGE. KEPCo’s own power-supply resources require
transmission through WRI, KGE, or both. These resources are preference power purchased from
the Southwestern Power Administration (“SWPA”) and KEPCo’s 6% undivided interest in Wolf
Creek.

In addition, two of KEPCo’s member systems are connected to and receive wholesale

requirements power from KCPL.4/ These two member systems have eight delivery points in the

2/ These eleven cooperatives are Ark Valley Electric Cooperative Association, Inc.; Brown-
Atchison Electric Cooperative Association, Inc.; Bluestem Electric Cooperative
Association, Inc.; Butler Rural Electric Cooperative Association, Inc.; DS&O Rural
Electric Cooperative Association, Inc.; Flint Hills Rural Electric Cooperative Association,
Inc.; Leavenworth-Jefferson Electric Cooperative, Inc.; Lyon-Coffey Electric
Cooperative, Inc.; Ninnescah Rural Electric Cooperative Association, Inc.; Smoky Hill
Electric Cooperative Association, Inc.; and Twin Valley Electric Cooperative, Inc.

3/ These eight cooperatives are Butler Rural Electric Cooperative Association, Inc.; Caney
Valley Electric Cooperative Association, Inc.; Heartland Rural Electric Cooperative, Inc.;
Lyon-Coffey Electric Cooperative, Inc.; Radiant Electric Cooperative, Inc.; Sedgwick
County Electric Cooperative Association, Inc.; Sumner-Cowley Electric Cooperative,
Inc.; and Twin Valley Electric Cooperative, Inc.

4/ These two cooperatives are Heartland Rural Electric Cooperative, Inc., and Lyon-Coffey
Electric Cooperative, Inc.



KCPL control area. KEPCo depends entirely on KCPL for service to its members’ loads in the
KCPL service area, and thus is also a transmission-dependent utility of KCPL.

C. KEPCo’s Interests in This Proceeding.

KEPCo has interests in this proceeding as (1) a co-owner of Wolf Creek; (2) a
transmission-dependent utility on the systems of WRI, KGE, KCPL; (3) a wholesale power-
supply customer of WRI and KCPL; and (4) a competitor of WRI, KGE, and KCPL in providing
wholesale bulk power. Moreover, KEPCo’s member systems are actual or potential competitors
of WRI, KGE, and KCPL in providing retail electric service.

The proposed transfer of KGE’s and KCPL’s possessory interests in the WCGS license to
Westar Energy would have a number of serious adverse and anticompetitive effects on KEPCo.
As described more fully in Part II1, below, approval of the Application for the license transfer
(without proper conditions) would have the following effects:

(1) Westar Energy would operate the merged generating resources in a single fully
integrated control area in the combined service areas of WRI, KGE, and KCPL, and would be
able to use its 94% share of Wolf Creek to serve its load throughout that combined service area
on an economic dispatch basis, but the antitrust conditions to the Operating License would
maintain a distinction between KEPCo members in the KGE service area and members located
elsewhere in the Westar Energy service area, thereby restricting KEPCo to operate at a
competitive disadvantage relative to Westar Energy, due to, inter alia, restrictions on KEPCo’s

efficient use of its resources, including its 6% share of Wolf Creek.



(i1) KEPCo, which has had an effective vote when KGE and KCPL disagree about
decisions involving Wolf Creek and WCNOC, would be subject to the absolute control of Westar
Energy in all future operating decisions.

(i)  KEPCo, if it attempted to sell its share of WCGS, would lose one of the only two
likely competitors to purchase its share and, under the right-of-first-refusal provision in the
WCGS Ownership Agreement, would be severely restricted in its ability to offer to sell its share of
WCGS to any entity but Westar Energy.

As we demonstrate below, these issues are within the scope of this proceeding, relevant to
the antitrust findings that the Commission must make to act on the Application, and are
appropriate for decision in this proceeding. The relief sought by KEPCo is within this
Commission’s authority and could prevent the antitrust injury that KEPCo otherwise would
sustain. The Commission cannot assume that any other federal or state agency will grant this

relief in conjunction with a review of the proposed merger.

III.  The License-Transfer Application Should Be Denied or Approved Only Subject to
Additional Conditions To Remedy the Anticompetitive Effects of the Transfer of
Ownership.

A. The License’s Antitrust Conditions, if Not Amended, Will Anticompetitively
Restrict KEPCo’s Ability To Dispatch Its Resources on an Economic Basis.

Appendix C to the Operating License contains separate antitrust conditions for KGE and
KCPL. These conditions are different as between the two companies. In particular, the KGE

conditions contain certain restrictive conditions regarding KEPCo (specifically, its predecessor



Kansas Electric Cooperatives, Inc., or “KEC”). The KCPL conditions do not contain these
restrictive conditions.

In the November 10, 1998 supplement to the instant Application, the applicants do not
propose to combine the KGE and KCPL license conditions, but simply to amend the definition of
the “Licensee” in each case to be Westar Energy. Such minor amendment would leave in place
the significant differences in the two sets of conditions. The resulting disparity would subject
KEPCo to anticompetitive injury, because, as the Application states, “Westar will follow the more
restrictive set of conditions for any given circumstances.”5/ Although the Application explains
that KEPCo can seek to apply the more general license conditions applicable to any “entity” in the
Westar Energy service area, 6/ the more restrictive KGE conditions remain in place.

The anticompetitive effect on KEPCo that would be caused by the restrictive KGE Wolf
Creek conditions under the proposed merger is explained in more detail in the appended Direct
Testimony of Gordon T. C. Taylor, Ph.D. (“Taylor Testimony”).7/ Dr. Taylor is an independent
consulting economist who specializes in antitrust and economic regulation of the electric power
industry. Dr. Taylor served for five years on the staff of the Federal Energy Regulatory
Commission, where he was Director of the Division of Economics and Finance. Subsequently, as

a consultant to the U.S. Department of Justice, Antitrust Division, Dr. Taylor assisted in

5/ Application, p. 10, n.8.
6/ 1d.

7/ See Attachment 1 hereto, pages 58-61. The Taylor Testimony was submitted with
KEPCo’s Protest filed at the Federal Energy Regulatory Commission (“FERC’) on
February 2, 1999, in FERC Docket No. EC97-56-000.
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preparing antitrust licensing conditions for three nuclear generating plants (Comanche Peak
Nuclear Project, South Texas Nuclear Project, and St. Lucie No. 2 Nuclear Generating Plant).

Currently, WRI economically dispatches its resources and KEPCo’s resources (including
WCGS) but abuses its authority over after-the-fact accounting to deny KEPCo the full benefit of
the economic dispatch of KEPCo’s resources. For example, if KEPCo’s load in the KGE area is
less than KEPCo’s WCGS entitlement, WRI deprives KEPCo of the economic benefit of that
low-cost energy, which could be dispatched to serve KEPCo load in the WRI area (outside the
KGE service area). Instead, WRI requires KEPCo to purchase energy to serve its members in the
WRI area from WRI at approximately double the price of the cost of its WCGS energy.

As noted at the outset, the antitrust conditions for KGE differ from those for KCPL. For
example, condition 2(b) of the KGE conditions provides, inter alia, that “no less than 42 percent
of the total demand requirements of the KEC members in Licensee’s Service Area shall be
satisfied by KEC by use of its available power from Wolf Creek Nuclear Unit Number 1.” This
license provision, which is in effect carried forward in the 1993 “Electric Power, Transmission and
Service Contract” between KGE and KEPCo, serves as the basis for WRI’s refusal to provide
KEPCo with the economic benefits of the economic dispatch of its share of WCGS.

The applicants’ proposed amendment to the KGE conditions does not remove this
unwarranted limitation, which is anticompetitive and inconsistent with the operating realities to be
enjoyed by the merged company. Condition 1(a) would be amended so that “Licensee” means

Westar Energy. But condition 1(i) would not be amended. This condition defines “KEC



members in Licensee’s Service Area” to be eight specific distribution cooperatives in the KGE

service

area.8/

Regarding the competitive aspects of the use of after-the-fact accounting to deprive

KEPCo of the economic benefits of economic dispatch, Dr. Taylor testifies in his Direct

Testimony, page 58, as follows:

power,

Q. Does authority over the after-the-fact accounting for the combined
dispatch create market power?

A. Yes. This authority creates market power to raise rivals' costs. For
example, the KPL-KGE merger created market power to raise KEPCo's costs, because it
created authority for Western Resources over after-the-fact accounting in the Western
Resources’ control area, wherein Western Resources dispatches KEPCo's resources.

In response to whether the proposed WRI/KCPL merger would change this market
Dr. Taylor testified as follows (id.):

A. Yes. The proposed merger would enhance this market power,
because Western Resources' present authority over after-the-fact accounting
would be extended to encompass the KCPL area in addition to the KPL [WRI]
and KGE areas. The Joint Applicants intend to initiate combined dispatch in the
Westar area. KEPCo's share of Wolf Creek would be included in this central
economic dispatch. The proposed merger would in effect create a larger Western
Resources, and Western Resources now exercises market power to arbitrarily deny
KEPCo benefits and assign KEPCo costs in after-the-fact accounting, arbitrarily
raising KEPCo's costs. Thus, it is likely that Westar would exercise the enhanced
market power that it would gain through the proposed merger to arbitrarily raise
KEPCo's costs.

Condition 1(1) states: ““KEC members in Licensee’s Service Area’ refers to the following
KEC member rural electric cooperatives: the Butler Rural Electric Cooperative
Association, Inc.; the Caney Valley Electric Cooperative Association, Inc.; Coffey County
Rural Electric Cooperative Association, Inc.; the United Electric Cooperative, Inc.; the
Radiant Electric Cooperative, Inc.; the Sedgwick County Electric Cooperative
Association, Inc.; the Sekan Electric Cooperative Association, Inc.; and Sumner-Cowley
Electric Cooperative, Inc.” Eight KEPCo member cooperatives have delivery points in
the KGE service area today. See supra n.3. The names are different because of mergers
among some of KEPCo’s members.



It would seem irrefutable that the license condition in question was not intended to
provide a tool for discrimination that could be applied to have an anticompetitive effect on
KEPCo, and yet the proposed merger of the WRI, KGE, and KCPL electric utility operations
would have precisely that result. In other words, license conditions intended to protect KEPCo as
a transmission-dependent utility from anticompetitive acts are being turned on their head and used
to anticompetitively raise KEPCo’s costs of doing business, thereby diminishing its
competitiveness.

In order to mitigate this abuse of market power by the merged company, Westar Energy,
at a minimum the KGE license conditions should be amended to state expressly that a license
condition specifically applicable to KEPCo will not restrict KEPCo’s rights or Westar Energy’s
duties to KEPCo under other, more general, license conditions. Moreover, all license conditions
should apply to KEPCo’s members in the entire Westar Energy service area, not just to members
in one discrete sub-area within the Westar Energy service area. These changes are essential so
that the misuse of market power witnessed in the wake of the KPL/KGE merger does not
continue on an even larger scale in the wake of the proposed merger with KCPL.

Accordingly, in addition to the minor amendments proposed in the Application, the
antitrust conditions for KCPL and KGE should be amended to state that the more restrictive KGE
conditions otherwise applicable to KEPCo (Conditions 2(b), 3-5, 6(b), and 7-9) do not restrict
KEPCo’s rights or Westar Energy’s duties under other license conditions. Moreover, the

definition of “KEC members in Licensee’s Service Area” in KGE condition 1(i) should be
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amended to include all KEPCo members with facilities in the Westar Energy service area, in
accord with the language in the analogous KCPL condition 1(b).9/

B. Westar Energy’s Ability To Exercise Unilateral Market Power by Its Control
of Wolf Creek’s Operations and Costs Should Be Remedied.

Appended hereto is the testimony of Harold L. Haun, KEPCo’s Vice President of
Administration and General Counsel (“Haun Testimony”).10/ Mr. Haun describes the history of
KEPCo’s involvement in Wolf Creek, which was driven in large part by the refusal of KGE,
among others, to wheel SWPA power for KEPCo (Haun Testimony, pages 2-5). Mr. Haun, who
has served as one of KEPCo’s representatives on the WCNOC Owners’ Committee, also explains
that in operational decisions KEPCo has been treated well to date because KEPCo, with its 6%
ownership share, holds the deciding vote whenever the two majority owners (KGE and KCPL)
disagree. (Haun Testimony, pages 5-6.) When asked his concern about the impact of the
proposed merger on this arrangement, Mr. Haun testified as follows:

To date, with no owner possessing a majority vote, there has been give and take at

the WCNOC meetings, and since no one owner can dictate results, the outcome

has been a healthy discussion of issues and outcomes that were in the interest of

all. If the merger is approved, this dynamic will be lost as WRI will control 94%

of the stock and thereby be in a position to dictate results without any real regard
for KEPCo’s views. [Haun Testimony, page 7.]

9/ KCPL Condition 1(b) states: “‘Licensee’s Service Area’ means those portions of the
States of Missouri and Kansas which are certificated to Licensee by the respective state
regulatory commissions. An entity shall be deemed to be in the ‘Licensee’s Service Area’
if it has electric power generation, transmission, or distribution facilities located in whole
or in part in or adjacent to the above-described area or in counties served in part at retail
by Licensee.”

10/ See Attachment 2 hereto. The Haun Testimony was submitted with KEPCo’s Protest filed
at the FERC on February 2, 1999, in FERC Docket No. EC97-56-000.

11



When asked his conclusions resulting from the proposed merger, Mr. Haun testified as follows:

My conclusion is that if the WRI/KCPL merger is approved, with WRI then

owning 94% of Wolf Creek, the result will not be in the interest of KEPCo or of

the publicly generally. We will lose the healthy situation of no one party being able

to dictate outcomes, with the result being the loss of action by discussion and

consensus. KEPCo would in my view be better served by not being a co-owner of

Wolf Creek in such a scenario. [/d.]

Dr. Taylor noted that the proposed merger would “create market power to control Wolf
Creek operating decisions through control of ... the WCNOC.” (Taylor Testimony, page 62.)
Regarding the potential effect of the proposed merger on the present balance in decisions by the
Wolf Creek owners, Dr. Taylor testified, in pertinent part, as follows:

In the proposed merger ... Western Resources would acquire KCPL’s 47%

entitlement in Wolf Creek. As a consequence, the proposed merger would give

the merged company a 94% share of Wolf Creek, making it the dominant owner

and effectively eliminating balancing between the two large owners in decisions

regarding Wolf Creek operation and costs. Without any balance in Wolf Creek

decision-making, the merged company alone would effectively control KEPCo’s

Wolf Creek costs, potentially causing injury to KEPCo and KEPCo members.

[Taylor Testimony, page 63.]

One means of preventing such an outcome is for the Commission to refuse to approve the
license transfer application to Westar Energy. Assuming that the Commission approves the
transfer application, however, the only reliable way to prevent the potential anticompetitive injury
to KEPCo described above (as well as the other harm discussed Parts III.A and III.C) is for
KEPCo to be allowed to sell, on an unencumbered basis, its interest in WGCS to the applicants or
a third party. Efforts by KEPCo to sell its interest to a third party, however, are frustrated by a

further form of the applicants” market power, which the merger again will exacerbate. This

encumbrance is addressed next.
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C. Control of KEPCo’s Sale of WCGS Is Another Form of Market Power That
Must Be Addressed.

Under section 5.4 of the WCGS Ownership Agreement, an owner wishing to sell its share
of WCGS must give the other owners at least one year to exercise a right of first refusal
(“ROFR”) following receipt of a bona fide offer.11/ KEPCo has asked the other owners to waive
this ROFR prerequisite, because it makes a sale of KEPCo’s share extremely unlikely; to date,
they have refused. (Haun Testimony, page 8.)

When asked if the proposed merger would cause a potential adverse effect by creating
control by Westar Energy over KEPCo’s ability to sell its share of WCGS, Dr. Taylor states:
“Yes. It would eliminate one of the two potential buyers.” (Taylor Testimony, page 63.) Dr.
Taylor explains that because of the ROFR contained in the Ownership Agreement, “as a practical
matter Western Resources and KCPL are the only potential buyers.” (Taylor Testimony, page
64.) Thus, Dr. Taylor explained the merger’s likely anticompetitive effect:

Without the merger, both Western Resources and KCPL may want to purchase

KEPCo's share. The proposed merger, however, would eliminate this competitive

incentive as well as eliminate one of the only two likely buyers of KEPCo's share,

thereby lessening competition to purchase KEPCo's share in Wolf Creek, and

potentially injuring KEPCo and its members. [Taylor Testimony, page 64.]

KEPCo therefore requests that the Commission require, as a condition to its approval of
the license-transfer application, that the applicants delete the ROFR provision from the Ownership
Agreement as a condition to approval of the license-transfer application.

Moreover, KEPCo requests that the Commission require, as a further condition on

approval of the license-transfer application, that Applicants cannot sell, lease, or otherwise

1/ The WCGS Ownership Agreement is appended hereto as Attachment 3.
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transfer all or part of their interests in the WCGS or WCNOC to any third party, including an
affiliate, unless Applicants provide KEPCo reasonable notice of the proposed transaction and an
opportunity to participate in the transaction on the same or equivalent terms and conditions.12/
Like the elimination of the ROFR, this measure will permit KEPCo to market its share of WCGS.
It will enable KEPCo to participate on equal terms with the applicants in any future transaction
involving WCGS or WCNOC. The Commission can readily enforce this condition, because any
subsequent transfer and amendment of the Operating License will require Commission approval.

These conditions are within the broad remedial authority of this Commission (and very
likely only this Commission, and not other agencies that may review the merger).13/ Just as this
Commission had authority to order the sale of an ownership interest in Wolf Creek to KEPCo in
order to redress the anticompetitive conduct of KGE in refusing to wheel for and coordinate with
KEPCo, so may this Commission order the applicants to amend this contract to facilitate
KEPCo’s sale or transfer of its minority share of WCGS to remedy the potential anticompetitive
conduct of the merged company. These conditions are within the Commission’s authority under
section 105(c) to ensure that the applicants, by merging, do not create or maintain a situation
inconsistent with the antitrust laws.

Accordingly, in light of the combination of adverse and anticompetitive effects of the
merger on KEPCo, it is appropriate to eliminate the applicants’ ROFR and require the applicants

to include KEPCo in any subsequent transfer of the applicants’ interests in WCGS or WCNOC.

12/ Id. at 120-21.

[u—
S

The NRC has broad latitude in formulating remedies where a situation inconsistent with
the antitrust laws is shown. E.g., Alabama Power Co., 13 NRC 1027, 1098-1102 (1981);
Toledo Edison Co. & Cleveland Electric Illuminating Co., 10 NRC 265, 282-294 (1979).
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IV. A Finding of “Significant Changes” Resulting from the Merger Is Mandated Under
the Circumstances of This Case.

According to its “Standard Review Plan on Antitrust Reviews,” NUREG-1574, the staff
conducts a threshold antitrust review “to determine whether the transfer would have any
significant competitive consequences.” (§ 1.5.) The Staff relies heavily on the Summer decision
(South Carolina Electric & Gas Co. (Virgil C. Summer Nuclear Station, Unit No. 1), CLI-84-13,
13 NRC 862 (1981)) in making its assessment. NUREG-1574, supra, p. 3-1. As demonstrated
above and discussed below, the merger would have significant competitive consequences for
KEPCo under the three Summer criteria.

The first criterion is whether one or more changes have occurred since the date of the
previous NRC antitrust review. Two of the three anticompetitive effects noted above, viz., the
complete control of WCNOC by a single entity and the elimination of a competitor for the
purchase of KEPCo’s share of WCGS, are the direct and sole result of the subject merger. The
other competitive impact, i.e., the applicants’ failure to amend the KGE antitrust conditions so as
to deny KEPCo the benefits of economic dispatch over the new Westar Energy service area,
exacerbates the anticompetitive effect of the existing restriction. The anticompetitive effect of the
restrictions in the WRI and KGE service areas would after the merger be extended to encompass

the KCPL service area as well. 14/ In addition, post-merger KEPCo will be competing against an

14/ Moreover, unlike the merger of KPL and KGE, which resulted in the formation of WRI
but left a successor KGE subsidiary and did not directly transfer KGE’s interest in WCGS
or the WCGS Operating License to WRI, the instant proposed merger would end KGE’s
corporate existence and require a direct transfer of KGE’s and KCPL’s possessory
interests in WCGS the WCGS Operating License to Westar Energy.
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even stronger entity, Westar Energy,15/ which will make KEPCo’s inability to obtain the full
benefit of the economic dispatch of its resources in the entire Westar Energy area to its members
across the entire Westar Energy area that much more competitively significant. Thus, whether the
NRC dates the last antitrust review to have been when the WCGS Operating License was issued
or when KGE and KPL merged, changes have occurred since the date of the previous NRC
antitrust review.

The second criterion is whether the changes are reasonably attributable to the licensee(s).
This is easily addressed. But for the merger, the anticompetitive problems noted above either
would not exist (in the case of the issues discussed in Part II1.B and C, above) or else would be
less severe (in the case of the issue discussed in Part III.A, above). Accordingly, there can be no
serious question but that the changes are attributable to the licensees. The problems discussed in
Part III, above, are a direct result of the merger.

The third criterion is whether the changes have antitrust implications that likely would
warrant Commission remedy. The Commission has stated regarding this issue that its “inquiry
here is essentially whether there is sufficient likelihood that the Commission’s remedial powers
will be exercised so that some purpose would be served by entering on the process of antitrust
review.” Summer, 13 NRC at 875. The antitrust implications of the changes have been testified
to in depth by Dr. Taylor in his Direct Testimony appended hereto and summarized in Part 11
above. The merger-created ability to drive up a rival’s costs of wholesale power and to dominate

a competitor in its ownership and sale of a minority interest in a jointly-owned generation facility

15/ The applicants’ filing seeking FERC approval of the merger claims significant economic
benefits for the merged entities but proposes to share none these benefits with KEPCo as a
wholesale customer.
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cry out for Commission remedy. These matters, which may not be dealt with adequately or at all
by any of the other agencies charged with reviewing the merger (as discussed in Part V, below),
are squarely within this Commission’s primary jurisdiction; therefore, it is incumbent upon the
Commission to aggressively address now the anticompetitive harm that the subject merger will

cause.

Y. The NRC Is the Proper Forum To Address the Concerns Raised by KEPCo.

The applicants may contend that the Commission should stay out of this dispute because
there are so many other agencies charged with overseeing merger applications. See Application,
p. 3. KEPCo agrees that there are other agencies with that obligation, and KEPCo is actively
pursuing its interests before those agencies. As noted, the Taylor Testimony and Haun Testimony
appended hereto were recently submitted to the FERC with KEPCo’s protest of the merger
application pending before that agency.

The federal and state commissions reviewing the merger may have broad authority to deny
a merger application or to approve it with conditions. But the specific complaints KEPCo raises
here go directly to the ownership, operation, and licensing of WCGS. For this reason, this
Commission is not only the logical agency, but arguably the only agency, that will examine these
issues with an eye toward shaping a meaningful remedy. KEPCo is unaware of any instance in
which a state commission or the FERC has conditioned a merger upon the alteration of an
outstanding NRC license condition. Thus, the relief that KEPCo is seeking is unlikely to be

provided by any agency other than this one.
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VI.  Conclusion

Wherefore, for the reasons set forth above, KEPCo petitions to intervene in this
proceeding and requests that, if the remedies requested in the body of this pleading are not
adopted, a hearing be held on the antitrust consequences of the proposed merger of WRI, KGE,
and KCPL and the instant application for license transfer and amendment.

Respectfully submitted,

KANSAS ELECTRIC POWER COOPERATIVE, INC.

By ,ZW/M/L Lo SOLSH
William T. Miller
Randolph Lee Elliott

Miller, Balis & O'Neil, P.C.
1140 19th Street, N.W.

Suite 700

Washington, D.C. 20036-6600
202-296-2960

February 18, 1999
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DIRECT TESTIMONY
of
GORDON T.C. TAYLOR, Ph.D

Partl: INTRODUCTION OF WITNESS

Q. Please state your name, business address, and employment.

A. Gordon T.C. Taylor. My business address is Taylor Economic Research, Inc.,
2615 Northeast Stanton Street, Portland, Oregon 97212. | am an independent consulting
economist and president of Taylor Economic Research.

Q. On whose behalf have you prepared this testimony?

A. Kansas Electric Power Cooperative, Inc. ("KEPCo").

Q. Have you previously prepared testimony filed by KEPCo with its prior
interventions in this proceeding?

A. Yes. | previously prepared two pieces of testimony filed in this proceeding. This
direct testimony replaces both pieces of testimony.

Q. Please summarize your educational background.

A. | eamed the Bachelor of Arts degree in economics from the University of
Washington at Seattle, and | earned the Master of Arts degree in economics and the Ph.D.
degree in economics from the University of California at Berkeley.

Q. Please summariie your professional experience as an economist.

A. Initially | taught economics at the University of California at Berkeley and then at
the University pf Maryland at Baltimore for seven years (1967-1974). | then took a one-year
leave of absence to serve on the staff of the Federal Power Commission ("FPC"), but |

stayed for five years (1974-1979). During that period, the FPC became the Federal Energy
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Regulatory Commission ("FERC"). Atthe FPC, | was an Industry Economist and then Chief
of the Division of Economic Studies. Atthe FERC, | was Director of the Division of
Economics and Finance. Subsequently, | became an independent consulting economist
and then a partner in Whitfield Russell Associates, a public utility consulting firm (1979-
1982). During 1983, | served as Director of the Division of Wholesale Power and
Transmission Rates at the Bonneville Power Administration. Since 1984, | have been an
independent consulting economist, specializing in economic regulation and antitrust
economics.

Q. Have you testified previously as an expert economic witness?

A. Yes. | have testified (i.e., testimony, prepared testimony, deposition testimony,
affidavits, and expert reports) as an expert economic witness in more than seventy
proceedings before the U.S. Congress, Federal district courts, the FPC, the FERC, the U.S.
Nuclear Regulatory Commission, state courts, state public utility commissions, and
arbitrators.

Q. Have you testified previously on electric utility competitive issues?

A. Yes. | testified before Congress on potential anticompetitive effects of proposed
legislation to facilitate residential electric energy conservation. | testified before the Nuclear
Regulatory Commission on behalf of the U.S. Department of Justice, Antitrust Division,
regarding conditions necessary to mitigate market power related to the construction of
nuclear generating plants. | testified before Federal district courts on exclusion from electric
generating markets, exclusion from essential transmission facilities, price squeeze between
wholesale and retail electric power rates, and refusals to wheel to retail industrial
customers. | testified before the FPC and FERC concerning anticompetitive conduct:

exclusion from wholesale electric power markets, exclusion from essential transmission
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facilities, creation of barriers to entry, refusals to deal, division of markets, undue
discrimination and wholesale/retail price squeeze, vertical leverage, exclusive and reciprocal
dealing, and raising rivals' costs. In addition, | have testified regarding electric utility merger
applications and electric utility and power pool applications for authority to charge market-
based rates.

Q.‘ Please list your téstimony regarding electric utility mergers.

A. | testified for the FERC staff regarding the attempted takeover by Florida Power
& Light Company of the municipal electric system of the City of Vero Beach. | testified for
intervenors regarding the proposed merger of PacifiCorp (Pacific Power & Light Company)
with Utah Power & Light Company, the proposed merger of Southern California Edison
Company with San Diego Gas & Electric Company, and the proposed merger of Pacific
Enterprises (Southern California Gas Company) with Enova Corporation (San Diego Gas &

Electric Company).

Part Il: PURPOSE AND SUMMARY OF TESTIMONY

ILA. PURPOSE OF TESTIMONY

Q. What is the purpose of your testimony in this proceeding?

A. The purpose of my testimony is to evaluate whether the proposed merger of
Westem Resources, Inc. ("Western Resources") and the Kansas City Power & Light
Company ("KCPL") would be in the public interest. Western Resources controls two electric
utilities. The Kansas Power & Light Company ("KPL") is a division of Western Resources,
and the Kansas Gas & Electric Company ("KGE") is a wholly-owned subsidiary of Western
Resources. Western Resources and KCPL ("Joint Applicants") have applied to the FERC

and to the Kansas Corporation Commission ("Kansas Commission") to merge KPL, KGE,



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

Exhibit ___ (GT-1), page 7
and KCPL into a new company to be named "Westar Energy" ("Westar"). Although KPL,
KGE, and KCPL would each continue to operate under its own trade name, Westar would
combine their generating capacity into a single system for central economic dispatch. In
addition, Westar would combine their transmission systems into a single transmission
system and offer a single, combined-system open-access transmission rate. | evaluate
whether the proposed merger would be in the public interest based on whether it would
create market power. In addition, | evaluate whether the Joint Applicants' market power

study demonstrates, as they claim, that the proposed merger would not create market

¢

power.

Q. What is KEPCo's interest in the proposed merger?

A. KEPCo owns a share of the Wolf Creek nuclear generating station ("Wolf
Creek"), purchases power from the Southwestern Power Administration ("SWPA"), and
purchases wholesale requirements power from Western Resources and KCPL. Currently,
Western Resources dispatches KEPCo's generation resources as an integral part of
Western Resources control-area central economic dispatch, as if KEPCo's generation were
Western Resources generation and as if KEPCo's load were Western Resources' load.
Combining generation in joint central economic dispatch minimizes costs. The benefits and
costs of central economic dispatch are divided by Western Resources after dispatch in
"after-the-fact" accounting. Western Resources abuses its authority over after-the-fact
accounting to arbitrarily deny KEPCo benefits and assign KEPCo costs.

" Post-merger, Westar would dispatch KEPCo's resources as if they were Westar's
resources to supply the combined Westar-KEPCo control-area load. Westar would divide
the benefits of central economic dispatch in after-the-fact accounting. Westar would be

able to arbitrarily deny KEPCo benefits and assign KEPCo costs, thereby raising KEPCo's
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costs. KEPCo is very concerned that the proposed merger would enhance market power
for Westar to raise KEPCo's costs through abuse of its authority over control-area after-the-
fact accounting. As | demonstrate below (in Section V.B.4.), the proposed merger would in
fact enhance Western Resources' market power to arbitrarily deny KEPCo benefits and
assign KEPCo costs. Moreover, | also demonstrate below (in Section V.B.8.) that based on
Westemn Resource's current abuse of its market power to raise KEPCo's costs, it is likely
that Westar would exercise its enhanced market power to raise KEPCo's costs.

Contrary to the assertions of Joint Applicants' economic witness Dr. Robert M.
Spann, 1/ currently Western Resources and KCPL compete to sell electricity at retail with
the rural electric cooperative members of KEPCo located within the transmission areas of
Western Resources and KCPL. Because Westar would be able to arbitrarily deny KEPCo
benefits and assign KEPCo costs, KEPCo members would be injured in retail competition
by the proposed merger regardless of whether the price of retail electricity continues to be
regulated or retail wheeling (retail direct accegs) is adopted. Moreover, regardiess of how
easy it may be to enter into the relevant market, entry could not mitigate Westar's market
power to raise KEPCo's costs.

I.LB. SUMMARY OF TESTIMONY

Q. Please summarize your testimony.

A. Theb balance of my testimony is organized into six parts. Part lll, Honzontal
Market Power, reproduces the results of the delivered price test performed by Dr. Spann in
his affidavit. In his affidavit, Dr. Spann responded to the Commission Staff's August 24,

1998 deficiency letter to the Joint Applicants ("Spann Affidavit"). Dr. Spann analyzed

! Direct Testimony of Robert M. Spann filed at the Kansas Commission September 8, 1997
("Spann KCC-1 testimony"). This testimony was filed at the FERC on September 18, 1997, in Exhibit
G to the Joint Applicants’ merger application.
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horizontal market power that would be created by the proposed merger and determined, as
measured by economic capacity, that post-merger Western Resources and KCPL TDU non-
firm energy and short-term capacity markets would be highly concentrated. This part of my
testimony also corrects certain of Dr. Spann's calculations of market concentration for the
Western Resources and KCPL TDU (transmission area) markets for errors in the figures for
economic capacity and transmission constraints. | conclude based on Spann Affidavit
calculations of concentration (HHIs) and corrected calculations of concentration that the
proposed merger would create substantial horizontal market power in non-firm energy and
short-term capacity in the Western Resources and KCPL transmission-area markets.

Part IV, Vertical Market Power, explains why market power created in a wholesale
market, when combined with vertical integration downstream into a retail market, could
create a competitively-objectionable barrier to entry. Similarly, this part explains why market
power in a retail market, whe;1 combined with vertical integration upstream into a wholesale
market, could create a competitively-objectionable barrier to entry. This part of my
testimony also explains the three-condition procedure in the Merger Guidelines for
analyzing competitive problems from vertical mergers.

Vertical integration will become critical regarding barriers to entry under restructuring
that adopts retail direct access (retail wheeling). With restructuring, the relevant product
markets will be wholesale and retail requirements power markets, because the product retail
consumers want to purchase is retail requirements power and the product must be
produced at wholesale. Market power in the wholesale requirements power market, when
combined with vertical integration, would create a barrier to entry into the retail requirements
power markef. In addition to being a horizontal merger at each of the three levels of

production (generation, transmission, and distribution), the proposed merger of Westemn
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Resources and KCPL also would be a vertical merger that would combine an enlarged
generating company with an enlarged distribution company.

Part V, Market Power Analysis of Proposed Merger, applies the five-step Merger
Guidelines procedure to evaluate whether the proposed merger would create market power
in the wholesale requirements power market. The first step defines wholesale requirements
power as a relevant product market and the Westar transmission area as the relevant
geographic market ("Westar-area market"). Westar's market power in wholesale
requirements power, when combined with Westar's vertical integration into retail electric
markets, would erect a competitively-objectionable barrier to entry. This section also
analyzes the other Merger Guidelines steps: potential adverse competitive effects from the
proposed merger; barriers to the entry of new competition; merger-created efficiencies; and
failing firm.

Part VI, Evaluation of Joint Applicants' Market Power Stydy, evaluates the Joint
Applicants market power study contained in the testimony and exhibits of Dr. Spann. |
conclude that the Joint Applicants have failed to demonstrate that the proposed merger
would not create market power. In fact, the Joint Applicants market power study filed with
the Kansas Commission demonstrates that the proposed merger would create market
power.

Part VIl, Merger Conditions, presents KEPCo's proposed merger conditions for
mitigating merger-created horizontal market power, vertical market power, and potential
adverse competitive effects.

Part VIIl, Overall Conclusion and Recommendation, states my overall conclusion and
recommendatidn. My overall conclusion is that the proposed merger is not in the public

interest and should be rejected.
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Q. What are the potential adverse competitive effects that you identified?

A. |identified eight potential adverse competitive effects from the proposed merger.
First, the proposed merger would create market power in the Westar-area non-firm energy
and short-term capacity markets because these markets would become highly
concentrated. In addition, the proposed merger would create market power in the Westar-
area wholesale requirementé power market, creating unilateral market power. Westar
would gain unilateral market power because it would have a dominant market share in a
product market in which entry would not be easy.

Second, the proposed merger would result in the loss of potential competition. If
direct retail access is adopted in Kansas, Western Resources would be particularly well
situated to compete at wholesale and retail in the KCPL area, and KCPL would be
particularly well situated to compete at wholesale and retail in the Western Resources area.
Both now produce requirements power, and each owns substantial generating capacity in
the other's control area. The proposed merger would eliminate Western Resources as a
potential competitor in the KCPL area and would eliminate KCPL as a potential competitor
in the Western Resources' area, injuring competition.

Third, the proposed merger would create a highly-concentrated Westar-area market,
creating an environment that would facilitate tacit or express collusion. In this market, there
would be a high potential for smaller competitors and new entrants to follow Westar's
wholesale and retail price leadership rather than competing with Westar.

Fourth, the proposed merger would create market power for Westar to raise rivals'
costs. Currently, Western Resources has market power obtained in the KPL-KGE merger

that it abuses to arbitrarily raise KEPCo's costs. This market power would be enhanced by
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the proposed merger. Regardless of whether direct retail access is adopted in Kansas, the
proposed merger would create market power for Westar to raise rivals' costs.

Fifth, Westar would gain operational control of Wolf Creek through its control of the
Wolf Creek Nuclear Operating Corporation ("WCNOC"). Currently, KEPCo's vote in the
WCNOC balances the votes of Western Resources and KCPL, neither of which has a
majority. With the merger, Westar would have a majority of the votes and could control
operation of Wolf Creek without considering KEPCo's interests.

Sixth, Westar would gain control of KEPCo'’s ability to sell its share of Wolf Creek.
Because of KGE’s and KCPL's right-of-first-refusal, and one-year period to decide to
exercise that right, Westar would control whether KEPCo could market its share of Wolf
Creek, should KEPCo decide to sell.

Seventh, Westar would gain control of KEPCo's ability to displace energy under the
Western Resources' partial requirements wholesale power tariff, and would gain control of
KEPCo's ability to timely terminate its contract with Western Resources for partial
requirements wholesale power. With this control, Westar would have market power to
exclude KEPCo from the wholesale markets.

Eighth, Westar likely would exercise the market power that it would gain through the
proposed merger. Currently, Western Resources exercises market power gained through
the KPL-KGE merger to arbitrarily raise rivals' costs and exclude competition from the
wholesale power markets. The proposed merger would create a larger Western Resources
with market power in a larger area. No doybt Westar would exercise the market power that
would be enhanced and created by the proposed merger.

Q. Please summarize your analysis of barriers to entry.
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A. Under the Merger Guidelines, entry must be easy in order to mitigate market
power. If entry is not easy, then the exercise of market power can be sustained. For entry
to be easy, entry must meet three tests. Entry must be likely, sufficient, and timely. For
entry to be likely, potential entrants must expect entry to be profitable. Potential entrants
would not expect entry into the wholesale or retail requirements power markets to be
profitable. Westar would have absolute cost advantages from generation constructed years
earlier (except probably Wolf Creek) and lower financing costs resulting from accumulated
depreciation. Westar would have economies of scale in generation in combination with
substantial established sales at retail. Without substantial retail sales, it would be difficult
for entrants to match Westar's economies of scale. The construction of new géneration
would involve risks of sunk costs invested over a multi-year period of plant construction
before any expectation of revenues. Westar may use strategic conduct, such as lowering
price at the time of a rival's entry, to injure ent(ants and thereby gain a reputation for
strategic predation that could intimidate further attempts at entry. Entrants face the
probable necessity of simultaneously entering two levels in the vertical structure of the
industry: the production of wholesale requirements power and the sale of retail
requirements power. Entry would not be likely because of the high barrier to entry from the
need to enter at both the wholesale and retail levels simultaneously. For entry to be
sufficient, entry must occur in an amount adequate to restore the market price and output to
the competitive level. Because entry would not be likely, entry probably would not be
sufficient. For entry to be timely, entry must have a significant effect within two years.
Energy cost—efficient generating units that could be competitive take three or more years to
construct, so entry that could have a significant effect would not be timely.

Q. What is your overall conclusion and recommendation?
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A. My overall conclusion is that the proposed merger of Western Resources with
KCPL would not be in the public interest because it would create substantial market power.
Therefore, | recommend that the proposed merger be rejected. If not rejected, |
recommend that at a minimum the merger be conditioned with all ten of KEPCo's proposed

merger conditions.

Part lll. HORIZONTAL MARKET POWER

Q. What is the purpose and organization of this section of your testimony?

A. My purpose is to evaluate the delivered price test in the Spann Affidavit. This
part of my testimony is organized into two sections: (A) market concentration; and (B)
calculation-method errors.

lLA. MARKET CONCENTRATION

Q. Please explain thé results of the Spann Affidavit delivered price test.

A. As required by the FERC Staff's August 24, 1998 deficiency letter, the Spann
Affidavit calculates market concentration in the Joint Applicants' destination markets based
on economic capacity and available economic capacity. Regarding the Western Resources
TDU market (transmission-area market), the Spann Affidavit finds that, based on economic
capacity, the proposed merger would exceed the 100 HHI change in concentration and the
1,800 HHI post-merger concentration thresholds at which under Merger Guidelines criteria
"it will be presumed" that a broposed merger would create market power.2/ Shown in Table
1 below are the Spann Affidavit market concentration results for the nine load-level markets

in the Western Resources TDU market.3/

% Merger Guidelines, § 1.51(c).

3 Spann Affidavit, Exhibit ___ (RMS-11), page 1.
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Table 1
Western Resources TDU Market - Economic Capacity
Change in Post-Merger
Load Level Concentration (HHI) | Concentration (HHI)
Highest 100 hours 262 2,457
Next 250 hours 322 2,543
Next 400 hours 351 2,765
Next 600 hours 324 2,938
Next 800 hours 294 2,846
Next 1000 hours 372 2,844
Next 1600 hours 288 2,800
Next 1500 hours 253 1,536
Lowest 2510 hours 207 1,354

Q. Does the Spann Affidavit correctly calculate economic capacity in the

Western Resources TDU market?

A. No. Three errors are apparent for the peak-period market (Highest 100 Hours).

The affidavit of KEPCo witness Stephen P. Daniel, which is appended to KEPCo's protest,

addresses certain of these errors and there may be additional errors.

Q. What three errors are apparent for the Western Resources' peak-period

market?

A. First, the Spann Affidavit shows for the peak period that KEPCo's economic

capacity equals 292 MW. KEPCo has a total of only 70 MW of capacity, so it could not have

more than 70 MW of economic capacity in any time period.4/ The Spann Affidavit's

* Spann Affidavit, Exhibit __ (RMS-11), page 1.
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economic capacity figure for KEPCo is incorrect. It is possible that Dr. Spann assigned
Western Resources capacity to KEPCo related to supplying KEPCo partial requirements
power, but this would be inappropriate because KEPCo has given notice of termination. To
show future competitive significance, the economic capacity used to supply KEPCo should
be assigned to Western Resources.

Second, the Spann Affidavit shows for the peak period that KCPL's economic
capacity in the Western Resources TDU market equals 206 MW.5/ KCPL owns a 547 MW
share of Wolf Creek capacity. Wolf Creek is located in the Western Resources control
area. During the peak period, Wolf Creek's energy costs are less than the Western
Resources' system lambda. Thus, KCPL's Wolf Creek capacity would be economic
capacity in the Western Resources control area during the peak period. The Spann
Affidavit's economic capacity figure for KCPL in the Western Resources TDU market is
incorrect.

Third, the Spann Affidavit shows for the peak period that WestPlains Energy (i.e.,

UtiliCorp Kansas) economic capacity equals 47 MW.6/ WestPlains owns 350 MW in the

'Jeffrey plant. The Jeffrey plant is located in the Western Resources control area. During

the peak period, Jeffrey's energy costs are less than the Western Resources' system
lambda. Thus, WestPlains' Jeffrey capacity would be economic capacity in the Western
Resources control area during the peak period. The Spann Affidavit's economic capacity
figure for WestPlains in the Western Resources TDU market is incorrect.

Q. If you make these three corrections, what is the post-merger market

concentration in the Western Resources TDU market?

3 Spann Affidavit, Exhibit ___ (RMS-11), page 1.

6 Spann Affidavit, Exhibit ___ (RMS-11), page 1.
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A. Making these three corrections, post-merger concentration during the peak
period in the Western Resources TDU market would be an HHI of 2,718. This HHI is higher
than the HHI calculated in the Spann Affidavit.
Q. What are the Spann Affidavit market concentration results for the KCPL TDU
market?
A. Shown in Table 2 below are the Spann Affidavit market concentration results for

the nine load-level markets in the KCPL TDU market.7/

Table 2
KCPL TDU Market - Economic Capacity
Change in Post-Merger
Load Level Concentration (HHI) | Concentration (HHI)
Highest 100 hours 331 2,366
Next 250 hours 323 2,120
Next 400 hours 330 1,703
Next 600 hours 362 1,526
Next 800 hours 433 1,706
Next 1000 hours 424 1,682
Next 1600 hours 447 1,699
Next 1500 hours 198 1,097
Lowest 2510 hours 86 1,165

According to the Spann Affidavit, the KCPL TDU market is highly concentrated in two load-
level markets and moderately concentrated in the others. The Spann Affidavit, however,
makes errors in calculating economic capacity in this market similar to the errors made in

the Western Resources TDU market. Mr. Daniel also addresses certain of these errors.

7 Spann Affidavit, Exhibit __ (RMS-11), page 2.
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Q. Why have you reproduced the Spann Affidavit concentration figures for
economic capacity rather than for available economic capacity?

A. The Merger Guidelines state that "[m]arket shares will be calculated using the
best indicator of firms' future competitive significance."8/ In the immediate future, the
competitiveness of wholesale power markets will become critical to competition in
restructured retail electric markets with direct retail access (retail wheeling).

With restructuring that adopts direct retail access, the future competitive significance
of a merged company in supplying wholesale power into the retail markets in the
transmission areas of adjoining utilities is the amount of economic capacity that the merged
company would have available to compete after serving the load of its customers in its own
transmission area. With restructuring, "available economic capacity”" should be redefined to
mean economic capacity minus the merged company's retail load in its transmission area.
Thus, available economic capacity is the best measure of future competitive significance in
transmission areas outside of a merged company's transmission area. Within its
transmission area, the future competitive significance of a merged company in supplying
wholesale power to the retail markets in its transmission area would depend on its economic
capacity, because under restructuring adopting direct access it would no longer have any
native load.

In the Merger Policy Statement, Appendix A, the Commission explained regarding
available economic capacity that "[tlhe presumption underlying this measure is that the
lowest running cost units are used to serve native load and other firm contractual

obligations and would not be available for other sales. As competition develops this

8 Merger Guidelines, § 1.41 (emphasis added).
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presumption may not be valid."9/ The footnote to this statement reads "[flor example, in a
market with full retail access and a bid-based power 'exchange, all generation units would
be in the market."10/  In summary, in choosing for merger analysis between economic
capacity and available economic capacity for measuring future competitive significance
under retail direct access, economic capacity is the best measure within a merged
company's transmission area, whereas (redefined) available economic capacity is the best
measure in the transmission areas of a merged company's adjoining utilities. My focus in
this testimony is on Westar's transmission area wherein my client, KEPCo, competes with
the Joint Applicants. | do not address any other destination markets.

Q. Do you agree with the Spann Affidavit that high concentration in off-peak
periods is less of a concern because of higher supply elasticity?

A. No. Supply elasticit'y is the response of supply to a price increase. The amount
of supply elasticity in each load period is already taken into account in the calculation of
economic capacity. There is no need to take supply elasticity into account twice. Each load
period is considered to be a separate market. In a destination market, the amount of
economic capacity in each load period is calculated at 105% of the competitive market price
for the load period. Thus, supply elasticity up to 5% above the competitive market price is
incorporated in the calculation of economic capacity. The degree of market concentration in
any destination-market load period calculated using economic capacity indicates the ability
to profitably restrict output ahd raise price by 5%. As measured by economic capacity,

supply elasticity has already been considered, so the ability to profitably raise price by 5%

? Merger Policy Statement at 30,132.

19" Merger Policy Statement at 30,132, note 81.
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during low-load periods is just as much a market power problem as the ability to profitably
raise price by 5% during high-load periods.

Q. Does the Spann Affidavit use the appropriate transmission constraints?

A. No. For transmission constraints, the Spann Affidavit uses Southwest Power
Pool ("SPP") flowgates. Flowgate transmission constraints for the SPP region are not as
accurate in identifying transmission constraints for a particular destination market as load-
flow analyses specific to the destination-market utility's control area (i.e, transmission area).
Previously, the Joint Applicants conducted load-flow analyses for both the Western
Resources and KCPL transmission areas. Dr. Spann applied the Western Resources and
KCPL load-flow constraints in his Supplemental Testimony ("Spann KCC-2 testimony") filed
at the Kansas Commission and attached as a part of the Joint Applicants' application to the
FERC.

Although the Spann KCC-2 testimony uses the results of these load-flow studies, the
Spann Affidavit does not. The affidavit of KEPCo witness H. Charles Liebold, which is
appended to KEPCo's protest, explains that for increased accuracy in calculating
simultaneous import transfer capability ("import capability”), the Spann Affidavit should have
used the load-flow analyses specific to Western Resources and KCPL in addition to SPP
region flowgates. In my Section V.A.1. below, | explain the load-flow studies in the Spann
KCC-2 testimony,

As shown in Table 3 below, | have recalculated post-merger market concentration
(measured using economic capacity) in the Westem Resources destination market after

incorporating both load-flow transmission constraints and the corrections to economic
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capacity that | discussed above. The Spann KCC-2 testimony provides economic-dispatch
load-flow import capability for the Western Resources control area.11/

In recalculating economic-capacity market shares for the Western Resources area, |
first reduced the Spann Affidavit's figure for economic capacity from generating units
outside the transmission area to equal the area's import capability. Then | set the
denominator used for calculating market shares equal to economic capacity from generating
units located in the Western Resources control area plus import capability into the Western
Resources control area (because Spann Affidavit economic capacity from outside
generating units exceeds import capability). For convenience in calculating pre-merger and
post-merger market concentration, | do not include an HHI for any imported economic
capacity other than from KCPL. Thus, imported economic capacity other than from KCPL
does not add to calculated market concentration, a conservative assumption in that it results
in understating market concentration. In my recalculation, | apply the Spann Affidavit's
method of calculaﬁng change in concentration and post-merger concentration.

Q. What is the recalculated change in concentration and post-merger

‘concentration?

A. In Table 3 below, change in concentration and post-merger concentration
measured using load flow transmission constraints and corrected economic capacity are
calculated for the Westermn Resources TDU market. These figures are calculated for only
the "Highest 100 Hours" load level because the load-flow studies that Dr. Spann presented

were only for the peak period. Import capability may be different in other time periods.

' spann KCC-2 testimony, Exhibit __ (RMS-13), page 2.
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Table 3
Western Resources TDU Market - Economic Capacity
Change in Post-Merger
Load Level Concentration (HHI) | Concentration (HHI)
Highest 100 Hours 2,117 6,909

There are similar problems with Spann Affidavit economic capacity figures for the
KCPL area.

In summary, both the Spann Affidavit calculations and the recalculations indicate that
the proposed merger would create highly concentrated Western Resources and KCPL TDU
markets. The calculated change in concentration and post-merger concentration greatly
exceed the thresholds at which the Merger Guidelines presume that market power would be
created.

Q. Do you agree with the Spann Affidavit that arbitrage eliminates the
possibility of price discrimination between destination markets?

A. No. The Merger Guidelines explain regarding price discrimination that narrower
geographic markets can be defined for "particular locations" in which a hypothetical
monopolist could profitably raise price.12/ Highly-concentrated markets such as the
Western Resources area are geographic markets in which a hypothetical monopolist could
profitably raise price. Thus, customers in felevant antitrust markets can be subjected to
higher prices than the sellers with market power in the market could charge in less
concentrated neighboring destination markets. Put a different way, the Spann Affidavit

argument that arbitrage would defeat price discrimination rests on the implicit assumption

12 Merger Guidelines, § 2.33.
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that no destination market is a relevant antitrust market, that no market smaller than entire
region is a relevant antitrust market. The fact that post-merger certain destination markets
would be highly concentrated demonstrates that they are separate relevant antitrust
markets susceptible to price discrimination relative to prices charged in adjoining destination
markets.

ll.B. CALCULATION-METHOD ERRORS

Q. Has the Spann Affidavit calculated post-merger market concentration in the
correct market area?

A. No. In calculating post-merger market share and concentration, the Spann
Affidavit fails to combine Western Resources and KCPL into Westar. The Spann Affidavit
caldulates post-merger market concentration only for the Western Resources and KCPL
TDU markets separately, not for the combined Westar-area market. In contrast, the Spann
FERC testimony combined Western Resources and KCPL into a single merged-company
destination market for calculating post-merger market concentration based on economic
capacity. In addition, the Spann KCC-2 testimony combined Western Resources and KCPL
into a single merged company and evaluated market power in the merged company's
transmission area. In the Spann Affidavit, Dr. Spann does not explain why he abandoned
the correct approach that he used in both his Spann FERC and KCC-2 testimonies.

Q. Why should the Joint Applicants' TDU markets be combined post-merger?

A. The Joint Applicants' TDU markets should be combined into a single Westar-
area market for four reasons. First, Western Resources and KCPL plan to merge, forming
a single electri; utility within the Westar area. Second, the transmission systems of
Western Resources and KCPL are directly interconnected, so that when merged they would

form a single integrated transmission system. Third, Western Resources and KCPL plan to
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combine their generation (i.e., the generation of KPL, KGE, and KCPL) for joint central
economic dispatch, thereby becoming a single gene;ating entity in the Westar area. Fourth,
Western Resources and KCPL plan to adopt a single, combined-system open-access
transmission tariff for their combined-system transmission area.

Q. Is the Spann Affidavit consistent regarding whether merged companies
should be combined into a single company?

A. No. The Spann Affidavit is inconsistent. A few years ago, KPL acquired KGE
forming Western Resources. The Spann Affidavit treats post-merger KPL and KGE as if
they were a singlé company, namely as Western Resources. Inconsistently, the Spann
Affidavit does not treat post-merger Western Resources and KCPL as if they were a single
company, namely Westar. The situations are the same.

First, KPL and KGE planned to form a single integrated generation and transmission
entity, and Western Resources and KCPL plan to form a single integrated generation and
transmission entity. Second, in the merger of KPL with KGE forming Western Resources,
the transmission systems of KPL and KGE were directly interconnected, so that when post-
merger they were combined they formed a single integrated system. The transmission
systems of Western Resources and KCPL are directly interconnected, so that post-merger
they would form a single integrated system. Third, in the merger of KPL with KGE forming
Westermn Resources, the generation of KPL and KGE was combined for joint central
economic dispatch. In the pfoposed merger, the generation of Western Resources and
KCPL would be combined for joint central economic dispatch. Fourth, in the merger of KPL
and KGE forming Western Resources, the merged company adopted a single, combined-

system open-access transmission tariff. The Joint Applicants propose that the combined
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transmission systems of Western Resources and KCPL would have a single, combined-
system open-access transmission tariff.

Q. Does the Spann Affidavit correctly calculate change in market
concentration?

A. No. The Spann Affidavit does not calculate change in market concentration as
would be expected, by first calculating post-merger concentration and then subtracting pre-
merger concentration. Instead, the Spann Affidavit calculates change in concentration in
each destination market based solely on the pre-merger market shares of Western
Resources and KCPL by applying the Merger Guidelines shortcut method. Because the
Spann Affidavit calculates post-merger concentration in each destination market by adding
the change in market concentration to the pre-merger concentration, and because the
shortcut method produces the incorrect change in market concentration, the Spann Affidavit
miscalculates post-merger concentration.

In summary, the Spann Affidavit cannot be considered responsive to the Commission
Staff's deficiency letter because it does not measure market concentration in the correct

market and when it does measure market concentration it does so inaccurately.

Part IV: VERTICAL MARKET POWER

Q. What is the purpose and organization of this part of your testimony.

A. My purpose is to identify the product market most likely to be subject to vertical
market power in an electric utility merger, and to explain how the three vertical market
power conditiqns in the Merger Guidelines would be applied in an electric utility merger.
This part of my testimony is organized into two sections: (A) requirements power markets;

and (B) vertical market power conditions.
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Q. Would the proposed merger of Western Resources and KCPL be a
horizontal merger or a vertical merger?

A. Actually, it would be both. First, the proposed merger would expand the
geographic generation dominance of Western Resources into the KCPL transmission area.
Second, the proposed merger would expand the retail distribution dominance of Western
Resources into the KCPL aréa. Thus, the proposed merger would be a horizontal merger at
the generation level, and also would be a horizontal merger at the retail level. Third,
Westar's geographically-expanded generation dominance would be merged vertically
downstream with Westar's geographically-expanded retail electric market. Thus, the
proposed merger would be a vertical merger between Westar's horizontally-merged
generation and distribution levels.

The focus in the analysis of vertical market power is on vertical integration. For
purposes of exposition, hereafter | will refer to the generation, transmission, and distribution
levels of a vertically-integrated electric utility as its "divisions."

Q. Why are vertical mergers a market power concern?

A. The "1984 Merger Guidelines" explain that "vertical mergers could create
objectionable barriers to entry."13/ In the proposed merger of vertically-integrated electric
utilities, the horizontal merger of generation could create market power in the production of
wholesale requirements power. This market power could create an objectionable barrier to
entry into the sale of retail requirements power.

IV.A. REQUIREMENTS POWER MARKETS

B us. Dept. of Justice and Federal Trade Commission, Merger Guidelines, Trade Reg. Rep.
113,304, §4.21 (1984) ("1984 Merger Guidelines).
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Q. What is the product market most likely to be subject to vertical market
power in an electric utility merger?

A. This product market is the requirements power market. Requirements power is
the product that retail electric consumers purchase. The combination of four characteristics
distinguish requirements power from other electricity products: (1) reliable or firm electric
power except for emergencies; (2) available on demand in any reasonable amount; (3)
predictable as to price; and (4) available continuously year-in-and-year-out without any
termination date.

Retail requirements power is the same product as wholesale requirements power, but
for most retail consumers it is delivered at lower voltages and in smaller amounts.
Wholesale requirements power is produced at the generation level, transmitted to
wholesale delivery points, and then sold to wholesale requirements customers or
transferred to the distribution division of the vertically-integrated electric utility producer of
the wholesale requirements power. Wholesale and retail requirements power are the most

important electric power product markets in the electric power industry because incumbent

and entrants will compete to produce this product at wholesale and to sell this product at

retail under electric utility restructuring adopting retail direct access (retail wheeling). If the
merged company is vertically integrated, then market power created by the merger in the
production of wholesale requirements power could create a barrier to entry into the sale of
retail requirements power. |

The traditional product markets that the Commission examines are short-term energy
products, -- non-firm energy and firm energy. Typically, these are products that generating

electric utilities sell to each other. Wholesale requirements power is a product vertically-
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integrated electric utilities sell primarily to themselves, /.e., to their distribution divisions, and
also to their transmission dependent utilities.

Q. Why should the FERC be concerned with entry at retail?

A. There is an interdependent relationship between wholesale and retail
requirements power. An entry barrier into generation makes it more difficult to enter into
retail distribution because of the problem of acquiring a reasonably-priced supply of
wholesale requirements power in @ market dominated at wholesale by the seller with whom
the entrant would have to compete at retail. Conversely, an entry barrier into retail
distribution makes it more difficult to enter generation because otherwise the entrant may
not have a retail market share to sell the wholesale requirements power that it produces.

More generally, a proposed merger that would create a barrier to entry, whether
downstream from generation into the sale of retail requirements power or upstream from the
retail market into the wholesale requirements market, would not be in the public interest. It
is particularly critical that the Commission not éllow mergers that erect barriers to entry
either at the generation or retail levels.

When retail electric markets are deregulated, market power from vertical integration
between generation and distribution must be mitigated by non-discrimination and
comparability (Order 888/889-type) safeguards between generation and distribution, so that
entrants into retail electric markets can obtain wholesale requirements power on reasonable
terms with which to compete at retail. Dominant vertically-integrated electric utilities must
be required to sell wholesale requirements power to entrants at retail on the same terms
and condition; at which they transfer such power to their distribution divisions.

Q. What are the Order 888/889-type safeguards you are referring to and how

would they apply in granting authority to charge market-based rates?
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A. In Order 888, the Commission required non-discrimination and comparability in
providing transmission. In Order 889, to ensure non'-discrimination in transmission access,
the Commission required vertically-integrated electric utility transmission providers to
separate their wholesale generation and transmission divisions. To ensure comparability,
the Commission required that the generation division of the transmission provider pay the
same open-access transmission tariff as any other transmission user.

The Commission is not required to grant authority to charge market-based rates
("market-rate authority"). Prior to Order 888, the Commission required electric utilities
requesting market-rate authority to provide an open-access transmission tariff. In granting
market-rate authority, the Commission has not required non-discrimination or comparability
at the retail level between generation and distribution. To ensure such non-discrimination,
the Commission should require the electric utility requesting market-rate authority to
separate its generation and distribution divisions. To ensure comparability, the Commission
should require that the distribution division pay the same wholesale requirements power
tariff as offered to any other purchaser of wholesale requirements power. The 1984 Merger
Guidelines specifically address this vertical integration market power concern, stating that
the enforcement agencies "will consider the likelihood of predatory price or supply squeezes
by the integrated firms against their unintegrated rivals."14/

The Commission, in granting market-rate authority, has not ensured either non-
discrimination or comparabilify. Therefore, in evaluating the proposed merger, the

Commission should give particular attention to whether the proposed merger would create a

141984 Merger Guidelines, §4.211, n. 31.
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barrier to entry into the sale of retail requirements power that would be faced only by
potential competitors and not by the vertically-integrated merged company itself.

IV.B. VERTICAL MARKET POWER CONDITIONS

Q. Is there a procedure in either the Merger Guidelines or Appendix A for
analyzing competitive problems from vertical mergers ?

A. Thereisa procedufe in the "1984 Merger Guidelines". The 1992 Merger
Guidelines state that for "competitive problems from vertical mergers," the enforcement
agencies continue to rely on Section 4 in the 1984 Merger Guidelines.15/

Appendix A is concemed primarily with whether horizontal market power would be
created at the generation level in the sale by utilities of electric energy to each other. In
Appendix A, the market screen analysis was not specifically extended to address
competitive problems from vertical mergers

Q. What conditions are necessary for a vertical merger to create competitively-
objectionable barriers to entry?

A. There are three conditions. Each of these three is a necessary condition. No
one of these conditions is sufficient by itself, so all three are required in order to create a
competitively-objectionable barrier to entry. | will explain these conditions as they apply to
the proposed merger of Western Resources and KCPL.

First, the degree of vertical integration between the two markets must be so extensive
that entrants into one market also would have to enter the other market. As | explain in
Section V.C.3. below, entry into generation for the production of wholesale requirements

power probably would require simultaneous entry at retail in order to ensure a market.

1 Merger Guidelines, Statement.
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Conversely, entry into distribution for the sale of retail requirements power in restructured
direct access competition probably would require simultaneous entry into the production of
wholesale requirements power.

The 1984 Merger Guidelines define "primary" and "secondary" markets, and explain
that the degree of vertical integration between the two markets must be so extensive that
entrants into the primary market also would have to enter the secondary market. Vertical
integration can be viewed top down, from generation downstream to distribution. Vertical
integration also can viewed bottom up, from distribution upstream to generation. Thus,
what is "primary" ‘and what is "secondary"” depends on the situation.

In the proposed merger of Western Resources with KCPL forming Westar, the
generation level is both primary and secondary, and the distribution level is both primary
and secondary. The extensive vertical integration of Westar's generation division
downstream into retail distribution would make entry into the Westar-area wholesale
requirements power market the primary market. An entrant into this market probably would
have to simultaneously enter downstream into the retail requirements market, the secondary
market, in order to have buyers for its production. |

Conversely, the extensive vertical integration of Westar's distribution division
upstream into the wholesale requirements power market would make entry into the Westar-
area retail requirements market the primary market. An entrant into this distribution market
would have to simultaneously enter upstrc;:aam into the wholesale requirements market, the
secondary market, in order to obtain a competitively-priced supply of wholesale
requirements power.

Q. What is the second condition for a barrier to entry problem to be created by

a vertical merger?
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A. Second, the requirement of entry into the wholesale requirements market must
make entry into the retail requirements power market more difficult and less likely to occur,
or the requirement of entry into the retail requirements market must make entry into the
wholesale requirements power market more difficult and less likely to occur. The 7984
Merger Guidelines explain that "the need for secondary market entry significantly increases
the costs (which may take the form of risks) of primary market entry."16/

Q. What is the third condition for a barrier to entry problem to be created by a
vertical merger?

A. Third, the structure and other characteristics of the primary market must be
otherwise so conducive to non-competitive performance that the increased difficulty of entry
is likely to affect its performance. The 71984 Merger Guidelines explain that the threshold for
non-competitive performance for vertical mergers is an HHI of 1,800, and state that above
this threshold the enforcement agencies are "increasingly likely to challenge a merger that

meets the other [two conditions]."17/

APart V: MARKET POWER ANALYSIS OF PROPOSED MERGER

Q. What is the purpose and organization of this part of your testimony?

A. My purpose is to analyze whether the proposed merger would create market
power in wholesale requirements power. Market power created in wholesale requirements
power when combined with vertical integration downstream into the sale of retail

requirements power would create a competitively-objectionable barrier to entry under retail

16 1984 Merger Guidelines, §4.212.

17 1984 Merger Guidelines, §4.213.
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electric utility restructuring that adopts retail direct access.18/ This part of my testimony is
organized into five sections. In each section, | apply one of the five steps in the Merger
Guidelines procedure for analyzing market power.

V.A. MARKET STRUCTURE

Q. What is the first step in the Merger Guidelines procedure?

A. The first step is to evaluate whether the proposed merger would create market
power by analyzing how the merger would change horizontal market structure in the
wholesale requirements power market. The Merger Guidelines explain that the first step is
to assess "whether the merger would significantly increase concentration and result in a
concentrated market, properly defined and measured."19/ Thus, the first step requires
definition of the relevant market, calculation of market shares, calculation of market
concentration, and comparisan of these calculations to the Merger Guidelines' market share
and market concentration evaluation criteria or thresholds.

V.A.1. DEFINITION OF THE RELEVANT MARKET

Q. What is the concept in the Merger Guidelines of a properly defined market?

A. A properly defined or relevant market is a "market that could be subject to the
exercise of market power."20/ A relevant market is defined as a market wherein if
hypothetically there were only a single seller ("hypothetical monopolist"), this single seller
could profitably restrict output and raise price. Thus, a relevant market is defined as a

market in which a hypothetical monopolist would have market power. The reason for this

18 Retail direct access (retail wheeling) typically continues rate regulation for the delivery
(distribution) of -electricity but requires the incumbent distributor to deliver the retail requirements
power of any qualified seller.

i Merger Guidelines, § 0.2.

2 Merger Guidelines, § 1.0.
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definition is to allow making reliable inferences of market power based on calculations of
market share and market concentration. If a hypothe:tical monopolist could not exercise
market power in the market, no percentage market share or market concentration would be
sufficiently large to create market power. The objective in defining a relevant market is not
to determine over how large an area transactions are occurring, but to identify the smallest
market area wherein a hypothetical monopolist would have market power.

Q. What is the procedure for defining a relevant market?

A. The procedure is to define a product market and a geographic market. The
procedure for defining a product market begins with a narrowly-defined product market.
The product market is then subjected (analytically) to a price test to evaluate demand
substitution — the response of consumers to an increase in the product's price above the
competitive level. The analytic question is whether consumers would switch in an amount
sufficient to make the price increase unprofitable. Thus, the price test is to evaluate the
response of consumers to what the Merger Guidelines refer to as "a small but significant
and nontransitory increase in price,"21/ or what is referred to in the economics literature as
"a small but meaningful percentage . . . above the competitive level."22/ |f consumers
would not switch in a sufficient amount, then the narrowly-defined product market is a
relevant product market. If consumers would switch in a sufficient amount, then the
products to which they would switch are added to the narrowly-defined product. Thus, a

product market is defined wherein it would be profitable for a hypothetical monopolist to

21 Merger Guidelines, § 1.11.

22 E M. Scherer and David Ross, Industrial Market Structure and Economic Performance
(Houghton Mifflin Company, Boston, MA: 1990), page 75 (emphasis in original).
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increase price above the competitive level without consumers switching to substitute
products sufficient to make the price increase unprofitable.

Q. What is the relevant product market in the proposed merger of Western

Resources with KCPL?

A. The relevant product market is "requirements power." Requirements power is
the product that retail consumers have traditionally purchased. Requirements power has
four characteristics that, when combined, distinguish this product from other forms of
electric power and energy. First, requirements power is reliable or "firm" power that is
available without interruption, except in emergencies. Second, requirements power is
available to consumers instantly on demand in any reasonable quantity. Third,
requirements power is predictable as to price. Fourth, requirements power is available
continuously year-in-and-year-out.

Requirements power is the product that retail consumers would continue to want to
purchase under direct retail access. Reliable electric power has become an integral part of
our national economy and daily lives, so there are no good substitutes for requirements
power in many uses. Thus, in response to a small but significant and nontransitory price
increase above the competitive level by a hypothetical monopolist, consumers would not
switch to other products in an amount sufficient to make a price increase above the
competitive level unprofitable. Both Western Resources and KCPL sell requirements power
to retail consumers, and Westar would sell requirements power to retail customers.

In addition, Westermn Resources and KCPL sell requirements power to wholesale
customers, and Westar would sell requirements power to wholesale customers. For many
such customers, there are no good substitutes for requirements power. Moreover,

purchasing the components necessary to assemble requirements power would involve
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additional transaction costs, and the sum of transaction costs and the cost of components
could exceed the competitive market price of wholesale requirements power. Thus, in
response to a small but significant and nontransitory price increase above the competitive
level by a hypothetical monopolist, wholesale requirements power purchasers probably
would not switch to purchasing components in an amount sufficient to make a price
increase above the competitive level unprofitable. Thus, both retail and wholesale
requirements power are relevant product markets.

Q. What is the procedure in the Merger Guidelines for defining a relevant
geographic market?

A. The Merger Guidelines require that the definition of a relevant geographic market
begin with an area that is "narrowly-defined," wherein the merger applicants’ plants are
located. As in product market definition, a price test is then applied to the initial, narrowly-
defined geographic market to-determine whether the market should be expanded by adding
rival sellers to whom customers in the initial market area could reasonably turn. Suppose
that if in response to a small but significant and nontransitory increase in price above the
competitive level by the hypothetical monopolist, firms with plants located outside the
market would not begin selling into the narrowly-defined market in sufficient amount to
make the price increase unprofitable. In this case, the narrowly-defined market is the
relevant geographic market because in this area it would be profitable for the hypothetical
monopolist to restrict output and raise price. If instead certain firms would begin selling into
the narrowly-defined market in response to the price increase, the supply area for
consumers in _the narrowly-defined market is expanded to include these firms. Then the
smallest possible geographic market has been identified in which a hypothetical monopolist

would have market power. The hypothetical monopolist test leads only to expanding and
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not to contracting a geographic market. For this reason, it is crucial to select as the starting
point a market that is sufficiently narrow, so that no smaller pockets of market power are
inadvertently overlooked.

Q. What is the geographic market area relevant for the evaluation of market
power created by the proposed merger?
A. The initial, narrowly-defined geographic market is determined by the location of
the merging companies' plants. The Merger Guidelines explain that:
In defining the geographic market or markets affected by a merger,
the [antitrust enforcement agencies] will begin with the location of
each merging firm (or each plant of a multiplant firm) and ask what
would happen if a hypothetical monopolist of the relevant product at
that point imposed at least a "small but significant and non transitory"
increase in price . . . [23/]
To define the relevant geographic market, | started with the Westar transmission area as
the narrowly-defined geographic market for the following reasons: (1) the Western

Resources and KCPL transmission areas are directly interconnected at eight points, so that
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