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April 26, 1993

VIA CERTIFIED MAIL

Regulatory Publications Branch

Division of Freedom of Information and
Publications Services

Office of Administration

U.S. Nuclear Regulatory Comuission

Washington, D.C. 20555

Re: Docket No. 50-458, Gulf States Utilities:
Consideration of Transfer of Control of Ownership
L1  C tuni Publ]

Antitrust Issues

Dear Sir or Madam:

Enclosed for filing in the above-capticned proceeding
are the Comments of Occidental Chemical Corporation concerning
antitrust issues. Pursuant to the terms of the March 25, 1993
Federal Register Notice soliciting comments and our conversation
with Mr. Emile Julian (Chief, Docketing Branch), it is our
understanding that today's mailing of the Comments constitutes
timely fiiting.

Respectfully submitted,

Earle H. O'Donnell
Judith A. Center

Attorneys for
Occidental Chemical Corporation

Nuclear Regulatory Commission
Room P-223 Phillips Building
7920 Norfolk Avenue

cc via hand delivery (w/enclosure): l
Bethesda, Maryland |

9305030008 930426
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UNITED STATES OF AMERICA
BEFORE THE
NUCLEAR REGULATORY COMMISSION

Gulf States Utilities; Consideration )
of Transfer of Control of Ownership )
of Licensee and Opportunity For )
Public Comment on Antitrust Issues )

Docket No. 50-458

COMMENTS OF
OCCIDENTAL CHEMICAL CORPORATION

Pursuant to a Notice published in the Federal Register
on March 25, 1993, Vol. 58, No. 56 at 16246, and 10 C.F.R. §

2.101, Occidental Chemical Corporation (“OCC") submits its
Comments regarding antitrust issues relating to the

application of Gulf States Utilities Company ("GSU") for transfer
of its interest as partial owner of the River Bend Station to the

Entergy Corporation ("Entergy").

1. Comsinications concerning these Comments should be
directed to the following pe:Tons:

Earle H. O'Donnell

Judith A. Center

Dewey Ballantine

1775 Pennsylvania Avenue, N.W.
wWashington, D.C. 20006-2605
(202) 862-1000

Anthony G. Tummarello

Director of Energy

Occidental Chemical Corporation
5005 LBJ Freeway

Dallas, Texas 75244

2. OCC is the largest retail electric customer on the

present Entergy System, and is among the 25 largest retail







of FERC's January 28 order. A copy of OCC's February 26, 1993

FERC rehearing reguest is attached as Appendix B.

4. ©On April 20, 1993, OCC filed a Motion For
Reconsideration and to Reopen Record which asks FERC to
reconsider its determinations on competition in light of a
Stipulation entered into on March 8, 1993 by Entergy, GSU, and
Texas Utilities Company ("TU") regarding Texas Public Utility
Commission ("Texas PUC") Docket No. 11292, Application of Entergy

or Merger. OCC's Motion For Reconsideration is attached as

Appendix C; a copy of the Entergy/GSU/TU Stipulation is attached

to OCC's Motion as Appendix A. This Stipulation effectively

resolved all issues in dispute between Entergy/GSU and TU in the !
Texas PUC proceeding, but has not been submitted to the

administrative law judge for review and approval.l/

5. In the Entergy/GSU/TU Stipulation, Entergy states
that it would affirm under ocath, jnter alia, that: (1) none of
the benefits of the proposed merger is dependent upon Entergy and
GSU selling electric power to any electric utility in the

Electric Reliability Council of Texas (“ERCOT") or through any !

1/ A Settlement Stipulation and Agreement (which does not
include the Entergy/GSU/TU Stipulation) was entered into on
March 30, 1993 by Entergy, GSU, and the Texas PUC staff, and has
been submitted for review by the administrative law judge. OCC
and a number of other parties to the Texas PUC merger case are
not signatories to the Settlement.

-3 -



ERCOT utility to any ultimate consumer; (2) Entergy "has no
current plans to expand the sale of electric energy and/or
capacity by its affiliates into wholesale or retail markets
located, in whole or in part, within ERCOT"; and (3) Entergy "has
no current plans to seek the interconnection of ERCOT with the
Southwest Power Pool ("SPP"), or any other electric reliability
council . . ."™. GSU provides stipulations identical to (1) and
(3) above. TU, in turn, stipulates that "all disputed issues
involved in this Docket which are of interest to TU Electric have

been compromised and settled by this Stipulation.™

6. Section 1 of the Sherman Act, 15 U.S.C. § 1,
specifically prohibits a "centract, combination . . ., or
conspiracy in restraint of trade or commerce." Ais explained in
greater detail in OCC's attached FERC Motion For Reconsideratic:r,
the Entergy/GSU/TU Stipulation constitutes persuasive evidence of
a market allocation agreement viclative of Sherman § 1
principles. Although cast as "stipulations" concerning "current
plans" to market power, the Entergy and GSU statements strongly
suggest the existence of an underlying understanding with TU not
to compete with TU in certain markets -- an understanding which

was reached in order to secure TU's acceptance of the merger.

¥s The proposed transfer of contrel of ownership
which is the subject of this proceeding is an integral feature cf

the overall Entergy/GSU merger propesal. This Commission must



consider the anticompetitive implications of the Entergy/GSU/TU
Stipulaticn pursuant to its responsibilities under Section 184 of
the Atomic Energy Act, 42 U.S.C. § 2234, as well as other
competitive issues raised by the merger proposal/transfer request
as outlined in attached Appendix A. The Commission should find
that significant changes in competitive conditions have occurred
since completion of the previous antitrust review of River Bend
Station ownership, in view of the proposed merger anc attendant
activities such as those embodied in the Enteryy/GSU/TU

Stipulation.

Respectfully submitted,

~dudis l Lot
Earle H. O'Donnell

Judith A. Center

Dewey Ballantine

1775 Pennsylvania Avenue, N.W.
Washington, D.C. 20006-2605
(202) B62-1000

Attorneys for
Occidental Chemical Corporation

Dated: April 26, 1993
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UNITED STATES OF AMERICA
BEFORE THE
FEDERAL ENERGY REGULATORY COMMISSION

Entergy Services, Inc. and ) Docket No. EC92-21-000
Gulf States Unlities Company

Affidawnit
of
Mark W, Frankena

L Introduction
Please state your name and business address.

My name is Mark W. Frankena. | am a senior economist at Economists
Incorporated, an economics consulting firm located at 1233 20th Street,
N.W., Washington, D.C. 20036.

Please describe your educational and professional background.

[ received a B.A in economics from Swarthmore College in 1965 and a
PhD. in economics from the Massachusetts [nstitute of Technology in
1971. Between 1971 and 1982, | was & member of the economics de-
partment at the University of Western Ontario.

From 1982 to 1988, | was employed by the Bureau of Economics of the
Federal Trade Commission (FTC), one of the two federal agencies re-
spongible for enforcing the antitrust laws. At the time [ left, [ was
Deputy Director for Antitrust, respongible for supervising the roughly
35 economists who analyzed the competitive effects of mergers and
other matters involving market power issues.
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While | was at the FTC, [ was also Deputy Director for Economic Policy
Analysis. In that position | was responsible for supervising the eco-
nomic analysis in comments submitted by the FTC to other federal
agencies, including the Federal Energy F_gulatory Commission
FERC', and to state and local governments on competitive issues
raised by proposed rulemakings and legislation. In addition. | was re-
sponsible for supervising Bureau of Economics research studies. | was
also an economuc advisor to the Chairman, and | worked on investiga-
tons of mergers between natural gas pipelines regulated by FERC.

In 1988 [ joined Economists Incorporated as a senior economist.

Since joining Economuists Incorporated, have you worked on competi-
tive issues relating to the electric power industry?

Yes. During 1989-90, | worked on the competitive analysis of the pro-
posed merger between Southern California Edison and San Diego Gas
& Electric (FERC Docket No. EC89-5-000). During 1989, | testified in
U S. Bankruptcy Court on issues relating to the competitive effects of
the merger between Northeast Utilities and Public Service Co. of New
Hampshire. | have recently published articles that address FERC's
analysis of market power issues in decisions on market-based pricing
as well as competitive issues in electric utility mergers.

My education and professional background are described more fully in
my cwriculum vitae, which is attached to this affidavit. My curriculum
vitae includes a list of books and articles | have published.

What is the purpose of your testimony in this proceeding?

I have conducted on behalf of Occidental Chemical Corporation an eco-
nomic analysis of two issues related to the proposed merger of Entergy
Corporation (Entergy) and Gulf States Utilities Company (GSU): First,
does the proposed merger raise significant competitive issues that are
not adequately analyzed by the prepared direct testimony and exhibits
of Joe D. Pace, Ex. Nos. ___ (JDP-1) through ___ (JDP-11)? Second.
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would the proposed combined Entergy/GSU “open access” transmission
tanfl prevent the combined entity, alone or in combination with others,
from exercising market power in transmission?

How is your testimony organized?

Sections II through IV describe competitive 1ssues that are raised by
the proposed merger and evaluate the adequacy of Dr. Pace's analysis
in addressing those issues. Section Il considers issues raised by the
competitive overlap between Entergy and GSU in west-to-east trans-
mission across their combined territories. Section 111 considers other
horizontal competitive issues. Section [V considers vertical issues re-
lating to evasion of regulation and foreclosure of competition. Section V
compares market power analyses in market-based pricing and merger
decisions. Section VI addresses whether the proposed open access
transmission tariff would prevent the exercise of market power.
Section V1I presents conclusions.

Please summarize you conclusions.

First, | do not believe that Dr. Pace has adequately addressed the com-
petitive issues in this merger. His discussion of generating costs in dif-
ferent parts of the Southwest Power Pool (SPP) and Southeastern
Electric Reliability Council (SERC) areas suggests that the overlap be-
tween Entergy and GSU as links in independent contract transmission
paths connecting generating facilities in their territories and points
north and west, on the one hand, with purchasers in areas such as
Eastern Mississippi and Alabama, on the other, could be competitively
significant. Yet Dr. Pace does not address this. In addition, Dr. Pace
has not addressed the possibility of vertical competitive issues, specifi-
cally the effect of the merger on the potential for evasion of regulation
through transactions between Entergy/GSU and unregulated affiliated
suppliers of power, and for use of control over transmission to foreclose
competition between Entergy/GSU's unregulated affiliates and other
suppliers in the sale of bulk power to third parties.
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Second, the proposed open access transmission tariff would not prevent
the exercise of market power if the proposed merger results in a reduc.

ton of compenition 1n transmission

IL Transmission Across the Combined
Entergy/GSU Territories

Does the proposed merger raise competitive issues”?

Yes. The proposed merger raises issues relating to effects on competi-
ton in transmission service. It also raises vertical issues relating to the
evasion of regulation and the foreclosure of competition. | have focused
on these in part because of the role they have played in the competitive
analysis of othe: recent electric utility merger proposals.

Specifically, the California Public Utility Commission (CPUC), which
rejected the proposed merger of Southern California Edison (SCE) and
San Diego Gas & Electric (SDGE) in 1991, concluded that that merger
would have led to market power problems in transmission and to eva-
sion of regulation. In transmission, the principal problem was a reduc-
tion in competition in short-term transmission between suppliers of
low-cnst coal-generated power in the Southwest (Arizona, New Mexico)
and purchasers in Northern California, where incremental generating
costs based on oil and natural gas were higher.

Has Dr. Pace provided an analysis that is adequate to justify a conclu-
sion that the proposed Entergy/GSU merger would not substantially
lessen competition in transmission’

No. Dr. Pace acknowledges that the merger would reduce the number
of independent transmissgion contract paths between Central Louisians
Electric Co. (CLECO) and the Southen Company (Southern) from two
to one, and that the merger would sinularly reduce the number of in-
dependent paths between Central and South West Corp. (C&SW) and
Southern from two to one. He argues that these two overlaps present
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no competitive problem because “neither Entergy nor GSU has been
requested to provide transmission service between CLECO and
Southern in the past” and because C&SW has shown no interest in ob-
taining wheeling service to Southern under a transmission service
schedule offered by GSU. (Ex. No. __ (JDP-1), pp. 23-24.)

This analysis suffers from several problems. First, one cannot carry out
a competitive analysis of transmission service by looking only at
wheeling. While the formal contracts are different when a utility en-
gages in wheeling and in buy-sell transactions (including simultaneous
incremental purchases and sales that are not contractually linked), the
electron flows are the same. In either case, from an economic point of
view the utility provides transmission service. In fact, both Entergy
and GSU have purchased energy from CLECO and C&SW (which in-
cludes Southwest Electric Power Co. (SWEPCO)) and sold energy to
Southern. Data in FERC Form 1s and Dr. Pace's other workpapers
(including JDP-00076-112) are not sufficient to determine whether the
purchases and sales were simultaneous.

Second, even with regard to wheeling, the fact that C&SW did not
choose to obtain service under a particular schedule offered by GSU at
some time in the past does not imply that GSU's independent trans-
mission path between C&SW and Southern is not competitively signifi-
cant. The existence of an independent path through GSU could con-
strain Entergy’s exercise of market power in transmission even if
C&SW and Southern never actually used the GSU path. The reasoning
here is similar to that used by Dr. Pace in the context of another over-
lap in explaining why he did not focus on the volume of Entergy’s and
GSU's actual transsctions. (Ex. No. __ (JDP-1), p. 41, lines 16€)

Third, the demand for transmission in the recent past may not provide
a basis for gauging demand in the future. For example, because of
widespread excess supply of generating capacity, one might not expect
there to have been much demand for transmission of capacity in the
recent past. As excess capacity declines in the future, one might expect
greater demand for transmission of capacty.
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Fourth, and most important, Dr Pace limuts hus analysis of competitive
i1ssues in transmission to “the effect of the proposed Entergy/GSU
merger on the transmussion alternatives available to the utilities inter-
connected uuwh Entergy and /or GSU..." (Ex. No. ___ (JDP-1), p. 3, em-
phasis added ; He ignores competition between Egtergy and GSU in
providing transmission service (whether unbundled as wheeling or
bundled with power in buy-sell transactions) that also involves trans-
mission provided by another entity

For example, Entergy and GSU are both links in independent trans-
mission contract paths connecting generation in areas such as
Oklahoma, Kansas, and Missoun with purchasers in areas such as
Eastern Mississipp: and Alabama. While he ignores this overlap in dis-
cussing transmussion, Dr. Pace testifies at some length about the rela-
tively low cost of nonfirm energy generation to the north and west of
Entergy and GSU, the relatively high cost of nonfirm energy genera-
tion to the east of Entergy and GSU, and the efficiency of transmitting
nonfirm energy from the north and west of Entergy/GSU to the east of
Entergy/GSU given the generating cost differential and the cost of
transmission. (Ex. No. ___ (JDP-1), pp. 38-43.)

Dr. Pace testifies in connection with nonfirm energy transactions
among utilities in the MAPP, MAIN, SPP, and SERC areas that:

...low-cost western coal generation is displacing higher
cost eastern coal generation and both are displacing natu-
ral gas generation, particularly during winter months
when natural gas is relatively high priced. (Ex. No. ___
(JDP-1), p. 39.)

In connection with generators in states such as lowa, Kansas, and
Nebraska, Dr. Pace notes:

Because these suppliers are located in low fuel cost areas,
they can sell nonfirm energy at prices low enough to com-
pete even when extra transmission charges must be paid.
Moreover, these suppliers do in fact make major nonfirm
energy sales to first tier utilities which either resell that
energy or sell their own freed-up energy resources into the
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Entergy area or further east. For example, an examination
of the data shows that AECI, EDE, OG&E, and UE all sold
nonfirm energy into the Entergy area at prices averaging
16.5 to 18 mulls per Kwh during the 1990-91 period. The
data also show that substantial nonfirm energy sales were
made by the lowa utilities, the Omaha Public Power
District and Northern States Power dunng this penod at
prices averaging 10-13 mulls per Kwh, by the Nebraska
Public Power District at 12-15 mills per Kwh and by
Kansas suppliers in the 14 to 17 mull price range. This in-
dicates that these second tier utilities can pay a typical
nonfirm wheeling charge (or equivalent buy/resell Jarkup)
and still be very competitive. (Ex. No. ___ (JDP-1), p. 40.)

Dr. Pace also finds that the purchasing utilities that are willing to pay
the most for nonfirm energy are located to the east of Entergy’s and
GSU’s areas. (Ex. No. ___ (JDP-1), p. 43.)

Jerry J. Saacks provides data indicating that Entergy has non-simvl-
taneous summer peak transmission interface transfer capability of
2800 MW from SWEPCO and 3500 MW from Oklahoma Gas & Electric
Co. (OG&E) and 550 MW to Southern and 1800 MW to TVA. (Ex. No.
e (dd8-1), p. 71.) Dr. Pace’s workpeapers (JDP-00085-86, 137) indicate
that Entergy has engaged in brokering of power and hence transmis-
sion from Associated Electric Cooperative, Inc. (AECIT), OG&E, Union
Electric (UE), Empire District Electric (EDE), and C&SW—which have
generation in Missouri, Oklahoma, Texas and other states north and
west of Entergy/GSU—to Southern.

Thus, Dr. Pace's analysis in connection with bulk power raises the pos-
sibility that the proposed merger would significantly increase concen-
tration in control over competitively significant transmission from the
lower-cost suppliers of power in the SPP to areas such as Eastern
Mississippi and Alabama. Dr. Pace has not provided any competitive
analysis of the reduction that would result from the merger in the
number of competitors sble to provide transmission service.

Furthermore, Applicants have not provided with their application
many of the types of data that would be needed to carry out such an
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analysis. For example, they have not provided data on area-to-area
transfer capacity and load factors for either Entergy’s or GSU's
transmussion systems (other than data on Entergy’s interface capaci-
ties in Ex. No. __ (JJS-2), p. 71); identified or provided capaaty data
for any other systems that they might allege offer competing transmus-
sion service, provided data idenufying simultaneous purchases and
sales of power by Entergy and GSU (other than Entergy’s purchases
for resale in JDP-00080, 83); or provided information on the incremen-
tal costs of alleged competing sources of power (other than annual av-
erage purchase and sale prices, which are insufficient for reasons that
are explained in the following paragraph).

Dr. Pace's workpapers (JDP-00215-220) provide some data on prices
paid for energy by Southern. At first glance, these data might appear
to suggest that Southern has numerous cost-competitive alternatives
to energy delivered from or through Entergy and GSU. However, it is
unclear what one can actually infer from these data. First, the issue is
control over transmission, and one cannot infer anything about
transmussion rights from past purchases and sales of bulk power.
Second, some of the energy prices vary widely. In 1990 the price MWh
for energy purchased by Southern from Duke Power is listed as $3.23
in 1921, the same price is listed as $19 .99, For TVA, the 1990 and 1991
prices are listed as $30.30 and $20 40 respectively. Third, the data on
Southern’s purchases are annual averages. They cannot be used to
make inferences about the competitiveness of prices of energy during
particular seasons or hours. Fourth, prices of energy can be affected by
differences in provisions of contracts entered into at different times
when market conditions varied. Fifth, the very fact that Southern
purchase. energy at different prices suggests that Southern was not
able to buy at the lower prices additional energy that was comparable
to the energy purchasad at the higher prices. Sixth, if one were to rely
on annual data, one would find that for Entergy’s largest bulk power
customer—Alabams Electric Cooperative—Entergy was the cheapest
source of power in 1991; the next cheapest source was 10 percent
higher in price (JDP-00231).
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[II. Other Ho.7contal Competitive Issues

Do you agree with Dr. Pace's methodology of counting the number of
separate wheeling charges paid to transmit power between two points
as a basis for evaluating the competitive effects of the merger on
transmussion customers (e g, Ex. No. __ (JDP-1, p. 33, lines 2-9)?

The issue is not what happens to the number of wheeling charges but
what happens to the total price for the transmission service, and Dr
Pace has not addressed that. A transmission customer that pays a
wheeling charge of $100 to each of two utilities is not made better off
by a merger that results in a single wheeling charge of $200 or more.

Have you identified other areas in which Dr. Pace's analysis of the
elimination of competition between Entergy and GSU is not adequate’

There are several problems. First, in addressing competition in bulk
power, Dr. Pace argues that “it is reasonable to include all first-tier
utilities in the narrowest plausible relevant market” because of the
Entergy/GSU commitment to open access at cost-based rates. (Ex. No.
— (JDP-1), p. 12.) I believe this reasoning is incorrect for energy be-
cause, as Dr. Pace points out elsewhere, it is necessary to consider
whether the relevant generation is cost-competitive. It is also neces-
sary to consider whether energy would be available during relevant
seasons and hours of the day in light of load patterns.

Second, in discussing whether internal generation of a purchaser
would constrain a price increase by a hypothetical monopoly seller of
nonfirm energy, Dr. Pace argues: “If utilities buy very little nonfirm
energy, that clearly indicates that internal generation is generally
more economic than purchasing nonfirm energy in the marketplace ”
(Ex. No. __ (JDP-1), p. 39.) The problem with this is that to determine
whether internal generation is in the relevant antitrust market for a
purchaser of nonfirm energy, the relevant issue is whether the pur-
chaser has additional, unused generating capacity that has competitive
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costs and to which 1t could turn to escape a price increase imposed by a
kypothetical monopolist of other sources of nonfirm power

Third, Dr. Pace’s calculations of “market” shares for sales of nonfirm
energy Ex. No. __ (JDP-1), pp. 8-9) are based on annual data, which
Dr. Pace observes (Ex No. __ (JDP-1), p. 17) could mask variations
across seasons or times of day. His calculations could understate con-
centration duning sigruficant periods. For example, Dr. Pace acknowl-
edges (Ex. No. _ (JDP-1), p. 39, lines 20-21) that natural gas-based
generation is less competitive during winter months. Elsewhere, he
has testified that Kansas City Power & Light “is primarily a seller of
nonfirm coal-fired energy generated on its system during hours other
than summer peak hours.” (FERC Docket No. EC90-16-00, Ex. No. ___
JDP-1), p. 32.)

Fourth, CLECO has two separate service territories. Entergy’s and
GSU's transmission systems appear to provide two independent con-
tract paths between those territories. Applicants do not provide infor-
mation on the importance to CLECO of transmission between its terri-
tories, or on whether CLECO controls transmission facilities or rights
that connect its territories. It is possible that CLECO would face a sig-
nificant reduction in the number of independent contract paths for
transmission connecting its two territories.

IV. Vertical Competitive lssues

Have regulators evaluating the competitive effects of other proposed
electric utility mergers found significant vertical problems?

Yes. In evaluating the proposed SCE/SDGE merger, both the CPUC's
decision rejecting the merger (CPUC Decigion 91-05-028, May 8, 1991,
slip op. at 79, 92) and the FERC administrative law judge’s Initial
Decision recommending rejection of the merger (FERC Docket No.
EC89-5-000, 53 FERC 163,014, Nov. 27, 1990, slip op. at 41) found that
the merger of SCE and SDGE would significantly increase the oppor-
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turuties for evasion of cost-based rate regulation that was designed w0
limit the exercise of market power. It was concluded that the merger
would increase the scope for the regulated utility to purchase power at
inflated prices from its unregulated generating affiliate, Mission
Energy. Such evasion of regulation is an antitrust problem because it
involves increased exercise of market power in the resale of electricity

Purchase of power from affiliated generators is not the only context in
which vertucal mergers in the electric utility industry have raised con-
cerns about evasion of rate regulation and foreclosure of competition.
[n the prefiled testimony in Utah Power & Light that I quote below
(Section V), William R. Hughes discusses how a vertical merger be-
tween one firm with generating interests, Pacific Power & Light
(PP&L), and another firm with transmission interests, Utah Power &
Light (UP&L), could facilitate the evasion of FERC regulation of
transmussion rates.

FERC found that the merged firm that controlled UP&L's transmission
facilities and PP&L's generation facilities would have the ability and
incentive to deny transmission service to the cheapest power that
would be available to supply the Southwest and to supply the
Southwest instead from PP&L's more expensive generating facilities.
(FERC, Opinion 318, Oct. 26, 1988, Docket EC88-2-000, slip op. at 27-
37.)

FERC found s similar problem in connection with the merger of
Northeast Utilities (NU) and Public Service of New Hampshire. FERC
found that increased market power in transmission that would result
from the proposed merger would ensble the merged firm to deny
transmissgion accese and force customers to purchase bulk power from
the merged firm at prices above those at which power was available
from alternative sources. Thus, FERC stated:

NU’s control of key transmission corridors and facilities
would allow it to control bulk power trade. Its substantial
inventory of excess generating capacity would give NU the
incentives to block the sale of competing sources of short-
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term bulk power services To the extent that NU's re-
sources are not the lowest cost resources that would oth-
erwise be avaiiable, the results would be higher electriaty
prices for consumers in many parts of New England.
‘FERC Opinion 364, Aug. 9, 1991, Docket EC90-10-000,
slip op. at 43; see also 22-23, 26, 38, 40.)

'~

is the evasion-of-regulation and foreclosure-of-competition theory used
by the U S Department of Justice (DOJ) and the courts in enforcing the
antitrust laws?

Yes. The evasion-of-regulation ard foreclosure-of-competition theory is
explicitly stated in DOJ's 1984 Merger Guidelines, which describe the
general principles normally used by DOJ in analyzing mergers. While
the portions of the Merger Guidelines relating to horizontal mergers
were updated in 1992, the portions dealing with vertical mergers, in-
cluding Section 4.23 (“Evasion of Rate Regulation”) were not changed.
(DOJ and FTC, “Statement Accompanying Release of Revised Merger
Gudelines,” Apnil 2, 1992, p. 3.)

Also, the evasion-of-regulation and foreclosure-of-competition theory
played an important role in DOJ's suit that led to the breakup of AT&T
(United States v. AT&T, 552 F. Supp. at 131 (1982)). Recently the DOJ
Antitrust Division has argued in favor of allowing the regional Bell
telephone companies to integrate vertically into unregulated equip-
ment manufacturing. One rationale offered for DOJ's change in posi-
tion appears to be that unless foreclosure involves harm to third-party
customers, it is a regulatory, not an antitrust problem. (Charles F.
Rule, Assistant Attorney General, Antitrust Division, Department of
Justice, “Antitrust and Bottleneck Monopolies: The Lessons of the
AT&T Decree," Remarks before the Brookings Institution Seminar on
Developments in Telecommunications Policy, 1988, Washington, D.C
Oct. 5, 1988, p. 11.) Thus, DOJ's about-face appears to have been due
principally to 8 jurisdictional judgment: that determination of whether
the conditions for anticompetitive vertical integration have been met
should be left to regulators rather than antitrust courts.
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What are the potential vertical competitive problems in the proposed
Entergy/GSU merger®

There are two potential problems. First, Entergy has an unregulated
generating and marketing affiliate, Entergy Power, Inc. (EPI), which
currently has 809 MW of generating capacity. EPI has embarked on an
aggressive expansion program, and has applied to the Securities and
Exchange Commussion (SEC) for approval of an additional 1000 MW of
generatng capacity and an unspecified amount of transmission capac-
ity in an area that includes GSU's territory. (Entergy and EPI, SEC
Form U-1, Application-Declaration under the PUHCA, March 20,
1992) Entergy manages, controls, operates and maintains EPI's pre-
sent capaaty at cost. Thus far, most of EPI's bulk power sales have
been to Entergy at EPI's incremental cost. In 1990-1991, EPI sold
$45.9 million of energy o Entergy; its only other sale was $2.4 million
of energy to TVA. (EPI, 1990 and 1991 FERC Form 1, pp. 310-11.)

Problems of evasion of regulation and foreclosure of competition might
anse in connection with purchases of power by Entergy/GSU not only
from EPI but also from facilities that have been excluded from the
Entergy and GSU rate bases, e.g., 107 MW of Entergy’s capsacity at the
Grand Gulf nuclear plant. The issue that Dr. Pace identifies (Ex. No.
.. JDP-1), p. 10, lines 21-24) but does not address is whether the
proposed merger would expand the scope of future self-dealing, as
regulators found to be the case in the proposed SCE/SDGE merger.

Second, if the proposed merger increases the likelihood that Entergy
and GSU will be able to exercise market power in transmissgion, the
combined firm may be able to use that market power to foreclose com-
petition in the sale of bulk power to third parties from lower-cost
sources of supply that are alternatives to their own unregulated gener-
ating facilities.
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V. Market Power Analysis in Decisions on
Market-Based Pricing and Mergers

Does FERC’s evaluation of market power in its March 3, 1992 Order
>n Rate Filing in Entergy Services, Inc. (Docket No. ER91-569-000) im-
ply that the proposed merger would not adversely affect competition in
transmission’

Not at all. There is no inconsistency between a finding that Entergy’s
market power is sufficiently limited to justify market-based pricing for
bulk power, on the one hand, and a finding that the proposed merger
would sigruficantly reduce competition in transmission.

First, even if neither a stand-alone Entergy nor a sta~d-alone GSU,
alone or in combination with others, possesses market power in a par-
ticular transmission service market, the pioposed merger, by eliminat-
ing one competitor, may significantly reduce competition. Certainly the
fact that one party to a proposed merger has been found not to have
market power does not imply that the merger would be competitively
benign.

Second, when FERC is evaluating market power in the context of an
application for market-based pricing, the issue is to compare the out-
comes from (a) conventional cost-based regulation, and (b) market-
based pricing (in conjunction with an open access transmission tariff in
the case of Entergy). Here the issue is to balance the substantial costs
involved in conventional regulation against the costs involved in the
exercise of market power.

In the case of & proposed merger, the issue is different. DOJ has distin-
guished between the analysis of market power that is undertaken for
the purposes of assessing a merger, on the one hand, and the analysis
of market power that is undertaken for the purposes of evaluating an
application to move from conventional regulation to *light-handed”
regulation or deregulation, on the other. In the words of the DOJ in
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Competition in the Oil Pipeline Industry (1984, pp. 28-29), which ad.
dressed the issue of when cost-based regulation is appropriate:

In making an wnutial determunation of whether a pipeline
ongin or destination market is so concentrated that a
pipeline might have market power, the study has tenta-
tively used an HHI threshold value of 2500. This HHI
standard for irutial hugh-nisk status for pipeline markets
is higher than the 1800 level used to demarcate highly
concentrated markets in the Department's Merger
Gudelines because of the different purpose served by the
index. A higher threshold is used for suggesting that
pipeline regulation may be appropriate than for determin-
ing that a merger is liable to lead to the exercise of market
power because regulation itself imposes significant costs,
whereas the economies foregone, if any, when & particular
merger 18 prevented are apt to be less significant.

The relevance of DOJ’s distinction between these two contexts for
market power analysis was recently emphasized by the FERC adminis-
trative law judge in the Williams Pipe Line Company, Enron Liguids
Pipeline Company Initial Decision, 58 FERC 163,004, January 24,
1992 (slip op. at 20-22). That Initial Decision finds:

The present examination of market power is designed to
facilitate a decigicn on Williams' entitlement to a system
of light-handed regulation, as opposed to traditional cost-
based rate regulation. That inquiry is much closer in pur-

pose to the Department’s Oil Pipeline Deregulaticn study,
than to questions of merger. Williams seeks light-handed

regulation, not merger.

Moreover, if FERC makes a mistake in approving market-based rates,
or if competitive conditions change, it can reverse itself. FERC has
stated that it “will not hesitate to reimpose cost-of-service regulation ”
(Order on Rate Filing, Docket No. ER91-568-000, p. 35.) By contrast, if
FERC makes & mistake in approving a merger, cost-of-service regula-
tion will not restore the status guo ante, and consumers will have to
live with the consequences of continuing competitive harm, conse-
quences that FERC does not have the ability to remedy post-merger.
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V1. Competitive Analysis of the Proposed
Open Access Transmission Tariff

What is your understanding of how transmission service would be
priced under the proposed combined Entergy/GSU open access trans-
mission tanfl?

It 1s my understanding that under the open access transmission tanf¥,
the firm transmussion service rate would be based on the combined
Entergy/GSU system's embedded costs, with provision for alieged
“stranded investment” costs, and customers would be responsible for 3
percent or more in transmission losses. The nonfirm transmission ser-
vice rate would be capped at the lower of (a) the firm transmission ser-
vice rate and (b) an allowance of 3 percent or more for transmission
iosses, plus one mill per kWh, plus one-third of the savings (after
transmission losses) based on the difference between the marginal
costs of the seller and buyer. (Ex. No. ___ (JJS-2), pp. 48-55.) One mill
per kwh amounts to $0.73 per kW-month (at 100% capacity factor),
compared to the 1992 firm transmission rate of $1.33%kW-month (Ex.
No. __ (JJS-1), p. 32) under the proposed combined Entergy/GSU open
access transmission tariff

Do you agree with Dr. Pace's view that the proposed Entergy/GSU
open access transmission tariff “will preclude the exercise of market
power by reason of control over transmission assets” (Ex. No. ___ (JDP-
1), p. 4, lines 12-13)?

I disagree with Dr. Pace. Even with the proposed open access trans-
misgion tariff, there would be significant opportunities for the merged
firm to exercise any increased market power in transmission that re-
sults from the proposed merger.

How could transmission service customers be injured by the proposed
merger if it reduces competition in transmission, given the proposed
open access transmission tarifi”
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First, with competition, both firm and nonfirm transmission service
rates (or the markups on buy-sell transactions) could often be substan.
tially below the rates allowed under the proposed open access trans-
mission tanfl. This is more likely if stranded investment costs are in-
ciuded 1n the latter tan (Y rates, since existing fixed costs play no role in
the determination of competitive prices. Transmission rates under
competition are determuned by incremental costs of providing trans-
mussion service. Where there is excess capacty, competitive transmis-
sion service rates could be as low as actual transmission losses plus
transactions costs.

Second, I doubt that regulation of access to and expansion of transmis-
sion facilities under the open access transmission tariff is likely to
work well enough to prevent Entergy/GSU from exercising any market
power that exists by denying access to its transmission system or de-
laying or denying requests for expansion of its transmission facilities.
Regulation is imperfect given the limited resources available to regula-
tors, including the fact that regulators have imperfect information
about such things as transmission capacities, costs, effects on reliabil-
ity, etc. Furthermore, Applicants indicate that Entergy/GSU “shall be
the sole judge of transmission service availability for a specified trans-
action.” (Ex. No. _ (JUS-2), p. 44.) Also, competition between Entergy
and GSU might lead to access and/or facility expansion that might not
occur under regulation.

Third, to be eligible for the open sccess transmission tariff, and thus to
limit the exercise of market power, some transmission customers are
required to pay a “price.” Utilities are required to offer comparabl. ser-
vice on similar terms to the merged company and its affiliates, and
customers may be required to forego future purchases of power and en-
ergy at system average cost rates. (Ex. No. ___ (JUS-1), pp. 11-12)

In addition, some transmission customers would be adversely affected
by the proposed merger regardless of effects on competition, given the
pricing terms of the proposed open access transmissgion tariff. In his
prepared direct testimony (Ex. No. ___ (JJS-1), p. 32, lines 10-17), Mr.
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Saacks states that for Entergy’s current transmission service cus-
tomers, the proposed merger will lead to an increase in the price of
transmussion service because GSU's average embedded cost of bulk
transmussion facilities i1s hugher than Entergy’s. In the case of nonfirm
transmussion, the merger would lead to an increase in the ceiling price
for ransmission service and thus increase the scope for exercise of any
market power 1n transmission.

Mr Saacks does not quantfy the increase in transmission service rates
that will occur for Entergy’s customers as a result of the merger.
However, he reports that for 1992 the Entergy/GSU open access
transmission tariff price for firm transmission—and the ceiling price
for nonfirm transmission—will be $1.33 per kW-month with the
merger. (Formula Rate Development for the Year Ending December 31,
18991, Workpaper JJS-000008.) This is 12.7 percent higher than
Entergy’s stand-alone open access transmission tariff price for firm
transmission--and its ceiling price for nonfirm transmission—of $1.18
per kW-montt. (Entergy, Formula Rate Development for the Year
Ending December 31, 1991, FERC Docket No. ER91-569-000, June 1,
1992, Tab 2,p. 4.)

Why do you believe that competition would play a role in the determi-
nation of transmisgion service prices in the stand-alone case?

Before | respond to the question, let me explain two points by way of
background. First, it is useful to distinguish between two questions: (1)
Does competition play a role in reducing transmission service prices
below rates reflecting embedded costs? (2) Does competition constrain
the extent to which transmission service prices exceed rates reflecting
embedded costs? Even where the answer (o (2) is negative, because
cost-based regulation imposes an effective ceiling on prices, the answer
to (1) may still be affirmative.

Second, again by way of background, it is important to keep in mind
that a utility can provide transmission service in three ways: (1) it can
provide unbundled wheeling service; (2) it can simultaneously purchase
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and sell bulk power at two different points on its transmission system
(either with or without an explicit contractual link between the pur-
chase and sale), bundling transmission service with bulk power: and
3) 1t can sell delivered bulk power generated cn its own system, again
bundling transmission with bulk power. To evaluate the extent to
which competition determunes transmission service prices, one should
consider all of these types of transactions.

Now, in response to the question, first, let me quote from Professor
Paul L. Joskow:

Coordination and wheeling transactions have increased
substantially. . These markets are subject to only very
loose FERC regulation. As a result of extensive intercon-
nections, coordination agreements and power-pooling ar-
rangements, and voluntary wheeling, the anecdotal evi-
dence suggests that these markets are often very competi-
tve.

...FERC regulation of the prices for coordination transac-

tions has not been a binding constraint in short- and
medium-term coordinstion markets. (“Regulatory Failure,
Reguiatory Reform, and Structural Change in the Electric
Power Industry,” in M. N. Baily and C. Winston, eds.,
Brookings Papers on Economic Activity: Microeconomics
1989, Brookings Institution, Washington, D.C., 1989, pp.
189-90.)

Second, under the existing Entergy open access transmission tariff ap-
proved by FERC in its March 3, 1992, Order on Rate Filing, in the
stand-alone case Entergy’s nonfirm transmission service price is explic-
itly subject to negotiation and hence competition. Competition could
limit Entergy’s nonfirm transmission service price to one mill per kWh
($0.73 per kW-month), plus an allowance for losses. (Entergy,
Transmission Service Tariff, FERC Docket No. ER91-569-000, June 1,
1992, pp. 46-48, and Explanatory Statement, p. 22, explaining that the
floor price was reduced from two mills to one mill per kWh.) If the
merger reduces competition in transmission by eliminating GSU’s in-
dependent transmission service contract path, then based on 1992
prices customers could face an increase in the nonfirm transmission
service price of $0.60 per kW-month—or 82 percent—because the cap on
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the proposed combined Entergy/GSU nonfirm rate is $1.33 per kW-
month

Third, in practice it appears that the regulation of markups on buy/sell
transactions among utilities—and thus the charge for bundled trans-
mission service—can sometimes be avoided. In connection with the
merger of Utah Power & Light (UP&L) and Pacific Power & Light
‘PP&L), Willlam R. Hughes testified that UP&L had been able to avoid
FERC regulation of transmissicn races and to exercise market power in
transmission by engaging in the purchase, transmission, and resale of
bulk power, realizing supracompetitive prices for transmission through
high markups on the delivered power. (Prefiled testimony, FERC
Docket No. EC88-2-000, Ex. No. 84, Feb. 12, 1988, pp. 7, 54-55, based
on 1986 data. Dr. Hughes observed that in the future FERC reasonably
could “be expected it assert its jurisdiction and require UP&L to charge
only a just and reasonable rate for such transmission,” and that “The
practice of reselling at a high markup is very difficult to accomplish in
the firm bulk electricity market in large long term contracts where
close regulatory scrutiny of each transaction is more likely....")

Fourth, FERC's regulation of bundled generation and transmission
supplied by vertically-integrated utilities is limited. According to Dr.
Hughee' UP&L testimony:

Q. How can regulated firms exploit market power?

A A regulated, vertically integrated firm having market
power in one aspect of its business may seek to avoid
regulatory scrutiry by packaging its product in one bundle
80 as to hide the non-competitive price inherent in one of
the components of that bundle. ...

Asl in in my testimony, the merged company can in-
clude profits from its transmission market power in
the overall bulk electricity price. As a practical matter,
regulatory scrutiny of bulk electricity transactions of a
vertically integrated company is unable to identify the
profits on transmission that are implicit in the price of the
bulk electricity. ...
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.. (TThere are strong indications that the merged com-
pany will void FERC scrutiny by bundling UP&L trans-
mussion with PP&L-generated bulk electricity. (FERC
Docket EC88-2-000, Ex. No. 84, Feb. 12, 1988, pp. 24, 26-

-

Fifth, because of concern that regulation has been responsible for wast-
ing resources, the extent of regulation of the electric utility industry 1s
being reduced and increased reliance is being placed on market forces.
Therefore, the role of competition cannot be evaluated by locking cnly
at the industry today. It is important to be forward-looking and to pre-
serve competition in areas where regulation could be relaxed in the fu-
ture. Acceptance of an increase in concentration on the grounds that
the industry is now reguiated would reduce the future scope for dereg-
ulation and hence benzfits from increased reliance on competition.

VII. Conclusions

What conclusions have you reached regarding the competitive effects of
the proposed merger of Entergy and GSU?

First, I do not believe that Dr. Pace has adequately addressed the com-
petitive issues in this merger. Most important, his discussion of gener-
ating costs in different parts of the SPP and SERC areas suggests that
the overlap between Entergy and GSU as links in independent contract
transmission paths connecting generating facilities in their territories
and points north and west, on the one hand, with purchasers in areas
such as Eastern Mississippi and Alabama, on the other, could be com-
petitively significant. Dr. Pace does not address this. [n addition, Dr.
Pace has not addressed the possibility of vertical issues related to eva-
gion of regulation and foreclosure of competition.

Second, the proposed open access transmission tariff would not prevent
the exercise of market power if the proposed merger results in a reduc-
tion of competition in transmission. A reduction in competition could
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lead to an B2 percent increase in the nonfirm transmission service
price

Third, the matenals that Applicants have supplied with their applica-
tion are insufficient to permit an adequate analysis of these market
power 1ssues. Much of the information identified above that would be
used in a traditonal market power analysis is not public and would be
available only through discovery.

Does this conclude your testimony?

Yes.
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