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WAGNER, CHIEF ADMINISTRATIVE LAW JUDGE:
l. STATEMENT OF THE CASE
A. Introduction

On April 4, 2000, the Public Utilities Commission of the State of California
(CPUC) filed acomplaint under section 5 of the Natural Gas Act (NGA)* against El Paso
Natural Gas Company (El Paso Pipeline), El Paso Merchant Energy-Gas, L.P., and El
Paso Merchant Energy Company? (jointly, EI Paso Merchant). The complaint asserts,
inter alia, that three transportation contracts between El Paso Pipeline and El Paso
Merchant for approximately 1,220 MMcf/day of firm capacity to California (El Paso
Contracts)® raise issues of possible affiliate abuse, of anti-competitive impact on the
delivered price of gas and the wholesale electric market in California, and of the
effectiveness of the Block 11 recall rights established in El Paso Pipeline's 1996
settlement with its transportation customers (El Paso Settlement).

In the complaint, CPUC asks the Commission to terminate the El Paso Contracts
or to require El Paso Merchant to release on a short-term basis any unused firm
transportation rights under those contracts to replacement shippers offering a higher rate
than El Paso Merchant is obligated to pay El Paso Pipeline. CPUC further requests that
the Commission order El Paso Pipeline to remove certain restrictions in the Block 11
contract.

115 U.S.C. § 717d (1994).

?Effective January 1, 2001, El Paso Merchant Energy Company changed its name
to El Paso Merchant Energy, L.P.

*The El Paso Contracts are attached as Exhibit N to CPUC's complaint.
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On June 28, 2000, the Commission issued an Order on Complaint Requiring
Response to Data Requests (June 28, 2000 order).* In that order, the Commission
granted in part CPUC's discovery requests and aso required El Paso Pipeline and El Paso
Merchant to provide additional information requested by the Commission. On July 28,
2000, El Paso Merchant filed arequest for rehearing of the June 28, 2000 order.

On August 31, 2000, CPUC filed a motion for summary disposition urging the
Commission to abrogate the El Paso Contracts. CPUC aso asked the Commission to
prohibit El Paso Pipeline from tying together Block I, Block 11, and Block 111 capacity in
a"total package" arrangement in subsequent open seasons or prearranged agreements,
and to prohibit El Paso Merchant or any other El Paso Pipeline affiliate from bidding for
or subscribing to the Block I, Block I1, or Block 111 capacity.

On August 31, 2000, CPUC aso filed a motion for a protective order, asserting
that other parties should be given access to the information provided to CPUC and this
Commission in compliance with the June 28, 2000 order. On September 15, 2000, the
Commission issued the requested protective order (September 15, 2000 Protective
Order).> On September 22, 2000, El Paso filed arequest for rehearing of the September
15, 2000 Protective Order.

On December 7, 2000, Southern California Edison Company (Edison) filed a
motion for expedited consideration and for immediate relief. Edison asked the
Commission to grant immediately CPUC's motion for summary disposition or, in the
alternative, to require El Paso Merchant to comply with the September 15, 2000
Protective Order.

In an order issued January 10, 2001, the Commission denied the requests for
rehearing of the June 28, 2000 order and the September 15, 2000 Protective Order and
required El Paso Merchant to provide Protected Materialsto parties that executed the
Protective Order and appropriate Non-Disclosure Certificates (January 10, 2001 order).®
The January 10, 2001 order also permitted parties receiving the Protected Materialsto

4Public Utilities Commission of the State of Californiav. El Paso Natural Gas
Co., 91 FERC {61,312 (2000).

SPublic Utilities Commission of the State of Californiav. El Paso Natural Gas
Co., 92 FERC {61,225 (2000).

Public Utilities Commission of the State of Californiav. El Paso Natural Gas
Co., 94 FERC 161,021 (2001).
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file additiona comments based on their examination of the Protected Materials. Both El
Paso Pipeline and El Paso Merchant filed answersto the parties comments.

The three blocks of capacity subject to the El Paso Contracts were established in a
settlement approved by the Commission in 1997 after Californialocal distribution
companies (LDCs) permanently turned back capacity to El Paso Pipeline at atime when
there was a great deal of excess pipeline capacity into California. CPUC supported this
settlement. Subsequently, the three blocks of capacity were acquired as a unit by two
successive marketers under negotiated rate contracts on terms approved by the
Commission. The current El Paso Contracts were awarded following an open season that
was conducted in accordance with Commission rules and policies.

Edison submitted a study (Brattle Study) in support of its alegations and those of
CPUC’ that El Paso Merchant exercised market power. However, the Brattle Study
covered only the period from March 2000 through July 2000, does not address other
factors that have impacted natural gas pricesin California, and acknowledges that "it is
difficult to sort out the market power from market conditions....2 El Paso Pipeline
submitted a study (L ukens Study) and El Paso Merchant submitted another study (Morris
Study),? both of which challenge the findings of the Brattle Study.

On March 28, 2001, the Commission issued an Order Denying Motion for
Summary Disposition, Dismissing Complaint in Part, and Setting it for Hearing in Part
(March 28, 2001 order).* In that order the Commission ruled that the fact that El Paso
Merchant controls a large volume of capacity does not, in an of itself, render the El Paso
Contracts unjust, unreasonable, or unduly discriminatory. The March 28, 2001, order
also found that El Paso Pipeline and El Paso Merchant did not violate the Commission's
Standards of Conduct for Interstate Pipelines with Marketing Affiliates (Affiliate

"CPUC did not present amarket power study in support of its allegations, and
although other parties did file such studies, there was much disagreement on essentia
ISsues.

®Brattle Study at 2.

*Response and Opposition of El Paso Merchant Energy Company to the Motions
of the Public Utilities Commission of the State of Californiaand Southern California
Edison Company, September 29, 2000, Ex. No. 1.

Opublic Utilities Commission of the State of Californiav. El Paso Natural Gas
Co., 94 FERC 1 61,338 (2001).
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Standards)™ in negotiating and entering into the El Paso Contracts. The Commission
further found that the record in this proceeding was incompl ete with respect to the
guestion of whether El Paso Pipeline and/or El Paso Merchant had market power, and if
S0, exercised it so asto drive up the price of natural gas at the California border and
directed the Administrative Law Judge to supplement the record on thisissue.

On March 29, 2001, the Chief Judge designated himself to hear the issues set for
hearing by the Commission herein. On May 31, 2001, the Chief Judge issued a Report to
the Commission seeking guidance from the Commission with respect to the scope of the
hearing on the market power issue. The Chief Judge asked the Commission to clarify
whether its finding in the March 28, 2001, order of no violation of the Commission's
Affiliate Standards was based solely on the record before the Commission at the time of
the March 28, 2001, order and whether the Commission intended that he compile a more
complete record on the question of possible violations of the Affiliate Standards and
make findings as to whether any such violation, if it existed, contributed to the alleged
exercise of market power by El Paso Pipeline and El Paso Merchant. On June 5, 2001,
El Paso Pipeline filed comments on the May 31, 2001 report by the Chief Judge,
asserting that (1) the Commission already had already reviewed thoroughly the issues
relating to the Affiliate Standards; (2) no evidence had emerged at the hearing that is
inconsistent with the Commission's findings concerning affiliate issues in the March 28,
2001 order; (3) the affiliate rulings were subject to rehearing at the Commission level
and need not be interjected into the hearing; and (4) if the scope of the hearing was to be
expanded to include compliance with the Affiliate Standards, the parties must then be
afforded the opportunity to file new testimony regarding all allegations of affiliate abuse.

On June 11, 2001, the Commission issued its Order on Rehearing (June 11, 2001
order)*? granting in part and denying in part the requests for rehearing of the March 28,
2001, order filed by CPUC, PG& E, and Edison and setting for hearing the allegations of
affiliate abuse and violations of the Affiliate Standards raised by complainants. The June
11, 2001, order also denied the requests for rehearing of the March 28, 2001, order filed
by El Paso Pipeline and El Paso Merchant. The Commission determined to set for
hearing the issues raised by the CPUC's complaint concerning allegations of affiliate
abuse and violation of the Affiliate Standards, pointing out that the Commission now
believes that these allegations raise factual issues that are best resolved in an evidentiary
hearing.

1118 C.F.R. Part 161 (2000).

2Pyblic Utilities Commission of the State of Californiav. El Paso Natural Gas
Co., 95 FERC ] 61,368 (2001).
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1. El Paso Settlement®®

As excess capacity to the California marketsincreased in the early 1990s, LDCs,
including Southern California Gas Company (SoCal Gas) and Pacific Gas & Electric
Company (PG&E), permanently turned back capacity on El Paso Pipeline's system. On
June 30, 1995, El Paso Pipeline filed a section 4 rate proceeding, which in part sought to
Impose an exit fee on customers that reduced or terminated their contract quantities.
Although the Commission specifically rejected the exit fee, the remainder of the
proceeding was resolved by a settlement that was supported by CPUC and accepted by
the Commission. The El Paso Settlement contained, inter alia, a mechanism for sharing
the risk of unsubscribed capacity. The El Paso Settlement further provided for crediting
firm customers 35 percent of El Paso Pipeline's revenues from firm and interruptible
transportation, above a stipulated threshold that would increase from approximately $35
million to approximately $38 million.

The El Paso Settlement also divided the turned-back capacity into three blocks:

Block I, which consists of 500 MMcf/day of capacity with alternate receipt point
accessto all system receipt points unless the capacity is sold for maximum tariff
rates, in which case there are primary receipt point access rights to the Permian
and Anadarko Basins, but not to the San Juan Basin;

Block I, which consists of 614 MMcf/day of capacity designated for primary
point deliveriesto Topock, Arizona, for PG&E or shipper(s) serving amarket in
PG&E's service territory (collectively "Block |1 Shippers') and having primary
accessto all system receipt points, including the San Juan Basin. If El Paso
Pipeline markets Block |1 capacity to shippersthat are not serving Northern
Cdlifornia, the Block 11 Shippers have recall rights; and

Block 111, which consists of 500 MMcf/day of capacity having primary access
rightsto all system receipt points.

B3The history of the El Paso Settlement is fully described in orders relating to that
proceeding. El Paso Natural Gas Co., 79 FERC 1 61,028, order on reh'g, 80 FERC
161,084 (1997), remanded, Southern California Edison Co. v. FERC, 162 F.3d 116
(D.C. Cir. 1998), order on remand, 89 FERC 161,164 (1999), order on reh'g, 90 FERC
161,354 (2000).
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2. El Paso Pipeline's Contracts With Dynegy Marketing and Trade
(Dynegy)

Effective January 1, 1998, El Paso Pipeline entered into three two-year negotiated
rate contracts with Dynegy's predecessor covering the Block I, Block 11, and Block 111
capacity (Dynegy Contracts). Various parties challenged the transaction, raising issues
relating to the posting of the capacity, the possible anti-competitive or unduly
discriminatory effects of the Dynegy Contracts, and whether the Dynegy Contracts were
consistent with the El Paso Settlement. The Commission concluded that the Dynegy
Contracts generaly were consistent with Commission policies and regulations, but
required the parties to modify the contracts to make them consistent with the provisions
of the El Paso Settlement relating to the Block |1 capacity.*

The Dynegy Contracts contained a Reservation Reduction Mechanism (RRM)
which protestors contended was intended to restrain competition and that Dynegy's
control of such alarge amount of capacity would give it excessive market power in the
Californiamarket. The Commission found that while the RRM reduced Dynegy's
minimum pay obligation and reduced El Paso Pipeline's incentive to discount IT, it did
not result in undue discrimination in the gas transportation market to California. The
Commission also observed that the amount of capacity controlled by Dynegy would not
permit it to exercise market power in the Californiamarket in light of the unutilized
capacity during the term of the Dynegy Contracts, and the fact that capacity release rates
remained below the maximum ceiling price.

At the time the Dynegy Contracts were posted for competitive bidding, El Paso
Pipeline stated that they were considered a single transaction, and bidders were not
permitted to bid for less than the entire capacity or for any of the three contracts
individually. Because no party met the terms, the Dynegy Contracts became final.

3. El Paso Pipeline's Contracts With Enron North America Corp.
(Enron)

Following expiration of the Dynegy Contacts, El Paso Pipeline posted the capacity
and entered into three one-year term negotiated rate contracts with Enron for essentially

“The history of the Dynegy Contractsis discussed in El Paso Natural Gas Co., 83
FERC 161,286 (1998), order on reh'g, 88 FERC 161,139, order on reh'g, 89 FERC
161,073 (1999), petitions for review dismissed as moot, Public Utilities Commission of
the State of Californiav. FERC, 236 F.3d 708 (D.C. Cir. 2001).
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the same capacity that was subject to the Dynegy Contracts (Enron Contracts). The
Enron Contracts contained a revenue sharing provision, although it differed from the
RRM that was included in the Dynegy Contracts.

The Commission found that the Enron Contracts were not inconsistent with the
public interest, emphasizing that size alone has not been grounds for rejecting a pipeline
transportation agreement, nor has the affiliation between a producer and a pipeline. The
Commission found no credible allegations of discrimination and rejected as speculative
the allegation that Enron, acting through its affiliate, might withhold capacity from the
market. The Commission found that the revenue sharing mechanism was less likely to
inhibit competition than the RRM. Because the scope of the Enron Contracts was
essentially the same as that of the Dynegy Contracts, the Commission found that the
impact should be the same unless conditions changed dramatically.

With respect to the Block 11 provisions, the Commission required the partiesto
amend the Enron Contracts, consistent with the El Paso Settlement, to clarify that Block
[l capacity has primary delivery rights only at PG& E Topock and has alternative delivery
points at the other Topock delivery points. The parties terminated the Enron Contracts,
which again made the three blocks of capacity available.

4, The El Paso Contracts

CPUC states that, in February 2000, El Paso Pipeline conducted an open season
for the capacity and received 25 bids, 24 of which were for only portions of the capacity.
However, CPUC asserts that marketers seeking portions of the capacity were
unsuccessful because El Paso Merchant significantly outbid the other parties, offering
$38.5 million for al of the capacity.

The principal allegations of the complaint and the motion for summary disposition
are that El Paso Pipeline and its affiliates took improper advantage of their affiliate
relationships and that the El Paso Contracts are anti-competitive and unduly
discriminatory, alowing El Paso Merchant to exercise market power and artificialy drive
up the price of natural gas transported into California.

B. TheHearing Record

The hearing in this proceeding commenced on April 3, 2001, and concluded on
August 6, 2001. The record consisted of 32 volumes of transcript comprised of 5,573
pages. A total of 515 exhibits were admitted into evidence. Initial briefs werefiled on
August 24, 2001, by the CPUC, El Paso Pipeline, El Paso Merchant, PG& E, Edison, the
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City of Los Angeles, California, the County of Los Angeles, SoCalGas, and the
Commission Tria Staff (Commission Staff). Reply briefs were filed on September 14,
2001, by the CPUC, El Paso Pipeline, El Paso Merchant, PG& E, Edison, SoCalGas, and
the Commission Staff. The briefs measured approximately one linear foot.

[I.  WHETHER EL PASO MERCHANT AND/OR EL PASO PIPELINE HAD
THE ABILITY TO EXERCISE MARKET POWER

A. TheReéevant Legal Standard

The Commission has adopted the antitrust principles and analytical framework of
the Department of Justice and Federal Trade Commission 1992 Horizontal Merger
Guidelines (Merger Guidelines) to evaluate market power issuesin the forward-looking
context of proposed electric utility mergers and proposed market-based rates by natural
gas pipelines.™ El Paso Merchant argues for the first timeinitsreply brief that the
Commission has not specifically adopted the Merger Guidelines to evaluate after the fact
the type of single-firm conduct that is alleged in this proceeding (El Paso Merchant
Reply Brief, p. 20). El Paso Merchant asserts that the Commission should follow the
antitrust principles and analytical approach developed under Section 2 of the Sherman
Act.* Section 2 of the Sherman Act sets forth two necessary elements: (1) the
possession of monopoly power by asingle firm, and (2) the willful acquisition or
maintenance of that power.” A key distinction between the Merger Guidelines and the
Sherman Act is the threshold of market share that must be reached before a more
thorough investigation is conducted. The Merger Guidelines suggest a market share of
35 percent as an indicator that the seller islikely to exercise market power acting alone,
while Section 2 of the Sherman Act, as construed and applied by the courts, generally
requires market share in excess of 50 percent as evidence of monopolization. At no time
during cross-examination of any witnessin this proceeding did El Paso Merchant
challenge the applicability of the Merger Guidelines. El Paso Merchant's Witness, Dr.
John R. Morris, Vice President at Economists, Inc., testified that 35 percent market share
Is large enough to warrant additional investigation to determine whether afirm has
market power pursuant to the Merger Guidelines (Exh. EPM-1 at 45).

>U.S. Department of Justice and Federal Trade Commission Horizontal Merger
Guidelines, 4 Trade Reg. Rep (CCH) 1 13,104 (1997).

1615 U.S.C.A § 2 (1994).
YUnited Sates v. Grinnell Corp., 384 U.S. 563, 570-71 (1966).
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Contrary to El Paso Merchant's argument that the Commission adopted the Merger
Guidelines to evaluate market power issues in the forward-looking proposed electric
utility mergers'® and proposed market-based rates by natural gas pipelines™ and not to
evaluate after the fact the type of single firm conduct that is alleged in this case, the
market power issues examined in this proceeding are not the type of after the fact, single-
firm conduct that should be reviewed under Section 2 of the Sherman Act standard.
When the complaint in this proceeding was filed on April 4, 2000, it addressed the future
or prospective antitrust competitive impart of the El Paso Contracts on the delivered
price of gas and the wholesale electric market in California. The fact that this case was
not set for hearing until the involved contracts were about to expire and that the parties
arewriting briefs after the fact should not alter the standard for review that was
appropriate when the complaint wasfiled. In addition, the Commission's use of the
Merger Guidelines as the basis for its analytical approach to market power are not limited
to electric mergers. The Commission relies on the Merger Guidelines to evaluate
applications for market-based rates by oil pipelines and natural gas pipelines.®

B. The Bidding during the Open Season

El Paso Merchant was the only bidder for the entire capacity in question, and its
bid exceeded the aggregate of all bids for portions of the capacity. Asaresult, it
obtained firm capacity totaling 1,220 MMcf/day or approximately 1.2 Bcf/d. As
indicated before herein, the three contracts for the three blocks of capacity commenced
on March 1, 2000, and expired on May 31, 2001. Asamatter of interest, since the
contract expiration, and beginning on June 1, 2001, the 1,220 MMcf/d is held by 30
shippers with varying terms from 17 months to 15 years.

The Chief Judge notes that not a single party that actually submitted a bid during
the open season involved in this case has complained about the way in which the open
season was structured, nor about the impact of the Mojave I T discount on their respective

8See Inquiry Concerning the Commission's Merger Policy Under the Federal
Power Act: Policy Statement, Order No. 592, 61 Fed. Reg. 68,595 (1996), FERC Stats.
& Regs. 131,044 (1996), order on reconsideration, Order No. 592-A, 62 Fed. Reg.
33,341 (1997), 79 FERC 161,321 (1997).

9See Statement of Policy and Request for Comments, 74 FERC 161,076 (1996);
order denying requests for rehearing and clarification, 75 FERC 161,024 (1996).

?See Buckeye Pipe Line Co., 53 FERC 161,473 (1990); Koch Gateway Pipeline
Co., 85 FERC 1 61,013 (1998).
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open season bids. In other words, there has been no complaint from any bidder
whatsoever.

C. TheRedevant Product and Geographic Markets

Thereisno dispute in this case that the relevant product is delivered natural gas.
The disagreement concerns the relevant product and geographic markets. This presents
two questions: (1) Is the geographic market the entire state of California as contended by
El Paso Pipeline and El Paso Merchant, or isit limited to Southern California as
contended by CPUC, Edison, and PG&E? and (2)Are all three blocks of capacity in the
relevant product market or should only Block 111 be considered in the relevant product
market as alleged by El Paso Merchant and El Paso Pipeline? The Commission Staff
contends that the geographic market is the entire state of California, except for two
months when there were constraints in Southern California.

1. TheRdevant Product M ar ket

No party disputes that Block I11 gasisin the relevant product market, but thereis
disagreement as to whether Block | and Block 11 should beincluded. If Block Il capacity
Is used to serve Southern California, it can be recalled by a shipper when it is nominated
to a SoCal Gas receipt point. However, the facts show Block |1 capacity was only
recalled on two occasions during the period of the contract—the last time being in early
July 2000. The question iswhether thisis sufficient to remove Block |1 gasfor the rest
of the period involved in this case. Block Il capacity was used during March, April and
June 2000 to serve Mojave and SoCal Gas at Ehrenberg in addition to the PG& E delivery
point. At least for most of the period of the contract, Block 11 gasisin the relevant
product market. It isdoubtful that the two recalls are sufficient enough factors to remove
Block Il from the market for the entire period. Looking at Block | capacity, itis
sufficient to note that El Paso Merchant upgraded the entirety of this capacity on
November 22, 2000, by paying El Paso Pipeline the maximum tariff rate. Thisisclear
evidence that there is not a distinction between Block | and Block 111 capacity quality. El
Paso Merchant could have exercised itsright to upgrade Block | capacity at any time
during the period of the contract. The Chief Judge findsthat all three blocks or contracts
should be included in the relevant product market.

2. TheRelevant Geographic Market
The Chief Judge finds that the relevant geographic market is Southern California.

The geographic market is the region where the relevant product, as found above, is
available. In order to show that another pipeline provides a good aternative and isin the
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relevant geographic market, it must be shown that customers could purchase the relevant
product from an alternative pipeline. Thiswould require that capacity be available on the
other pipeline and that customers could obtain their needed services by using these
facilities. The alternative pipelines, i.e., again those other than serving the Southern
California border, must be able to reach the involved relevant market physically and
economically. Under these circumstances, any transmission constraints would limit the
market significantly. The evidencein this caseisfairly clear that alternative suppliesto
Southern Californiaare not available. AsDr. Paul R. Carpenter, Principal of the Brattle
Group, awitness for Edison, pointed out there are three potential aternative supplies, (1)
gas transported from Canada on PG& EGT to Malin, Oregon, (2) gas transported from
the Rocky Mountains on Kern River, and (3) gas transported from the Southwest on
Transwestern Pipeline. As Dr. Carpenter further pointed out all three of these pipelines
are baseloads with combined average monthly load factors for the period March 2000 -
March 2001 of 98 percent. (Exhs. SCE-13, 164, 165; tr. pp. 4423-4424) Consequently,
with this extraordinarily high load factor, they did not and could not respond with
additional supplies. Another reason that Southern Californiais a separate market from
the Northern Californiamarket isthe price differential. PG& E's Witness Mr. James F.
Wilson, Principal, LECG, LLC, pointed out at the hearing that the pricesin Northern
Cadliforniawere substantially lower than the prices in Southern California. The
disconnect between Southern and Northern California pricesin and of itself establishes
that the entire state of Californiais not the relevant market for the period of the contract
(Exh. SCE-166; tr. p. 3890-3891). Dr. Jonathan D. Ogur, awitness for the Commission
Staff, testified that: " . . . [W]hen prices differ significantly, particularly by more than the
cost of transportation between these regions, that is evidence that the two regions are in
separate markets." (tr. p. 2730) In addition, the Chief Judge observes that logic would
have it that if Southern California and Northern California were the same geographic
market, then the three pipelines would have sold their output at the substantially higher
prices prevailing in the Southern Californiamarket. Asindicated before herein, the three
aternate pipelines did not have the capacity and the supply available to serve Southern
Californiain competition with El Paso Pipeline.

D. Price Correations

Dr.Morris argues that the behavior of gas pricesin Northern and Southern
Cdliforniais highly correlated and is consistent with California being one market (Exh.
EPM-1) He computes a price correlation for the period March 1, 2000 through March
31, 2001 of .91 between the prices at the Southern California/Arizona border and at the
Northern California/Oregon border and concludes that the prices move together and,
therefore, both locations are in the same market (EPM-1; tr. 1546-1547) This argument
failsto withstand scrutiny. While Dr. Morris claimsthat his analysisis consistent with
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the Merger Guidelines (tr. 3084), he admits that the Merger Guidelines do not mention
correlation as a geographic market test method (tr. 3085-3086). Dr. Morris also admits
that correlations of prices demonstrate only the direction of price movement and that
correlations of prices do not consider the absolute increases and decreases of prices.
Prices may increase by substantially different amounts, and still be "perfectly correlated.”
Finally, the fact that common factors influence Northern and Southern California markets
renders correlation analysis unhelpful (Tr. 4421, 3902-03).

E. El Paso Merchant'sMarket Share

One method for determining market concentration and market share that is used
by the courts and by this Commission is the Herfindahl-Hirschman Index (HHI), whichis
a calculation based on the market shares of each participant in the market. This
Commission has deemed an HHI below 1,800 to be a workable competitive situation that
does not require close scrutiny. On the other hand, the Commission generally holds that
an HHI higher or greater than 1,800 is an indication that additional analysisis needed
because of concern that sellers acting alone or jointly may possess market power. An
HHI can be calculated using delivery data and/or capacity data. Each market participant's
market shareis calculated as the maximum daily quantity (MDQ) representing the
reservation or contracted demand of gas transported for that market participant, divided
by the total MDQ of gas transported for all market participants (Exh. S-8, p.5). If the
market share of the seller is greater than 35 percent, additional analysisis required
because of the concern that a seller might exercise market power along (Exh. S-1, p. 13
and Exh. S-3, Section 2.2). Commission Staff Witness Dr. Ogur and El Paso Merchant
Witness Dr. Morris applied the same general framework set forth in the Merger
Guidelines but reached different results because of the way each treated the relevant
product market and the relevant geographic market. Dr. Ogur would find, for at least the
two months where he finds a separate geographic market to be Southern California, that
the HHI-based on Blocks, I1, and I1I—would be 2,262 and El Paso Merchant's market
share rises to 45 percent, which exceeds the 1,800 threshold and the 35 percent market
share respectively (Exh. S-1, p. 19). Dr. Morris, on the other hand, calculated an HHI
based upon primary pipeline capacity for the entire California delivered gas market as
1,043. However, the Chief Judge has found before herein that the relevant geographic
market is Southern California and the relevant product market consists of all three blocks
of capacity. Dr. Carpenter found El Paso Merchant's share to be 35 percent with an HHI
of 2,155. El Paso Merchant arguesthat Dr. Carpenter's geographic market is based on an
alleged faulty method of picking specific points where El Paso Pipeline and
Transwestern Pipeline deliver gasto SoCalGas and PG&E. Dr. Morris, assuming
arguendo that Southern Californiawas the relevant geographic market and assuming that
SoCalGas core capacity should be excluded, but including Pacific Gas Transmission and
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Kern River, found a market share of 23 percent and an HHI of 906 by excluding Block I1
capacity (tr. 3007-3009).

In view of the Chief Judge's finding that Southern Californiais the relevant
geographic market, that all three contracts—Blocks |, 11, and | l1—are the relevant product
market, the HHI would exceed 1,800 by a significant amount and the market share would
top the 35 percent guideline. In view of the fact that the three contracts gave El Paso
Merchant an additional capacity of 1,220 MM btu/d and the further fact that El Paso
Pipelineis one of the largest pipeline companies in the United States, ranking eighth in
operating revenue, seventh in peak rate send out, fourth in miles of transmission pipe,
and fourth in number of compression stationsin the nation; the Chief Judge finds that El
Paso Pipeline and El Paso Merchant had the ability to exercise market power. The Chief
Judge recognizes that size along is not sufficient to find market power. However, the
Chief Judge finds, as will be pointed out more fully hereinafter, that while El Paso
Pipeline and El Paso Merchant had the ability to exercise market power, it isnot at all
clear from the record in this proceeding that EI Paso Merchant and El Paso Pipeline
exercised market power.

1. WHETHER EL PASO MERCHANT AND/OR EL PASO PIPELINE
EXERCISED MARKET POWER

A. El Paso Merchant's Utilization Nomination Strategy

El Paso Merchant's utilization of its capacity to Californiawas significantly less
than that of other El Paso Pipeline shippers during the period March 2000 - October
2000. For example, during that period, the average utilization of Burlington was 87
percent; of Williams, 84 percent; and of SoCal Gas, 86 percent; in contrast to El Paso
Merchant's average utilization of 44 percent (Exh. SCE-107). Edison claimsthat on days
when the basis differential—the difference between the price of purchasing gasin the
Southwest producing basins and the price the gas can be sold for at the California
border—exceeded the variable cost of shipping gas and El Paso Merchant's capacity was
not utilized, then ElI Paso Merchant was withholding capacity from the market (Exh.
SCE-4). The Brattle Study shows that during most days during the period June 1, 2000 -
November 30, 2000, El Paso Merchant withheld 500 - 700 MMcf/d (Exh. SCE-4). Dr.
Carpenter points out that from November 2000 to the end of March 2001, when the other
three major shippers utilized capacity at 80 percent plus levels, El Paso Merchant
simultaneously increased its capacity utilization to approximately 80 percent (tr. 4126,
4145). Dr. Carpenter argues that this demonstrates that EI Paso Merchant could have
used considerably more capacity prior to November 2000 instead of idling 56 percent of
Its capacity.
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On the other hand, El Paso Pipeline Witness John Somerhalder, executive vice
president for the company's regulated business, including El Paso Pipeline Group,
testified that Dr. Carpenter had erroneously concluded that El Paso Pipeline had a much
larger capacity during the relevant period than was actually available. Mr. Somerhalder
pointed out that Dr. Carpenter had failed to include the loss of pipeline capacity resulting
from the Carlsbad Pipeline rupture and from necessary periodic maintenance on the El
Paso Pipeline system (tr. p. 2775, p. 2790). Mr. Somerhalder further testified that from
June 21, 2000 - March 31, 2001, no El Paso Pipeline's capacity was withheld from the
marketplace. EPNG Exhs. 24, 25, and 29 illustrate that shippers used 95% of the El
Paso Pipeline available capacity during this period of time (tr. p. 2766). Infact, EPNG
Exhs. 24, 25, and 27 show that on many days El Paso Pipeline's shippers used 100
percent of the pipeline's available capacity (tr. p. 2774). Further, EPNG Exhs. 26, 27,
and 29 show that 95 percent of the pipeline's capacity into Southern Californiawas
utilized during this crucial period. EPNG Exh. 34 showsthat El Paso Pipeline's system
was full or virtualy full during the entire period that the price of natural gas at the
California border increased.

The evidence herein shows that during March 2000 - May 2000 when El Paso
Merchant was not nominating all of its capacity, other shippers were also not nominating
all of their capacity. Thisincluded SoCal Gas which during the spring of 2000 held 1.2
Bcf/d of capacity, ailmost half that of other shippers, and was utilizing its capacity to fill
storage (Exh. EPM-78, EPM-209). Californiademand was slack during this period and
basis differentials were hovering around the variable cost of shipping. Evidently, if there
had been more "in the money" transactions available to be taken advantage of, other
shippers would have taken advantage of them because they had the capacity to do so.

During the June 2000 - November 2000 period El Paso Merchant nominated
essentially 100 percent of its Block |11 capacity, its SoCal Gas released capacity and its
capacity on Transwestern. El Paso Merchant also nominated very high percentages of its
Block Il capacity (Exh. EPM-79). At the sametime, El Paso Merchant experienced
significant curtailmentsin scheduled deliveries, including Block | curtailments that
began early in the summer of 2000 and Block Il curtailments that arose consistently from
the late summer 2000 onward (Exh. EPM-163). However, even on those occasions
during this period when El Paso Merchant did not nominate 100 percent of its capacity,
the relevant question is whether other shippers had sufficient capacity to take up the
dack. The evidence showsthat if El Paso Merchant had attempted to exercise market
power by restricting its nominations and flows of gasto California during the summer of
2000 and thereafter, other firm shippers who were experiencing cutsin their own
nominations could have flowed, and would have had every incentive to flow, more gas.
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All parties agree that from November 2000 - March 2001 El Paso Pipeline was
full. During that period El Paso nominated essentially all of its available capacity and it,
aswell as other shippers experienced consistent capacity-related cutsin their
nominations. Consequently, there could be no artificial withholding of gasto Southern
Californiaduring this period since Californiawas receiving al of the gas that was
physically possible.

B. Whether El Paso M erchant Withheld Capacity

El Paso Merchant witness, Dr. Joseph P. Kalt, Professor of International Political
Economy at the John F. Kennedy School of Government, Harvard University, set forth
three basic conditions that would have to be met in order to prove that Merchant
exercised market power (tr. pp. 3131-3132). Professor Kalt explained that the three
conditions would have to hold at the same time. The three conditions are:

1. The system for getting gas to California customers must not be full;
2. El Paso Merchant must have unutilized, but usable delivery rights, and
3. Other shippers must have fully utilized their delivery rights.

On the first point, Professor Kalt explained that it is critical that the system must
not be full because once capacity becomes constrained, neither EI Paso Merchant nor any
other shipper could exercise market power. Dr. Ogur agreed with Professor Kalt's view
that exercising market power requires arestriction of supply, and if pipelines are full,
then supply is at its maximum (tr. p. 2701). Dr. Carpenter also acknowledged that when
the pipeline system was full El Paso Merchant could not exercise market power (tr. p.
996). During the spring of 2000, El Paso Merchant and other shippers had unutilized
capacity because there was insufficient demand at the California border. During this
period basis differentials between the producing basins and the California border were
close to the variable cost of shipping. When prices exceeded the variable cost of
shipping gasflowed. Conversely, El Paso Merchant arguesthat if prices were below the
variable cost of shipping, it would not have been prudent to ship gas. During mid-2000,
conditions quickly changed. Within arelatively short period of time the pipeline systems
bringing gas to and into California became fully constrained as the average daily demand
ran at almost 20 percent higher than any of the previous four years. It was during this
period that EI Paso Merchant began to experience consistent cuts in its nominations.
Also, starting in June 2000, potential interruptible transportation (IT) shippers
nominations increased sharply, but since firm shippers were already using most of the
capacity very little IT actually flowed even though such sales would have been economic.
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Asfor the second point, Professor Kalt points out that the term "usable" means
both "economically viable" and "physically available." Professor Kalt stated that the
second condition was not met because El Paso Merchant did not have unutilized, but
usable delivery rights. In the spring of 2000, El Paso Merchant had unutilized delivery
rights, but they were not usable because it was not economic to ship gas due to low
demand and prices at the Californiaborder. Neither El Paso Merchant nor other shippers
on El Paso Pipeline fully nominated or utilized their capacity during thisperiod. By late
June, while is was economically viable for El Paso Merchant to ship gas, the pipeline
systems were full and El Paso Merchant's nominations were consistently cut in the El
Paso Pipeline scheduling process. During this period El Paso Merchant fully nominated
its contracted Block 111 capacity from June 2000 to November 2000, but experienced
consistent capacity cuts on its nominations of Block I11 deliveries throughout the period
March 2000 through March 2001. El Paso Merchant nominated the vast majority of its
Block | capacity on El Paso Pipeline to SoCal-Ehrenberg delivery point and suffered
consistent capacity cuts throughout the period beginning late June/early July 2000 and
extending through March 2001. Even after El Paso Merchant upgraded its Block |
capacity to primary receipt point to primary delivery point quality on November 22,
2000, its nominations to El Paso Pipeline delivery point at SoCal-Ehrenberg were
consistently cut due to capacity constraints on the physical transportation system to and
into Californiafrom November 22, 2000 through March 2001. The record herein shows
that throughout the term of the El Paso Merchant contracts, numerous shippers other than
El Paso Merchant collectively had just 100 MMcf/d of unused capacity almost every day
between March 1, 2000 and March 31, 2001. Even Dr. Carpenter and Dr. Ogur
conceded at the hearing that El Paso Merchant could not exercise market power during
the November 2000 to March 2001 time period because the pipeline system was full.

Regarding third point, Professor Kalt argued that Merchant could not have
exercised market power if other shippers had unused, but usable, delivery rights since
such delivery rights constituted supply available to the market that could offset any
withholding of supply by El Paso Merchant. Professor Kalt argued that for the entire
period of the El Paso Merchant contracts, other shippers had unutilized firm capacity of
their own as aresult of weak demand during the spring 2000 and later as aresult of cuts
In nominations due to capacity constraints as growing demand. Moreover, starting in the
summer 2000, when the basis differentials began to exceed the cost of interruptible
transportation, the capacity that was allegedly withheld by El Paso Merchant would have
been available asinterruptible service.

C. El Paso Merchant's Financial Hedging
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In acquiring the three blocks of capacity on El Paso Pipeline, El Paso Merchant
agreed to pay afixed demand charge of $38.5 million, payable monthly over the 15-
month term. El Paso Merchant felt that this demand charge represented arisk to El Paso
Merchant, since it might not be able to flow enough volumes at sufficient price over the
term of the contracts to offset the fixed demand charges (tr. 1836 - 1837; Exh. EPM-64,
p. 79). Particularly since the prior holder of essentially the same El Paso Pipeline
capacity, Dynegy, lost $17 million during 1998-1999 (tr. 1836 - 1837, 1847).
Conseguently, as soon as El Paso Merchant contracted for the capacity from El Paso
Pipeline, it began entering into financial transactions to minimize the risk that basis
differentials between the producing basins and the California border would decline
during the term of the El Paso Merchant Contracts (tr. 2122 - 2123; Exh. EPM-63). This
risk management technique is generally known as "hedging." The Commission
described hedging in Order No. 637 asfollows:*

Hedging occurs when a seller uses afinancial instrument to fix the price at which
it will buy or sell acommodity at some future date. By locking in a known price
in the future, a buyer in the natural gas market, for example, can protect itself
against future increases in the spot market price. Two financial instruments
commonly used for hedging are aforward contract and a futures contract.

As the Commission recognized in Order No. 637, avery active financial market
has developed in the gas business. Unlike physical gas transaction, which require
delivery of actual volumes of gas to specified locations, financial transactions are based
on future prices of gas, without corresponding need to flow or deliver gas physically.
The financial marketplace has developed a variety of options and futures contracts used
by consumers, producers, and marketing companies to hedge against potential price
fluctuations associated with their contracts in the physical gas market (See Order No.
637, at 61,253).

El Paso Merchant hedged its future price risk under its contracts with El Paso
Pipeline primarily by making forward financial sales— sales today for some date in the
future at a specified price, volume, and term — at the California border. The volumes of
the forward financial sales were based on expected throughputs, which were El Paso
Merchant's expected load factors based on historical El paso Pipeline flow levels. El
Paso Merchant's strategy was to lock-in abasis spread between the production basins and
the border that equaled its reservation charge plus variable cost on a per-unit basis (Exh.
EPM-63; tr. 1839).

“IFERC Stats. & Regs. [Regulation Preambles] 131,091 at 31,253 (2000).
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El Paso Merchant arguesthat if it possessed the market power asserted by the
CPUC, PG&E, and Edison, it would not have needed to hedge against downside price
risks because it could guarantee prices and basis differentials above "competitive levels'
(Tr. 1843, 2121 - 2122, 2192, 2432; Exh. EPM-1, Exh. EPM-64).

Edison argues that while El Paso Merchant held approximately 14,000 MMcf/d of
capacity between its three capacity blocks and its SoCal Gas release, only 700 MMcf/d,
approximately 50 percent were held (Edison In. Brief, p. 39). Thus, there was significant
capacity |eft to provide an incentive to El Paso Merchant to increase the price.

The Chief Judge finds that there is merit in El Paso Merchant's arguments.
However, at the same time, despite of the hedging, El Paso M erchant made tremendous
profits, $184 million, on the 50 percent of the capacity that was not hedged (tr. 2058 -
2061, 4182 - 4183; Exh. SCE-167).

D. Increasesin Demand and Price I ncreases

The Commission in its Order Removing Obstacles to Increase Electric
Generation and Natural Gas Supply in the Western United States and Requesting
Comments on Further Actionsto Increase Energy Supply and Decrease Energy
Consumption, 94 FERC 161,272 (2001), found that unusually warm weather, low
hydroel ectric production, the cumulative effect of annual demand growth, lack of new
generation facilities, a seriously flawed electric market, and other factors all contributed
to higher electric power prices. The Chief Judge finds that the higher prices being
obtained for electric power made gas-fired generation much more economic than in prior
years, which resulted in a substantial increase in demand for gas, which increased the
price. PG&E'switness, Mr. Wilson, testified that even without El Paso Merchant
exercising market power, gas prices would have been higher in 2000 due to scarcity and
high pipeline utilization (tr. 640-641). Natural gas consumption in California beginning
in May 2000 was 1.3 Bcf/d higher than average levels for the same months during the
years 1996 - 1999 (Exh. EPM-1; tr. p. 108-109). The result was an inevitable sudden
and dramatic increase in the price of natural gas under the law of supply and demand.

In Order 637, at 31,273, the Commission said, " . . . during peak periods, the value
of transportation will rise because the transportation quantity demanded begins to exceed
the quantity of capacity supplied. Asaresult, ahigher price isneeded to effectively
allocate transportation to those who need to obtain it and are willing to pay the highest
price for the bundled commodity. Such prices would occur in any competitive market
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when supply becomes constrained relative to demand."*? The Commission also stated

in Order No. 637-A, "[H]igh prices during peak periods are alegitimate reaction to
supply and demand forces."* In this proceeding the evidence shows that El Paso
Pipeline's capacity was used at an extremely high load factor for nine consecutive months
(EPNG Exh. 26, 27, 29, and 34). No party disputes the fact that the other three interstate
pipelines serving Californiaalso ran at high load factors during this period. Thiswasa
dramatic shift from a market characterized by a substantial amount of excess capacity to
one characterized by a prolonged multi-month period with demand being at the limit of
available supply. Thiswas alegitimate reaction to supply and demand forces.

Be that asit may, the Commission, in Order No. 637, found that price increases
are not necessarily indicative of market power:

The fact that the value of transportation in the short-term bundled sales market
exceeds the daily or monthly maximum rate now permitted in pipeline tariffsis
not surprising, nor isit evidence that market power is being exercised. The daily
or monthly rates (derived by simple division of the annual rate) were never
intended to replicate prices that demand conditions would produce. Particularly
during peak periods, the value of transportation will rise because the
transportation quantity demanded begins to exceed the quantity of capacity
supplied. Asaresult, ahigher priceis needed to efficiently allocate transportation
of those who most need to obtain it and are willing to pay the highest price for the
bundled commodity. Such price increases would occur in any competitive market
when supply becomes constrained relative to demand.?

In Order 637-A, the Commission further emphasized:

Because no capacity can be withheld from the market above the regulated
maximum rate and buyers can always obtain capacity from the pipeline on anon-
discriminatory basis, market power cannot be exercised when rates exceed the
cost-of-service price ceiling, and consequently the resulting price isthe

ZQrder No. 637, FERC Stats & Regs. [Regulation Preambles] 131,091 at 31,275
(2000).

20rder No. 637-A, at 31,567.

#Order No. 637, FERC Stats & Regs. [Regulation Preambles] 131,091 at 31,275
(2000).
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competitive price needed to equate supply and demand and allocate the available
capacity.”

El Paso Pipeline, by motion filed on October 4, 2001, requested the Chief Judge
to take official notice of a press release issued on September 27, 2001, by PG& E and of a
press release by the California Energy Commission attaching a report adopted on
October 3, 2001, entitled: "Natural Gas Infrastructure Issues." A joint answer opposing
El Paso Pipeline's motion was filed by PG& E, Edison, and the CPUC on the ground that
it isnot a proper subject for official notice and that it is not material beyond reasonable
controversy.

The Chief Judge finds the material to be relevant to this case and the PG& E press
release to be a statement by one of the major parties concerning the reasons for the high
gas prices in Southern California during the period involved in this case. These
documents will be made a part of the official record for the Commission's use.

Among other statements concerning PG& E's expectations that gas prices would
decrease, the press release of PG& E states:

Gas prices began increasing across the country last year because of tight supplies and
high demand. Prices charged by gas supplierslast winter were especially high because of
increased demand by natural gas-fired power plants. Additionally, cold weather -- which
resultsin higher demand -- in other parts of the country tends to drive up prices here
because the pipelines and supply basinsin Canada and the Southwest U.S. that serve
California are also connected to other regions.

E. FERC Regulations Prevent Withholding of Capacity

When a pipeline complies with the Commission's regulations set forth in Order
Nos. 637 and 637-A, the exercise of market power by the withholding of capacity by an
affiliate or any other shipper on apipelineis prevented. The evidence in this case shows
that El Paso Pipeline did in fact comply with Order Nos. 637 and 637-A. Order No. 637-
A, at 31,564 states:

While market analysis looks principally at market structure and barriersto entry in
an attempt to discern whether firmswill have incentives to reduce output to raise
price, the Commission's regulations protect against the exercise of market power
by directly limiting the withholding of available transportation capacity through

2%Order No. 637-A, at 31,564 (2000).
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the requirement that pipelines sell al available capacity at aregulated rate. There
Isonly afixed amount of capacity in the short-term capacity market. Any capacity
not sold or used by afirm shipper is, by definition, available from the pipeline as
interruptible or short-term firm capacity. In these circumstances, if firm shippers
attempt to exercise market power by raising price above the regulated rate, buyers
can acquire the capacity from the pipeline at the regulated rate. Because no
capacity can be withheld from the market above the regulated maximum rate and
buyers can aways obtain capacity from the pipeline on a non-discriminatory basis,
market power cannot be exercised when rates exceed the cost-of-service price
ceiling, and consequently the resulting price is the competitive price needed to
equate supply and demand and allocate the available capacity. The requirement
that a pipeline sell its capacity at the regulated maximum rate prevents tacit
collusion between the pipeline and the shipper to withhold capacity to raise price
above the ceiling rate, and effectively limits the releasing shipper's ability to
exercise market power at prices above the ceiling rate.?

Order 637-A goeson to state:

The rate ceiling on pipeline capacity also will continue to protect against the
exercise of market power in the event capacity is held by a pipeline affiliate. The
pipeline affiliate, like any other firm shipper, will be unable to withhold capacity
and exercise market power because, if the affiliate refuses to sell released
capacity, buyers can obtain that capacity as interruptible transportation at a just
and reasonabl e rate from the pipeline.?’

El Paso Pipeline's president, Ms. Patricia A. Shelton, testified that El Paso
Pipeline posted on its electronic bulletin board all of its capacity available at each of its
four Californiadelivery points. In addition, El Paso Pipeline posted all of its available
capacity at its receipt points and at points elsewhere on its system where capacity
constraints are most frequent. Ms. Shelton further testified that any capacity not used by
El Paso Pipeline's firm shippers was made available to any interruptible shipper willing
to pay the El Paso Pipeline approved tariff rates. Itisundisputed in this case that El
Paso Pipeline posted all capacity not scheduled by its firm shippers. Interruptible service
Is considered by this Commission to be an effective protection against withholding of
capacity by firm shippers. That fact does not necessarily mean that a substantial amount
of interruptible capacity will flow on El Paso Pipeline's system. Further, thereisno

2%0rder No. 637-A, at 31,564 (2000)
27|d., at 31,564.
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requirement that a pipeline discount its interruptible service (Order No. 637-A, at
31,567). The El Paso Pipeline's procedures described by Ms. Shelton would tend
provide substantial control on the exercise of market power by the withholding capacity.

IV. THE AFFILIATE STANDARDSISSUE

The Commission in its March 28, 2001 order® in this proceeding stated (page 3 of
dip):

". .. The Commission finds no merit in the allegations that
the bidding process for the three blocks of capacity was
skewed to favor El Paso Merchant and that El Paso Merchant
possessed certain information concerning a discount that was
not available to other bidders. Further, the Commission has
examined the evidence and does not find a violation of the
Standards of Conduct for Interstate Pipelines with Marketing
Affiliates (Affiliate Standards)."

Then the Commission went on to state:

"As stated above, the Commission does not prohibit
marketing companies from arranging transportation and
related discounts with their pipeline affiliates. The
Commission's examination of the record before it, including
Protected Materials, reveals no violation of the Affiliate
Standards. Nevertheless, while the evidence in the existing
record does not show that El Paso Pipeline and El Paso
Merchant violated the Commission's Affiliate Standards, the
CPUC and the intervenors have cited internal El Paso
Pipeline communications that they claim show evidence that
El Pas Pipeline and El Paso Merchant intended to manipulate
the market. These documents and the three studies presented
by Edison, El Paso Pipeline, and El Paso Merchant raise
doubt about whether El Paso Merchant had market power
and, if so, exercised it so asto increase natural gas prices at
the Californiaborder. The Commission is concerned about

2Pyblic Utilities Commission of the State of Californiav. El Paso Natural Gas
Co., 94 FERC 1 61,338 (2001), at 62,246.
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these allegations, and directs the ALJ to compile arecord on
thisissue." (Emphasis supplied)®

But inits June 11, 2001 order*® on Rehearing herein the Commission said:

In their requests for rehearing, CPUC, PG& E, and Edison
clam that El Paso Merchant had secret and material
information that was unavailable to other potential bidders,
thereby tainting the process. CPUC assertsthat it is
undisputed that, during the open season, EL Paso M erchant
negotiated lower rates for large volume utilizing Mojave's I T
rates to Wheeler Ridge, and that no other party knew of this
discount until after the close of the open season. They further
contend that the open season was skewed to favor abid by El
Paso Merchant in avariety of ways. CPUC, PG&E, and
Edison generally argue that the Commission misinterpreted
the evidence relating to the open season and the discount on
which it relied in t