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l. Introduction and Summary

The staff of the Bureau of Economics of the Federal Trade Commission (FTC)
appreciates this opportunity to present its views to the Alabama Public Service
Commission (APSC) concerning restructuring in the electric utility industry. Alabama
is among a large number of states considering regulatory reforms to bring more of the
benefits of competition (lower prices, improved service, and innovation) in the electric
industry to its citizens and businesses.

The FTC is an independent administrative agency responsible for maintaining
competition and safeguarding the interests of consumers. The staff of the FTC often
analyzes regulatory or legislative proposals that may affect competition or the
efficiency of the economy. In the course of this work, as well as in antitrust research,
investigation, and litigation, the staff applies established principles and recent
developments in economic theory and empirical analysis to competition issues.

The staff of the FTC has a longstanding interest in regulation and competition in
energy markets, including proposals to reform regulation of the electric power and

natural gas industries. The staff has submitted numerous comments concerning these

! This comment represents the views of the staff of the Bureau of Economics of the
Federal Trade Commission. They are not necessarily the views of the Federal Trade
Commission or any individual Commissioner. Inquiries regarding this comment should
be directed to John C. Hilke (303-844-3565).






reforms in the United States and abroad often have provided substantial net benefits.
These benefits have gone beyond lower prices and lower costs to include technological
advances and increased variety of products and services. In this section we also discuss
how a state with low-cost generation may preserve low prices for its electricity
customers during the transition to competition.

Section 11l of the comment addresses the narrow issue of how to avoid a possible
unintended anticompetitive consequence that could flow from certain methods of
stranded cost recovery. If the APSC chooses to implement stranded cost recovery, the
staff recommends that it do so in a way that discourages anticompetitive conduct by
vertically-integrated incumbent electric utilities and reduces distortions in future
electricity purchase decisions of consumers and businesses.

The comment focuses on market structure in Section IV. We observe that

traditional regulation may remain appropriate for transmission and distribution assets,
while most other aspects of the industry should be candidates for competition.

Section V defines the term market power and presents costs and benefits of

open-access rules and independent systems operators (ISOs). This section also
provides economic insights on utility affiliate rules and compares the role of states in
evaluating and remedying market power in the retail competition and merger contexts.

In Section VI, we observe that large, regional ISOs or other independent
transmission entities may be attractive from a reliability perspective as well as from a
competitive perspective.

1. Public Interest and Regulation









combined-cycle gas plants may be less than one quarter the size of efficient coal or
nuclear plants.” Deregulation of natural gas and the resulting decline in natural gas
prices relative to other fuels has spurred this new technology. At the same time, new
institutional arrangements, particularly ISOs, are expected to be able to capture many
of the benefits of vertical integration without many of the costs.® Thus, much of the
genesis of regulatory reform in the electric industry has been technological innovation
in generation and organizational innovation in transmission.

In a variety of industries, extensive economic research on the actual effects of
regulatory reform has revealed a general pattern of strong net benefits of several types,

including cost savings, technological advancements, and increased variety of products

’ See Timothy Brennan et al., A Shock to the System 16-19 (1996); FERC Order No. 888
(Promoting Wholesale Competition Through Open Access Non-Discriminatory
Transmission Services by Public Utilities; Recovery of Stranded Costs by Public Utilities
and Transmitting Utilities), 61 Fed. Reg. 21539, 21544 (May 10, 1996) (Order No. 888).
Advances in microturbine and other distributed generation technologies may further
extend this trend in the future. See, e.g., Brian O Reilly, Transforming the Power Business,
Fortune (May 11, 1998); Joanne Von Alroth, Generating Interest, Current Events:
Microturbines Tout Cheaper, More Reliable Power, Crains Chicago Business (Apr. 13,
1998); Thomas R. Casten, Electricity Generation: Smaller Is Better, 8 Elect. J. 65-72 (1995);
Clyde Wayne Crews, Jr., Electric Utility Reform: The Free Market Alternative to
Mandatory Open Access, Competitive Enterprise Institute <www.electricity-
online.com/crews.html (1998)>.

® One potential difficulty with the nonprofit status of 1SOs is the lack of incentives to
operate efficiently and make economically appropriate investment decisions regarding
expansion of the transmission grid. 1SO governing bodies typically provide incentives for
managers to operate the grid efficiently and to diminish transmission bottlenecks by
arranging for appropriate additions to transmission capacity.
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net stranded benefits. Finally, retail competition is likely to provide other benefits in
the form of new services and lower costs that will offset any price effects of diversion.
I11.  Stranded Cost and Benefit Recovery: Potential Distortions

Alabama is among a number of states examining public interest issues
surrounding recovery of stranded electric utility costs and benefits. The staff takes no
position as to whether stranded cost and benefit recovery is in the public interest -- a
determination best made by state and local regulators with knowledge of unique local
circumstances. Whether and how to implement stranded cost and benefit recovery
raises many complex policy issues that reach far beyond the scope of this comment.
Instead, we address the narrow issue of how to remedy an unintended anticompetitive
consequence that could flow from certain methods of stranded cost or benefit recovery
in the event the APSC decides to permit vertically-integrated, incumbent electric
utilities to recover net stranded costs or to permit customers to recover net stranded
benefits.

Certain net stranded cost recovery systems may create artificial incentives for
incumbent utilities to set prices that deter entry and harm competition. If the APSC
finds that there are net stranded costs in an area and chooses to implement stranded
cost recovery, we recommend that it do so in a way that discourages such
anticompetitive conduct by incumbent firms.

In addition, we briefly discuss (1) potential market distortions and inefficiencies
that may accompany stranded cost and benefit recovery and ways to minimize such
inefficiencies, and (2) mitigation of the level of stranded costs. These two issues were

10



examined in the attached Open Access Comment to the Federal Energy Regulatory
Commission.

A. A Possible Unintended Consequence: Stranded Cost Recovery May
Create Artificial Incentives to Deter Entry

One potential unintended consequence of stranded cost recovery is that
incumbent firms may be able to use the stranded cost recovery system to deter
potentially more efficient and innovative entry*” and thereby delay or harm
competition.” If that occurred, electricity customers (municipalities, businesses, and
consumers) would lose not only the benefits of price competition but also those flowing
from the product and service improvements and increased product variety that
competition brings. They would likely pay more than they otherwise would during the
period after the stranded cost recovery period ended. The APSC could safeguard
against these unintended consequences, however, by adopting, in conjunction with any
stranded cost recovery system, one of three possible remedies discussed in Section
I11.C, infra.

Consumers could be harmed by the exclusion of efficient entrants during the
stranded cost recovery period. The harm could result because of a connection between

the way stranded costs are defined and a decision by state regulators to provide

" Entry in generation could take the form of new generation facilities, or it could
consist of improved transmission capacity that makes distant generation sources more
effective competitors to local generation sources.

¥ This discussion is developed in the context of retail competition and retail stranded
costs. Similar concerns may arise concerning wholesale competition and stranded costs.

11



incumbent utilities with recovery of most or all of their stranded costs through
surcharges on electricity use.”® Stranded costs are often defined by calculating the
difference between the (larger) net present value of future income under traditional
regulation using a rate-of-return concept and the (smaller) net present value of future
income under regulatory reform. That is, the net present value of the income from a
particular generation asset in a competitive environment is expected to be less than the
income regulators would allow from a particular asset in a regulated environment.
When stranded costs are defined in this manner, the level of stranded cost
recovery is inversely related to how far prices for electric power (energy charges) fall as
the result of competition. From the incumbent perspective, there is an increase in
revenue from stranded cost recovery for every revenue decline due to lower energy
charges. With 100 percent stranded cost recovery, as some regulators have chosen, the
offset is dollar-for-dollar. By contrast, the potential generation entrant has no stranded

cost recovery revenue to offset lower energy charges. Thus, it could be disadvantaged

¥ Recent publications that discuss specific instances and present a similar discussion
of the issues include Richard Pierce, Conceptual Issues Raised by the PECO/Enron
Dispute, 11 Elect. J. 26-38 (Apr. 1998); and Jeffrey D. Watkiss, Retail Competition:
Preliminary Results, Electric Utility Consultants” Transmission Pricing Conference,
Denver, Colorado (June 26-27, 1998).

% Under traditional regulation, the price of electricity is a bundled price that includes
generation and transmission/distribution components blended together. Under most
competitive scenarios, the individual components are unbundled and reported separately.
Here we refer to the generation component of traditional rates as the "energy charge" and
the transmission/distribution components as the "lines charge."
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by such a stranded cost recovery system because it may need to match the incumbents
lower energy charges in order to compete, but may lack the wherewithal to do so.

As competition in generation is about to begin, the vertically-integrated
incumbent must decide what price (energy charge) to set for the electricity it generates.
If it establishes an artificially low energy charge,? entry would be less likely to take
place and competition from entrants may be less likely to reduce the incumbent’ future
profits.?? Stranded cost recovery revenue effectively could subsidize such artificially
low energy charges, without proportionately reducing the total charges to consumers.

Customers that leave a vertically-integrated incumbent and choose a new
electricity supplier will typically be required to pay an energy charge, a lines charge,
and a stranded cost recovery surcharge as part of their monthly electricity bill during
the stranded cost recovery period.? Because many stranded cost recovery proposals

incorporate an equalization-type formula -- such that stranded cost is defined as the

21 The level of the incumbent s energy charge necessary to deter entry depends, in part,
on the costs faced by prospective entrants. Establishing a very low energy charge -- one
that is below the expected variable costs of potential entrants, for example -- is quite likely
to deter entry.

22 In theory, if a state determines not to permit 100 percent stranded cost recovery, the
utility 3 incentive to engage in entry-deterring pricing of energy charges will be weakened,
depending upon the amount not recovered. Although the aggregate stranded cost
recovery amount is lower, which should result in a lower total price for electricity to
consumers and increased output by producers, the actual effect on output may be slight
because electricity demand is commonly thought to be relatively inelastic, at least in the
short run.

2 Although the new supplier would bill and collect these three charges, it would remit
the stranded cost recovery surcharge to the vertically-integrated incumbent.
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2) Establish minimum energy charges for the incumbent utility that reflect at
least its fuel costs. If the incumbent utility is required to set its energy charges at least
at the variable costs of fuel, alternative suppliers with lower fuel costs may find
sufficient incentives to enter.  The regulator s tasks of collecting data, monitoring
compliance, and determining variable costs (assuming variable costs can even be
determined) under this type of rule, however, would require significant resources.
Although this approach may discourage entry-deterring prices, it also risks
discouraging competitive price reductions aimed at, for example, promoting the
sampling of new products, enhancing the demand for complementary products, or
learning more about demand elasticity.

3) Establish caps on electricity prices during a transition period that extends
for a fixed interval beyond the stranded cost recovery period. The price cap would
reduce the ability of the incumbent utility to take advantage of the lack of entry during

the recovery period by raising rates immediately thereafter. One drawback of this

%(...continued)

event the sellers affiliate(s) are allowed to bid. Divestiture to a single entity will not
generally address existing generation market power. Divestiture to more than one entity
is likely to increase competition in the relevant market(s).

# Fuel costs (including transportation costs for fuel) typically represent a substantial
proportion of total generation costs, and differences in fuel costs typically represent a large
portion of the difference in the relative costs (both total and variable) of various generating
facilities. Hence, a minimum energy charge set at fuel costs represents both a substantial
difference from a near-zero energy charge, and a sufficient inducement to entrants to
invest either in new generation with low fuel costs or in new transmission providing access
to low-cost generation.
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have similar incentives to innovate in order to mitigate threatened losses, such as those
that are labeled here as “stranded costs.”” But requiring that all mitigation savings be
passed through to the departing customers would effectively impose a 100 percent tax
on mitigation savings, thereby discouraging additional efforts to mitigate stranded
costs.® Other treatments of mitigation savings may not discourage mitigation of
stranded costs to the same degree. Stranded cost mitigation incentives are discussed in

Section V.B. of our Open Access Comment.

IV.  Market Structure: Functions that Can Be Competitively Supplied

To date, technological and organizational innovations allowing competition have
centered on generation and marketing of electric power. Additional opportunities for
unbundling, such as competition in metering and billing services, appear to warrant
serious consideration either as elements of marketing or as separate enterprises. At the
same time, there is a considerable degree of consensus that transmission and
t32

distribution assets should remain under rate and service regulation for the presen

because economies of scale continue to be a primary consideration for investment in

' In the case of net stranded benefits, full recovery for customers may similarly
discourage firms from obtaining such benefits by effectively taxing them at 100 percent.

%2 Rate and service regulation of transmission and distribution assets can be consistent
with competition to supply energy conveyed over these lines by unbundling transmission
and distribution from energy sales.
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Open Access Comment to FERC in 1995 emphasized the limitations of behavioral rules
in addressing vertical discrimination in access to transmission. The comment discussed
continued incentives to discriminate under open access rules and difficulties in
detecting and documenting violations of such rules. Likewise, discriminatory

behavior is consistent with the evidence from the Supreme Court Otter Tail Power

decision.*® Although we have not performed an empirical study of the presence of
either horizontal market power or transmission discrimination in Alabama, we can
provide some insights into the process of making such an assessment and developing
remedies if market power is a concern.

B. Several Factors Are Important in Evaluating Horizontal Market Power
Issues

Economic analysis of market power includes five primary areas: market
definition, market structure, likely competitive effects of the structure or of changing

the structure, entry conditions, and efficiencies.*

%(...continued)
888, 61 Fed. Reg. at 21552.

% Otter Tail Power Co. v. United States, 410 U.S. 366 (1973).

" Although the DOJ/FTC Merger Guidelines provide a firm foundation for analyzing
changes in prospective market power resulting from a proposed merger, the analysis does
not focus on detecting or measuring market power that may already exist in the market.
Further, antitrust enforcement is focused on anticompetitive mergers and unfair methods
of competition. From an antitrust perspective, a firm that lawfully acquired market
power does not commit an antitrust offense merely by exercising that power, unless it
engages in unfair methods of competition to protect that power. Consequently, antitrust
enforcement may not be able to reach such market power as may exist as a market moves
from local regulated monopolies to competition. Hence, if it finds that horizontal market

(continued...)
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1. The APSC May Wish to Use Computer Simulation Models to
Help It Assess Horizontal Market Power and Structural
Remedies
for Market Power
Recently, computer simulation models of generation and transmission that may
facilitate analysis of market power issues have become more widely recognized and

tractable.®®

Our experience in evaluating the PacifiCorp/Peabody merger evidences
the potential usefulness of computer simulation models for the analysis of market
power and potential structural remedies.** For example, by simulating various price
increases and their effect on pricing in the relevant market(s), computer models can be
used to determine relevant geographic markets in a merger analysis or to ascertain
whether an entity is engaging in anticompetitive behavior. Various state regulatory

agencies and reliability councils also incorporate computer simulation models in their

long-range planning efforts. The APSC may wish to consider employing such

¥(...continued)

power problems exist in the generation market(s), the APSC may wish to look beyond
antitrust enforcement by considering structural relief (i.e., divestiture of generation assets
by a transmission monopolist). At the same time, however, if the APSC is contemplating
structural relief to correct an existing market power problem, an analysis using the factors
set forth in the DOJ/FTC Merger Guidelines may be helpful.

% FERC %5 Inquiry Concerning the Commission's Policy on the Use of Computer Models
in Merger Analysis; Notice of Request for Written Comments and Intent to Convene a
Technical Conference, 63 Fed. Reg. 20,392 (1998) ("The purpose of this inquiry is to gain
further input and insight into whether and how computer models should be used in the
analysis of mergers ...").

¥ Federal Trade Commission, "Analysis of Proposed Consent Order to Aid Public
Comment In the Matter of PacifiCorp et al.,” FTC File No. 971-0091, at 4 (Feb. 18, 1998).
The FTC withdrew from the proposed consent order as of June 30, 1998 because PacifiCorp
withdrew from the merger <www.ftc.gov/opa/9807/petapp39.98.htm>.
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computer simulation models, if it has not already done so, to help it assess existing
generation market power and potential structural remedies for such market power.
2. The APSC May Wish to Examine the Sensitivity of Market
Power
Analysis to Prospective Technical Changes

With rapid technical change, there is an important potential distinction between
current market power problems that are transitory and those that are likely to persist
despite new technology and new institutions. A good example is the effect of changing
technology on entry conditions.*® Technological and regulatory changes over the past
decade have tended to ease entry obstacles in electricity generation markets. In the
comment to the Maine Department of the Attorney General and the Public Utilities
Commission, the FTC staff observed that future entry conditions in possible load
pockets* in Maine may be eased considerably by installation of new natural gas
pipelines that can supply fuel to new, smaller gas generators.”” New and existing
natural gas distribution lines may make entry of new, smaller-scale electric generators

quicker and easier in Alabama as well, particularly given the proximity of Alabama’

load centers to extensive natural gas fields.

“* The competition implications of market concentration are affected significantly by
entry conditions. If entry is likely, timely, and sufficient to undermine efforts to exercise
market power, then even high concentration may not have adverse implications for
consumers. (See the DOJ/FTC Merger Guidelines, Section 3, for a discussion.)

“t A "load pocket" refers to demand in an area that must be satisfied by generation in
that area because transmission congestion prevents utilization of supplies from outside the
area.

2 <www.ftc.gov/be/advofile.htm (V980011)>
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market and thereby reduce market concentration in generation and consequently the
likelihood of generation market power. A broader geographic market will not
necessarily solve all the generation market power problems, but it can provide a major
step in that direction.

If it is truly independent in its governance and operations, the ISO also
eliminates transmission discrimination incentives by removing control of transmission
assets from the hands of firms that own generation facilities. In addition, the ISO may
have stronger incentives than traditional vertically integrated utilities to address
generation market power in load pockets that arise during periods of transmission
congestion.*®

If Alabama becomes involved in the formation of an ISO, it may wish to consider
four danger signs warning of risks to competition in the 1SO formation process:* (1)
the ISO is too small; (2) there is no plan for generation restructuring; (3) the ISO is not
sufficiently independent; and (4) the ISO plan does not effectively deal with

transmission congestion.

“® One potential difficulty with the nonprofit status of 1SOs is the lack of profit
incentives to operate efficiently and to make economically appropriate investment
decisions regarding expansion of the transmission grid to address transmission
bottlenecks. ISO governing bodies may be able to design the employment contracts of ISO
managers to provide such incentives.

“ FERC issued additional guidelines on formation of ISOs in Order No. 888 and Order
No. 889, FERC Stats. & Regs. (CCH) 131,594 (Apr. 24, 1996) (Open Access Same-Time
Information System and Standards of Conduct).
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competition. As noted earlier, antitrust may not be an effective policy tool for
addressing existing market power created under past regulation. Hence, the APSC,
other state public utility commissions, and FERC may be in the best position to address
this aspect of restructuring as part of the 1SO formation process.*

ISO Warning Sign Number Three: The "I" part of the ISO is missing or weak.
Independence is a keystone of successfully launching competition through an ISO. For
competition to develop, current and prospective industry participants need to have
trust in the objectivity of the ISO. If, for example, incumbent vertically integrated
utilities can veto expansions of the transmission grid, or limit who may use the grid, the
ISO% independence is likely to be at risk.*

ISO Warning Sign Number Four: The ISO plan does not effectively deal with

transmission congestion.*® Failure to deal effectively with the transmission congestion

*1The Administration s recent proposals respond to this concern by recommending that
Congress give FERC (in consultation with the FTC and DOJ) authority to require
divestiture of generation assets by generating firms that have market power in the context
of retail competition. "Comprehensive Electricity Competition Plan" (Mar. 26, 1998)
<www.hr.doe.gov/electric/plan.htm>.

%2 See James Baker Jr., Bernard Tennebaum, and Fiona Wolf, Governance and
Requlation of Power Pools and System Operators: An International Comparison, 382
World Bank Technical Papers (1997) (a report on international comparisons of 1SO
governance systems written in part by FERC staff); Alex Henley, Contrasts in
Restructuring Wholesale Electric Markets: England/Wales, California, and the PJM, 11
Elect. J. 24 (Aug./Sept. 1998).

¥ "Transmission congestion" refers to conditions in which transmission lines are being
used to full capacity and additional transmission efforts between a generator and load
reduce the efficiency of other transmissions on the transmission grid. Transmission
congestion is most likely during peak demand (load) periods.
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* A variety of transmission congestion pricing systems have been approved by FERC
for use by ISOs, and the APSC may wish to compare the effects of the different systems as
more experience is gained. California, for example, opted for a "zonal transmission
pricing" approach, albeit with very large zones. The Pennsylvania, [New] Jersey,
Maryland (PJM) ISO has chosen to address transmission congestion problems with much
more narrowly defined pricing zones. PJM % approach is termed "locational marginal
pricing"






[T]here is a strong likelihood that a utility will favor its
affiliates where these affiliates are providing services in
competition with other, non-affiliated entities. . .. [In
addition,] there is a strong incentive for regulated utilities or
their holding companies to subsidize their competitive
activity with revenues or intangible benefits derived from
their regulated monopoly businesses. ... Finally, . ..
current regulations . . . are not adequate to prevent or
discourage [this] anticompetitive behavior. ... However,
the Commission is aware that efficient competition is
fostered by encouraging the participation of many qualified
participants, including unregulated affiliates.*

The potential benefits to consumers from preventing discriminatory transactions
and cross-subsidization between regulated distribution utilities and their unregulated
affiliates can take several forms. First, discrimination and cross-subsidization may
artificially increase the costs of the regulated utility as costs incurred for the benefit of
the affiliate are shifted to the regulated firm. Under a rate-of-return regulatory regime,
higher costs will result in increased prices in the regulated market. Second, such
conduct may increase costs in unregulated markets by displacing innovative, lower-
cost suppliers and entrants with a higher-cost affiliate of the local regulated distribution
utility. Third, this displacement also may eliminate or reduce the process and product
innovations that the displaced firms would have provided to consumers.

On the other hand, unbundling can impose costs on consumers in the form of

lost economies of vertical integration and forgone economies of scale or scope. These

lost economies translate into higher costs and higher prices in either the regulated or

> Public Utility Commission of Texas, 23 Tex. Reg. 5294 (May 22, 1998).
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unregulated markets. In addition, participation by affiliates may in itself increase
competition in relevant markets.

In weighing the trade-offs between preventing discrimination and fostering
economies of vertical integration, it is important to keep in mind that these questions
arise in a broader context of introducing competition into a very large industry with
widespread effects on local economies as well as the national economy. For
competition to take hold quickly and effectively in these formerly regulated markets, it
may be particularly important to dispel potential entrants”perceptions that the
incumbent distribution firms will manipulate rules and mislead regulators to the
disadvantage of new competitors.

This perception issue gains urgency to the extent that entry may be less costly
when competition is initially being introduced in the electricity industry, when
consumers and businesses are likely to be more aware of and interested in new choices.
Conversely, entry may be more costly and less likely in the long run if an incumbent
retains incentives to increase the risks of entrants into markets served by the
incumbent’ affiliates. These broader concerns about entry are not as relevant to state
regulators when an affiliate is operating in competitive markets that are less closely
related to the markets supplied by the regulated incumbent. Accordingly, the need to
address (and reduce) the perception of potential discrimination and cross-subsidization
may be greatest when competition is just getting underway.

1. Initial Assessment of Vertical Efficiencies
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The APSC may wish to assess whether significant existing or prospective
economies of vertical integration will be lost if it allows incumbent utilities to establish
affiliates to offer unregulated services. Such an assessment could alleviate some
uncertainty about the costs and benefits of different policy options. If economies of
vertical integration are minimal, divestiture at the outset of regulatory reform may be
more appropriate than the proposed behavioral rules. Conversely, if economies of
vertical integration are substantial, the APSC may wish to consider whether any type of
separation of a utility from its affiliates is likely to yield net benefits. Recent empirical
evidence suggests that economies of vertical integration in the electric industry may be
material, but that they vary considerably in different circumstances and may be
realized through alternative organizational arrangements.® Given this evidence, it
seems reasonable to assume initially that vertical integration produces at least modest
economies.

2. Limits on Transactions Between Utilities and Their Affiliates

The APSC has questioned whether behavioral rules are sufficient to discourage
discrimination in transactions between regulated utilities and their unregulated
affiliates. As discussed above, we have significant reservations about the effectiveness
of relying exclusively on behavioral rules. If the scale, scope, or vertical integration
economies of affiliation are substantial and can be realized even in the presence of

functional unbundling, the APSC may wish to strengthen its approach by requiring the

% See John E. Kwoka, Jr., Power Structure: Ownership, Integration, and Competition
in the U.S. Electricity Industry (1996).
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parent utility 3 logo. For example, an element of a parent firm% reputation might be
the credibility of its pledges of high-quality service that are backed by the parent®
financial stability as a government-franchised monopoly. If a consumer imputed this
same credibility to an affiliate 3 promises of high-quality service because of its use of
the parent logo, when in fact the affiliate did not have access to the revenues of the
monopoly franchise, the consumer could be injured if the affiliate was unable to fulfill
its promises in the way the consumer expected. Under such circumstances, the use of
the logo by the unregulated affiliate could harm consumers and competition in much
the same way as deceptive advertising.

False or deceptive advertising is prohibited under Section 5 of the Federal Trade
Commission Act.” In determining whether an advertising representation is deceptive,
the FTC generally relies on the principle that if at least a substantial minority of
consumers takes a particular message from an advertisement, and if that message is
likely to mislead consumers to their detriment, then the advertisement is deceptive.”

Thus, when considering the effect of an affiliate s use of the parent utility s logo,
the FTC would consider consumers”impressions about the relationship between the
utility and the affiliate and whether those impressions would be likely to affect

purchase decisions. If use of the utility s logo implies to consumers that the

15 U.S.C. § 45.

! See Federal Trade Commission s Policy Statement on Deception, letter to Hon. John
D. Dingell, Chairman, Subcommittee on Oversight and Investigations, Committee on
Energy and Commerce, U.S. House of Representatives (Oct. 14, 1983), appended to
Cliffdale Associates, 103 F.T.C. 110 (1984).
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of the type that regulators would traditionally include in the rate base of the regulated
firm; and (3) the unregulated affiliate can enhance its own reputation among consumers
by using the logo of the regulated parent firm, even if elements of the regulated firm’
reputation do not apply to the affiliate. When these factors are present, a regulated
incumbent will have a heightened incentive to overinvest in reputation-building
because it can expect to incorporate a greater share of these investments into its rate
base than if the assets were not shared with the affiliate. Moreover, the affiliate would
realize additional profits from its increased sales in the unregulated market. The
principal obstacle to deterring this conduct is that it may be extraordinarily difficult to
distinguish competitive from anticompetitive levels of investment in reputation-
building. Harm to competition and consumers may result from such overinvestment
and subsequent cross-subsidization.

Harm to competition may occur because the unregulated affiliate s access to the
logo of its regulated parent gives it a cost advantage through potential cross-
subsidization that otherwise equally efficient competitors cannot match. The
anticompetitive results may include (1) higher-than-necessary average operating (i.e.,
non-logo-related) costs for the industry and higher prices for consumers due to the
continued operation of the affiliate, which can survive with higher-than-necessary costs
due to the cross-subsidization; (2) greater market concentration and less competition

than would occur absent the cross-subsidization;’ and (3) discouragement of potential

" If entry is difficult or delayed, market share gained through cross-subsidization also
(continued...)
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An alternative means of transferring the rights to use the parent firm logo is to
require that the affiliate (and any other firms granted the right to use the logo ”) pay
the parent for the right to use the logo.” Because the logo is an asset, use of the logo by
other firms, including affiliates, represents an asset transfer from the parent firm, and
the APSC may wish to treat it like other asset transfers. In order to avoid cross-
subsidization in such a transaction, the use of the parent logo must be fairly

evaluated.”

" In some situations, firms may sell the right to use a logo to independent entities,
contingent upon conditions and restrictions placed on use of the logo.

® Payments to the regulated distribution firm for use of its logo could reduce prices for
distribution services by substituting payments from an affiliate for what the firm otherwise
would be authorized by the APSC to collect through distribution charges.

® The Maine Public Utilities Commission has established rules requiring affiliates to
pay the incumbent utility for use of the goodwill reflected in the utilitys name. The
payment is determined according to how soon the utility succeeds in earning its
authorized return on equity. Maine Public Utilities Commission, Docket No. 98-077 (July
7,1998). Therules provide athree-year initial payment period followed by a reassessment,
with up to three additional years of payments if necessary to bring down the value of the
goodwill asset to zero. Corporate Goodwill, Public Utilities Fortnightly 16 (Oct. 15, 1998).
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responsibility for review of generation market power (if any) at the retail level. The
APSC may wish to focus its analytical resources on these two important situations
where it has the primary role in assessing market power and developing appropriate

remedies.®

VI. Properly Developed and Operated 1ISOs May Also Help Address Reliability
Concerns

Although the issues of competition and reliability are commonly discussed
separately, there is a major overlap between the two that relates to the appropriate size

of the ISO or other independent regional transmission entity. As discussed above, large

8(...continued)

Minneapolis, Minnesota, July 8-9, 1998. Subsequent to this Executive Dialogue, NARUC
passed a resolution urging states that are considering retail competition to obtain authority
to remedy existing market power at the retail level. Despite the lack of restructuring
authority, some states (e.g., California) have induced divestiture of generation assets by
large franchised utilities by requiring such divestiture as a condition for recovery of
stranded costs.

% Some states have determined to assess retail market power with the aid of computer
simulation models. The APSC may wish to consider this approach as well. Staff of the
Utah Public Service Commission released a draft Market Power Report to that state
Electrical Deregulation and Customer Choice Task Force on August 14, 1998. This report
contains an extensive section on computer simulation modeling. Computer simulation
modeling of retail market power in Colorado was performed for the Colorado Public
Utilities Commission and reported in an article entitled Measuring Market Power in a State
with a Dominant Supplier: A Case Study, 11 Elect. J. 61 (July 1998). Because subtle
modeling parameters may have very significant effects on results, the APSC may wish to
avoid relying exclusively on incumbent firms to perform this type of analysis.
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preserving possible economies of vertical integration. Bidding rules and other policies
appear to constitute a reasonable initial approach to this trade-off. If such rules are
adopted, the APSC may wish to set a date to reevaluate the adequacy of the rules, with
a view to moving to full divestiture if the rules have not prevented discrimination or
have proven very costly to enforce. In the area of consumer protection, the APSC may
wish to adopt rules on advertising by affiliates that are consistent with FTC law on
deceptive advertising. Finally, the APSC may wish to maintain the confidentiality of
commercially sensitive information on winning bids in order to avoid aiding

coordinated interaction between competitors.
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We again thank the APSC for inviting comments as part of its wide-ranging

inquiry concerning prospective electric industry regulatory reform and restructuring.

January 8, 1999

Respectfully submitted,

John C. Hilke, Electricity Project Coordinator
Bureau of Economics

Federal Trade Commission

600 Pennsylvania Ave., N.W.

Washington, D.C. 20580
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