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INTRODUCTION AND QUALIFICATIONS

Mr. Biewald, please state your name, position and business address.

My name is Bruce E. Biewald. | am the President of Synapse Energy Economics,
Inc., 22 Pearl Street, Cambridge, MA 021309.

Mr. Fagan, please state your name, position and business address.

My name is Robert M. Fagan. | am a Senior Associate at Synapse Energy
Economics, Inc., 22 Pearl Street, Cambridge, MA 02139.

Mr. Schlissel, please state your name, position and business address.

My name is David A. Schlissel. 1 am a Senior Consultant at Synapse Energy
Economics, Inc., 22 Pearl Street, Cambridge, MA 02139.

On whose behalf are you testifying in this case?

We are testifying on behalf of the New Jersey Division of the Ratepayer Advocate

(“Ratepayer Advocate™).
Please describe Synapse Energy Economics.

Synapse Energy Economics ("Synapse") is a research and consulting firm
specializing in energy and environmental issues, including electric generation,
transmission and distribution system reliability, market power, electricity market
prices, stranded costs, efficiency, renewable energy, environmental quality, and

nuclear power.

Mr. Biewald, please summarize your educational background and recent

work experience.

| graduated from the Massachusetts Institute of Technology in 1981, where |
studied energy use in buildings. | was employed for 15 years at the Tellus
Institute, where | was Manager of the Electricity Program, responsible for studies
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on a broad range of electric system regulatory and policy studies. | have testified
on energy issues in more than eighty regulatory proceedings in twenty-five states
and two Canadian provinces and in state and Federal courts. | have co-authored
more than one hundred reports, including studies for the Electric Power Research
Institute, the U.S. Department of Energy, the U.S. Environmental Protection
Agency, the Office of Technology Assessment, the New England Governors'
Conference, the New England Conference of Public Utility Commissioners, and
the National Association of Regulatory Utility Commissioners. My papers have
been published in the Electricity Journal, Energy Journal, Energy Policy, Public
Utilities Fortnightly and numerous conference proceedings, and | have made
presentations on the economic and environmental dimensions of energy
throughout the U.S. and internationally. I also have consulted for federal
agencies, including the U.S. Department of Energy, the U.S. Department of
Justice, the U.S. Environmental Protection Agency, the Federal Trade
Commission and National Renewable Energy Laboratory. My resume is
provided here as Exhibit BFS-1.

I have analyzed electricity market power issues in numerous markets throughout
the Eastern, Central and Southern United States, including, but not limited to,
PJM, New York, and New England. | have presented the results of these analyses
as testimony on market power issues before the Connecticut Department of Public
Utility Control, the New Jersey Board of Public Utilities, the Arkansas Public
Service Commission, the West Virginia Public Service Commission, the
Maryland Public Service Commission, the Mississippi Public Service
Commission, the New York Public Service Commission, and the New Hampshire
Public Utilities Commission. I also have submitted affidavits and testimony to the
FERC in Dockets Nos. EC98-40-00, et al., EC97-46-000, OA97-237-000, and
ER97-1079-000.

I have co-authored a number of studies on market power issues. These studies

included The New England Experiment: An Evaluation of the Wholesale
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Electricity Markets, June 2003; Best Practices in Market Monitoring: A Survey of
Current ISO Activities and Recommendations for Effective Market Monitoring
and Mitigation in Wholesale Electricity Markets, November 2001; Competition
and Market Power in Northern Maine Electricity Market, November 1998;
Analysis of Market Power in the APS and Duquesne Service Territories, February
1998; and, Horizontal Market Power in New England Electricity Markets:
Simulation Results and a Review of NEPOOL’s Analysis, March 1997.

I have been invited to speak on market power issues by the National Association
of Regulatory Utility Commissioners, the New England Conference of Public
Utility Commissioners, the National Consumer Law Center, and the National

Association of State Utility Consumer Advocates.

Mr. Fagan, please summarize your educational background and recent work

experience.

| am an energy economics analyst and mechanical engineer with 19 years of
experience in the energy industry. My work has focused primarily on electric
power industry issues, especially economic and technical analysis of competitive
electricity markets development, electric power transmission pricing structures,

and assessment and implementation of demand-side resource alternatives.

I have analyzed wholesale transmission system issues for numerous clients over
the past nine years. This work has included: valuation of FTRs; examination of
FTR and ARR auction and allocation mechanisms in New England, PJM, New
York and the Midwest; study of alternative transmission rights models, including
physical vs. financial paradigms; analysis of GE MAPS modeling results; review
of LMP price data in PJIM, NY, NE and the MISO ISO regions; and review and
critique of transmission system embedded cost recovery issues including tariff

design and the impacts of FERC’s 888 open access transmission tariff.
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I have testified before State regulatory commissions in Indiana, Illinois, Texas
and Maine, and before provincial regulatory commissions in Ontario, Alberta and

Nova Scotia on various retail and wholesale electricity market issues.

I hold an M.A. from Boston University in Energy and Environmental Studies and
a B.S. from Clarkson University in Mechanical Engineering. Details of my

experience are provided in Exhibit BFS-2.

Mr. Schlissel, please summarize your educational background and recent

work experience.

| graduated from the Massachusetts Institute of Technology in 1968 with a
Bachelor of Science Degree in Engineering. In 1969, I received a Master of
Science Degree in Engineering from Stanford University. In 1973, | received a
Law Degree from Stanford University. In addition, | studied nuclear engineering

at the Massachusetts Institute of Technology during the years 1983-1986.

Since 1983, | have been retained by governmental bodies, publicly-owned
utilities, and private organizations in 24 states to prepare expert testimony and
analyses on engineering and economic issues related to electric utilities. My
recent clients have included the U.S. Department of Justice, the Staff of the
Arizona Corporation Commission, the General Staff of the Arkansas Public
Service Commission, cities and towns in Maine, Connecticut, and Illinois, and the
Attorneys General of the States of New York and Rhode Island and the

Commonwealth of Massachusetts.

I have testified before state regulatory commissions in Connecticut, Arizona, New
Jersey, Kansas, Texas, New Mexico, New York, Vermont, North Carolina, South
Carolina, Maine, Illinois, Indiana, Ohio, Massachusetts, Missouri, and Wisconsin
and before an Atomic Safety & Licensing Board of the U.S. Nuclear Regulatory

Commission.
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I have analyzed market power issues in PJM and New York State. | have
presented the results of market power analyses in testimony before the New

Jersey Board of Public Utilities.
A copy of my current resume is attached as Exhibit BFS-3.
What is the purpose of your testimony?

Synapse was retained by the Ratepayer Advocate to examine market power and
nuclear issues related to the proposed merger between Public Service Enterprise
Group (“PSEG”) and Exelon Corporation (“Exelon”) (collectively “the
Petitioners™). This testimony presents the results of our investigations and

analyses of these issues.
Please explain how you conducted your analyses.

We have reviewed the testimony and exhibits filed by the Petitioners at the FERC.
We also have reviewed the comments, protests, reply protests, and requests for
rehearing submitted by a number of parties including the New Jersey Board of
Public Utilities (“BPU” or “the Board”). In addition, we have reviewed the

FERC’s July 1, 2005 Order approving the merger.

At the same time, we have reviewed the testimony and exhibits filed by the
Petitioners at the BPU. We also have examined the responses that the Petitioners
have provided to the more than one hundred and fifty data requests that the
Ratepayer Advocate and other active parties have submitted to the Petitioners on
market power and related issues. We also have participated in a telephone
conference call with the Petitioners’ market power witness, Mr. Rodney Frame,

and members of his support staff.

In addition, we have performed some independent modeling of our own using Mr.
Frame’s HHI model and the Electric Market Optimization Model (“ELMQO”).
ELMO is a computer model developed to simulate the strategic pricing behavior

of participants in wholesale electricity markets. ELMO can be used to assess the
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extent to which market power will be a problem in specific situations, and the
extent to which various policies will be effective at mitigating the market power
of dominant firms. ELMO was developed by Bruce Biewald and Dr. David
White from Synapse. The ELMO model is described in more detail in Exhibit
BFS-8 and Confidential Exhibit BFS-9.

SUMMARY OF FINDINGS, CONCLUSIONS AND
RECOMMENDATIONS

Please summarize your findings.
Our findings include the following:

1. The proposed merger would create a new company, Exelon Electric & Gas
Corporation (“EEG”), that would own approximately 40,475 MW of
capacity in Expanded PJM, pre-mitigation, and 34,000 MW of capacity if

the Petitioners’ mitigation plan is approved and carried out.

2. EEG would own more than 11,900 MW, or 29 percent, of the capacity in
PJM East even if the Petitioners’ mitigation plan is approved.

3. The Administrative Law Judge and the New Jersey BPU should not rely
on the FERC’s findings concerning the impact of the proposed merger on

the ability of EEG to exercise market power.

. The FERC applied a different standard than the BPU will apply in
its evaluation of the proposed merger. The BPU will apply a
positive benefits standard. The FERC does not apply this same
standard. Indeed, the FERC’s guidelines allow a proposed merger
to increase the extent of concentration in the markets being

examined, as long as the increases fall within prescribed limits.

. The FERC does not address potential market power problems that

could arise at the retail level as opposed to wholesale markets.
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. The FERC relied solely on idealized concentration measures in

approving the proposed merger.

. As the BPU convincingly argued in its filings at the FERC, the
record before the FERC was inadequate to determine whether EEG
will be able to exercise market power in the PJM energy and

capacity markets and in the New Jersey BGS auction.

. The FERC’s decision to approve the merger relies on its ability to

address market power problems in future years.

The Petitioners have not presented in their testimony, exhibits or data
responses in this proceeding any of the evidence that was lacking in the
record at the FERC.

Evaluation of the effects of a merger requires modeling the hourly
behavior of the market under a wide variety of external conditions and
bidding behaviors. A realistic energy simulation model would provide
better insight into potential market power concerns than idealized
concentration measures. However, the Petitioners did not present such an
analysis in their filings before the BPU or the FERC.

The modeling presented by Petitioner witness Frame does not accurately
represent the pre-merger levels of concentration in the PJM East energy

market.

Data published by the PJIM Market Monitoring Unit indicate that the PJIM
East energy market is substantially more concentrated than the results of

the modeling presented by Petitioner witness Frame.

The significant differences with historical PJM data on pre-merger market
concentrations call into question the validity of all of Mr. Frame’s
modeling of the PJIM system post-merger and post-mitigation market

concentrations. Moreover, these differences lead Mr. Frame to understate
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the amount of capacity that must be divested by EEG in order to satisfy
the FERC Appendix A market screen criteria that Mr. Frame is attempting
to satisfy.

9. The results of Petitioner witness Frame’s market power modeling are
rendered unrealistic by a number of serious flaws that cause him to
understate the post-merger and post-mitigation levels of concentration in

the PJM East energy market:

. Mr. Frame does not even attempt to address actual market power
but instead relies on only a single idealized estimate of market

concentration.

. The use of an inappropriate methodology for allocating the limited

transmission import capability across PJIM’s Eastern Interface.

. The assumption that all of the capacity from the generating units
being modeled will be available to serve load in his targeted
geographic areas and ignores the fact that some capacity would
already be committed to serving other load or be diverted to other

areas for economic reasons.

. The failure to reflect transmission system outages or deratings.
. The unrealistic treatment of forced and planned generating unit
outages.
. The inappropriate use of industry-average [ REDACTED
].
. The failure to reflect the expected improved output from the Salem

and Hope Creek nuclear units that the Petitioners have cited as a

benefit of the proposed merger.
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. The failure to reflect future capacity uprates at Hope Creek and
Salem.
. The failure to model purchases of capacity from other PJIM

participants.

Mr. Frame does not use an economic methodology to allocate the limited
transmission capability across the PJM East interface. Such an economic
allocation would assign limited transmission capability to the suppliers
with the lowest delivered costs. Instead, Mr. Frame used a pro-rata
allocation methodology. The use of the pro-rata methodology causes Mr.
Frame to understate the amount of capacity that Exelon, PSEG and the
combined company created by the merger, EEG, will be able to import
into PJM East. It is reasonable to expect that the low-cost nuclear, hydro
and, to a lesser extent, coal capacity that would be retained by the
combined company will represent a large portion of the capacity imported
into PJM East. For this reason, an economic allocation methodology will

more realistically represent EEG’s share of imports.

Our analysis of the PIM Annual Auction of Financial Transmission Rights
for the 2005-2006 planning period shows that Exelon and PSEG currently
use significantly more of the limited transmission capability into PJM East

than is suggested by Mr. Frame’s pro-rata methodology.

Mr. Frame’s unrealistic representation of planned and forced generating
unit outages in his modeling tends to overstate system reliability. He fails
to consider situations that are “worse than average” at all. In fact, during
“tight” conditions market power will tend to be much worse than it is

during average conditions.

The results of Mr. Frame’s modeling are distorted by his use of generic
industry nuclear unit forced outage rates [ REDACTED
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REDACTED
] The
inappropriate use of these generic, industry-average forced and scheduled
outage rates for Exelon’s nuclear units leads Mr. Frame to understate the
amount of capacity that would be owned by Exelon pre-merger and by the
combined company post-merger and post-mitigation. It also leads Mr.
Frame to understate the combined company’s post-merger and post-

mitigation market shares.

Mr. Frame ignores the proposed power increase proposed for the Hope
Creek nuclear unit in 2006. This leads him to further understate the
amount of capacity that would be owned by the combined company if the

merger is closed or by PSEG if there is no merger.

Mr. Frame fails to model the increased performance of the Salem and
Hope Creek nuclear units that the Petitioners claim will result from the

proposed merger.

We have recalculated Mr. Frame’s modeling to reflect: (1) the proposed
power uprate at Hope Creek in 2006, (2) the nuclear improvements in
performance at both Salem and Hope Creek that the Petitioners claim will
result from the merger, (3) the recent performance of Exelon’s nuclear
units, and (4) the use of an economic allocation of the transmission import

capability across the PJM East interface.

Making just the above four realistic corrections, all three of Mr. Frame’s
Mitigation Scenarios would fail the FERC Appendix A Screening
Analyses performed by Mr. Frame. In some hours, Mr. Frame’s Mitigation
Scenarios would fail the FERC Appendix A Screening by significant

margins.

10
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Mr. Frame’s modeling does not reflect the potential for the combined
company to make forward capacity purchases that would enhance its

ability to exercise market power.

Mr. Frame’s modeling does not accurately represent the pre-merger and
post-mitigation levels of concentration in the PJM East capacity market
because he unrealistically and unreasonably assigns none of the 7,300
MW of transmission import capability across the PJM East interface to
Exelon, PSEG or the combined company that would be created by the

proposed merger.

PJM recently filed at the FERC a proposal for new capacity markets,
called the Reliability Pricing Model. The Reliability Pricing Model will
involve a complicated series of four capacity auctions for each twelve
month delivery year for each appropriate locational sub-areas within PJM.
Eventually, there could be as many as 23 sub-areas within PIJM, eleven of
which would be within PJM East. New Jersey alone would have five of
these sub-areas. It is possible that the FERC may require substantial

revisions to the PJM proposal.

The Petitioners have not filed any analyses in this proceeding to show that
EEG would not be able to exercise market power within the locational
capacity markets that would be created under the Reliability Pricing
Model.

EEG clearly would be the dominant firm within the Northern PSEG
locational capacity sub-area of PJM East that would be created under the
Reliability Pricing Model proposal.

The Petitioners have not provided a complete analysis of the potential

impact of the proposed merger on the Northern New Jersey energy market.

11
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The Petitioners’ proposed mitigation plan is inadequate to prevent the

combined company created by the merger from exercising market power.
. The plan does not identify the specific units to be divested.

. Under the Petitioners’ proposed virtual divestiture of nuclear
capacity, the merged company would still maintain control over

operations of the “divested” capacity.

. Under the Petitioners’ proposed virtual divestiture, the company
created by the merger would have an incentive to exercise market
power as that would indirectly increase the prices in the proposed

yearly capacity auctions.

. As proposed by the Petitioners, the virtual divestiture is not
symmetric because there would be no provision for increasing the
amount of nuclear capacity to be divested if the combined

company constructs or acquires additional nuclear capacity.

Although there are a large number of permutations of the parties that
might be buyers of the capacity that would be divested by the combined
company, Petitioner witness Frame has not examined a wide range of

scenarios concerning the possible buyers.

In his mitigation scenarios, Petitioner witness Frame assumes that the
virtually divested nuclear capacity is purchased either by buyers that do
not currently own any generating capacity in PJM or by a large number of
parties that currently do own capacity in PJM. He also assumes that the
fossil capacity being divested is being purchased either by a single party
that does not now own capacity in PJM or by three or more existing PJM
participants. Given these assumptions, it is not surprising that his analyses
show that post-mitigation concentration levels are not much different from

pre-merger concentration levels.

12
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In order to test the impact of the proposed merger in a wider range of
possible mitigation scenarios, we have modeled the changes in
concentration levels in PJM East in three realistic scenarios in which
parties that are currently substantial participants in PJM purchase the
capacity that would be divested by the combined company. In the three
new mitigation scenarios that we have modeled, the changes from pre-
merger to post-mitigation market concentrations fail the FERC Appendix
A Screening Analysis in all ten hours studied under both Mr. Frame’s
assumptions and our more realistic inputs assumptions concerning future
nuclear performance and the allocation of the limited transmission

capability across the PJM East interface.

The Petitioners have not presented any analysis of the ability of the
company created by the merger, EEG, to exercise market power in the

New Jersey BGS auctions.

Our modeling shows that there already exists a significant potential for
market power in PJM East because of PSEG’s substantial market share.
However, the proposed merger can be expected to make the situation
worse, even with the Petitioners’ proposed levels of virtual and actual
divestiture. The amount by which the proposed merger will increase the
ability of EEG to exercise market power will depend on the identities of

the parties that actually purchase this divested capacity.

The merged company could earn additional revenues in the electric energy
markets to the detriment of ratepayers if it were able to exercise market

power in gas markets.

PJM only has a limited ability to ensure that market price outcomes are
competitive and that participants are not exercising market power through
strategic bidding or the withholding of otherwise available capacity.

Therefore, the BPU cannot rely on PIJM to effectively mitigate the exercise

13
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of market power by the combined company that would be created by the

merger.

The Petitioners have estimated that the merger would result in
approximately $170 million of additional pre-tax earnings annually due to
nuclear synergies and improved nuclear performance. Of the $170 million
of additional nuclear-related earnings projected by the Petitioners as
resulting from the proposed merger, approximately $100 million would be
savings from nuclear cost reductions and roughly $70 million would be
from nuclear production improvements. However, given current electricity
forwards prices, the Petitioners may earn another $20-30 million more
each year, based on anticipated nuclear production improvements in 2006
and 2007.

It is possible that wholesale prices could be raised by more than one
percent through the increased market power resulting from the proposed
merger. This one percent increase in wholesale prices would amount to
approximately $64 million per year in higher rates for New Jersey

consumers.

Petitioners’ claimed $12 million average annual savings from the
proposed merger for the years 2006-2009 for New Jersey electric utility
consumers could be wiped out if wholesale market prices were raised by
approximately one-fifth of one percent as a result of the increased market

power from the merger.

The BPU has the opportunity to consider all aspects of the proposed
merger in the immediate proceeding. However, as filed by the Petitioners,
the merger proposal allows many variables that are critically important to
market power analysis to be settled after regulatory approvals have been
issued and the merger is completed. If it approves the merger, the BPU

may be forced to take a fragmented and narrow approach to mitigation. A
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petition by the BPU to the FERC to review the situation and take
necessary and appropriate action, such as determining whether appropriate
generating units were divested or ordering divestment of different or
additional generating facilities, would certainly be less effective than
preventing the damages that could result from the exercise of merger-

related market power in the first place.

Q. What is your overall conclusion?

Under the Petitioners’ proposed mitigation plan, it is reasonable to expect that the

combined company created by the proposed merger will be able to exercise

market power in the relevant energy and capacity markets. For this reason, we

recommend that the BPU reject the proposed merger.

Q. If the merger is approved, what actions should the BPU take to mitigate the

potential exercise of market power by EEG in the Northern New Jersey and

PJM East energy and capacity markets?

A If it decides to approve the proposed merger, the BPU should require the

following:

There should be no virtual divestiture. All divestiture should involve the
actual sale of ownership of capacity and energy.

The amount of capacity that would have to be divested as part of the
merger should be based on Synapse input assumptions and a strategic
bidding analysis.

The amount of capacity that would have to be divested also should be
based on the actual units to be divested.

The BPU should set limits on the parties that could purchase the divested
capacity.

The PJM Market Monitoring Unit’s suggestions about expanding the
application of bid capping and/or bidding at marginal cost should be
adopted.

15



~No oabs~k whNh e

10

11
12

13
14
15
16
17
18
19
20
21

22
23
24
25
26
27

Biewald-Fagan-Schlissel Direct Testimony
BPU Docket No. EM05020106
OAL Docket No. PUC-1874-05

REDACTED VERSION
Protected Information Removed

. The Petitioners should agree that after the merger is closed, the BPU
would retain the same jurisdiction to address market power issues as it has
before the merger.

. The BPU should conduct more detailed oversight of the BGS auction
process in order to permit a meaningful investigation of whether any post-
merger bidders, including EEG, exercise market power in the annual BGS
auctions.

THE PROPOSED MERGER WILL CREATE A
DOMINANT NEW COMPANY IN PJM AND PIJM
EAST

Please describe the size of the combined company that would be created by

the proposed merger.

The proposed merger between Exelon and PSEG is enormous in its scope and in
its implications for the PJM markets generally and for customers in PJM East in
particular. According to Petitioners’ Exhibit RF-8, Exelon and PSEG currently
own 26,437 MW and 14,037 MW, respectively, in Expanded PJM. These
amounts of capacity represent 15.0 percent and 8.0 percent of the total capacity in
Expanded PJM.! Post-merger, the combined capacity of the new company, EEG,
would total approximately 40,475 MW.2 As shown in Exhibit RF-8, this would
give EEG approximately 23.0 percent of the total capacity in Expanded PJM,

during the summer of 2006.°

As we will explain later in this testimony, the company created by the merger,
EEG, would still maintain control over the nuclear capacity that would be
virtually divested as part of the Petitioners’ proposed mitigation. However, even if
the Petitioners’ divested 6,600 MW as they claim they will do as part of their
revised mitigation plan, EEG would still own 34,000 MW, or approximately 19.2
percent, of the total capacity in Expanded PJM. Thus, even if EEG actually

Direct Testimony of Rodney Frame, Exhibit RF-8 (Revised), page 2 of 2.
Ibid.
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divested 6,600 MW of capacity, it would remain the largest capacity owner in
Expanded PJM and, depending on the parties that purchased the divested
capacity, could still be 50 percent larger than any other generation supplier in
PIJM Expanded.4

The capacity shares owned by Exelon and PSEG in PJM East are even higher.
Prior to the merger, Exelon owns 18 percent and PSEG owns 25 percent of the
capacity in PJM East, putting their combined capacity share at 43 percent.5 Even
if the Petitioners divest 5,500 MW in PJM East as they claim they will do as part
of their revised mitigation, the EEG still would own 11,900 MW of capacity, or
approximately 28.7 percent, of the capacity in PJM East, during the summer of
2006. Depending on which parties purchase the divested capacity, EEG could
still be three times as large as the next largest competitor in PJM East.

THE BPU SHOULD NOT RELY ON THE FERC’S
MARKET POWER FINDINGS

Does the FERC’s approval of the merger on July 1, 2005 eliminate the need
for the BPU to review market power issues?

No. The BPU is still required, pursuant to N.J.S.A. 48:2-51.1, to examine the

impact of the proposed merger on competition, rates, service and employees.

Ibi

bi

I
Direct Testimony of Rodney Frame, Exhibit RF-8 (Revised), page 1 of 2.

o

o
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Q. Should the BPU nevertheless rely on the FERC’s finding concerning the

impact of the proposed merger on the ability of the combined company to

exercise market power?

A No. For the following reasons, the BPU should not rely on the FERC’s finding

that the merger, even with the mitigation proposed, will not harm competition in

any relevant energy market.’®

o The FERC applied a different standard than the BPU will apply in this

proceeding.

. The FERC’s decision to approve the merger relies on its ability to address
market power problems after they occur. The BPU’s ability to redress
damages that will likely result from the proposed merger and that may not
be recoverable at a later time is uncertain; hence, it cannot afford to adopt
the FERC’s reactive approach. The BPU should address all of the

implications of the merger before such costs are incurred.

o The FERC does not address potential market power problems that could
arise at retail.

J The FERC relied solely on Herfindahl-Hirschman Indices (“HHIs™), an
approximate and contested measure of market concentration and market

power (discussed in more detail below).

o The record before the FERC was inadequate to determine whether the
combined company created by the merger would be able to exercise
market power in the PJM energy and capacity markets and in the New

Jersey BGS auction.

6 FERC July 1, 2005 Order Authorizing Merger Under Section 203 of the Federal Power Act,
Docket No. EC05-43-000, (“FERC Order Authorizing Merger”) at Paragraph 120. Several parties,
including the Ratepayer Advocate, have filed motions for rehearing of the FERC’s Order of July
1, 2005. These motions are pending at the FERC.
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Please describe the different standards being applied by the FERC and the
BPU in evaluating the proposed Exelon-PSEG merger.

The BPU has stated that it will apply a positive benefits standard for reviewing
the proposed merger.” Under that standard, the BPU must find that the proposed
merger will provide a positive benefit for ratepayers. In addition, there must be a
minimum of no adverse impact on the criteria used in the evaluation of the

merger.®

The FERC, on the other hand, does not apply a positive benefits standard when
evaluating whether a proposed merger is in the public interest. In fact, the
FERC’s merger guidelines specifically allow a proposed merger to increase the
extent of concentration in the markets being examined, as long as those increases
fall within prescribed limits. Consequently, the FERC is essentially concerned
that proposed mitigation restores the concentration in the markets being examined
to “near pre-merger levels” and has approved proposed mergers even if they make

the relevant market(s) more concentrated.®

If the proposed merger is consummated, would the FERC retain jurisdiction

over the new merged company to address market power issues?

Yes. The FERC would continue to have the authority over EEG under Section
203(b) and 309 of the Federal Power Act to address market power issues. In fact,
the FERC’s July 1, 2005 Order approving the proposed merger noted that the
FERC specifically retained jurisdiction over market power issues and specifically
directed the Petitioners to submit a number of compliance filings to address

certain issues raised in the Order:

Transcript of BPU Session of June 22, 2005, at pages 8-9.

Ibid.

FERC Order Authorizing Merger, at Paragraph No. 132, on page 45, and Paragraph No. 139, on
page 48.

19
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. Petitioners must agree that, if the virtual divestiture does not in fact
mitigate the problems identified, Petitioners will propose to the
Commission mitigation that will mitigate the problems identified.™

. Moreover, Petitioners have committed to provide an Appendix A analysis
of the merger’s effect on competition, based on the actual acquirers of the
actual divested assets, once they are known. We rely on that commitment
in making our finding that the divestiture adequately mitigates any
merger-related harm to competition in the relevant energy markets. If the
analysis shows that the merger’s harm to competition has not been
sufficiently mitigated, we will require additional mitigation at that time,
pursuant to our authority under FPA.*

. We reject arguments that we should address in this proceeding whether
Petitioners will pass the Commission’s market-based rates screen. Any
issues regarding Petitioners’ generation market dominance will be
addressed in the pending proceeding on Exelon’s triennial review filing,
and in future similar proceedings.*?

. Therefore, when the Commission approves a new capacity market for
PJM, we will require Petitioners to submit a new analysis of the merger’s
effect on the PJM capacity market and, if the analysis shows that the
merger-related harm to competition is not fully mitigated, propose a new
mitigation plan for the Commission’s approval within 30 days of such
approvals.*®

The FERC also would retain the jurisdiction under Section 205 of the Federal

Power Act to authorize the new company to sell power at market based rates.

What evidence did the Petitioners present at the FERC on market power

issues?

The Petitioners presented two analyses at the FERC through the testimony of Dr.
Hieronymus and Mr. Frame, which attempted to show that the proposed merger
will meet the FERC’s Appendix A guidelines in terms of post-merger
concentration. They did so by examining pre-merger, post-merger and post-

mitigation HHIs. The HHI is the sum of the squares of individual firms’ market

10
11
12
13

Ibi

Ib
Ibi
Ibi

o

, at paragraph no. 134, at page 46.
, at paragraph no. 142, at page 49 and paragraph no. 178, on page 61.
, at paragraph no. 145, at page 50.
, at paragraph no. 167, at page 57.

[N}

o
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shares. The higher the index number, the greater the level of concentration and

the more likely that market power will be a problem.
What are the FERC Appendix A guidelines?

The FERC guidelines address three ranges of HHIs. If the post-merger HHI is
below 1000, regardless of the change in HHI, the FERC will find that the merger
is unlikely to have adverse competitive effects. If the post-merger HHI lies
between 1000 and 1800 (considered a moderately concentrated market by the
FERC’s standards), the FERC will approve a proposed merger even if it increases
HHIs by 100 points or less. Finally, if the post-merger HHI is greater than 1800
(considered a highly concentrated market), the FERC will approve a proposed

merger even if it increases HHIs by 50 points or less.**
What are the weaknesses in HHI analyses?

Although HHIs are a useful measure that can serve as a starting point in analyses
of market power, they are only rough illustrations of relative market
concentration. HHI calculations are based on a limited set of snapshots of the
markets examined in terms of load, resources, and transmission capacities. It can
reasonably be expected that there will be situations during a typical year when
loads and transmission capacities differ from those studied and actual post-merger
market shares will be higher than the HHI analysis predicted. Moreover, HHIs do
not take into account the many complexities that can exist in the current electric
energy and capacity markets. The most significant failure of HHI calculations is
their inability to recognize strategic bidding or the withholding of otherwise

available capacity in order to increase market clearing prices.

14

FERC Order No. 592, Issued December 18, 1996, at page 61.
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Are there any factors specific to this proposed merger that make reliance

upon HHIs as a measure of market concentration a particular concern?

Yes. In this case, because the post-merger market will be dominated by a single
huge company, the focus on HHIs as a measure of market concentration in
judging the merger is problematic. In our testimony, we do calculate and present
HHI results in order to provide context for and rebuttal to Mr. Frame’s analysis,
and we also present some simulation modeling results of our own that illustrate
the possible impact upon prices. However, in the case of this particular merger it
must be noted that the commonly used concentration measure may be even more
limited than usual, and perhaps quite misleading. Specifically, the HHI is defined
as the sum of the squares of the market shares of individual companies in a
market. Where there are several large companies they will all contribute
significantly to the HHI calculated for the total market, and they will compete
with each other. In this case, the post-merger market (e.g., in PJM East) will be
characterized by one large firm (EEG) and many significantly smaller firms. In
this sort of market it is possible that the single large firm could dominate the
market, with the smaller firms unable to provide an adequate competitive threat to

the dominant firm.

Consider the following concentration figures for capacity in PJM East from Mr.
Frame’s Exhibit RF-8 (revised). Mr. Frame shows pre-merger that Exelon and
PSEG have 17.2 percent and 24.6 percent capacity market shares, respectively. In
the next tier of firms are PEPCO, PPL and Reliant, at 7.5 percent, 6.4 percent, and
5.9 percent, respectively. Companies of this size are competitors with the two
large firms, but they simply don’t compare in size to either Exelon or PSEG, and
certainly not with a post-merger EEG. Market dynamics can be quite complex
and in general, lower levels of concentration as measured by the HHI are
preferable. There is, however, a sense in which a market with a single mega-firm
and second tier of smaller firms could be subject to problems not reflected in the

HHI measure. For example, the large firm could have knowledge of market
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transactions and prices that is not available to the smaller competitors. There
could be market leader and follower dynamics, in which the large firm is able to
influence the market price to an extent that would not be possible in a market with

two similarly sized large firms but an equivalent HHI.

Did the FERC’s approval of the proposed merger based on the Petitioners’
HHI analyses conflict in any way with its prior statements concerning relying

solely on HHI concentration ratios?

Yes. The FERC had previously noted that the HHI screening tool was “not
infallible” and “in some cases may not detect certain market power problems.”15
The FERC also has stated that the HHI Guidelines are “just that, guidelines” and
that “It is reasoned analysis, not blind faith in the [HHI concentration] thresholds,

that must carry the day.”*®

These cautious statements contrast starkly with the FERC’s complete reliance on
HHI concentration figures in its review of the proposed Exelon-PSEG merger, its
approval of HHI-determined mitigation, and its refusal to even hold hearings to

examine in detail the validity of the Petitioners’ HHI analyses.

Has the BPU reached any conclusions regarding whether the record before
the FERC was adequate for determining that the proposed merger was in the

public interest?

Yes. The comments and testimony filed at the FERC by the BPU found that the
evidence that had been presented by the Petitioners was inadequate for
determining that the proposed merger was in the public interest. For example, the
BPU’s May 27, 2005 Comments to the FERC noted the following deficiencies in

the record:

15

16

FERC Policy Statement Establishing the Factors the Commission will Consider in Evaluating
Whether a Proposed Merger is Consistent with the Public Interest, December 18, 1996, at page
25.

Ibid, at page 76.
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. The Petitioners have proposed a variety of complicated and novel
mitigation measures, the exact shape and results of which, as explained
below and in the accompanying testimony, cannot be known on the
current record."’

. Record evidence raises troubling concerns that the Petitioners may be able
to exercise market power in the electric generating capacity market.'®

. The Petitioners have provided very little analysis of their market power or
the state of the market post-transaction in the electric generating installed
capacity (“ICAP”) market.*

. Record evidence raises troubling concerns that the Petitioners may be able
to exercise market power in the electric energy market.°

. The BPU does not believe a determination can be made that the
Transaction is in the public interest without much more data and
investigation concerning the impacts the merger could have on the energy
markets under each outcome permitted by the Petitioners’ flexible
proposal.?

. The BPU urges the Commission to set the issue of whether the Petitioners
sliding scale divestiture can be made to effectively address market power.
The existing record is simply not sufficient to take a leap of faith on
virtual divestiture combined with substituted retirements.?

. The record is not adequate to determine that Petitioners would be unable
to exercise vertical market power through the use of electric transmission
or natural gas pipeline capacity.?

. The Petitioners fail to address the concerns of the BPU, among other
intervenors, that the Petitioners will be able to use their possibly dominant
position in upstream gas pipeline capacity and electric transmission
ownership and control to raise barriers to entry, to raise rivals’ costs or to
cause other competitive harm.?*

17

18
19
20
21
22
23
24

New Jersey Board of Public Utilities Comments in Support of Hearing and in Response to the
Petitioners’ Answer and Supplement to their Section 203 Application, FERC Docket No. EC05-
43-000, dated May 27, 2005, at page 2.

1bid, at page 10.

1bid, at page 10.

1bid, at page 13.

Ibid, at pages