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 Memorandum

August 10, 2001
	TO:
	Enron Corp.

	
	

	FROM:
	Adam Wenner

	
	

	RE:
	FERC Issues Associated With Granite II Transaction


This memorandum addresses FERC issues associated with the Granite II Transaction.  It is contemplated that in addition to cash, Enron would receive non-voting convertible stock, preferred, non-voting stock, and less than 10% of the common stock of HoldCo.  In addition, Enron would have the right to select as many as three of the thirteen directors on the board of HoldCo.

I.
FERC Approval Under Section 203

At the completion of the transaction, HoldCo would own at least 90.1 percent of the voting securities of Portland General Electric Co. (PGE).  This result represents a change in control over PGE, and therefore would require prior approval from FERC pursuant to Section 203 of the Federal Power Act (FPA).  In considering a proposed change in control over a public utility, the FERC will consider the effects of the transaction on competition, on rates, and on regulation. 

Buyer does not, and does not have subsidiaries that own electric generation, transmission or distribution facilities; as a result, the transaction will not raise issues regarding horizontal market power, i.e., the combination of PGE’s owned or controlled generation with generation owned or controlled by Buyer.  The transaction would result in the combination of an electric utility and a gas utility with overlapping service territories, and thus raises vertical market power issues.  The concern is whether the transaction will create or enhance the incentive or ability of the merged firm to adversely affect prices and output in the downstream electricity market and to discourage entry by new generators.

In a similar case involving the merger of an electric utility (LILCO) and a gas utility (Brooklyn Union Gas) with overlapping service areas, the FERC noted that the combination could give the gas utility an incentive to seek to disadvantage competing gas-fired generators in its service area, since these generators would now be competing with generation owned by the newly-affiliated electric utility.  FERC’s approach is to “attribute,” for purposes of its competitive analysis, gas-fired generation served by the merging company, to that company.  Accordingly, FERC examined the amount of gas-fired generation served by the gas utility.  The FERC noted, however, that even if it found that the gas utility could disadvantage gas-fired generation it serves, it would only raise concerns if the downstream electric market is highly concentrated, (as indicated by an HHI of 1,800 or more), thus limiting the ability of customers to switch to generators not served by the merged company.  In Brooklyn Union, the FERC made a negative finding on the first issue, and thus did not address the second.

The competitive analysis prepared for the proposed sale of PGE to Sierra Pacific Resources concluded that the downstream electric market in the Portland region is mildly concentrated.  Based on such a conclusion, since both prongs of the test must be satisfied for a finding of vertical market power, vertical market power concerns should not be a barrier to obtaining FERC approval.  Regarding the first prong of the test, the ability of HoldCo’s gas utility to disadvantage competing gas-fired generation is limited since, as a regulated LDC, the gas utility is obligated to provide non-discriminatory service to all customers.  In addition, gas-fired generation has the ability to, and review of proposed gas plants in the region indicates that developers have, located plants outside of the LDC’s service area.  Thus, although the FERC will look carefully at this issue, and intervenors may make allegations that combining these two utilities raises competitive problems, the FERC should ultimately conclude that no vertical market power concerns are raised.

Finally, as noted above, Enron is considering an arrangement in which it would receive less than ten percent of the common stock of HoldCo, as well as non-voting stock, and would have the right to select one or more members of the board of HoldCo and its utility subsidiaries.  Besides PGE, Enron does not own or control significant generation resources in the region.  As a result, even if the FERC were to view Enron as controlling HoldCo and were to view Enron and its affiliates and HoldCo as a single business unit, the results of its horizontal and vertical market power analyses should be the same as its analyses of combining PGE and Buyer.

The transaction would not affect PGE’s wholesale or retail rates, and thus would raise issues under this standard.  Finally, HoldCo would be an exempt holding company that would not be subject to potential PUHCA interference with the FERC’s or state commission’s regulation of the sale of goods or services between affiliates of the HoldCo system.  As a result, there will no issues relating to the transaction’s effect on regulation.

II.
Marketing Affiliate Issues

As noted above, Enron may acquire various interests and rights relating to the ownership and control of Holdco.  The possession of these interests by Enron raises questions as to whether PGE and HoldCo’s gas utility subsidiary will be viewed by FERC as “affiliates,” for purposes of the FERC’s restrictions on transactions between Enron’s marketing affiliates and PGE.  The FERC has addressed the issue of what type of interest triggers treatment of an entity as an affiliate.  In Morgan Stanley et al, 72 FERC ¶ 61,082, the FERC established a rebuttable presumption that a voting interest of 10 percent or more represents control.  The Commission relied on its standards for pipeline marketing affiliates, which define “affiliate” as “another person which controls, is controlled by, or is under common control with, such person,” and which state that control includes but is not limited to, the possession, directly or indirectly and whether acting alone or in conjunction with others, of the authority to direct or cause the direction of the management or policies of a company.”

As noted above, in addition to cash, it is contemplated that Enron will receive securities in HoldCo and rights to select members of HoldCo’s board of directors.  Putting aside the ability to select members of HoldCo’s board, so long as the voting securities represent less than 10 percent of HoldCo’s voting securities, and prior to any conversion of non-voting stock to voting, FERC should not treat Enron’s marketing affiliates as affiliates of PGE, HoldCo or HoldCo’s gas utility subsidiary for purposes of the restrictions on transactions between affiliates.  However, it is possible that Enron’s ability to select board members would raise questions concerning affiliate relationships.

The specific issues with which the FERC is concerned are (i) transactions in which a regulated public utility is able to divert profits from ratepayers to shareholders, by selling to affiliates at below market price or by purchasing from affiliates at above market price, and (ii) the sharing by PGE of transmission and market information to affiliates, to the disadvantage of unaffiliated competitors.  If the FERC were to conclude that PGE should still be considered an “affiliate,” under the above-cited definition, because of Enron’s continuing ability to exercise control through its ability to select board members of HoldCo, it is possible that the FERC would require that the existing affiliate prohibitions regarding transactions between Enron’s marketing affiliates and PGE remain in place so long as Enron maintains this authority.

� The FERC might consider the effects of combining Enron’s pipeline subsidiaries with Buyer’s LDC operations; this does not appear to raise competitive issues.





� 18 C.F.R. § 161.2 (1995).





� PGE’s Tariff No. 11 provides, in paragraph 4.2, for PGE to sell capacity and energy to its marketing affiliates at rates no lower than the rate it charges its non-affiliates, and to purchase capacity and energy from its affiliates at rate the lowest price for such products purchased by it from on-affiliates.  PGE is required simultaneously to make the same offer it makes to purchase from or sell to its affiliates on its electronic bulletin board.
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